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INTRODUCTION

Bank records are of particular interest and importance
to forensic accountants and receivers, as they reflect an
entity’s actual financial history. In fact, bank records can
tell a powerful story.

We identified bank statements in several of our
investigations that were electronically manipulated to
reflect deceptive and fraudulent statement entries.
Both the descriptions and amounts were changed for
electronic payments, such as wire transfers and debit
card transactions reflected on statements. In some cases,
deposits were altered to reflect greater cash inflows,
and the balances were manipulated such that they
rolled forward, helping the manipulations go unnoticed.
Financial statement fraud can involve virtually any account
on an entity’s books and records.

HOW PORTABLE
DOCUMENT FORMAT FILES
(PDFs) ARE MANIPULATED

Bank and credit card statements are often downloaded by
accounting personnel from bank websites in PDF format, in
lieu of receiving hard copies via mail. This practice is becoming
increasingly common as companies are encouraged to go
paperless. In some cases, we found that statements were
manipulated using software that cracks open PDF files and
provides editing tools that were used to change amounts,
dates, and descriptions of various transactions. The files
were then converted back to PDF format.

Today, bank records can be easily manipulated using Adobe
Acrobat Pro software, which doesn’t require converting
the file to a different format. For example, imagine a
case of employee embezzlement in which an employee
uses a company credit card for personal purposes. If the
employee has access to the electronic statements, it
would be incredibly easy to change the payee name from
a department store to a less questionable vendor, such as
an office supply store.

Inevitably, all PDF files are editable. Even if the original
PDF file is scanned as an image in bitmap format, a
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process known as Optical Character Recognition (OCR)
allows users to convert the PDF into text format. Adobe
Acrobat contains an OCR feature, and there is other
software available on the internet. Even PDF files that are
not in text format can still be edited through other means.
Techniques such as using screen capture software to take
an image of the document and then editing and resaving
it can be used to change an electronic file.

HOW TO MAKE PDFs MORE
SECURE

SomefinancialinstitutionsapplysecurityfeaturestoPDFfiles,
which can help to prevent manipulation. In our experience,
this occurs most often with investment accounts. In Adobe
Acrobat Pro, you can check whether security features have
been applied to a PDF file to determine if the document is
subject to manipulation. These security features can only
be removed if you know the password used to enable them.
However, in our experience, most banks don’t apply these
simple security features to electronic statements.

The most secure PDF files can restrict users from changing
a document, combining multiple files, extracting pages,
copying text, and even printing the files. Although this
security feature is almost never used, one might question
why a financial institution would want to prevent users from
printing out statements. Someone with access to printed
statements could simply scan them back into PDF format
and convert them into text, which essentially washes away
all security features applied to the original electronic file.
The creator of the PDF can implement password protection,
but, ultimately, this protection can be broken.

CONCLUSION

Changes made to bank statements are virtually impossible
to identify without having a copy of the original bank
statement to compare them to. Forensic accountants and
receivers should exercise caution when relying on bank and
credit card statements in PDF format, unless they come
directly from the financial institution. Specifically, there are
a few things to look out for regarding statements received
from other sources:
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e Look for slight differences in font types and sizes.
Some banks use more obscure fonts that are difficult
for basic OCR software to match.

e Look for statements that appear to have been scanned
but have been converted to text format, as such

documents reflect the potential for manipulation.

e Match ending balances from prior statements to
beginning balances of subsequent statements. It can
be difficult to carry on the manipulation without error

for an extended period.

e Look for excessive bank fees, as such fees might be
indicative of overdraws despite an apparent positive

cash balance.

The ease of electronic manipulation teaches a valuable
lesson. We must remember to exercise caution and remain
on heightened alert of fraudulent schemes in the analysis
of bank records. The existence of a red flag, while not
dispositive of fraud, could indicate that there are more
instances to be found. When in doubt, consider seeking the
expertise of a forensic accountant skilled at recognizing the
distinguishing features of manipulated bank statements.
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This publication is for educational and general information purposes only. It may contain errors and is provided as is. It is
not intended as specific advice, legal or otherwise. Opinions and views are not necessarily those of J.S. Held or its affiliates
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458 B.R. 858
United States Bankruptcy Court,
W.D. Texas,
Austin Division.

In re Grady Tecumseh ATKINS, Debtor.
Michael D. Randall and Jason L. Randall, Plaintiffs,
V.

Grady Tecumseh Atkins, Defendant.

Bankruptcy No. 09-12896—CAG.
|
Adversary No. 10-01028—-CAG.
I
Sept. 1, 2011.

Synopsis

Background: Creditor brought adversary proceeding to
except debt from discharge, as well as to deny debtor a
discharge in Chapter 7, based, inter alia, on debtor's misuse
of proceeds of loan.

Holdings: The Bankruptcy Court, Craig A. Gargotta, J.,
held that:

[1] debtor's misuse of proceeds of business loans other than
for purpose specifically designated in loan documents, in
transferring proceeds to his or his wife's personal accounts
less than one year prior to petition date, warranted denial of
discharge on fraudulent transfer theory;

[2] while debtor could have kept better business records,
his recordkeeping deficiencies, as unsophisticated person
without business background or training, were not grounds
for denial of discharge;

[3] debtor's inconsistent statements regarding amount of
wages that he was owed, in support of untimely unsecured
claim that he filed in separate bankruptcy case of his wholly-
owned company, did not warrant denial of debtor's discharge
on “false oath” theory;

[4] debtor could be denied discharge for failing to
satisfactorily explain loss of loan proceeds;

[5] creditor did not rely on any such misstatements as debtor
may have made;

[6] debtor's misuse of loan proceeds was in nature of
“fiduciary defalcation”; and

[7] debt would be excepted from discharge as one for debtor's
“willful and malicious injury.”

So ordered.

West Headnotes (31)

[1] Bankruptcy @ Dischargeable Debtors

Bankruptcy court must grant debtor a discharge
unless one or more of grounds for denial of
discharge is proven to exist. 11 U.S.C.A. §
727(a).

[2] Bankruptcy é= Weight and Sufficiency

Standard of proof in proceeding to deny debtor a
discharge is proof by preponderance of evidence.
11 US.C.A. § 727(a).

[3] Bankruptcy é= Grounds for Denial of
Discharge

Bankruptcy @= Fraudulent or Preferential
Transfer

Bankruptcy &= Concealment of Property

To prevail on complaint to deny debtor a
discharge based upon his fraudulent prepetition
transfer, concealment or other disposition of
property, complainant must show the following:
(1) that the act complained of was done within
one year prior to petition date; (2) that the act
was done with actual intent to hinder, delay or
defraud creditor or an officer of estate; (3) that
the act was that of debtor or duly authorized
agent of debtor; and (4) that the act consisted of
transferring, removing, destroying or concealing
any of debtor's property, or permitting any of
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[4]

[5]

[6]

(7]

these acts to be done. 11 U.S.C.A. § 727(a)(2)
(A).

Bankruptcy é= Fraudulent or Preferential
Transfer

Actual, not just constructive, intent to hinder,
delay or defraud creditor is required in order to
deny debtor a discharge on fraudulent prepetition
transfer theory. 11 U.S.C.A. § 727(a)(2)(A).

Bankruptcy @= Particular grounds for
objection to discharge

Bankruptcy @ Fraudulent or preferential
transfers

Finding of actual intent to hinder, delay or
defraud creditor, of kind required to deny debtor
a discharge on fraudulent prepetition transfer
theory, may be based upon circumstantial
evidence or inferences from course of conduct.
11 U.S.C.A. § 727(a)(2)(A).

Bankruptcy é= Fraudulent or Preferential
Transfer

In proceeding to deny debtor a discharge
on fraudulent prepetition transfer theory, court
should apply as broad a definition of “transfer”
as possible. 11 U.S.C.A. § 727(a)(2)(A).

Bankruptcy = Fraudulent or Preferential
Transfer

Bankruptcy @ Transfer to nondebtor spouse
or family members

Bankruptcy @ Particular grounds for
objection to discharge

Chapter 7 debtor's misuse of proceeds of
business loans other than for purpose specifically
designated in loan documents, in transferring
proceeds to his or his wife's personal accounts
less than one year prior to petition date, along
with his misuse of proceeds from sale of
inventory, which lender had financed, other than
to repay loans, was such as to warrant denial
of debtor's discharge on fraudulent prepetition

8]

191

[10]

[11]

transfer theory; that debtor had acted with
requisite intent to hinder, delay or defraud
lender could be inferred from the surrounding
circumstances. 11 U.S.C.A. § 727(a)(2)(A).

Bankruptcy &= Sufficiency of records

To satisfy his obligations under “recordkeeping”
discharge exception, debtor must take such steps
as ordinary fair dealing and common caution
dictate to enable creditors to learn what he did
with his estate. 11 U.S.C.A. § 727(a)(3).

3 Cases that cite this headnote

Bankruptcy &= Sufficiency of records

To satisfy his obligations under “recordkeeping”
discharge exception, debtor must keep records
in a form that enables creditor to ascertain
his current financial condition and follow his
business transactions in past. 11 U.S.C.A. §
727(a)(3).

3 Cases that cite this headnote

Bankruptcy @ Sufficiency of records

While Chapter 7 debtor could have kept better
business records, including some record of cash
payments that he allegedly made to employees
of his business out of funds withdrawn from
automated teller machines (ATMs), debtor's lack
of business background or training and fact
that objecting creditor was able to get all
necessary bank statements and business reports,
prevented denial of debtor's discharge based
on the inadequacy of his financial records. 11
U.S.C.A. § 727(a)(3).

Bankruptcy @= Protection Against
Discrimination or Collection Efforts in General,
“Fresh Start.”

Bankruptcy &= Dischargeable Debtors

Purpose of Chapter 7 of the Bankruptcy Code
is to give individual debtors a “fresh start,” and
discharge provisions require court to grant debtor
a discharge of all debts, except for very specific
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In re Atkins, 458 B.R. 858 (2011)

[12]

[13]

[14]

[15]

[16]

and serious infractions on his part. 11 U.S.C.A.
§ 727(a).

Bankruptcy @= Particular grounds for
objection to discharge

Bankruptcy = False oath or account

It is plaintiff who bears burden of proving an
objection to debtor's discharge under “false oath”
provision, and plaintiff must satisfy that burden
by preponderance of evidence. 11 U.S.C.A. §
727(a)(4)(A).

Bankruptcy @ False Oath or Account

To prevail on complaint to deny debtor a
discharge based on his false oath(s), complainant
must show the following: (1) that debtor made
statement under oath; (2) that statement was
false; (3) that debtor knew statement was false;
(4) that debtor made statement with fraudulent
intent; and (5) that statement related materially
to bankruptcy case. 11 U.S.C.A. § 727(a)(4)(A).

Bankruptcy = Errors on and omissions from
schedules

Omission of asset from bankruptcy schedules
can constitute a “false oath,” for denial-of-
discharge purposes. 11 U.S.C.A. § 727(a)(4)(A).

Bankruptcy = False Oath or Account
Bankruptcy @~ False oath or account

While innocent mistakes and inadvertence are
generally insufficient to result in denial of
discharge on “false oath” theory, debtor need
not have acted deliberately to deceive; requisite
intent can be shown by establishing that debtor
acted with reckless disregard for the truth, which
can be proven by circumstantial evidence. 11
U.S.C.A. § 727(a)(4)(A).

Bankruptcy @= Oath or account as to property
or indebtedness

[17]

[18]

[19]

Individual Chapter 7 debtor's inconsistent
statements regarding amount of wages that he
was owed, in support of untimely unsecured
claim that he filed in separate bankruptcy case
of his wholly-owned company, did not warrant
denial of debtor's discharge on “false oath”
theory; while bankruptcy court did not condone
debtor's lackluster recordkeeping or inability to
correctly calculate amount of his unpaid wages,
any misstatements by debtor, relating solely to
claim which could be paid only after timely
filed unsecured claims were paid in full, was not
“material,” as required by “false oath” discharge
exception. 11 U.S.C.A. § 727(a)(4)(A), (a)(7).

Bankruptcy &= Failure to explain loss or
deficiency

To prevail on complaint to deny debtor a
discharge for failing to satisfactorily explain loss
or diminution of assets, complainant need not
demonstrate any fraud, but must identify which
assets have been lost. 11 U.S.C.A. § 727(a)(5).

1 Case that cites this headnote

Bankruptcy &= Particular grounds for
objection to discharge

In proceeding to deny debtor a discharge for
failing to satisfactorily explain loss or diminution
of assets, initial burden is upon plaintiffs to
present some evidence that assets have been lost,
whereupon burden shifts to debtor to explain
satisfactorily to court what happened to those
assets. 11 U.S.C.A. § 727(a)(5).

1 Case that cites this headnote

Bankruptcy @= Failure to explain loss or
deficiency

Chapter 7 debtor's failure to account for the
roughly $68,000 in loan proceeds that were not
spent, as required by loan documents, to acquire
inventory for his business, or for proceeds from
sale of other inventory that was not remitted to
lender in repayment of loans, warranted denial
of debtor's discharge, based upon his failure to
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In re Atkins, 458 B.R. 858 (2011)

[20]

[21]

[22]

[23]

satisfactorily explain loss or diminution of assets.
11 U.S.C.A. § 727(a)(5).

1 Case that cites this headnote

Bankruptcy é= Obtaining money, property, or

service
Bankruptcy é= Reliance; time element
Bankruptcy é= Loans and notes; bad checks

Lack of evidence of what misstatements Chapter
7 debtor made to induce long-time friend to
extend start-up capital for business venture that
they had discussed, and evidence that funds
were advanced, not in reliance on any such
misstatements, but out of friendship, and because
friend was interested in starting up business with
debtor, was fatal to cause of action to except
debtor's obligation for sums lent from discharge
under fraud-related dischargeability exception.
11 U.S.C.A. § 523(a)(2).

Fraud & Fiduciary or confidential relations

Under Texas law, fiduciary relationship may be
based on formal or informal relations, in which
one person places special confidence in another
who, in equity and good conscience, is bound to
act in good faith and with due regard for interest
of the person placing the confidence.

1 Case that cites this headnote

Fraud = Fiduciary or confidential relations

Under Texas law, informal fiduciary relationship
may be created when special confidence is
placed in one person, who is bound to act in good
faith and with due regard to interests of the one
reposing confidence.

Fraud & Questions for Jury

Under Texas law, whether there is an informal
fiduciary relationship is question of fact based
on circumstances surrounding a moral, social,
domestic, or purely personal relationship.

1 Case that cites this headnote

[24]

[25]

[26]

[27]

[28]

Fraud ¢ Fiduciary or confidential relations

Implied or technical trust can give rise to a
fiduciary duty under Texas law.

1 Case that cites this headnote

Bankruptcy &= Defalcation

“Defalcation,” within meaning of
dischargeability exception, is willful neglect of
duty, even if not accompanied by fraud or

embezzlement. 11 U.S.C.A. § 523(a)(4).

Bankruptcy &= Larceny or embezzlement

“Embezzlement,”  within  meaning of

dischargeability = exception, is fraudulent
appropriation of property by person to whom
such property has been entrusted or into whose

hands it has lawfully come. 11 U.S.C.A. § 523(a)
(CF

Bankruptcy &= Fiduciaries and Fiduciary
Capacity
Bankruptcy &= Defalcation

Chapter 7 debtor's misuse of funds advanced
by close friend, not to purchase inventory as
debtor had promised for business venture that he
and friend had discussed, but on entertainment,
food and beverage, and miscellaneous personal
expenditures, together with debtor's misuse of
proceeds from sale of inventory other than
to repay friend's loans, was in nature of
“fiduciary defalcation,” that precluded discharge
of resulting debt. 11 U.S.C.A. § 523(a)(4).

Bankruptcy é= Willfulness; willful injury

For debtor's injury to be “willful and malicious,”
within meaning of dischargeability exception,
debtor must have acted with objective substantial
certainty or subjective motive to inflict injury. 11
U.S.C.A. § 523(a)(6).

1 Case that cites this headnote
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In re Atkins, 458 B.R. 858 (2011)

[29]

[30]

[31]

Bankruptcy = Willfulness; willful injury
Bankruptcy é= Willful or malicious injury
Objective test for whether there is “willful
and malicious injury” within meaning of
dischargeability depending on
whether debtor's acts were substantially certain

exception,

to cause injury, looks to whether debtor's actions,
from a reasonable person's standpoint, were
substantially certain to result in harm, so that
court ought to infer that debtor's subjective intent
was to inflict a willful and malicious injury on
creditor. 11 U.S.C.A. § 523(a)(6).

1 Case that cites this headnote

Bankruptcy é= Willfulness; willful injury

Subjective motive to cause harm exists, of
kind sufficient to prevent discharge of debt as
one for debtor's “willful and malicious injury,”
when debtor acts deliberately and intentionally,
in knowing disregard of rights of another. 11
U.S.C.A. § 523(a)(6).

Bankruptcy = In general; fraud
Bankruptcy @ Disposition of or injury to
collateral

While Chapter 7 debtor's misuse, on personal
expenditures, of loan proceeds that he had
promised to use to acquire inventory for start-up
business and failure to use proceeds from sale
of inventory to repay start-up lender's loans, was
not type of conduct that had objective substantial
certainty of resulting in harm, under subjective
test, debtor must have known that his failure to
purchase inventory as promised, while recklessly
dissipating funds on personal expenditures, had
effect of placing lender at risk, so as to preclude
discharge of resulting debt as one for debtor's
“willful and malicious injury.” 11 U.S.C.A. §
523(a)(6).

1 Case that cites this headnote

Attorneys and Law Firms

*862 Miguel S. Rodriguez, Taylor Dunham and Burgess
LLP, Austin, TX, for Plaintiffs.

Michael V. Baumer, Austin, TX, for Defendant.

MEMORANDUM OPINION GRANTING
THE PLAINTIFFS' COMPLAINT TO
DETERMINE DISCHARGEABILITY OF
DEBT AND OBJECTION TO DISCHARGE

CRAIG A. GARGOTTA, Bankruptcy Judge.

Came on to be considered for trial on February 24 and 25,
2011, the Plaintiffs' Complaint to Determine Dischargeability
of Debt Pursuant to 11 U.S.C. § 523(a) (2, 4, and 6) and 11
U.S.C. § 727(a) (2, 3, 4, 5, and 7). For the reasons stated
herein, the Court finds that the Defendant's debt to Plaintiffs
is nondischargeable pursuant to 11 U.S.C. § 523(a)(4) and (a)
(6), and the Defendant will not receive his Chapter 7 discharge
under section 727(a)(2), (a)(5) and (a)(7).

As an initial matter, the Court finds that it has jurisdiction
over this proceeding pursuant to 28 U.S.C. § 157 and 1334.
This matter is a core proceeding as defined under 28 U.S.C. §
157(b)(2)(I) (determination of discharge of particular debts)
and (J) (objections to discharge). The Court finds venue is
proper under 28 U.S.C. § 1408(1). This matter is referred
to the Court pursuant to the District's Standing Order on
Reference. The Court may make its findings of fact and
conclusions of law pursuant to Federal Rule of Bankruptcy
Procedure 7052.

BACKGROUND

Defendant Grady Atkins is or was the owner, founder, and
insider of Scooter Revolution. Plaintiffs Michael D. Randall
(“MDR”) and Jason L. Randall (“JLR”) are individual
creditors of Defendant Atkins in the Scooter Revolution
bankruptcy and Defendant Atkins' individual bankruptcy.
In re Scooter Revolution, LLC, Case No. 09-12410—
CAG, Chapter 7; In re Grady Tecumseh Atkins, Case No.
09-12896—CAG, Chapter 7, in the United *863 States
Bankruptcy Court for the Western District of Texas, Austin
Division.
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In re Atkins, 458 B.R. 858 (2011)

Initially, on or about April 4, 2008, MDR loaned $46,720 to
Atkins to finance the Scooter Revolution business. The terms
of the first note expressly stipulated that the loan proceeds
could only be used for business purposes.

In May of 2008, MDR loaned Atkins an additional $59,840.
The second note provided that the proceeds would be used
only for the purchase of 64 specific scooters, 48 Vintage and
16 Milan models. These scooters would be security for the
note and an installment was to be paid within seven days of
a completed sale of any identified scooter. Additionally, the
second note required that Atkins provide bi-monthly reports
of the inventory and sales status of the collateral scooters.

In the summer of 2008, Defendant and Plaintiffs discussed the
financing of a large order of scooters from China. On or about
July 22, 2008, Atkins received a quote from Flyscooters,
LLC, a China-based scooter manufacturer. On or about July
23,2008, Atkins provided the Plaintiffs with invoice number
1239, which provided a quote for the sale of 200 Moderna
scooters, 72 Kina scooters, and 65 Barcelona scooters (a total
of 337 scooters) for approximately $340,567. This estimate
included port fees, shipping and handling, and parts.

On or about August 5, 2008, Plaintiffs loaned Defendant
Atkins and Scooter Revolution $332,065 expressly for this
large purchase of scooters and entrusted the funds to Atkins.
This third promissory note specified that the proceeds would
be used only for the purchase of the 337 specific scooters:
200 Moderna, 72 Kina, and 65 Barcelona models. Defendant
Atkins executed the note and represented that he would spend
the funds only on 337 specified scooters. Plaintiffs relied on
Defendant's representations.

Within a few days of the third note's execution, Atkins placed
a large order with Flyscooters, LLC. Defendant Atkins did
not order the 337 scooters, but 290 scooters in total. On or
about August 9, 2008, Defendant Atkins wired $113,821.67
to Flyscooters, LLC, purportedly in payment of invoice
number 1849, not invoice number 1239. Defendant Atkins
informed Plaintiffs of the transfer of funds, but did not tell
them that he had not ordered the 337 scooters as promised.
On or about February 10, 2009, Defendant Atkins transferred
another $150,000 to Flyscooters, LLC.

These were the only two large, lump sum wire transfers made
in connection with the large scooter order and they total only
$263,821.67; this is $68,243.33 less than the total amount of

the third loan. Defendant only purchased 290 scooters (182
Moderna, 54 Kina, and 54 Barcelona).

PARTIES' CONTENTIONS

Between the two of them, Plaintiffs Michael D. Randall
and Jason L. Randall made three loans for approximately
$438,000 to Defendant Grady Atkins to finance Scooter
Revolution, LLC. Plaintiffs allege that Defendant obtained
this financing by false pretenses, a false representation,
or actual fraud by promising to use the loan proceeds
to purchase specific inventory (which was to serve as
collateral for the loans), and by misrepresenting the financial
condition of Scooter Revolution. Further, Plaintiffs allege that
Defendant Atkins, with the intent of deceiving Plaintiffs,
made use of materially false statements in writing about the
financial condition of Scooter Revolution on which Plaintiffs
reasonably relied.

Additionally, Plaintiffs allege that these debts are not
dischargeable because Defendant Atkins committed fraud
or defalcation while acting in a fiduciary capacity, *864
embezzlement, or larceny. Plaintiffs further allege that the
debt is not dischargeable because Defendant caused willful
and malicious injury to the Plaintiffs.

Under 11 U.S.C. § 727(a), Plaintiffs allege that Defendant
Atkins concealed, destroyed, mutilated, falsified, or failed
to keep or preserve recorded information, including books,
documents, records, and papers, from which his and Scooter
Revolution's financial condition and business transactions
might be ascertained, and that such acts and failures to act
were not justified under the circumstances of the case.

Finally, Plaintiffs allege that Defendant Atkins and his wife
filed false claims and made misrepresentations in connection
with Defendant's personal bankruptcy and the bankruptcy of
Scooter Revolution. In response, Defendant denies Plaintiffs'
allegations.

FINDINGS OF FACT

This adversary proceeding illustrates what can happen when
friends become business partners and enter into a business
relationship without the assistance of counsel. MDR met
Atkins in 2004 when Atkins became a tenant at one of MDR's
rental properties. Soon thereafter, MDR and Atkins became
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social friends. MDR hired Atkins as a computer technician to
help with the network for his business Freedom Holdings Co.
(“Freedom”). Freedom is in the business of selling tickets for
concerts and sporting events.

After working for MDR for about six months, Atkins
approached MDR about sponsoring a business venture with
seed capital of $10,000 to start up a scooter business in Austin,
Texas. Thereafter, Atkins and MDR entered into a promissory
note (“Note One”) on April 4, 2008, in the total amount of
$467,720. (See Plaintiffs' (“P”) exhibit 1.) Note One was
the consolidation of prior notes MDR had given Atkins that
were for operating capital. Note One extended the term of
the earlier notes and lowered the monthly payments. The loan
was described for business purposes only. MDR drafted Note
One and the parties entered into the agreement without the
assistance of counsel.

In May 2008, Atkins and MDR entered into a second
promissory note (“Note Two”) in the principal sum of
$59,840. (P-2.) Note Two was a newly originated note for
the acquisition of inventory. Atkins used the loan proceeds
to purchase 48 Vintage and 16 Milan scooters for his store
inventory.

Shortly thereafter, on August 5, 2008, both Plaintiffs and
the Defendant entered into a third promissory note (“Note
Three”) for the purchase of 337 scooters from China. (P—
3.) The purchase of scooters was to include 200 Moderna,
72 Kina, and 65 Barcelona scooters. The scooters were to
bear the Scooter Revolution name. Note Three was labeled
for “business purposes only,” for the limited purpose of
purchasing inventory with a due date of December 31, 2010.

During the process of making these loans and thereafter,
the Randalls corresponded with Atkins generally by email
regarding the status of the business and how sales were
progressing. It should be noted that notwithstanding the
personal relationship the parties had forged over roughly four
years, neither party had sought any professional advice (legal
or business) regarding the operation of the business. Atkins'
unrebutted testimony was that he had little past high school
education, a modicum of sales experience based on online
cutlery sales, and a business acumen premised on “on the job
learning.”

The course of dealings after Atkins received the proceeds of
the three promissory *865 notes was largely memorialized
by emails. For example, on August 5, 2008, Atkins advised

the Randalls that he would pay 30% of the cost of the
inventory from China upfront, and the balance when the
scooters were delivered. (P—95.) On November 18, 2008,
Atkins advised the Randalls that he had placed the order for
the 337 scooters and that he had paid the 30% down payment
and reserved the remaining 70% for payment upon receipt of
the inventory. (P—152.)

After receipt of the purported inventory of 337 scooters
from China, there was a gap in correspondence between the
parties. Notably, the next email Atkins sent the Randalls
of relevance was on March 28, 2009, asking the Randalls
for additional monies to fund the purchase of a forklift to
move inventory. (P—100.) On April 10, 2009, Atkins told the
Plaintiffs that Scooter Revolution had been “burning cash”
and that Atkins only had 290 scooters from the purchase from
China to collateralize Note Three. Nonetheless, Atkins gave
the Randalls assurances that notwithstanding the difference
in inventory to secure Note Three—the 47 scooters—Atkins
had other inventory that could serve as security and a basis
for repayment of the note upon sales of the scooters. (P—99.)

The testimony of the parties indicates that Atkins at no time
until April 2009 told the Randalls that he had purchased
less than the 337 scooters contemplated in the order from
China, nor had Atkins told MDR and JLR that he had used
the proceeds from Note Three for purchases other than the
scooter inventory. Moreover, the Randalls were adamant in
not knowing about the circumstances regarding the purchase
or lack thereof of the 337 scooters.

After learning that Atkins had not used the Note Three loan
proceeds to purchase the 337 scooters, the Randalls and
Atkins entered into “Amendments to Promissory Note Dated
August 5, 2008 Between Payor (Grady T. Atkins and Scooter
Revolution, LLC) and Payee (Michael D. Randall and Jason
L. Randall)” which was dated April 13, 2009. (P—4.) The
Amendments contained the following recitations:

April 13,2009
BACKGROUND

The Promissory Note dated August 5, 2008 Between Payor
(Grady T. Atkins And Scooter Revolution, LLC) And
Payee (Michael D. Randall and Jason L. Randall) shall be
referred to in this document as “the Note”.

It has been determined that the funds disbursed under
the agreement have been used other than as specified
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under the “Terms—Use of Funds” section of the Note
(Section 2, Paragraph A of agreement). Specifically, while
Payor agreed to purchase 337 scooters with the fund
proceeds (200 Moderna, 72 Kina, 65 Barcelona), only 290
scooters were actually purchased (182 Moderna, 54 Kina,
54 Barcelona), with the remainder of funds provided used
for purposes not authorized by the Note. Thus, a material
breach of the Note terms has occurred, placing the Payor in
Default as defined in the Note (Section D, Item No. 7).

This default allows that the Principal plus interest specified
in the Note is immediately due in full.

REMEDY OF DEFAULT

Payor and Payee wish to provide remedy for this default by
amendment of the Note terms as follows:

1.) The following section is to be added to the Note:

6. MISCELLANEOUS—NEW
ADDED AS FOLLOWS:

PARAGRAPH

Payee agrees to purchase insurance protecting the
value of the scooter *866 inventory collateralized by
the Promissory Note. Insurance amount is to be no less
than the total amount due Payor under the terms of
the Promissory Note (including Amendments). Payee
agrees to name Payor as loss payee on the insurance
policy, and to have insurance in force no later than
April 30, 2009.

After the amendment to Note Three, Defendant recounted
dismal sales activity in emails to Plaintiffs. For example, in
June 2009, Atkins acknowledged that only two of the 290
scooters had been sold. (P—140.) Thereafter, Atkins told the
Randalls in July 2009 through a report that he periodically
provided to the Plaintiffs that there were no sales of scooters
between May 1—June 30 of 2009, and that only one scooter

was sold in July 2009. (P-130.) !

In fact, the report that the Defendant provided to the Plaintiffs
in July 2009 was the last report of its kind that Plaintiffs
received. Moreover, Atkins testified that there had been
limited sales for May—August 2009. Defendant made no
further payments to Plaintiffs after July 1, 2009.

Given the lack of sales revenue, Atkins had no choice
but to file Chapter 7 bankruptcy, both personally and for
Scooter Revolution in 2009. The Chapter 7 trustee for Scooter

Revolution liquidated the remaining inventory and parts for

roughly $100,000, which was in turn paid to Plaintiffs. 2

There are several grounds on which Plaintiffs challenge
Atkins' discharge of their debt and Atkins receiving a
discharge under section 727(a). By way of background,
Scooter Revolution was created as an LLC with Atkins
being the only member. The retail location and warehouse
for inventory were at separate locations. Scooter Revolution
also offered repair shop services. Scooter Revolution sold
both scooters and related merchandise. Atkins explained that
Scooter Revolution's expenses included labor, rent, taxes,
and warehouse operations. It is undisputed that Defendant
received all of the loan proceeds for Notes One, Two
and Three. Additionally, Scooter Revolution's bankruptcy
schedules indicate $400,000 in gross revenues for 2008 and
$100,000 for gross revenues in 2009. Further, at time of
filing of Scooter Revolution's bankruptcy petition, Scooter
Revolution had no cash on hand. Atkins also maintained that
all loan proceeds went to pay expenses of Scooter Revolution.

Atkins' testimony clearly demonstrated that he did not adhere
to any recognized accounting practices. Atkins did not use
QuickBooks, failed to account for expenses such as insurance,
and ultimately paid employees with cash drawn from various
ATM machines. Further, Atkins testified that employees
were treated as subcontractors, but not all employees were
issued Form 1099s. In sum, it is difficult to understand what
was Scooter Revolution's business model, let alone which
employees were retained or the duration of their employment.

In addition, Atkins' lack of recordkeeping was further
compounded by the manner *867 in which he maintained
the computers for Scooter Revolution. Although the evidence
was convoluted as to the numbers and ownership of business
computers, the evidence was clear that Atkins wiped data
from Scooter Revolution's main computer, which effectively
deprived the Chapter 7 trustee from investigating the business
affairs of Scooter Revolution. Atkins claimed that the
actions were unintentional and the result of him installing
Microsoft Windows to company computers. Nonetheless, the
“wiping” of the computers occurred about one month prior
to bankruptcy. Atkins admitted that he was contemplating
bankruptcy at the time the computer's hard drive was wiped.
Further, Atkins never told the Chapter 7 trustee about the
existence of the hard drive nor was the drive ever produced.

There are also other considerations that factor into the Court's
analysis. The evidence was uncontroverted that Atkins used

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 8


https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_8b3b0000958a4 

In re Atkins, 458 B.R. 858 (2011)

loan proceeds for items that appear to be personal expenses
—Ilunch and dinner with his wife, Xbox purchases, iTunes
purchases, and in varying amounts without reference to how
the cash was spent. (P-20, 21, 22, 24, 25, 26, 27, 28, 29, 30—
36, bank statements for Scooter Revolution's business account
ending in 7852).

The Plaintiffs provided
demonstrated that the Defendant had expended significant

summaries of evidence that

sums of cash that did not relate to purchasing scooter
inventory, merchandise or parts. Atkins withdrew $75,601.67
in ATM/cash withdrawals. Atkins explained that the
withdrawals were to pay employees in cash or for business
expenses. There is no way to verify the credibility of that
statement. As noted, there are no records of what employees
were paid because the Defendant did not use a payroll service.
Atkins stated that all of the cash payments for payroll were
made from the same ATM location. Further, he wiped Scooter
Revolution's computers by installing Microsoft Windows.
As such, the Court cannot tell which employees were
paid salaries in cash over time. (See P-20, 21, 22, 24-36,
Scooter Revolution's April 2008—August 2009 UFCU bank
statements for Scooter Revolution Account No. 7852.)

The Plaintiffs provided a summary of “entertainment
expenses” that included purchases for Xbox Live, Vista Day
Spa, and Apple iTunes. The total cost of the purchases was
$754.83. (See P—20-36, Scooter Revolution's April 2008—
August 2009 bank statements for Scooter Revolution Account
No. 7852.) Atkins explained on examination that the reasons
for the purchases was to provide some form of relaxation
from the stress of operating Scooter Revolution. The Plaintiffs
were able to show that Atkins alone, or with his wife, spent
a significant amount of money on lunch, dinner, coffee, or
drinks that totaled $2,348.54 which was paid from Scooter
Revolution's bank account. (P-20-36.) On examination, both
Atkins and his wife Ginny Catania explained that the food
and beverage purchases related to business discussions or
meetings, including meals with MR.

In addition, the evidence presented to the Court also

demonstrated a questionable business practice including the

commingling of business and personal accounts, and Atkins'

ongoing failure to account for inventory collateral to the

Plaintiffs. The evidence was uncontroverted that Atkins

maintained one business account for Scooter Revolution—an
Scooter

Note (Model—ID—VIN)

account at UFCU ending in 7852. The Defendant and his wife
kept three accounts of their own—Defendant's sole account
ending in 4692; a joint account for Defendant and his wife
ending in 1457; and a separate account for Ginny Catania
ending in 7720.

*868 Scooter Revolution's bank statement records show that
on August 5, 2008, the proceeds of Note Three ($332,065)
were deposited into Scooter Revolution account 7852. Note
Three required Atkins to keep sufficient proceeds on hand to
pay for all the inventory—337 scooters—to be acquired from
China. (P-3, 24.) There is no dispute that Atkins remitted
$113,821.67 to the manufacturer for the 30% down payment
on August 9, 2008. (P-24.) As such, Atkins was required to
keep at least $218,000 in note proceeds for the purchase of the
remaining inventory from China. While Note Three does not
specify which account the loan proceeds are to be kept, the
note requires and the parties understood that the note proceeds
could only be used for scooter inventory purchases.

As carly as August 15, 2008 (P-24), and then continually
from September 1, 2008 (P-25) through February 28, 2009
(P-30), the Defendant never had sufficient loan proceeds
to pay for remaining inventory from China or otherwise
secure Note Three. During the time frame from August 2008—
February 2009, the Defendant also engaged in a series of
purchases for personal items and expenses plus unspecified
cash withdrawals. A review of the Defendant's and his wife's
bank accounts shows transfers from Scooter Revolution's
bank account in the following total amounts of $10,000 to
Atkins' account no. 4692; $86,700 to the Catania/Atkins
joint account 1457; and $5,000 to Catania account 7720.
The testimony of Atkins and Catania was that those monies
were ultimately remitted to the Scooter Revolution account.
Assuming that to be true, the Plaintiffs demonstrated that
the Defendant was unable to keep a remaining inventory
available to be sold, plus cash equal to satisfy the outstanding
indebtedness on Note Three.

The Plaintiffs also showed that over the course of time Atkins
failed to report sales of scooters to the Randalls. Atkins was
required to, and did for a period of time, provide periodic
reports to the Plaintiffs regarding scooter sales. Plaintiffs did
not receive a report of a sale or receive sale proceeds of the
following scooters:

Sale Date

Date Sold Reported to Randalls
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V36-White Vintage Vin No.
L5YTCKPA881207362

M5—White Milan VIN No.
L5YTCKPA181185687

V41—Blue Vintage VIN No.
L5YTCKPA 381207561

V289—White Moderna VIN No.

LS5YTCKPA191107444

V136—Black Moderna VIN No.

L5YTCKPA091107449

V37—White Vintage VIN No.
L5YTCKPA281207356

V188—Blue Moderna VIN No.
L5TCKPA191107461

V67—Light Blue Kina VIN No.
L5YTCKPB491107592

V221—Pink Moderna VIN No.
L5YTCKPA791107481

V4—Black Barcelona VIN No.
L5YTCKPA591107351

July
2008
1
May
13
2009
3
May
2009

May
2009

June
13,
2009
9

June
30,
2009

July
2009
13
July
2009
14
July

23,
2009

July

2009
16
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August 4,
2008 2

Never
Reported
4

Never
Reported
6

July 1,
2009 8

Never
Reported
10

Never

Reported
12

Never
Reported

Never
Reported

Never
Reported

Never
Reported**

10
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3 V1—Black Barcelona VIN No. Aug. Never
L5YTCKPA991107370 3, Reported
2009
17
3 V154—Green Moderna VIN No. Aug. Never
L5YTCKPA591107561 12, Reported
2009
18
2 V39—BIlue Vintage VIN No. Aug. Never
L5YTCKPA481207570 14, Reported
2009
19
3 V139—Jade Metallic Moderna Aug. Never
VIN No. L5YTCKPAX91107569 19, Reported
2009
20
3 V80—Green Kina VIN No. Aug. Never
L5YTCKPB591107620 28, Reported
2009
21

1 P-105, Sales Order and Invoice

2 P-104, Email with Attachment, from G. Atkins to M. Randall (July 31, 2008); P—-106 Email
from G. Atkins to M. Randall (Aug. 14, 2008)

3 P-125, Title Application Receipt, Sales Order, and Invoice

4 See P-130, Email with Attachment, from G. Atkins to M. Randall, J. Randall (July 1, 2009)
5 P-124, Sales Orders, Invoices, Title Application Receipt, Registration and Title Information
6 See P-130, Email with Attachment, from G. Atkins to M. Randall, J. Randall (July 1, 2009
7 P-131, Title Application Receipt, Sales Orders

8 See P-130, with Attachment, from G. Atkins to M. Randall, J. Randall (July 1, 2009)

9 P-132, Invoices, Sales Order, Registration and Title Information, Title Application Receipt

10 See P-130, with Attachment, from G. Atkins to M. Randall, J. Randall (July 1, 2009)

11 P-126, Invoices, Title Application Receipt, Sales Order

12 See P-130, with Attachment, from G. Atkins to M. Randall, J. Randall (July 1, 2009)

13 P-127, Title Application Receipt

14 P-133, Invoices, Registration and Title Information (IMA—Confirm)

15 P-134, Invoice, Registration and Title Information, Title Application Receipt
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16 P-135, Sales Order, Refund**, Registration and Title Information, Title Application

Receipt

17 P-136, Invoices, Registration and Title Information, Title Application Receipt

18 P-137, Invoices, Registration and Title Information

19 P-128, Invoices, Sales Order, Registration and Title Information

20 P-138, Sales Order, Invoice, Registration and Title Information, Title Application Receipt

21 P-139, Registration and Title Information

*869 In response to the weight of the evidence that the
Plaintiffs provided, Atkins offered several arguments to
deflect or discount Plaintiffs' assertions.

First, the Plaintiffs advanced the theory that the home in
which Atkins and Catania resided was their homestead.
Further, there was a suggestion that possibly the homestead
could be imposed with a constructive trust if it could be shown
that the home was purchased with proceeds from the Randall
notes.

The evidence presented shows that Ginny Catania purchased
the home prior to her marriage to Atkins on May 5, 2008.
(Defendant (“D”) D—1.) The basis for Plaintiffs' claims
against Defendant was that Ms. Catania refinanced the home
after marriage and, as a result, Atkins had to be on the note
and deed of trust. (D-2, 3.) There is no other evidence that
demonstrates that any of the loan proceeds were used to
purchase or refinance Catania's home. As such, the Court can
find no basis for imposing a constructive trust on Catania's
home.

Second, Catania testified that the purpose of the transfer
between Scooter Revolution's and her accounts was to ensure
that payments and sales were properly tracked. Catania also
explained that the Note Three loan proceeds were apportioned
between business and personal accounts to keep balances
under FDIC insurance limits. Catania also acknowledged
in an April 2009 email (P-145) to the Randalls that the
Defendant had not ordered the 337 scooters as promised
but *870 this was in part due to an increase in Scooter
Revolution's expenses. Catania testified that notwithstanding
her recognition that “Grady had screwed up,” she desperately
wanted to renegotiate new loan terms with a higher interest
rate to stave off Plaintiffs' collection efforts.

The Defendant explained that he had minimal post-
high school education and no accounting experience. It
also appeared from Atkins' testimony that his computer
knowledge was acquired through on the job training. He
disputes the Plaintiffs' contentions that there was no computer
data given to the Chapter 7 trustee. Atkins maintains that
MR gave him two Dell workstations to use for Scooter
Revolution. Atkins testified that he returned the computers
to MR after wiping them clean. Atkins stated that the main
service computer with Scooter Revolution data was given to
the trustee.

ANALYSIS
11 USCy§ 727
(a) The court shall grant the debtor a discharge, unless—

(2) the debtor, with the intent to hinder, delay, or defraud
a creditor or an officer of the estate charged with custody
of property under this title, has transferred, removed,
destroyed, mutilated, or concealed—

(A) property of the debtor, within one year before the
date of the filing of the petition; or

(B) property of the estate, after the date of the filing
of the petition;

(3) the debtor has concealed, destroyed, mutilated,
falsified, or failed to keep or preserve any recorded
information, including books, documents, records, and
papers, from which the debtor's financial condition or
business transactions might be ascertained, unless such
act or failure to act was justified under all of the
circumstances of the case;
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(4) the debtor knowingly and fraudulently, in or in
connection with the case—

(A) made a false oath or account;
(B) presented or used a false claim;

(C) gave, offered, received, or attempted to obtain
money, property, or advantage, or a promise of money,
property, or advantage, for acting or forbearing to act;
or

(D) withheld from an officer of the estate entitled to
possession under this title, any recorded information,
including books, documents, records, and papers,
relating to the debtor's property or financial affairs;

(5) the debtor has failed to explain satisfactorily,
before determination of denial of discharge under this
paragraph, any loss of assets or deficiency of assets to
meet the debtor's liabilities;—

(7) the debtor has committed any act specified in
paragraph (2), (3), (4), (5), or (6) of this subsection, on or
within one year before the filing of the petition, or during
the case, in connection with another case under this title
or under the Bankruptcy Act, concerning an insider.

VIOLATION OF 11 U.S.C. § 727(a)(2),
727(a)(3), 727(a)(d), 727(a)(5), AND 727(a)(7)

1 [2]

of Defendant pursuant to § 727(a)(2), 727(a)(3), 727(a)(4),
727(a)(5), and 727(a)(7). 11 U.S.C. § 727(a) provides that
a court must grant a discharge unless one or more grounds
for denial of discharge under section 727(a)(1-12) is proven
to exist. The burden of proving a denial of discharge under
section 727(a)(1-12) is by a preponderance of the evidence.
*871 Beaubouefv. Beaubouef, (In re Beaubouef), 966 F.2d
174 (5th Cir.1992).

In addition, the Court notes that Plaintiffs have pled a cause of
action under section 727(a)(7). Section 727(a)(7) provides in
relevant part that a discharge in the individual's case may be
denied for act under 727(a)(2—6) in connection with another
case filed under Title 11. As such, much of what Plaintiffs
assert regarding the actions of the Defendant did not occur
in his individual Chapter 7 case, but rather in the Scooter
Revolution Chapter 7 case.

Plaintiffs object to the granting of a discharge

Section 727(a)(2)
[3] To sustain an objection under section 727(a)(2), the proof
must show:

— that the act complained of was done within the one year
before the date of the filing of the petition;

— that the act was done with actual intent to hinder, delay
or defraud a creditor or an officer of the estate charged with
custody of property under the Bankruptcy Code;

— that the act was that of the debtor or a duly authorized
agent of the debtor;

— that the act consisted of transferring, removing,
destroying or concealing any of the debtor's property, or
permitting any of these acts to be done.

Section 727(a)(2) is intended to prevent the discharge of
a debtor who attempts to avoid payment to creditors by
concealing or otherwise disposing of assets.

A debtor will not be denied a discharge under section
727(a)(2) unless it is shown that the act complained of
occurred (1) with respect to property of the debtor, within
one year before the date of the filing of the bankruptcy
petition, or (2) with respect to property of the estate, after
the filing of the petition.

[41 I3
complained of must be done with intent to hinder, delay, or
defraud a creditor. Pavy v. Chastant (In re Chastant), 873 F.2d
89 (5th Cir.1989). Further, the intent must be actual intent and
not constructive intent. First Tex. Sav. Ass'n, Inc. v. Reed (In
re Reed), 700 F.2d 986 (5th Cir.1983). That said, a finding
of actual intent may be based on circumstantial evidence

As such, section 727(a) requires that the act

or inferences from a course of conduct. Devers v. Bank of
Sheridan (In re Devers), 759 F.2d 751 (9th Cir.1985).

The Fifth Circuit has identified the
following factors that may provide
evidence of actual intent to defraud: (i)
a lack of inadequacy of consideration,
(i) a familial or close relationship
between the parties (iii) retention of
possession, benefit, or use of the
property in question, (iv) the financial
condition of the party sought to
be charged both before and after
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In re Atkins, 458 B.R. 858 (2011)

the transaction in question, (v) the
existence or cumulative effect of a
pattern or course of conduct after
the incurring of a debt, onset of
or threat of
and (vi) the
general chronology of the events and

financial difficulties
suits by creditors,

transactions at issue.

TSCA-234 Limited P'ship v. Moseman (In re Moseman), 436
B.R. 398, 408-09 (Bankr.E.D.Tex.2010), citing Pavy, 873
F.2d at 91.

[6] Moreover, for purposes of analyzing what constitutes a
transfer under section 727(a)(2), the definition of transfer is
to be applied as broadly as possible. See e.g. Village of San
Jose v. McWilliams, 284 F.3d 785 (7th Cir.2002).

In analyzing the elements under section 727(a)(2), all are
easily demonstrated but for the intent to defraud which
requires an analysis under the Fifth Circuit's test in Pavy.
The Plaintiffs showed that the loss of funds from Note Three
occurred within a year of the petition date. Second, that
the acts were done by Scooter Revolution's only member of
the LLC—Grady Atkins— *872 who is the Defendant.
Third, that the acts consisted of transferring money to the
Defendant's and/or wife's personal account, that Note Three
loan payments were dissipated without explanation, that there
were unauthorized payments for the Defendant and his wife
from Scooter Revolution's business account, and that scooters
were sold and not reported to the Plaintiffs.

[7]1 Using the Fifth Circuit's test in Pavy, the Court finds that
Plaintiffs have met their burden under section 727(a)(2)(A) in
establishing the requisite intent to hinder, delay or defraud a
creditor.

(1) Lack or Inadequacy of Consideration. The evidence
was unequivocal that the Plaintiffs provided sufficient loan
proceeds to purchase the 337 scooters as provided for in
Note Three. (P-3.) Defendant admitted that he did not
purchase the entire inventory of 337 scooters but 290. (P—
4.) Further, the Plaintiffs demonstrated that notwithstanding
the two payments that Defendant made for the 337 scooters,
there were insufficient loan proceeds available in the Scooter
Revolution account or Defendant and/or his wife's personal
account. The Defendant was unable to show that he had other

scooter inventory to secure the outstanding loan balance for
Note Three.

(2) A Familiar or Close Relationship Between the Parties.
The evidence was clear that the Defendant and Plaintiffs
were social friends; that the Defendant had previously worked
for the Plaintiffs; and that Plaintiffs and Defendant mutually
agreed to start Scooter Revolution.

(3) Retention of Possession, Benefit, or Use of the Property
in Question. The Plaintiffs were able to prove that Defendant
had engaged in a series of acts whereby Defendant had
misused loan proceeds. As noted, Defendant did not purchase
337 scooters from China as required under Note Three. The
Plaintiffs showed in their analysis of the Defendant's business
and personal accounts that there were insufficient proceeds
in the accounts to satisfy the remaining balance due on
Note Three. The Defendant also could not explain the non-
business purchases for food and entertainment or how they
were relevant to the operation of Scooter Revolution. (P-20-
37.) Further, as detailed in this opinion, the Defendant also
failed to account for the sale of inventory to Plaintiffs.

(4) The Financial Condition of the Party Sought to Be
Charged Both Before and After the Transaction in Question.
While the record does not reflect how the Defendant's overall
financial condition changed, the record is clear that the
Defendant and his spouse benefitted financially from using
loan proceeds for personal items and expenses rather than for
the payment of the note obligations to Plaintiffs. Further, there
were sums of money transferred from the Scooter Revolution
bank account to Atkins' personal account (# 4692) in the sum
of $10,000; to the Catania/Atkins joint account (# 1457) in
the sum of $86,700; and to the Catania account (# 7852) in the
amount of $2,000. The Defendant did not account for these
transfers of money to their accounts or what they were used
for other than business expenses. Cf. (P—20-36 with P-38-56
and P-57-66.)

(5) The Existence or Cumulative Effect of the Pattern
or Series of Transactions or Course of Conduct after
the Incurring of Debt, Onset of Financial Difficulties, Or
Pendency or Threat of Suits by Creditors. As related herein,
after the Note Three loan proceeds were disbursed to
Defendant, the Defendant failed to account for the disposition
of loan proceeds, failed to track personal purchases and
payments from Scooter Revolution's account for personal
*873 expenses, and did not account for or remit sales
proceeds on the sale of some of the scooters. All of this
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occurred after Atkins failed to pay in full for the purchase of
the 337 scooters.

(6) The General Chronology of the Events and Transaction
Under Inquiry. The court finds this factor cumulative of
factors 1-5 in this instance.

The Court finds that by applying the Pavy factors and in
analyzing the other elements under section 727(a)(2), the
Plaintiffs have met their burden under section 727(a)(2)(A).

Section 727(a)(2)(B)

Scooter Revolution filed a Chapter 7 petition on August 28,
2009, and Grady Atkins filed a Chapter 7 petition on October
12, 2009. The vast majority of all the acts were committed
prior to the petitions being filed. The Court finds that the
Plaintiffs have not met their burden under section 727(a)(2)
(B) which requires that property of the estate was fraudulently
transferred. Although there was some evidence to suggest
small transfers after the filing of bankruptcy, the Court finds
the evidence insufficient under section 727(a)(2)(B).

Section 727(a)(3)

[8] In sum, the Court may deny the Defendant's discharge
under section 727(a)(3) if the Plaintiffs can demonstrate
that the Defendant failed to keep records that “are those of
creditors and that the [Debtor] is required to take such steps
as ordinary fair dealing and common caution dictate to enable
the creditors to learn what he did with his estate.” Koufman v.
Sheinwald, 83 F.2d 977 (1st Cir.1936).

[9] Under section 727(a)(3), the debtor's obligation is to
keep records in a form that enables a creditor to ascertain
the debtor's current financial condition and to follow his
business transactions in the past. See In re Juzwiak, 89 F.3d
424 (7th Cir.1996) (no proof of payroll records). As such, the
Court must examine the materiality of the missing business
transactions.

[10] Plaintiffs of Defendant's lack of
recordkeeping as a basis of denial of discharge. Plaintiffs

complain

maintain that the wiping of Scooter Revolution's main
computer deprived them of valuable information. The
Plaintiffs argue that the lack of payroll information and
general recordkeeping deprived them of valuable information
they needed to prosecute their case.

That said, the Plaintiffs were able to get all necessary
bank statements and Scooter Revolution business reports
when Atkins prepared them. There were a multitude of
emails evidencing the course of dealings between the parties.
Further, the Plaintiffs had access to sales orders, invoices,
title application receipts and scooter registrations that not
only allowed the Plaintiffs to account for sold and missing
scooters, but to know precisely which scooter sales were
reported.

Finally, while the Defendant should have kept better business
records, there is little doubt that Plaintiffs were provided
access to all information in the possession of Atkins and
his wife. As explained herein, the Defendant did not have
a sophisticated business background or training. The Court
finds that the missing business records were not so material
that the Plaintiffs were unable to conduct their case. As such,

the Plaintiffs' claims under § 723(a)(3) are denied. 3

*874 Section 727(a)(4)

11 U.S.C. § 727(a)(4)(A) provides that “[t]he court shall
grant the debtor a discharge, unless ... the debtor knowingly
and fraudulently, in or in connection with the case ... made
a false oath or account...” Plaintiffs allege that Debtor
made a number of omissions and/or false statements in his
sworn Schedules of Assets and Liabilities and Statement of
Financial Affairs, each of which will be discussed in detail
below.

[11] In general,

[t]he purpose of Chapter Seven of the Bankruptcy Code
is to give individual debtors a “fresh start,” and the heart
of this goal is embodied in § 727's discharge provisions.
See, e.g., S.Rep. No. 989, 95th Cong., 2d. Sess. 7 (1978),
reprinted in 1978 U.S.Code Cong. & Admin. News 5787,
5793. “The discharge provisions require the court to grant
the debtor a discharge of all his debts except for very
specific and serious infractions on his part.” /d.

In re Ichinose, 946 F.2d 1169, 1172 (5th Cir.1991).

12] [13] [14]
is the Plaintiff who has the burden of proving an objection to
discharge under § 727(a)(4)(A). Beaubouef, 966 F.2d at 178.
“The elements of an objection to discharge under § 727(a)
(4)(A) must be proven by a preponderance of the evidence.”
Id. Those elements are: “ ‘(1) [the debtor] made a statement
under oath; (2) the statement was false; (3) [the debtor] knew

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 15

Consistent with this general approach, it


https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_d86d0000be040 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_b5120000f7a05 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_f93f00008d291 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_f93f00008d291 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_f93f00008d291 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_f93f00008d291 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_28cc0000ccca6 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_28cc0000ccca6 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1936125759&pubNum=0000350&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1936125759&pubNum=0000350&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_28cc0000ccca6 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1996159572&pubNum=0000506&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1996159572&pubNum=0000506&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_d40e000072291 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_08d30000fbae5 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991177573&pubNum=0000350&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RP&fi=co_pp_sp_350_1172&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_350_1172 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_08d30000fbae5 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1992118182&pubNum=350&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RP&fi=co_pp_sp_350_178&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_sp_350_178 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_08d30000fbae5 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search)#co_pp_08d30000fbae5 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1992118182&originatingDoc=Ice3af0a4d53f11e0a06efc94fb34cdeb&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Search) 

In re Atkins, 458 B.R. 858 (2011)

the statement was false; (4) [the debtor] made the statement
with fraudulent intent; and (5) the statement related materially
to the bankruptey case.” ” In re Pratt, 411 F.3d 561, 566 (5th
Cir.2005), quoting Beaubouef, 966 F.2d at 178. “An omission
of an asset can constitute a false oath.” Id.

Moreover, “Bankruptcy Courts have not construed § 727(a)
(4) generally to impose strict liability for the schedules and
false statements.” InterFirst Bank Greenville, N.A. v. Morris
(In re Morris), 58 B.R. 422, 427 (Bankr.N.D.Tex.1986)
(McGuire, J.). Innocent mistakes and inadvertence are
generally not sufficient to result in denial of a discharge.
See e.g., Mozeika v. Townsley (In re Townsley), 195 B.R.
54, 65 (Bankr.E.D.Tex.1996) (Sharp, J.) (“The denial of a
discharge under § 727(a)(4)(A) cannot be imposed where the
false statement was the result of a simple or honest mistake
or inadvertence. Rather, to sustain an objection to discharge
under this section, the debtor must have willfully made a false
statement with intent to defraud his creditors.”).

[15] A debtor need not have acted deliberately to deceive,
however. Beaubouef, 966 F.2d at 178 (“It makes no difference
that [the debtor] does not intend to injure his creditors
when he makes a false statement. Creditors are entitled
to judge for themselves what will benefit, and what will
prejudice, them.”), quoting In re Chalik, 748 F.2d 616,
618 (11th Cir.1984). The requisite intent can be shown by
establishing that the debtor acted with reckless disregard
for the truth, which can be proven by -circumstantial
evidence. /n re Sholdra, 249 F.3d 380, 382 (5th Cir.), cert.
denied, 534 U.S. 1042, 122 S.Ct. 619, 151 L.Ed.2d 541
(2001) (“statements made with fraudulent intent—or reckless
indifference to the truth ... can be proven by circumstantial
evidence”); Beaubouef, 966 F.2d at 178 (“the existence
of more than one falsehood, together with [the debtor's]
failure to take advantage of the opportunity to clear up all
inconsistencies and omissions when he filed his amended
schedules, constituted reckless indifference to the truth and,
therefore, the requisite intent to deceive™); accord, Ford
v. Mellon Fin. *875 Serv. Corp. (In re Ford), 1986 WL
14997, *4 (S.D.Tex.) (“When impeached, Debtor candidly
admitted that expediency motivated the deception. Such
reckless disregard for the truth is circumstantial evidence
of the requisite fraudulent intent and will alone support
denial of discharge.”); In re Sullivan, 204 B.R. 919, 942—
43 (Bankr.N.D.Tex.1997) (Abramson, J.) (“A series of even
innocent mistakes or omissions can constitute evidence of a
pattern of reckless disregard for the truth.... Thus, courts look
at the circumstances surrounding the omissions to determine

whether they were intentional.”), citing Morris, 58 B.R. at
428.

[16]
in his Schedules or Statement of Affairs that they claim

The Plaintiffs identify three of the Debtor's responses

are either false or so incomplete that they constitute a false
oath and, when those three items are taken together, warrant
denial of his discharge. There is no dispute that each of these
responses are statements made under oath. Beaubouef, 966
F.2d at 178 (“It is undisputed that the schedules filed by [the
debtor] constitute statements under oath within the meaning
of § 727(a)(4)(A). Bankruptcy Rule 1008 requires that ‘[a]ll
petitions, lists, schedules, statements of financial affairs,
[etc.] shall be verified or contain an unsworn declaration
as provided in 28 U.S.C. § 1746.” ), citing 4 Collier on
Bankruptcy § 727.04[1], at 727-59 (15th ed. 1992). Whether
the Plaintiffs have satisfied their burden of establishing the
other elements of a 727(a)(4)(A) action is, however, hotly
disputed.

The Plaintiffs cite to the following misstatements and/or
omissions as a basis for the denial of discharge under §
727(a)(4). First, Plaintiffs assert that Atkins filed a proof of
claim for unpaid wages in the Scooter Revolution case in
the amount of $54,150. (P—82.) Second, Plaintiffs point to
Atkins' deposition that he was uncertain as to the amount of
his unpaid wages—somewhere between $25,000 to $35,000.
Third, in the Scooter Revolution Statement of Financial
Affairs, Atkins is listed as having a claim for unpaid wages
in the amount of $1,050. (P-85.)

Plaintiffs argue that the Court should focus on the materiality
of the statements and if it bears a relationship to the
debtor's business transactions or estate. Partners in Family
Medicine PA. v. Nolen (In re Nolen), Adversary No. 07—
01008 (Bankr.W.D.Tex. December 18, 2007). As an initial
matter, the Court notes that both the Defendant and his wife
filed proofs of claim one day after the bar date. The Trustee in
Scooter Revolution moved to have the claims treated as late
filed unsecured claims (doc. # 42). The Court signed an Order
which re-classified Defendant's and his wife's proof of claims
as late filed unsecured claims (doc. # 43). As such, Defendant
and his wife could not receive any distribution on their claim
until all other claims (including Plaintiffs) were paid in full.

The Court finds that the Plaintiffs have not met their
burden under section 727(a)(4). While the Court does not
condone lackluster recordkeeping or the Defendant's inability
to determine correctly his unpaid wages, the omissions and
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misstatements are not material to denying the Defendant's
discharge under section 727(a)(4). As noted, the Defendant
did not profit by his purported misconduct. Further, there
is no dispute that Defendant did not use a payroll service
and apparently paid employees with cash. Nonetheless, the
Court's docket does not indicate any wage claims other than
Defendant's. Further, Defendant's inconsistent statements
regarding his unpaid wages has no effect or relevance to his
misrepresentations to Plaintiffs about scooter sales because
there *876 is no evidence that Defendant paid himself a
salary in lieu of making note payments to the Plaintiffs. In
sum, while the proof of claims may have been incorrect, their
materiality to the Plaintiffs' claims under section 523 and 727
is not a basis for denial of discharge under section 727(a)(4).

Section 727(a)(5)
[17]
will be denied a discharge where the debtor fails to explain

Section 727(a)(5) provides in relevant part that a debtor

satisfactorily the loss of assets or deficiency of assets to meet
the debtor's liabilities. Section 727(a)(5) does not require
specific allegations of fraud but does require that the Plaintiff
identify which assets have been lost. See Nof v. Gannon,
173 B.R. 313 (Bankr.S.D.N.Y.1994) (denial of discharge
warranted on fraudulent withholding of information).

[18]
evidence that assets have been lost and then for the debtor to

The initial burden is on Plaintiffs to show some

explain what happened to the assets. See Chalik v. Moorefield
(In re Chalik), 748 F.2d 616 (11th Cir.1984) (per curiam
) (denial of discharge warranted for failure to explain loan
of $130,000 to debtor). The burden on the debtor is to
explain satisfactorily to the Court what has happened because
the debtor has access to the operative facts. Poolquip—
McNeme, Inc. v. Hubbard (In re Hubbard), 96 B.R. 739
(Bankr.W.D.Tex.1989).

[19]
assets (scooter inventory, cash) that were sold or dissipated
for which the Defendant could not explain their loss. First,
the Plaintiffs not only showed that Defendant did not order
the 337 scooters as required under Note Three, but the

Plaintiffs carefully and persuasively identified specific

Defendant could not explain the disappearance of roughly
$68,000 in loan proceeds that were not remitted as payment
for the scooters. Defendant acknowledged as much in the
amendment to Note Three. (P—4.) The Defendant provided
no proof that there ever was additional scooter inventory
to collateralize Note Three. Also, as detailed in the chart
contained herein, the Defendant sold certain scooters and
never reported the sales to the Plaintiffs. The evidence for

the sale of the scooters are contained in Plaintiffs' exhibits
regarding sales orders, title application receipts, invoice and
registration and title information. (P—105, 125-28, 130, 131,
132, 133-39.) See McBee v. Sliman, 512 F.2d 504 (5th
Cir.1975) (failure to explain loss of $14,000 cash resulted in
denial of discharge).

The Plaintiffs demonstrated that there were transfers of
money between the Defendant and his wife's personal
accounts and Scooter Revolution's account, without
explaining why the transfers were made, or what happened
to the money after the transfers were made. Further, as
discussed herein, the Defendant made a number of purchases
for personal items from the Scooter Revolution account that
bore no relationship to the business' operations. The personal
items purchased were done in contravention of the Note Three
limitations on how the loan proceeds could be spent. As the
Court has already noted, the issue in this case was not a lack
of complete records, but based on the bank statements, the
Defendant had no credible or satisfactory explanation for how
or why transfers for payments from Scooter Revolution's were
legitimate or necessary business expenses. As such, the Court
finds that the Defendant has failed to explain satisfactorily
purchases for personal items, transfers of money or sales of
scooter inventory. The Defendant's discharge is denied under

Section 727(a)(5).

Section 523(a)(2)(A & B)

(a) A discharge under section 727 ... does not discharge an
individual debtor from any debt—

*877 (2) for money, property, services, or an
extension, renewal, or refinancing of credit, to the
extent obtained, by—

(A) false pretenses, a false representation, or actual
fraud, other than a statements respecting the debtor's
or an insider's financial condition;

(B) use of a statement in writing—
(1) that is materially false;

(i1) respecting the debtor's or an insider's financial
condition;

(iii) on which the creditor to whom the debtor is
liable for such money, property, services, or credit
reasonably relied; and
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In re Atkins, 458 B.R. 858 (2011)

(iv) that the debtor caused to be made or published
with the intent to deceive; or

(4) for fraud or defalcation while acting in a fiduciary
capacity, embezzlement, or larceny; [or]

(6) for willful and malicious injury by the debtor to

another entity or to the property of another entity.
The Tenth Circuit has explained that the difference between
section 523(a)(2)(A) and 523(a)(2)(B) may be explained as
follows:

Specifically, 11 U.S.C. § 523(a)(2)(A) states that a debt
obtained by “false pretenses, a false representation, or
actual fraud” is not dischargeable. However, § 523(a)(2)
(A) contains an exception: If a debt is obtained by a
false oral “statement respecting the debtor's ... financial
condition,” the debt is dischargeable. By contrast, 11
U.S.C. § 523(a)(2)(B) states that a debt obtained by
a false written statement “respecting the debtor's ...
financial condition” is not dischargeable, provided certain
conditions are met.

Material Prod. Int'l, Ltd. v. Ortiz (In re Ortiz), 441 B.R. 73
(W.D.Tex.2010), citing Cadwell v. Joelson (In re Joelson),
427 F.3d 700, 704 (10th Cir.2005).

The Tenth Circuit noted that both section 523(a)(2)(A)
and 523(a)(2)(B) use the phrase “respecting the debtor's ...
financial condition” and that both sections were enacted as
part of the original statute. /d. The Tenth Circuit then noted
that although (A) and (B) use similar language, Section 523(a)
(2)(A) provides that a false oral statement respecting the
debtor's financial condition is dischargeable, while Section
523(a)(2)(B) provides that a debt obtained by a false written
statement of the same version is not dischargeable. /d.
Therefore, whether the statement is oral or written may
determine if the statement is dischargeable. /d.

The Tenth Circuit also noted that:

The phrase “respecting the debtor's ... financial condition”
has a range of potential meanings.... [M]any of the courts
who have considered this issue refer to as the “broad
interpretation,” a statement “respecting the debtor's ...
financial condition” is any communication that has a
bearing on the debtor's financial position. /d. citing Skull
Valley Band of Goshute Indians v. Chivers (In re Chivers),
275 B.R. 606, 614 (Bankr.D.Utah 2002). Thus, the broad
interpretation posits that a communication addressing the

status of a single asset or liability qualifies as “respecting
the debtor's ... financial condition.” See id.

Under what courts refer to as the “strict interpretation,” a
statement “respecting the debtor's ... financial condition” is
any communication that presents an overall picture of the
debtor's financial position. /d. at 615. This interpretation
limits statements “respecting the debtor's ... financial
condition” to communications that purport to state the
debtor's overall net worth, overall financial *878 health,

or equation of assets and liabilities. See id.

Subsections § 523(a)(2)(A) and (a)(2)(B) define similar, but
nevertheless different, causes of action. See Field v. Mans,
516 U.S. 59, 64, 116 S.Ct. 437, 133 L.Ed.2d 351 (1995)
(“11 U.S.C. § 523(a) ... carries 16 subsections setting out
categories of nondischargeable debts [and t]wo of these are
debts traceable to falsity or fraud or to a materially false
financial statement, as set out in § 523(a)(2) ...”) (emphasis
added). The Supreme Court in Field v. Mans reviewed the
independent histories of the two provisions and noted the
“significance of a historically persistent textual difference
between the substantive terms in § 523(a)(2)(A) and (B)[, in
that] the former refer to common law torts, and the latter do
not.” Id. at 68-69, 116 S.Ct. 437. The Court then described §
523(a)(2)(A) and § 523(a)(2)(B) as:

two close statutory companions

barring discharge. One applies
expressly when the debt follows a
transfer of value or extension of
credit induced by falsity or fraud (not
going to financial condition), the other
when the debt follows a transfer or
extension induced by a materially false
and intentionally deceptive written
statement of financial condition upon
which the creditor reasonably relied.

The import of sections 523(a)(2)(A) and 523(a)(2)(B) is that
the Defendant made a false statement (written or oral) that
fraudulently induced the Plaintiffs into extending credit. As
an initial matter, there was no evidence provided at trial about
Defendant's oral statements to Plaintiffs that purportedly
induced them into making a loan to Defendant.
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In re Atkins, 458 B.R. 858 (2011)

[20]
provided at trial, or in written documents, that demonstrates

More importantly, there was no evidence that was

that the Defendant provided any document that induced
Plaintiffs to loan him money. Rather, the evidence was clear
that based upon the friendship between Plaintiffs (primarily
MDR) and Defendant, and their mutual interest of starting
a business together, was the basis for lending money to
Defendant. The Plaintiffs did not ask for any financial
statements from Defendant or rely on any written documents
in loaning money to Defendant. In sum, there was no
inducement or reliance through fraud or written documents.

Section 523(a)(4)

Section 523(a)(4) does not discharge an individual debtor
from any debt “for fraud or defalcation while acting in a
fiduciary capacity, embezzlement or larceny.” Walser v. Texas
Music Group, Inc., et al. (In re Antone's Records, Inc.), 445
B.R. 758 (Bankr.W.D.Texas 2011).

Breach of Fiduciary Duty
[21] In Antone's, this Court held that a breach of fiduciary

duty may only occur if a fiduciary relationship existed. /d.
at 780. A fiduciary relationship may be based on formal
or informal relations in which one person places a special
confidence in another who, in equity and good conscience, is
bound to act in good faith and with due regard for the interest
of the person placing the confidence. See Texas Bank & Trust
Co. v. Moore, 595 S.W.2d 502, 507 (Tex.1980); Lacy v. Ticor
Title Ins. Co., 794 S.W.2d 781, 788 (Tex.App—Dallas 1990),
writ denied, 803 S.W.2d 265 (Tex.1991). The Fifth Circuit has
held that a fiduciary duty is one of special trust or confidence
arising prior to and apart from the transaction in question. /n
re Monnig's Dept. Stores, 929 F.2d 197 (5th Cir.1991).

Informal Fiduciary Relationship

[22] 23] [24]
created where a “special confidence” *879 is placed in one
person who “is bound to act in good faith and with due regard
to the interests of the one reposing confidence.” Antone's at
782, citing Texas Bank, 595 S.W.2d at 507. Whether there
is an informal fiduciary relationship is a question of fact
based on the circumstances surrounding a “moral, social,
domestic, or purely personal relationship.” Thigpen v. Locke,
363 S.W.2d 247, 253 (Tex.1962). Further, an implied or
technical trust can give rise to a fiduciary duty. /n re Nazarko,
2008 WL 304785, 2008 Bankr.Lexis 262 (Bankr.E.D.Tex.,
January 31, 2008).

[25] [26] The Fifth Circuit has defined “defalcation” as
a willful neglect of duty, even if not accompanied by fraud
or embezzlement. /n re Schwager, 121 F.3d 177, 184 (5th
Cir.1997). Moreover, a willful neglect of fiduciary duty can
constitute a defalcation. /d. at 185. Embezzlement is defined
as the “fraudulent appropriation of property by a person to
whom such property has been entrusted or into whose hands
it has lawfully come.” /n re Miller, 156 F.3d 598, 602 (5th
Cir.1998).

[27]
and testified that there had been a close friendship that pre-

The record is clear and both parties acknowledged

dated Plaintiffs' extension of credit to Defendant. In fact, the
reason that Plaintiffs gave Defendant the loans was because
they were close personal friends and that Plaintiffs trusted
Defendant. Nonetheless, each of the three loans to Defendant
provided that the loans were made for business purposes, and
that the loans could not be used for family, household or

consumer purposes. (P—1-P-3.) 4

The Defendant was loaned sufficient proceeds from Note
Three (P—4) to buy 337 scooters, yet he knew when he placed
the order with Flyscooters LLC that he would only order
290 scooters. (P-97.) He admitted as much at his deposition.
(Atkins Depo., p. 41/I1 15-18.) Atkins memorialized the
terms of repayment—30% upfront, 70% when the inventory
arrived in the United States—telling the Plaintiffs that the
Note Three loan proceeds would be used to purchase the 337
scooters. (P—150, P—151, P—152.) The fact that Atkins did
not buy the full inventory of 337 scooters and only purchased
290 scooters, and that he admitted using the loan proceeds for
non-business purposes was acknowledged in the amendment
to Note Three. (P—4.)

The Defendant breached his fiduciary duty to the Plaintiffs
when he did not purchase the 337 scooters as required

An informal fiduciary relationship may be by Note Three. He committed defalcation when he failed

to use note proceeds to pay for the scooters and did not
retain the proceeds to pay Plaintiffs. During the time frame
that Defendant could not account for the loan proceeds, he
transferred money between the Scooter Revolution business
account and his and his wife's personal accounts, and
Defendant made numerous purchases for entertainment,
personal items, food and beverages, and miscellaneous items.
The Plaintiffs trusted Defendant to maintain their scooter
inventory and operate their business with the money they
lent Defendant. Instead, *880 Defendant failed to account
for scooter sales and did not report same to Plaintiffs.
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In re Atkins, 458 B.R. 858 (2011)

Defendant misappropriated Plaintiffs' money for his personal
use. Plaintiffs have met their burden under section 523(a)
(4) and Defendant's debt to Plaintiffs is found to be non-
dischargeable.

Section 523(a)(6)

[28] [29] [30] Section 523(a)(6) provides that
individual debtor will not get a discharge from any debt “for
willful and malicious injury by the debtor to another entity
or to the property of another entity.” For the act to be willful
and malicious “a debtor must have acted with ‘objective
substantial certainty or subjective motive’ to inflict injury.”
In re Williams, 337 F.3d 504, 508-09 (5th Cir.2003) (citing In
re Miller; 156 F.3d 598, 603 (5th Cir.1998)). Whether the acts
were substantially certain to cause injury (the “objective test™)
is based on “whether the Defendant's actions, which from a
reasonable person's standpoint were substantially certain to
result in harm, are such that the court ought to infer that the
debtor's subjective intent was to inflict a willful and malicious
injury on the Plaintiff.” /n re Powers, 421 B.R. 326, 335
(Bankr.W.D.Tex.2009) (emphasis in original). A subjective
motive to cause harm (the “subjective test”) exists when a
tortfeasor acts “deliberately and intentionally, in knowing
disregard of the rights of another.” See In re Miller, 156 F.3d
at 605-06 (adopting the definition of “implied malice” from
In re Nance, 556 F.2d 602, 611 (1st Cir.1977)).

The Supreme Court has determined that the word “willful”
under Section 523(a)(6) modifies the word “injury,”
indicating that a finding of nondischargeability requires a
deliberate or intentional injury, not merely a deliberate act
that results in injury. Kawaauhau v. Geiger, 523 U.S. 57,
61, 118 S.Ct. 974, 140 L.Ed.2d 90 (1998). In defining the
term “malicious” under Section 523(a)(6), the Fifth Circuit
holds that it means “implied malice,” as opposed to “special
malice.” In re Miller, 156 F.3d at 605. “Implied malice” means
“acts done with the actual intent to cause injury,” whereas
“special malice” requires a showing of a motive to harm. /d.
The Fifth Circuit, in recognizing that the definition of implied
malice is the same standard used by the Supreme Court for
“willful injury,” held that a finding of implied malice can
render a debt nondischargeable under Section 523(a)(6). /d.
(discussing Kawaauhau, 523 U.S. 57, 118 S.Ct. 974).

[31] The Defendant's conduct was not willful and malicious
under the objective test. There was no evidence produced
that showed that Defendant intended to harm Plaintiffs; it
was that Defendant committed deliberate acts that resulted in
an injury to Plaintiffs. The Defendant and his wife testified
at length how sorry they were and that they did not mean

an or intend not to repay the Plaintiffs. Regrettably, like many

persons in their situation, they unrealistically thought that
their economic situation would improve just with the passage
of time even though they had no plan to restructure their
business operations other than to restructure their debt.

Under the subjective test, the Plaintiffs must show that the
Defendant acted deliberately and intentionally with knowing
disregard of the Plaintiffs' rights. The court finds the Plaintiffs
have met their burden. The Defendant should have known
that the failure to purchase all of the scooters and/or retain the
loan proceeds placed the Plaintiffs at risk. Further, not only
did the Defendant neglect to honor the requirements of Note
Three, he carelessly and recklessly spent money on personal
items and made unauthorized transfers of funds that were not
for business purposes. He did so without maintaining accurate
records so it was difficult to ascertain fully *881 the extent
of his recklessness. That said, Defendant committed acts that
not only took significant monies out of Scooter Revolution
without any legitimate business purpose, but Atkins did so
over a time period in which Plaintiffs were at risk of not being
repaid. Plaintiffs have met their burden under section 523(a)

(6).

CONCLUSION

For the reasons stated herein, the Plaintiffs' Complaint
pursuant to section 523 and 72 is GRANTED under section
523(a)(4 & 6) and section 727(a)(2, 5, and 7). Pursuant to
FED.R.CIV.P. 54, FED. R. BANKR.P. 7054, and Local Rule
7054, the Plaintiffs may make application for attorney's fees.
All other relief is DENIED.

All Citations

458 B.R. 858
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Footnotes

1 Plaintiffs testified that they routinely talked with Defendant about not using loan proceeds for non-inventory
and parts purchases. As explained more fully herein, had the Plaintiffs known about Defendant's unauthorized
purchases, they would have taken legal action sooner.

2 The Chapter 7 trustee's final account and distribution (doc. # 63) indicates that MDR had an allowed claim
of $58,397.36 that was paid in full. Further, MDR and JLR had a combined allowed claim of $342,457.64 of
which the Randalls received $45,292.82 on their allowed unsecured claim.

3 Curiously, the chapter 7 trustee found no reason for objection under § 727(a) and, specifically, § 727(a)(3).
Notably, no taxing authority complained of the Defendant's recordkeeping.

4 The Defendant argued that because the Plaintiffs did not file a UCC-1 financing statement until sometime
after the notes were negotiated, that the Plaintiffs' security interest in the scooter inventory was not properly
perfected. Thatis not correct. The delay in filing the UCC-1 only affects priority of security interests. Generally,
a security interest attaches to collateral when: (1) a debtor authenticates a security agreement that provides
a description of the collateral; (2) the secured party gives the debtor value for the security interest; and (3) the
debtor has rights in the collateral. TEX. BUS. & COM.CODE ANN. § 9.203(b) (Vernon 2002 and Supp. 2005.)

End of Document © 2026 Thomson Reuters. No claim to original U.S. Government Works.
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In re Chris Pettit & Associates, P.C., Not Reported in B.R. Rptr. (2022)

2022 WL 17722853
Only the Westlaw citation is currently available.
United States Bankruptcy Court,
W.D. Texas, San Antonio Division.

IN RE: CHRIS PETTIT & ASSOCIATES,
P.C. and Christopher John Pettit, Debtors

Case No. 22-50591-CAG
|
Signed December 13, 2022.

Attorneys and Law Firms

Michael G. Colvard, Martin & Drought, PC, San Antonio,
TX, for Debtor.

ORDER DENYING FIRST AND FINAL
APPLICATIONS FOR COMPENSATION
AND EXPENSES OF MARTIN & DROUGHT,
P.C. AND DISGORGING AMOUNTS
PAID TO MARTIN & DROUGHT, P.C.

CRAIG A. GARGOTTA, CHIEF UNITED
BANKRUPTCY JUDGE

STATES

*]1 Came on for consideration two fee applications filed
by Martin & Drought, P.C. (“M&D”) for its representation
of jointly administered Debtors Christopher John Pettit and
Chris Pettit & Associates, P.C (“CP&A”). M&D filed its
First and Final Application for Compensation of Fees and
Expenses of Martin & Drought, P.C. within the Chris Pettit &
Associates, P.C. Chapter 11 Case (“CP&A Fee Application™)

in case number 22-50591, the lead case. ! (CP&A ECF No.
468). M&D similarly filed its First and Final Application for
Compensation of Fees and Expenses of Martin & Drought,
P.C. within the Christopher John Pettit Chapter 11 Case (“CP

Fee Application™) in case number 22-50592. 2 (CP ECF No.
91). M&D filed both the CP&A Fee Application and the
CP Fee Application (collectively, the “Fee Applications”) on
September 27, 2022.

Both Fee Applications drew objections from the United States

Trustee (“UST”) (CP&A ECF No. 535; CP ECF No. 102)3
and the Chapter 11 Trustee (“Trustee”) (CP&A ECF No. 539;

CP ECF No. 104).4 The Noltes, parties in interest, filed
objections and joined the objection filed by the UST. (CP&A

ECF No. 608; CP ECF Nos. 103, 120). All objections ask
the Court to deny the fees requested in the Fee Applications.
Because the Court finds that M&D's disclosures in both
cases were incomplete and inadequate, the Court DENIES the
Fee Applications and DISGORGES all amounts received by
M&D to the Chapter 11 Trustee to be held for the benefit of
the creditors.

JURISDICTION

As a preliminary matter, the Court has jurisdiction over this
matter pursuant to 28 U.S.C. § 1334. This is a core proceeding
under 28 U.S.C. §§ 157(b)(2)(A) and (B). Venue is proper
under 28 U.S.C. §§ 1408 and 1409. This case is referred to
this Court by the Standing Order of Reference entered in this
District.

FACTUAL AND PROCEDURAL HISTORY

Pre-Filing Background

Before voluntarily filing for bankruptcy on behalf of himself
and his law firm, Christopher John Pettit practiced law in
San Antonio, Texas. Pettit, individually or through CP&A,
represented clients as an attorney, tax advisor and preparer,
financial advisor, 1031 exchange intermediary, and served as
trustee for various trusts. Pettit and CP&A''s practice included
estate planning, tax return preparation and tax filing, creation
of trusts and estate plans, personal injury, probate, family law,
and other matters.

*2 Beginning in March 2022, various state court lawsuits
named Pettit and CP&A as defendants. (See, e.g. Trustee's
Exs. 19, 21, and 23). Plaintiffs in these suits were former
clients of Pettit and/or CP&A. (Id.). The former clients
alleged causes of action including breach of fiduciary duty,
conversion, fraud, felony theft, fraudulent inducement, and
unjust enrichment. (/d.). Gerald T. Drought—a named partner
at M&D—defended Pettit and CP&A in the state court
actions. (/d.). Pettit and CP&A, jointly and severally, signed
agreed judgments in (at least some of) the state court actions
brought by former clients. (See, e.g. Trustee's Exs. 20, 22, and
24). Drought also signed the agreed judgments as attorney
for Pettit and CP&A. (Trustee's Exs. 22 and 24). The agreed
judgments submitted as evidence on this matter exceed
$35 million. (Trustee's Exs. 20, 22, and 24). These agreed
judgments are respectively dated March 18, April 5, and
May 27. (Id.). Plaintiffs in the May 27 agreed judgment are
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Frank and Emma Persyn Family Limited Partnership, Henry
J. Persyn, Frank G. Persyn, Jr., Laura Kubesh, and Leslie Ann
Persyn. (Trustee's Ex. 24).

Early Bankruptcy Litigation

On May 10, M&D, by and through attorney Michael
G. Colvard, began advising Pettit and CP&A regarding
bankruptcy. (CP&A ECF No. 468, at§ 1.8; CP ECF No. 91, at
9 1.8). Debtors filed separate, voluntary petitions for Chapter
11 bankruptcy relief on June 1. (CP&A ECF No. 1; CP ECF
No. 1). Colvard was the attorney of record in both cases at the
time of filing.

No more than two days later, Sharon Brimhall—another
former client—filed a motion to appoint a Chapter 11
Trustee on June 3. (CP&A ECF No. 11; CP ECF No. 13).
Brimhall alleged that “Pettit and CP&A have absconded with
estate assets which were deposited with them in a fiduciary
capacity” and that “Pettit and CP&A were defendants in at
least 12 separate lawsuits in which the plaintiffs [sic.] are
alleging that Pettit and CP&A have stolen funds in trusted
to them.” (CP&A ECF No. 11, at 4 5,7). Brimhall then
referenced agreed judgments in the cases. (/d. at§ 7). Brimhall
argued that cause existed to appoint a trustee because “[b]oth
Pettit and CP&A engaged in a pattern of fraud, dishonesty,
incompetence, or gross mismanagement of their affairs before
the commencement of the case.” (/d. at § 10). At the hearing
on the motion to appoint a trustee, counsel for Brimhall
informed the Court that Brimhall and several other creditors
were in the process of filing an involuntary petition on behalf
of Debtors before Debtors voluntarily filed. (Hearing Audio,
June 8, 2022 at 2:14 p.m.). At the hearing, Colvard told the
Court that

considering the status of the pending
litigation and matters that were
before Mr. Pettit, we considered that
bankruptcy was the one forum where
everything could be brought to a head,
where the assets could be liquidated,
claims could be resolved, and there
could be a resolution in terms of

distribution to the creditors.

(Id. at 2:35-36 p.m.). Colvard also advised the Court that
Pettit intended to waive his discharge. (/d. at 2:37 p.m.).

Debtors did not oppose the appointment of a trustee. The
Court approved the appointment of a trustee at the hearing and
issued the appropriate orders thereafter. (CP&A ECF No. 13;
CP ECF No. 14). Ultimately, the Court approved Eric Terry's
appointment as Chapter 11 Trustee on June 22. (CP&A ECF
No. 83).

At the same hearing, the Court considered Debtor's
Order
Administration pursuant to Bankruptcy Rule 1015 and Local
Rule 1015. (CP&A ECF No. 9; CP ECF No. 11). The
Court also approved joint administration and entered its

Emergency Motion for Authorizing  Joint

Order Granting Motion for Joint Administration on June 21,
designating 22-50591 as the lead case. (CP&A ECF No. 78;
CP ECF No. 44).

On July 6, the UST filed a Notice of Appointment of
Committee of Unsecured Creditors. (CP&A ECF No. 148).
The Frank and Emma Persyn Family Limited Partnership is a
member of the Unsecured Creditors Committee. (/d.).

Disclosures in In re CP&A
On the second day of CP&A's bankruptcy, CP&A submitted
its Application of Debtor to Employ Counsel (“CP&A

Application to Employ”) (CP&A ECF No. 7). > The
CP&A Application to Employ asked the Court to approve
employment of M&D, with Colvard as lead counsel, as
Debtor's counsel. Attached as Exhibit 1 was an Affidavit of
Disinterest, sworn by Colvard. (CP&A ECF No. 7, Ex. 1). The
affidavit states that “[M&D] will seek compensation in this
case at the hourly rates normally charged by [M&D].” (/d. at
2). For Colvard, that rate is $500 per hour. (/d.). The Affidavit
of Disinterest also states:

*3 [M&D] provided pre-bankruptcy
legal services to Debtor unrelated
to  bankruptcy
planning,

preparation  or
principally focusing on
state court proceedings and settlement

prospects  of  creditor efforts,
seeking debt recovery. [M&D]
received compensation for those

pre-bankruptcy state court related

proceedings and was not owed

any pre-petition fees or expenses
in relation thereto. [M&D] received
retainers

separate for bankruptcy
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related services to be wused in
the planning, counseling, review of
matters and for the pre-bankruptcy
legal services unrelated to state
court proceedings. The prepetition
bankruptcy retainers were partially
consumed in satisfaction of legal
services provided for planning,
preparation and filing the bankruptcy
petition. No [M&D)] pre-petition [sic.]

were outstanding on the filing date.

(Id.). The Affidavit of Disinterest also states M&D
“represents no interest adverse to this Debtor's estate, holds
no interest adverse to Debtor's estate, and is a disinterested
party within this proceeding.” (/d. at 1).

No party in interest objected to M&D's employment as
CP&A's counsel. The Court granted the CP&A Application
to Employ on June 27. (CP&A ECF No. 128).

On June 30, CP&A filed its first set of Schedules and
Statement of Financial Affairs (“June 30 Schedules”, “June
30 SOFA”, or “June 30 Schedules and SOFA”) (CP&A

ECF No. 136).6 The June 30 SOFA Part 2, Question 3
instructs CP&A to “[l]ist payments or transfers—including
expense reimbursements—to any creditor, other than regular
employee compensation, within 90 days before filing this case
unless the aggregate value of all property transferred to that
creditor is less than $7,585.” (CP&A ECF No. 136, at 113).
CP&A admitted it made payments or transferred property
to “[v]arious [c]reditors.” (/d.). Instead of listing dates,
CP&A stated “[a]n accounting of payments made within
90 days is being prepared, but comprehensive information
is not currently available and will be supplemented upon
completion of the accounting, to be provided as amendment
to SOA 2.3 as soon as available.” (/d.). CP&A did not list
M&D in response to Part 2, Question 3 on the June 30 SOFA.

Part 6, Question 11 of the June 30 SOFA prompts CP&A to

List any payments of money or other
transfers of property made by the
debtor or person acting on behalf of the
debtor within 1 year before the filing
of this case to another person or entity,
including attorneys, that the debtor

consulted about debt consolidation
or restructuring, seeking bankruptcy
relief, or filing a bankruptcy case.

(1d. at 117). CP&A listed a May 16, 2022 payment to M&D
for $20,000 with the description “Retainer — Bankruptcy for
Chris Pettit & Associates.” (Id.).

Included with the June 30 Schedules and SOFA is a
Disclosure of Compensation of Attorney for Debtor (“June
30 Disclosure of Compensation”) pursuant to Federal Rule
of Bankruptcy Procedure (“Rule(s)”) 2016(b). Colvard
answered Question 1 as follows:

Pursuantto 11 U.S.C. § 329(a) and Fed. Bankr. P.2016(b), I
certify that [ am the attorney for the above named debtor(s)
and that compensation paid to me within one year before
the filing of the petition in bankruptcy, or agreed to be paid
to me, for services rendered or to be rendered on behalf of
the debtor(s) in contemplation of or in connection with the
bankruptcy case is as follows:

For legal services, I have agreed to accept ........cccccveeenee.

$20,000.00

Prior to the filing of this statement I have
received ....ocoovveevieennnne, $20,000.00

Balance DUe .........ccccecevveueennniccineccne $0.00

(Id. at 138). As to Question 2, Colvard checked the “other”
box as the source of his compensation. Because selecting
other requires debtor's counsel to specify, Colvard identified
“Chris Pettit” as the source of his compensation. (/d.).

Disclosures in In re Pettit

*4 Unlike in the CP&A case, Pettit filed his first set
of Schedules and Statement of Financial Affairs (“June 1
Schedules”, “June 1 SOFA”, or “June 1 Schedules and
SOFA”) along with his voluntary petition on June 1. (CP ECF

No. 1).7 Part 3, Question 6 of the June 30 SOFA asks if
Pettit, during the 90 days before filing for bankruptcy, paid
any creditor a total of more than $600. (/d. at 149). Pettit
checked the “yes” box and listed payments to 19 creditors
within the 90-day lookback period. (/d. at 149-52). Pettit did
not list payment to M&D. (/d.).
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Part 7 of the June 1 SOFA asks about payments within one
year of filing for bankruptcy. Question 16 asks if Pettit,
within one year of filing bankruptcy, or anyone else acting
on Pettit's behalf paid or transferred any property to anyone
Pettit consulted about seeking bankruptcy or preparing a
bankruptcy petition. (Id. at 157). Pettit listed two payments to
M&D: one on May 16 for $10,000 and a second on May 25
for $50,000. (/d.). Similarly, Question 17 asks Pettit whether,
within one year of filing for bankruptcy, he or anyone else
acting on his behalf paid or transferred any property to anyone
who promised to help Pettit deal with his creditors or to make
payments to his creditors. (/d.). The question instructs Pettit
to “not include any payment ... listed on line 16.” (/d.). Pettit
answered no. (Id.).

Included with the June 1 Schedules and SOFA is a Disclosure
of Compensation of Attorney for Debtor (“June 1 Disclosure
of Compensation”) pursuant to Rule 2016(b). Colvard
answered Question 1 as follows:

Pursuantto 11 U.S.C. § 329(a) and Fed. Bankr. P. 2016(b),
certify that I am the attorney for the above named debtor(s)
and that compensation paid to me within one year before
the filing of the petition in bankruptcy, or agreed to be paid
to me, for services rendered or to be rendered on behalf of
the debtor(s) in contemplation of or in connection with the
bankruptcy case is as follows:

For legal services, I have agreed to accept ...........cceeueeneeee.

$40,000.00

Prior to the filing of this statement [ have
received ....ooooovviienennn. $40,000.00

Balance DUE ......c.oeveueeninieeeeincccenes $0.00

(Id. at 178). As to Question 2, Colvard checked the “debtor”
box as the source of his compensation, thereby identifying
Pettit. (Id.).

The next day, on June 2, Pettit filed his Application of the
Debtor to Employ Counsel (“Pettit Application to Employ™)

(CP ECF No. 10). § Other than the caption, the Affidavit of
Disinterest attached to the Pettit Application to Employ is
identical to the same attached to the CP&A Application to
Employ. (Compare CP ECF No. 10, Ex. 1 with CP&A ECF
No. 7, Ex. 1). Attached as Exhibit 1, the affidavit states that
“IM&D] will seek compensation in this case at the hourly
rates normally charged by [M&D].” (CP ECF No. 10, Ex. 1, at

2). For Colvard, that rate is $500 per hour. (/d.). The Affidavit
of Disinterest also states:

[M&D] provided pre-bankruptey legal
to Debtor
bankruptcy preparation or planning,

services unrelated to

principally ~ focusing on  state

court proceedings and settlement
efforts,
[M&D]

those

prospects  of  creditor

seeking debt recovery.
received compensation for
pre-bankruptcy state court related
proceedings and was not owed
any pre-petition fees or expenses
in relation thereto. [M&D] received
for bankruptcy

to be wused in

separate retainers

related services
the planning, counseling, review of
matters and for the pre-bankruptcy
legal services unrelated to state
court proceedings. The prepetition
bankruptcy retainers were partially
consumed in satisfaction of legal
services provided for planning,
preparation and filing the bankruptcy
petition. No [M&D] pre-petition [sic.]

were outstanding on the filing date.

*5 (Id.). The Affidavit of Disinterest also states M&D
“represents no interest adverse to this Debtor's estate, holds
no interest adverse to Debtor's estate, and is a disinterested
party within this proceeding.” (/d. at 1).

On July 19, Pettit amended his Schedules A, B, C, D, G, and
his SOFA (“July 19 Schedules”, “July 19 SOFA”, or “July 19

Schedules and SOFA”) (CP ECF No. 59). 9 Pettit answered
Part 7, Question 17 differently in the July 19 SOFA than in
the June 1 SOFA. (Compare CP ECF No. 59, at 42 with CP
ECF No. 1, at 157). In his amendment, Pettit answered “yes”
when asked if, within one year before filing for bankruptcy,
he or anyone else acting on his behalf paid or transferred any
property to anyone who promised to help Pettit deal with his
creditors or to make payments to his creditors. (CP ECF No.
59, at 42). Specifically, Pettit listed payments between March
17 and May 13, 2022 to M&D in the amount of $70,000 for
“Payment of Legal Fees in relation [sic.] to representation
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within several State Court Cases between March — June
2022.” (Id.).

UST Complains regarding Disclosures of Compensation
The UST and Colvard met on July 13. At the meeting,
the UST and his representative informed Colvard that the
UST considered his disclosures of compensation inadequate
because it did not clearly state the fee structure and the nature
of the Applicant's prepetition compensation.

Revelation of IOLTA Payments to M&D and M&D's
Withdrawal as Counsel

On August 4, the Court held a hearing regarding whether the
Court should authorize a budget for Pettit's living expenses
because he had no access to cash and no job. The Court denied
Pettit's request for any spending money. (See CP&A ECF
No. 293). During the August 4 hearing, counsel for creditors
Verstuyfts and Seiferts put on evidence of bank statements

from an IOLTA account '° (“NM IOLTA”) Pettit controlled.
The exhibit showed that M&D received funds from the NM
IOLTA account. Thereafter, on August 10, party in interest
Beyer Living Trust sent M&D a demand letter. (See CP&A
ECF No. 332, at 3).

Then, on August 23, M&D filed its Motion of Martin &
Drought P.C. for Authority to Withdraw as Joint Debtors’

Counsel (“Motion to Withdraw”) (ECF No. 330). 1" Several
parties opposed M&D's withdrawal as counsel at a contested
hearing on August 29. The Court granted the Motion to
Withdraw over the objections.

Contemporaneously with the Motion to Withdraw, M&D filed
a Supplement to Affidavit of Disinterest under Bankruptcy
Rule 2016(b) (“Supplemental Affidavit of Disinterest”)

(CP&A ECF No. 332) 12 on August 23. In summary form,
the Supplemental Affidavit of Disinterest states M&D had no
knowledge “that retainer funds paid to [M&D] by Christopher
Pettit or CP&A were derived from the Wells Fargo NM
IOLTA, or that funds used to pay [M&D] retainers may have
originated from CP&A client funds” prior to the revelations
at the August 4 hearing. (CP&A ECF No. 332, at 2). Since
the August 4 hearing, M&D reviewed the wire transfers it
received for representing Pettit and CP&A (both in state
court and bankruptcy court), the April 2022 NM IOLTA
statement introduced at the hearing, and the May 2022 NM
IOLTA statement, provided to M&D by the Trustee. (/d. at 1).
Reviewing the May 2022 NM IOLTA statement revealed two

more transfers to M&D: one on May 11 for $40,000, and a
second on May 16 for $10,000. (/d. at 1-2).

*6 M&D next stated it received a total of five wire transfers
for its representation of Pettit and CP&A, both in the state
court matters and bankruptcy: $10,000 on March 10; $20,000
on April 13; $40,000 on May 11; $10,000 on May 16; and
$50,000 on May 25. (Id. at 2). The first three transfers,
totaling $70,000, “were intended as payments / retainers
for prepetition attorney services in relation to pending State
Court matters for which [M&D] became employed in March
2022.” (Id.). The remaining two transfers totaling $60,000
“were received as bankruptcy retainer / payments intended
to compensate for [M&D] bankruptcy related services.” (Id.).
M&D states that the “prepetition bankruptcy retainers were
partially consumed in satisfaction of legal services provided
by [M&D]”. (Id. at 4).

M&D then made the following disclosure:

A review of the Wells Fargo NM IOLTA bank statements
for April and May 2022, without further documentation,
does not provide conclusive information or certainty
regarding the source of funds or the originating accounts
funding the [M&D] payments of:

i. April 30, 2022 wire transfer of $20,000.00;
ii. March 30, 2022 wire transfer of $10,000.00; and,
iii. May 25, 2022 wire transfer of $50,000.00.

The wire transfer dated May 25, 2022, in the amount of
$50,000.00 does not appear to have originated from the
Wells Fargo NM IOLTA.

(1d. at 3). The Court observes that the paragraph purporting
to list all “wire transfers as retainer deposits or payments
from Debtors” to M&D does not list March 30 or April 30
payments. (Compare id. at 2 with id. at 3). Colvard testified
at the hearing on this matter that M&D received five wire
transfers totaling $130,000.

M&D next acknowledged that the May 11 wire transfer of
$40,000 “appears to have originated from a deposit into the
Wells Fargo NM IOLTA account on the same day, which
deposit may constitute CP&A client funds.” (Id. at 3). M&D
states this is the money referenced in the Beyer Living Trust
demand letter dated August 10. (Id.).
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Lastly, M&D stated that, though it did not previously know,
“M&D is now aware that transfers to [M&D] totaling
$70,000.00, made by three separate wire transfers received on
April 13, May 11, and May 16, 2022, were paid out of funds
maintained within the Wells Fargo NM IOLTA Account, and
that the $40,000.00 transfer on May 11, 2022 appears to have
originated from CP&A client funds.” (/d. at 4). M&D then
states that “a lack of ‘disinterest” under 11 U.S.C. § 327(a)
may exist or may arise.” (/d. at 4). M&D also acknowledges
that receipt of funds subject to claims of third parties creates
a conflict of interest between M&D, Pettit, CP&A, and/or the
creditors asserting claims to the funds under Tex. Disciplinary
R. Pro. Conduct 1.06(b)(1) and/or (2).

In summary form, M&D in its Supplemental Affidavit of
Disinterest disclosed the following information regarding
payments for representation of Pettit and CP&A, both in state
court and bankruptcy:

Date of Receipt Amount Source
of Funds Representation March
10, 2022 $10,000 Unknown State
Court March 30, 2022 $10,000 No
information No information provided
provided April 13, 2022 $20,000
NM IOLTA State Court April 30,
2022 $20,000 No information No
information provided provided May
11, 2022 $40,000 NM IOLTA; State
Court demanded by Beyer Living
Trust May 16, 2022 $10,000 NM
IOLTA Bankruptcy May 25, 2022
$50,000 Unknown; M&D Bankruptcy
contends likely not NM IOLTA

(See generally CP&A ECF No. 332).

The Court has no direct evidence of the NM IOLTA
statements, other than the April 2022 statement admitted
during the August 4 hearing. The Court has no direct evidence
of the wire transfers received by M&D. Rather, the only
evidence before the Court is Colvard's testimony regarding
his review of the wire transfers and NM IOLTA statements
and these disclosures.

The Fee Applications

*7 M&D filed its Fee Applications 13 on September 27,
2022. Both Fee Applications only seek compensation from
June 1 through June 22: the period from the date of petition
until the appointment of Eric Terry as Trustee. (CP&A
ECF No. 468, at 1-2; CP ECF No. 91, at 1). The CP&A
Application requests compensation in the amount of $28,200,
reimbursement of expenses in the amount of $2,547.71,
and fees and expenses associated with filing the CP&A
Fee Application in the amount of $1,500, for a total award
of $32,247.71. (CP&A ECF No. 468, at 1). The CP Fee
Application requests compensation in the amount of $31,100,
reimbursement of expenses in the amount of $1,910.69, and
fees and expenses associated with filing the CP&A Fee
Application in the amount of $1,500, for a total award of
$34,410.68. (CP ECF No. 91, at 1). Both Fee Applications
state that M&D received $60,000 as a prepetition retainer and
allocated $40,000 to the Pettit case and $20,000 to the CP&A
case. (CP&A ECF No. 468, at 9 1.1; CP ECF No. 91, at q
1.1). Both Fee Applications also indicate that M&D incurred
prepetition fees not sought in both cases: $5,100 in CP&A
and $16,350 in Pettit. (CP&A ECF No. 468, at q 1.8; CP ECF
No. 91, at 9 1.8). Likewise, both Fee Applications state that
M&D incurred fees after June 23 not sought in both cases,
though the amounts are not specified. (CP&A ECF No. 468,
at 9 1.8; CP ECF No. 91, at q 1.8). Amounts sought in the Fee
Applications are to be reduced by “any unused and available
retainer funds to the extent not returned to the estate or former
CP&A clients.” (CP&A ECF No. 468, at 11; CP ECF No. 91,

at 11). 14

To support its requests, M&D argues in both Fee Applications
that the factors set forth in In re First Colonial Corp.
regarding compensation under 11 U.S.C. § 330 for
professionals. See 554 F.2d 1291, 1298-99 (5th Cir. 1997).
Attached to both Fee Applications is a Declaration of Counsel
under Rule 2016, sworn by Colvard. (CP&A ECF No. 468,
Ex. 1; CP ECF No. 91, Ex. 1). These sworn statements do
not address any payments made to M&D by the Debtors.
Rather, the sworn statements say that the contents of the Fee
Applications are true and correct. (CP&A ECF No. 468, Ex. 1;
CP ECF No. 91, Ex. 1). Lodestars and application summaries
are also attached to both Fee Applications. (CP&A ECF No.
468, Ex. 2-3; CP ECF No. 91, Ex. 2-3).

Parties in interest had twenty-one days to object. Both Fee
Applications drew objections from the UST (CP&A ECF No.
535; CP ECF No. 102) and the Trustee (CP&A ECF No. 539;
CP ECF No. 104). In the Pettit case, the Noltes objected and
thereafter joined the objection filed by the UST. (CP ECF
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Nos. 103, 120). In the CP&A case, the Noltes also joined
the objection filed by the UST. (CP&A ECF No. 608). Each
objection asks the Court to deny M&D's fee requests, though

each party does not advance the same argument. 5 M&D
responded to none of the objections.

The Court set the Fee Application and their objections
for hearing on November 9. The Court heard argument
from M&D, the Trustee, the UST, and the Noltes. Colvard
represented M&D. Newly-employed counsel for Pettit was
present to protect Pettit's interests but did not take a position
on the Fee Applications. The Court heard testimony from
Colvard and Pettit and admitted documentary evidence from

M&D, the Trustee, and the UST. 16 Thereafter, the Court took
the matter under advisement.

PARTIES’ ARGUMENTS

The UST's Objections focus on incomplete disclosure.
(CP&A ECF No. 535, at 9 1). The UST contends that M&D
did not completely disclose its connections with the Debtors,
that it had received payment(s) for representing the Debtors
prior to bankruptcy, and the source of those payment(s),
as required by 11 U.S.C. § 329(a), Rule 2014, and Rule
2016(b). (Id.). The UST further argues that M&D did not
timely supplement its disclosures. (/d.). Citing caselaw both
within and beyond this circuit, the UST asks the Court to deny
M&D's request for compensation. (/d.).

*8 The Trustee's
Applications should not be allowed on a final basis, as

Objections request that the Fee

the Trustee has not determined whether to pursue potential

claims against M&D. (CP&A ECF No. 539, at 9 28). 17 The
Trustee argues that M&D had actual knowledge of Pettit's
professional misconduct based on the agreed judgments
admitting to breach of fiduciary duty, fraud, fraudulent
inducement, conversion, and unjust enrichment. (/d. at q
19). According to the Trustee, this knowledge imposed upon
M&D a duty to report Pettit to the State Bar of Texas pursuant
to Tex. Disciplinary R. Pro. Conduct 8.03(a). (/d.). Instead
of reporting Pettit, M&D agreed to represent the Debtors
both in state court and bankruptcy and continued to accept
payment without investigating the source of funds. (/d. at
9 20). Like the UST, the Trustee argues that M&D did not
completely disclose its pre-petition payments for representing
the Debtors or the nature of such payments. (/d. at § 22-23).
The Trustee stressed he still has not received a reconciliation

statement from M&D regarding payment for state court and
bankruptcy representation of the Debtors, so the Trustee still
has no understanding of what M&D was actually paid. (/d. at §|
23). Further, discussing the standard for compensating estate
professionals, the Trustee states he “has serious concerns
with respect to what value was actually provided to [the
estates] by M&D during the Application Period given the
continuous lack of disclosure regarding compensation” and
ongoing issues with the Debtors’ schedules, SOFAs, and
creditor matrices. (Id. at 9 26; see also CP ECF No. 104, at
9 27). As such, the Trustee argues that M&D has not met its
burden to be awarded “any amounts during the Application
period given its lack of compliance with the Bankruptcy
Code and Bankruptcy Rules.” (CP&A ECF No. 539, at § 26)
(emphasis in original).

The Noltes joined the UST's Objections. (CP&A ECF No.
538; CP ECF No. 103). The Noltes supplemented their
objection to argue that M&D engaged in “misconduct,”
which
containing material misrepresentations, and filing incomplete
documents. (CP&A ECF No. 538, at  1). The Noltes allege
M&D actually knew numerous filings had omissions and

included neglect, filing multiple documents

misrepresentations. (/d.). For these reasons, the Noltes ask for
total denial of the Fee Applications. (/d. at § 7).

M&D filed no response(s) to the objections. At the hearing,
M&D argued that it believed it made forthcoming and
complete disclosures based on the information available to it
at the time and supplemented when new information came to
light. As for the payments for state court representation, M&D
argued that it did not disclose the payments because it did not
believe disclosure was required under 11 U.S.C. § 329. To
support this position, Colvard explained that M&D assigned
separate matter numbers and maintained separate files for the
state court and bankruptcy representations of the Debtors.
With respect to the wire payments, Colvard stated that the
wires received only indicated a Wells Fargo account as their
source with no further specification, so he and M&D believed
Pettit personally was the source of funds. M&D also noted
that no party objected to its competence or rates. Therefore,
M&D asked the Court to award the amounts requested in its
Fee Applications.

ANALYSIS

Few matters before bankruptcy courts are as distasteful as
the duty to examine transactions between a debtor and its
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attorney. The disagreeable nature of the task increases when
the attorney is a prominent member of the bar. Colvard has
practiced bankruptcy in this community for more than 42
years. Colvard has earned a reputation for highly competent
and skilled representation as an expert in the field. The Court
holds Colvard in high regard. Nevertheless, the Court must
dispassionately evaluate fees requested by even the most
respected attorneys when those fees are challenged.

Fulfilling this duty, though unpleasant, is also one of the most
integral parts of the bankruptcy system. In the words of the
United States Bankruptcy Court for the Eastern District of
Pennsylvania:

One of the means for
the bankruptcy
under public disrepute is for the
perception to take hold that it

allows attorneys to milk the last

surest

system to come

cent out of debtors while leaving
creditors nothing. Also disturbing is
the prospect that attorneys may be able
to extract a premium from debtors
who are desperate to file in order
to save an asset that is on the
brink of being lost. These concerns,
among others, have led Congress
and the Courts to enact and enforce
strict regulations on the payment
of attorney's fees in bankruptcy.
One of the cornerstones of the
regulatory structure is the necessity for
attorneys to fully and honestly disclose
their transactions with clients. This
disclosure requirement is embodied in
11 U.S.C. § 329(a) and implemented
through Bankruptcy Rule 2016(b).

*9 Inre Levin, 1998 WL 732878, *2 (Bankr. E.D. Pa., Oct.
15, 1998). The Court, therefore, undertakes its review of the
Fee Applications keeping in mind the importance of public
confidence in the bankruptcy system.

I. Strict Standards of Disclosure
Debtors’ transactions with attorneys are governed by 11
U.S.C. § 329, which provides:

(a) Any attorney representing a debtor in a case under this
title, or in connection with such a case, whether or not such
attorney applies for compensation under this title, shall file
with the court a statement of the compensation paid or
agreed to be paid, if such payment or agreement was made
after one year before the date of the filing of the petition,
for services rendered or to be rendered in contemplation
of or in connection with the case by such attorney, and the
source of such compensation.

(b) If such compensation exceeds the reasonable value
of any such services, the court may cancel any such
agreement, or order the return of any such payment, to the
extent excessive, to—

(1) the estate, if the property transferred—
(A) would have been property of the estate; or

(B) was to be paid by or on behalf of the debtor under
a plan under chapter 11, 12, or 13 of this title; or

(2) the entity that made such payment.

In other words, debtors’ attorneys are required to report to the
Court all compensation paid or agreed to be paid for services
rendered “in contemplation of or in connection with” the case,
if such payment or agreement as made within a year of filing
for bankruptcy.

Section 329 is buttressed by Rule 2016(b). Rule 2016(b)
requires that

[e]very attorney for a debtor, whether
or not the attorney applies for
compensation, shall file and transmit
to the United States trustee within
14 days after the order for relief,
or at another time as the court may
direct, the statement required by §
329 of the Code including whether
the attorney has shared or agreed to
share the compensation with any other
entity. The statement shall include the
particulars of any such sharing or
agreement to share by the attorney,
but the details of any agreement for
the sharing of the compensation with
a member or regular associate of
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the attorney's law firm shall not be
required. A supplemental statement
shall be filed and transmitted to the
United States trustee within 14 days
after any payment or agreement not
previously disclosed.

In additional to the requirements in Section 329, Rule 2016(b)
sets a 14-day time limit. Fed. R. Bankr. P. 2016(b). First, any
Section 329 statement regarding compensation must be made
within 14 days after filing bankruptcy. /d. Second, attorneys
must file supplemental statements within 14 days after any
payment or agreement not previously disclosed. /d.

The Bankruptcy Code and Rules authorize Courts to inspect
these transactions and undo them. Under Section 329(b), if
the “compensation exceeds the reasonable value of any such
services,” the court may disgorge such payment. 11 U.S.C. §
329(b); see also Matter of Prudhomme, 43 F.3d 1000, 1002
(5th Cir. 1995). Rule 2017 complements Section 329(b). Rule
2017(a) provides

[o]n motion by any party in interest
or on the court's own initiative, the
court after notice and a hearing may
determine whether any payment of
money or any transfer of property by
the debtor, made directly or indirectly
and in contemplation of the filing of a
petition under the Code by or against
the debtor or before entry of the order
for relief in an involuntary case, to an
attorney for services rendered or to be
rendered is excessive.

*10 In other words, the enforcement provisions of Section
329(b) and Rule 2017(a) empower the Court “to act upon
that disclosure by determining whether such payments were
excessive and by ordering return of all or any part of such
payments.” In re Mayeaux, 269 B.R. 614, 621 (Bankr. E.D.
Tex. 2001).

This review process—along with the public confidence it
instills in bankruptcy administration—is wholly dependent
on complete and forthright compliance with the disclosure
requirements by a debtor's attorney. Id. (quoting Arens

v. Boughton, 176 B.R. 781, 783 (W.D. La. 1993), aff'd,
43 F.3d 1000 (5th Cir. 1995) (“It is the duty of debtor's
counsel to aid this review by providing the bankruptcy court
with all information necessary to make an adequate review
of the relevant transaction.”)). The remedy for anything
short of full disclosure is denial of compensation and
disgorgement of sums already paid. Prudhomme, 43 F.3d at
1003 (after discussing nondisclosure, holding “concealment
[is] misconduct justifying disgorgement”). No exceptions are
made for slipshodness or good faith. Matter of Kero-Sun,
Inc., 58 B.R. 770, 780 (Bankr. D. Conn. 1986) (citing Gen.
Motors Acceptance Corp. v. Undike (In re H. L. Stratton,
Inc.),51 F.2d 984, 987-88 (2d Cir. 1931)). This strict-liability
principal is the law across the country. See, e.g. In re Downs,
103 F.3d 472, 477 (6th Cir. 1996) (citing In re Chapel Gate
Apartments, Ltd., 64 B.R. 569, 575 (Bankr. N.D. Tex. 1986);
In re Inv. Bankers, Inc., 4 F.3d 1556, 1565 (10th Cir. 1993)
(citations omitted); Futuronics Corp. v. Arrut (Matter of
Futuronics Corp.), 655 F.2d 463, 469 (2d Cir. 1981)).

Here, all parties agree that M&D received compensation for
representing the Debtors in the months before they filed
for bankruptcy. Therefore, there are two issues regarding

disclosure of these amounts. '® First is whether M&D was
required to disclose such compensation. Second is whether
any required disclosures were adequate.

A. M&D was Required to Disclose Compensation

Received for the State Court Representation
As explained above, section 329(a) requires debtors’
attorneys to report all compensation paid or agreed to be paid
for services rendered “in contemplation of or in connection
with” the case. 11 U.S.C. § 329(a). Section 329(a) uses the
disjunctive ‘or,” meaning that “in contemplation of” and “in
connection with” are distinct ideas. Mayeaux,269 B.R. at 622
(citations omitted). Both must be reported. 11 U.S.C. § 329(a).

1. Payments “In Contemplation Of” Bankruptcy
Payment is made “in contemplation of” bankruptcy if the
underlying professional services were rendered at time
when the debtor was subjectively considering bankruptcy.
Mayeaux, 269 B.R. at 622. As one court put it, the question
is “whether, in making the transfer, the debtor is influenced
by the possibility or imminence of a bankruptcy proceeding.”
Wootton v. Ravkind (In re Dixon), 143 B.R. 671, 675 n.3
(Bankr. N.D. Tex. 1992).
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In re Chris Pettit & Associates, P.C., Not Reported in B.R. Rptr. (2022)

Paying attorneys to avoid bankruptcy is “in contemplation
of” bankruptcy. Interpreting the predecessor statute to section
329(a), the Supreme Court wrote:

*11 [I]t is insisted, in the instant
case, that the payment to appellants
could not properly be regarded as
made in contemplation of bankruptcy,
and hence within the jurisdiction
to re-examine, because the payment
was for the purpose of engaging
appellants to conduct negotiations
with creditors in order to arrange for
an extension of time, and, if necessary,
for the operation of the business under
the creditors' supervision, and thus
to avoid a forced liquidation and
ultimately to restore the business to
a sound basis. We find no ground
for saying that the fact that such
purposes were in view establishes, as
matter of law, that the payment was
not in contemplation of bankruptcy.
On the contrary, negotiations to
prevent bankruptcy may demonstrate
that the thought of bankruptcy was the
impelling cause of the payment. A man
is usually very much in contemplation
of a result which he employs counsel to
avoid.

Conrad, Rubin & Lesser v. Pender,289 U.S. 472,478 (1933)
(emphasis added) (citations omitted) (internal quotations
omitted). Courts across the country maintain the Supreme
Court's broad language from 1933 by finding payments
for all sorts of legal work preceding bankruptcy subject to
review. See, e.g. Wootton, 143 B.R. at 675 n.3 (compensation
for representation in criminal litigation and related civil
suits involving forfeiture while debtor was insolvent was
“in contemplation of” bankruptcy); Brown v. Luker (In
re Zepecki), 258 B.R. 719, 724-25 (8th Cir. B.A.P. 2001)
(payment for attorney to conduct a sham 1031 exchange
in order to remove assets from what would become the
bankruptcy estate was “in contemplation of”” bankruptcy).

Negotiating with or litigating against creditors is undoubtedly
“in contemplation of” bankruptcy. The Fifth Circuit in

Prudhomme held that debtors who hired an attorney to
represent them in disputes with their largest creditor after they
had been unsuccessful restricting debt made payments “in
contemplation of” bankruptcy. Prudhomme, 43 F.3d at 1004.
Other courts have reached similar results. See In re Perrine,
369 B.R. 571, 585 (Bankr. C.D. Cal. 2007) (finding real estate
transfer to attorney 97 days prior to attorney, after exhausting
efforts to litigate against largest creditor, for the stated
purpose of “securing continued representation ... in future
litigation including without limitation, with creditors” was
“in contemplation of” bankruptcy). Again, one contemplates
bankruptcy by seeking to avoid it. Conrad 289 U.S. at 478.

Here, the payments made to M&D for representing the
Debtors in state court litigation were “in contemplation of”
bankruptcy, so they needed to be disclosed. On June 2, M&D
stated in its Affidavits of Disinterest that

[M&D] provided pre-bankruptcy legal
to Debtor
bankruptcy preparation or planning,

services unrelated to

principally ~ focusing on  state
settlement
efforts,
[M&D]

those

court proceedings and

prospects  of  creditor
seeking debt recovery.
received compensation for
pre-bankruptcy state court related
proceedings and was not owed any
pre-petition fees or expenses in

relation thereto.

(CP&A ECF No. 7, Ex. 1, at 2; CP ECF No. 10, Ex. 1, at 2).
The agreed judgments—which are based on allegations oft-
repeated in this case, exceed $35 million, and were signed
between 75 and four days before filing of bankruptcy—
severely undermine M&D's contention that the services were
unrelated to the bankruptcy. (See Trustee's Exs. 20, 22, and
24). Of particular importance to the Court's decision is the
May 27 agreed judgment in favor of the Persyns. (Trustee's
Ex. 24). The Debtors, by and through Drought of M&D,
agreed to this judgment 17 days after the Debtors engaged
Colvard of M&D for bankruptcy representation.

*12 In other words, M&D admitted it had received
compensation to litigate against “creditor efforts, seeking debt
recovery” in state court. (CP&A ECF No. 7, Ex. 1, at 2; CP
ECF No. 10, Ex. 1, at 2). M&D continued representation
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In re Chris Pettit & Associates, P.C., Not Reported in B.R. Rptr. (2022)

in litigation in debt recovery suits for weeks after it began
bankruptcy representation. Unlike the numerous cases where
other legal work predating bankruptcy was found to be “in
contemplation of” bankruptcy, here, the litigation against at
least one creditor resulting in a multimillion-dollar judgment
was contemporaneous with the bankruptcy representation.

Though it is not evidence, Colvard's representations to the
Court further support concluding the prepetition state court
payments were “in contemplation of” bankruptcy. On the
eighth day of these bankruptcies, Colvard told the Court that

considering the status of the pending
litigation and matters that were
before Mr. Pettit, we considered that
bankruptcy was the one forum where
everything could be brought to a head,
where the assets could be liquidated,
claims could be resolved, and there
could be a resolution in terms of

distribution to the creditors.

(Hearing Audio, June 8, 2022 at 2:35-36 p.m.). Arguing
now that the state court representation is unrelated to the
bankruptcy strains credulity.

M&D accepted money for litigating against debt recovery
efforts, continued to do so after beginning bankruptcy
representation, and admitted to such representation in its

earliest filings in these cases. These payments were “in
contemplation of” bankruptcy.

2. Payments “In Connection With” Bankruptcy

”

While “in connection with” inquiries employ a subjective

standard, courts apply an objective standard when evaluating
if legal services rendered by debtor's counsel were “in
connection with” the bankruptcy case. Mayeaux, 269 B.R.
at 623. If it can be objectively determined that the services
had or will have an effect on the bankruptcy case, then such
services are deemed to have been rendered in connection with
the bankruptcy case and the attorney has a duty to disclose
any compensation received or to be received for such services.
Id. (citations omitted). Moreover, services which are the
“precipitating cause” of bankruptcy are “in connection with”
the bankruptcy. In re Ostas, 158 B.R. 312, 321 (N.D.N.Y.
1993) (citing In re Command Servs. Corp., 85 B.R. 230,232

(Bankr. N.D. N.Y. 1988)); see also In re Laferriere. 286 B.R.
520, 529 (Bankr. D. Vt. 2002) (prepetition legal “work had a
direct impact on the ultimate filing of the Debtors’ bankruptcy
case.”).

Though Prudhomme did not acknowledge the disjunctive
nature of the phrases in section 329(a), the Fifth Circuit
looked to objective factors. Those were: (1) the debtors’
financial condition when first consulting their attorney; (2)
the fact that the debtors were seeking representation to resolve
disputes with their largest creditor; and (3) the fact that the
debtors were unsuccessful in resolving such disputes in a
non-bankruptcy context, thus leading to the bankruptcy filing.
Prudhomme, 43 F.3d at 1004.

Again, Prudhomme places significant import on litigation
and negotiation efforts, especially with creditors or regarding
a business’ affairs. Id. Other courts do as well. Mayeaux, 269
B.R. at 624-25 (negotiation and litigation efforts with largest
unsecured creditor was “in connection with” bankruptcy,
especially when Debtor's counsel conceded that the litigation
was a primary reason for bankruptcy); Laferriere, 286 B.R.
at 529 (“work related to defending two lawsuits brought by
an unsecured creditor” were services “rendered in connection
with” bankruptcy); In re Rheuban, 121 B.R. 368, 377 (Bankr.
C.D. Cal. 1990) (connection with chapter 11 reorganization
is “only reasonable inference” that can be drawn from
firm's representation of debtor in criminal and civil matters
regarding Debtor's business relationships “is directly related
to the financial and business affairs” of debtor). Furthermore,
legal work relating to asset that will become part of the
estate is “in connection with” bankruptcy. See In re Hill, 5
B.R. 541, 542 (Bankr. C.D. Cal. 1980) (“Clearly, removal of
judgment liens from the debtor's homestead is connected with
the case.”).

*13 Here, the payments M&D received for its pre-petition
non-bankruptcy representation of the Debtors were “in
connection with” bankruptcy, so they needed to be disclosed.
Allegations raised in state court provide the overarching
theme of these bankruptcies. Nearly every dispute involves
accusations that Pettit misappropriated money held in trust for
his clients. The argument over M&D's fees is no exception:
M&D received payments from Pettit's / CP&A's NM IOLTA
account for legal work. The ever-repeated allegations which
dominate argument in this case strongly militate toward
finding the state court representation was in connection with
the bankruptcies.
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Claims of theft are not the only fact supporting this finding.
M&D admitted it had received compensation to litigate
against “creditor efforts, seeking debt recovery.” (CP&A ECF
No. 7, Ex. 1, at 2; CP ECF No. 10, Ex. 1, at 2). That
litigation resulted in agreed judgments totaling more than $35
million. (Trustee's Exs. 20, 22, and 24). Three of those agreed
judgments were entered within 75 days of the bankruptcy.
(/d.). Although it is not evidence, Colvard told the Court early
on that the purpose of filing bankruptcy was to resolve all
the creditor claims after the mounting litigation. (See Hearing
Audio, June 8, 2022 at 2:35-36 p.m.).

Testimony elicited from Pettit demonstrates that M&D
performed legal work beyond defending the Debtors in
state court and representing the Debtors in bankruptcy.
Pettit testified that Drought provided legal advice regarding
the closing of what the Court colloquially calls the Sin
Reposo transaction. (See Hearing Audio, November 9, at
4:40-41 p.m.). Pettit stated, and no party disputes, that
he sold properties to Sin Reposo to fund the settlement
with former client Dr. Ortiz. Sin Reposo's attorney prepared
the real estate closing documents. (/d. at 4:41 p.m.). After
asked by Colvard who specifically from M&D represented
Pettit in the Sin Reposo transaction, Pettit replied “Mr.
Drought was not involved in the closing, but he reviewed
the legal documents.” (/d. at 4:42 p.m.). Colvard then asked
if Pettit was “actually represented in relation to the Sin
Reposo transactions by someone other than [himself]?” (/d.).
Pettit responded that he didn't “know how to answer that.
Gerald Drought helped [him] review documents.” (Id.).
Pettit clarified that Drought helped him review the closing
documents before the closing. (/d.). Pettit negotiated the
transactions on his own. (/d. at 4:43 p.m.). Drought did
not make any changes or modifications to the documents
Sin Reposo's counsel prepared. (/d.). Though Pettit said he
considered the Sin Reposo transaction a “done deal,” Pettit
also testified that he would have considered changes to the
closing documents had Drought suggested any. (/d. at 4:43—
45 p.m).

Reviewing real estate closing documents is providing legal
advice. This remains true even if the attorney does not
recommend changes. Not recommending changes is the
attorney's professional opinion that the document as written
serves the client's interests, just as much as suggesting
alterations reflects the attorney's opinion that the document
as written could better serve the client's interests. The
properties conveyed in the Sin Reposo transaction would
have been property of Pettit's estate. By reviewing the closing

documents, Drought performed legal work with respect to
these assets, liquidated months before bankruptcy, to satisfy a
settlement with former-client and now-judgment creditor Dr.
Ortiz.

In summary form, for three months prior to bankruptcy, M&D
provided legal services to Pettit and CP&A. These legal
services were designed to negotiate with, litigate against, and
satisfy settlements with former clients who accused Pettit
of stealing multiple millions of dollars from them. No party
disputes this. When the Debtors signed agreed judgments
of roughly $35 million, M&D filed bankruptcy petitions for
the Debtors. To say this prepetition representation was not
objectively connected to these bankruptcies is suspect. M&D
was therefore obligated to disclose payments it received for
these services.

3. M&D did Not Adequately Disclose Payments for

Work “In Contemplation Of” or “In Connection

With” These Bankruptcies
*14 The question, then, becomes whether M&D adequately
disclosed the compensation it received for representing
the Debtors before and during their bankruptcies. Debtors’
attorneys have an obligation to provide the court with all
information necessary to review adequately the transactions
in question. Mayeaux, 269 B.R. at 621 (quoting Arens, 176
B.R. at 783, aff'd, 43 F.3d 1000 (5th Cir. 1995)). Counsel
must disclose in the Rule 2016(b) statement the nature of
his or her fee arrangement with the debtor; including further
details regarding compensation in other filings is insufficient.
In re Smitty's Truck Stop, 210 B.R. 844, 849 (10th Cir.
B.A.P. 1997) (disgorgement ordered where applicant failed
to disclose retainer in 2016 disclosure statement even though
retainer was disclosed in SOFA) (citing Prudhomme, 43
F.3d at 1003). A contrary rule allowing piecemeal disclosure
across filings “would nullify the § 329 and Rule 2016(b)
disclosure requirements, which are designed to enable courts
to oversee the fee arrangement between debtor and its
counsel. More importantly, it is not the court's job to search
through the record to find all relevant facts relating to an
attorney's employment.” Smitty's Truck Stop,210 B.R. at 849
(citations omitted).

The Rule 2016(b) disclosure statement also requires counsel
to disclose the source of funds paid for their services. Off.
Bankr. Form B2030, question 2. An attorney must investigate
the source of funds received where a reasonable lawyer
would question the client. In re Parlex Assoc., Inc., 435
B.R. 195, 211-214 (Bankr. S.D. N.Y. 2010) (collecting cases

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 12


https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1996188057&pubNum=0003024&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=0003024&cite=NO10&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001466942&pubNum=0000164&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_164_621&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_164_621 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995048157&pubNum=0000164&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_164_783&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_164_783 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995048157&pubNum=0000164&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_164_783&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_164_783 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995033110&pubNum=0000506&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR2016&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1997169476&pubNum=0000164&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_164_849&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_164_849 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1997169476&pubNum=0000164&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_164_849&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_164_849 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995033110&pubNum=0000506&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_506_1003&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_506_1003 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995033110&pubNum=0000506&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_506_1003&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_506_1003 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS329&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR2016&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1997169476&pubNum=0000164&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_164_849&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_164_849 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR2016&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2022907328&pubNum=0000164&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_164_211&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_164_211 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2022907328&pubNum=0000164&originatingDoc=I62a687d07d5011ed999fc90c74748420&refType=RP&fi=co_pp_sp_164_211&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_164_211 

In re Chris Pettit & Associates, P.C., Not Reported in B.R. Rptr. (2022)

and denying fees because attorney did not satisfy duty to
investigate where a reasonable lawyer would suspect his
retainer was paid from proceeds of fraudulent conveyance
and attorney did not investigate); see also In re Grasso, 586
B.R. 110, 146 (Bankr. E.D. Pa. 2018) (“[W]hen an attorney
has reason to doubt his client, blind reliance ceases to be
reasonable.”). Failing to disclose to the source of funds is
grounds for denial and disgorgement. /d. at 850 (denying
fee application and disgorging money paid where Debtor's
counsel did not truthfully disclose the source of funds paid to
him until third relevant filing).
Disclosures must be complete, forthright, and ecasy
to understand. See id. Concealment is unacceptable.
Prudhomme, 43 F.3d at 1003. “Negligent or inadvertent
omissions do not vitiate the failure to disclose.” In re Park-
Helena Corp., 63 F.3d 877, 881 (9th Cir. 1995) (internal
quotations omitted).

Neither the Court, nor creditors or other parties-in-
interest, should be forced to be detectives, clairvoyants,
or soothsayers to figure out exactly what counsel's
arrangement is with his clients (or other parties-in-interest)
in a bankruptcy case. As one court aptly stated: ‘Coy or
incomplete disclosures which leave the court to ferret out
pertinent information from other sources are not sufficient.’

United States Tr. v. Cialella (In re Cialella), 643 B.R. 789,
819 (Bankr. W.D. Pa. 2022) (quoting In re Saturley, 131 B.R.
509, 516 (Bankr.D.Me.1991)). If disclosures do not clear this
high bar, denial and disgorgement is the appropriate remedy.
Prudhomme, 43 F.3d at 1003. If the conduct is egregious,
the court may also impose sanctions. Baker v. Cage (In re
Whitley), 737 F.3d 980, 987 (5th Cir. 2013).

M&D's disclosures were unclear at best. Colvard's testimony
suggesting M&D properly disclosed its bankruptcy retainers
for each case required the Court to piece together bits of
information across multiple documents. For example, M&D
argued it disclosed in the June 1 Schedules receipt of two
wire transfers in the amounts of $10,000 and $50,000. After
reading the June 1 Disclosure of Compensation in Pettit June
30 Disclosure of Compensation in CP&A, the Court and
parties in interest should have been able to surmise that M&D
allocated $20,000 to CP&A and $40,000 to Pettit for their
respective bankruptcy representation.

Further, M&D expected the Court and parties in interest
to deduce these monies were retainers. M&D did state
it received retainers for its bankruptcy work in the Pettit

Application to Employ and CP&A Application to Employ,
each filed on June 2. But M&D also made statements
suggesting it received a flat fee. In the June 1 Disclosure of
Compensation, M&D stated it had agreed to accept $40,000
and had already received $40,000, with no balance due,
for representing Pettit. Similarly, in its June 30 Disclosure
of Compensation, M&D told the Court it had agreed to
accept $20,000 and had already received $20,000, with no
balance due, for representing CP&A. The UST argued the
way these disclosures of compensation are worded suggests
M&D agreed to accept flat fees. The Court is inclined to
agree. At the least, M&D could have worded the disclosures
of compensation differently to clarify. M&D could have said
it had agreed to accept an hourly rate, had already received a
retainer (indicating its amount), and that balances due would
accrue at the hourly rate once the retainer was exhausted.
Using the word “retainer” would have better indicated the
existence of a retainer.

*15 More examples of inconsistent or confusing
‘disclosures’ exist in the record. The Court believes these
examples illustrate the pattern of incomplete disclosure
without expounding further. The Code and Rules require
debtor's counsel to be clear about its financial relationship
with the debtor. The burden does not lie with anyone else to
figure out what that relationship is. M&D's proposition that
the Court and parties in interest sift through the hundreds of
pleadings in these cases to understand M&D's disclosures of
compensation is unacceptable.

Moreover, one of the disclosures was mistaken at best, false
at worst. M&D identified Pettit as the source of the $60,000
identified in the disclosures of compensation. Since those
disclosures on June 1 and June 30, the record evidence shows
Pettit diverted money from the NM IOLTA account held in
trust for his clients to M&D. Colvard stated that the wire
transfers to M&D only revealed that the transfers were from
a Wells Fargo account, so M&D had no reason to believe
the money came from a source other than Pettit. When cross-
examined by the Trustee, Colvard admitted he did not review
the wire information at the times of receipt. Rather, Colvard
reviewed the wires between the August 4 revelation and
preparing his Supplemental Affidavit of Disinterest. When
cross-examined by the UST, Colvard stated he did nothing
before filing his disclosures of compensation to investigate
the source of funds other than talking with Pettit.

If ever there were a case where a reasonable lawyer should
question the source of his client's funds, it is these cases.
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M&D knew former clients accused Pettit of using funds
he held in trust for the clients “for his own benefit and
purpose.” (See, e.g. Trustee's Ex. 19, at q 8; see also Trustee's
Ex. 21, at J 18 (“Pettit ... stole all of the $908,148.87 [escrow
funds] for his personal benefit and use.”); Trustee's Ex. 21,
at q 19 (“Defendants willfully, fraudulent took or converted
to their own use the Plaintiff's money, which Defendants
acquired unlawfully and while in a position of trust.”)). M&D
signed agreed judgments on Debtors’ behalf in response to
these allegations. (Trustee's Ex. 20, 22, and 24). Following
these allegations, a lawyer has good reason to question
whether the monies paid to him or her are client funds.
Under the circumstances, M&D had a duty to investigate the
source of funds. M&D did not. M&D unreasonably relied on
Pettit's word instead. This unreasonable reliance resulted in
providing false information to the Court.

Colvard testified he did not learn M&D received money from
the IOLTA account until the August 4 hearing. M&D—>by and
through Colvard—did not file its Supplemental Affidavit of
Disinterest revealing that retainer funds originated in the NM
IOLTA until August 23. Accepting Colvard's testimony as
true, Rule 2016(b) required a supplemental statement within
14 days, by August 18. M&D supplemented too late.

In addition to being late, the Supplemental Affidavit of
Disinterest still leaves the Court with questions regarding
M&D's compensation. The Court is unclear whether M&D
received a total of five or seven wire transfers while
representing the Debtors. The Supplemental Affidavit
of Disinterest states M&D “received five prepetition
wire transfers as retainer deposits or payments from
Debtors.” (CP&A ECF No. 332, at 2). M&D disclosed
these wires were received on March 10, April 13, May 11,
May 16, and May 25. (Id.). Close review of the document,
however, reveals two other wire transfers on March 30 and
April 30. (/d. at 3). Colvard testified the firm received five
wires. Therefore, the Supplemental Affidavit of Disinterest is
internally inconsistent and, at least to some degree, does not
comport with Colvard's testimony. Perhaps the March 30 and
April 30 wires are a typographical error. Even so, carelessness
in face of such a demanding standard and after M&D drew
intense scrutiny after August 4 is unacceptable.

*16 Additionally, M&D still has not disclosed the source
of some the funds it received. Specifically, M&D has not
disclosed the source of funds for the March 10 and May 25
wires. M&D stated that the May 25 transfer “does not appear
to have originated from the Wells Fargo NM IOLTA,” but

the firm has yet to affirmatively disclose the source to the
Court. (/d. at 3). If indeed M&D received wires on March
30 and April 30, all M&D has told the Court is that the NM
IOLTA statements do “not provide conclusive information or
certainty regarding the source of funds.” (/d.). Colvard did not
testify further regarding these wire's source(s).

In short, M&D's initial disclosures required the Court to hunt
for clues across multiple pleadings and then guess the nature
of the firm's fee agreement with the Debtors. M&D failed
to investigate the source of the funds it received, despite
knowing Pettit was credibly accused of using money held in
trust for his own benefit. A reasonable lawyer who knew of
these allegations and also knew his or her client primarily
lived at Disney World, drove multiple luxury SUVs, and
owned several multimillion-dollar homes would investigate;
yet M&D took Pettit at his word until evidence came
out proving M&D received money from the NM IOLTA.
Nineteen days later, M&D's (late) Supplemental Affidavit of
Disinterest still leaves unclear how many payments M&D
received and fails to disclose the source of some of these
payments. All these errors are on top of failure to disclose
(until August 23) the payments for prepetition representation
regarding the state court litigation. Any effort at disclosure
M&D made was inadequate. For these reasons, the Court
denies the Fee Applications and orders M&D disgorge to
the Trustee any consideration received for representing the
Debtors.

II. The Court Will Not Reach Other Issues.

The parties primarily raised two other issues in their moving
papers: 1) the reasonableness and necessity of M&D's
requested fees and 2) whether M&D's Rule 2014 disclosures
were sufficient. The Court will not reach these issues.
Questions concerning the reasonableness and necessity of
M&D's requested fees are resolved by denying the Fee
Applications for insufficient disclosure.

Rule 2014(a) requires debtor's counsel to file a verified
statement (or affidavit) along with the attorney's employment
application which sets forth counsel's connections with the
debtor, creditors, any other party in interest, their respective
attorneys and accountants, the UST, or any person employed
by the UST. Fed. R. Bankr. P. 2014(a). Debtor's counsel has a
continuing duty to supplement 2014(a) disclosures. /d. Rule
2014, and its companion section 327, do not explicitly provide
for the remedies requested by the objecting parties. Fed. R.
Bankr. P. 2014; 11 U.S.C. § 327. To the extent Rule 2014 is
connected to the statutes at the heart of this disputes, issues
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regarding M&D's compliance with Rule 2014 are resolved by
denying the Fee Applications.

CONCLUSION

In conclusion, the Court finds that the appropriate remedy
for M&D's pattern of nondisclosure in these cases is to
deny the Fee Applications and disgorge any amounts paid
to the Trustee for the benefit of the creditors. Denial and
disgorgement may seem harsh, but public confidence in the
bankruptcy system depends on forthright disclosure. This
consequence is well documented across decades of case law
throughout numerous jurisdictions. The Court's message to
debtor's counsel is clear: disclose.

IT IS THEREFORE ORDERED that the First and Final
Application for Compensation of Fees and Expenses of
Martin & Drought, P.C. within the Chris Pettit & Associates,
P.C. Chapter 11 Case (CP&A ECF No. 468) is DENIED.

*17 IT IS FURTHER ORDERED that the First and Final
Application for Compensation of Fees and Expenses of
Martin & Drought, P.C. within the Christopher John Pettit
Chapter 11 Case (CP ECF No. 91) is DENIED.

IT IS FURTHER ORDERED that all money or other
consideration Martin & Drought, P.C. received for its
representation of Debtors within one year of filing for
bankruptcy is DISGORGED to Eric Terry in his capacity as
Chapter 11 Trustee to hold for the benefit of creditors. This
includes payments not yet discovered or not yet brought to the
attention of this Court. Disgorgement of money discussed in
this Order shall occur within 30 days of entry of this Order.
Disgorgement of any other compensation shall occur upon
discovery or disclosure to this Court, whichever is earlier.

All Citations

Not Reported in B.R. Rptr., 2022 WL 17722853

Footnotes
1 ECF denotes electronic filing number. All references to the docket in the lead case, 22-50591, will read CP&A
ECF No. . In text references will call case number 22-50591 the CP&A case or lead case.
2 ECF denotes electronic filing number. All references to the docket in case number 22-50592 will read CP
ECF No. ——. In text references will call case number 22-50592 the Pettit case.
3 Where UST's objections (“UST's Objections”) advance the same (or substantially the same) argument, the

Court will refer to the UST's objection in the lead case, case number 22-50591.

4 Where the Trustee's objections (“Trustee's Objections”) advance the same (or substantially the same)
argument, the Court will refer to the Trustee's objection in the lead case, case number 22-50591.

5 The CP&A Application to Employ was admitted as M&D's Ex. 6, Trustee's Ex. 7, and UST's Ex. 5.

6 The June 30 Schedules and SOFA were admitted as M&D's Ex. 12, Trustee's Ex. 2, and UST's Ex. 4.

7 The June 1 Schedules and SOFA were admitted as M&D's Ex. 9, Trustee's Ex. 4, and UST's Ex. 1.

8 The Pettit Application to Employ was admitted as M&D's Ex. 5, Trustee's Ex. 10, and UST's Ex. 2.

9 The July 19 Schedules and SOFA were admitted as M&D's Ex. 10, Trustee's Ex. 5, and UST's Ex. 3.

10 IOLTA stands for Interest on Lawyers’ Trust Accounts. When a lawyer handles money that belongs to clients,
the lawyer is to deposit the money into an IOLTA account. This serves to segregate the client's money from
the lawyer's or law firm's use. Deposit into an IOLTA account also allows the funds to earn interest for the
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client. Comm'n on Int. Laws.” Tr. Accts., IOLTA: Overview, AM. BAR https://www.americanbar.org/groups/
interest_lawyers_trust_accounts/overview/. ASS'N,

11 The Motion to Withdraw was admitted as M&D's Ex. 15, Trustee's Ex. 12, and UST's EX. 7.

12 The Supplemental Affidavit of Disinterest was admitted as M&D's Ex. 14, Trustee's Ex. 13, and UST's EX. 6.

13 The CP&A Fee Application was admitted as M&D's Ex. 2. Likewise, the CP Fee Application was admitted
as M&D's Ex. 1.

14 The phrase “not returned to the estate or former CP&A clients” presumably refers to the Court's Order
Granting Motion for Approval of Procedure for i) Turnover of Property to the Estate ii) for Determination
of Interests in Property iii) For Other Relief (“Turnover Order”) (CP&A ECF No. 540). The Turnover Order
establishes procedures for the return of property to the estate received by third parties as professional retainer
funds, for parties in interest to lay claim to those funds, and for judicial determination if the parties cannot
agree. (Id.).

15 The UST does not oppose M&D's request for out-of-pocket expenses in either case. (CP&A ECF No. 525,
at 8; CP ECF No. 102, at 9).

16 The Noltes filed an Exhibit and Witness list (CP&A ECF No. 603; CP ECF No. 119) but moved no exhibits
into evidence.

17 In the alternative, the Trustee asks that “any order entered on the [Fee Applications] on a final basis [ ] provide
any that any and all potential claims of the Trustee against M&D [be] reserved, preserved, and not affected
in any form or fashion by such final approval of the [Fee Applications].” (CP&A ECF No. 539, at { 28).

18 No party disputes that the work Mr. Colvard personally performed is “in connection with” or “in contemplation
of” the bankruptcies.

End of Document © 2026 Thomson Reuters. No claim to original U.S. Government Works.
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579 BR.75
United States Bankruptcy Court,
W.D. Texas, San Antonio Division.

IN RE: PRIMERA ENERGY, LLC, Debtor.
Frederick Patek; Geraldine Patek; Jasper Compise;
William Crawford; Micahel Covington; Rick Griffey;
Ed McPherson; Dieter Jansen; Quackenbush Petroleum
LLC; James Reiley; Betty Reiley; Rick Reiley;
Vincent J. Gillette; Marjorie A. Gillette; Thomas J.
Gillette; Edward A. Gillette; Sharon Walls; Buddy
Walls; DC Oil Company, Inc.; Buford Salmon;
Lillian Salmon; Joseph Hart; Brian Huber; David
Davalos; Daniel Davalos; Frederick Johnston;
Milan Knezovich 11; Fountaingates Investment
Group; James Peters; and Broc Yakel, Plaintiffs,

v.

Brian K. Alfaro; King Minerals, LLC; Silver Star
Resources, LLC; 430 Assets, LLC, A Montana LLC;
Kristi Michelle Alfaro; Brian and Kristi Alfaro, as
Trustees of the Brian and Kristi Alfaro Living Trust;
and Ana and Avery's Candy Island, LLC, Defendants.

CASE NO. 15-51396-CAG
|
ADVERSARY NO. 15-05047-CAG
I
Signed December 29, 2017

Synopsis

Background: Investors brought prepetition state-court action
against Chapter 11 debtor, a limited liability company (LLC)
in the business of selling fractional interests in Texas oil and
gas wells, debtor's sole member, and others, asserting claims
for, inter alia, fraud, breach of fiduciary duty, and violation
of the Texas Uniform Fraudulent Transfer Act (TUFTA) and
the Deceptive Trade Practices Act (DTPA), and, following
removal of action, filed amended complaint. The Bankruptcy
Court, Craig A. Gargotta, J., 2015 WL 6556887, denied
plaintiffs' application for preliminary injunction, and later,
dismissed plaintiffs' TUFTA and breach of fiduciary duty
claims, 560 B.R. 448. The case proceeded to trial.

Holdings: The Bankruptcy Court, Gargotta, J., held that:

[1] under Texas law, statute of frauds did not preclude
investors' fraud claims based on oral representations;

[2] under Texas law, member could be held individually liable
for fraudulent acts of debtor LLC;

[3] under Texas law, defendants' representation that they
would use investor funds for well drilling and completion
as allocated in contracts with investors was “material” as
required to support fraud claims;

[4] under Texas law, transaction involved a real property
interest, thereby satisfying first element of cause of action for
statutory fraud in a real estate transaction;

[5] under Texas law, defendants did not exercise reasonable
care or competence in obtaining or communicating
information that was false, as required to support investors'

negligent misrepresentation claims;

[6] transfer of investment funds was done with intent to
hinder, delay, and defraud investors, as grounds for setting
aside conveyance under TUFTA; and

[7] investors were entitled to their actual damages, which was
the value of their investment, on cause of action for common
law fraud under Texas law.

Ordered accordingly.

Procedural Posture(s): Motion for Preliminary Injunction.

West Headnotes (82)

[1] Federal Courts &= Necessity of Objection;
Power and Duty of Court

Federal Courts &= Sua sponte determination

Federal courts have an ongoing duty to examine
their subject matter jurisdiction, whether the
issue is raised by the parties or sua sponte by the
court.

[2] Fraud & Acts induced by fraud

Under Texas law, generally, the existence of
a contract is a prerequisite to a fraudulent
inducement claim.
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3]

[4]

5]

[6]

(7]

Contracts @ Nature and Form of Remedy

Fraud & Existing facts or expectations or
promises

Torts &= Breach of contract in general

Under Texas law, as a general rule, the failure
to perform the terms of a contract is a breach
of contract, not a tort; however, when one
party enters into a contract with no intention of
performing, that misrepresentation may give rise
to an action in fraud.

More cases on this issue

Fraud &= Intent

Under Texas law, as the intent to defraud is not
susceptible to direct proof, it invariably must be
proven by circumstantial evidence.

Fraud & Intent

Under Texas law, slight circumstantial evidence
of fraud, when considered with the breach of
promise to perform, is sufficient to support
a finding of fraudulent intent, as element of
fraudulent inducement claim.

Fraud & Intent
Fraud &= Presumptions and burden of proof

Under Texas law governing fraudulent
inducement claims, while a party's intent is
determined at the time the party made the
representation, it may be inferred from the party's

subsequent acts after the representation is made.

More cases on this issue

Fraud & Intent

Under Texas law governing fraud, intent is a fact
question uniquely within the realm of the trier of
fact because it so depends upon the credibility of
the witnesses and the weight to be given to their
testimony.

8]

[9]

[10]

[11]

[12]

Fraud &= Effect of existence of remedy by
action on contract

Under Texas law, investors were not precluded
from recovering under tort for fraudulent
inducement against Chapter 11 debtor, a limited
liability company (LLC) in the business of
selling fractional interests in Texas oil and gas
wells, its sole member, and others based on
allegations that member and representatives of
debtor actively encouraged new investors to
bind themselves to contract terms that they
themselves had no intention of abiding by, and
that, if investors knew that their investment
would be transferred into member's personal
account or applied to anything other than the
direct expenses of drilling and completing wells,
they would not have invested with debtor.

More cases on this issue

Frauds, Statute of &= Frauds, Statute of

Statute of frauds reflects concerns about the
reliability of oral evidence.

Frauds, Statute of é= Validity and
Enforcement of Contracts in General

Under Texas law, the statute of frauds largely
renders a contract that falls within its purview
unenforceable. Tex. Bus. & C. Code § 26.01(a).

Frauds, Statute of é= Presumptions and
burden of proof

Under Texas law, the party pleading the statute
of frauds bears the initial burden of establishing
its applicability; once that party meets its initial
burden, the burden shifts to the opposing party to
establish an exception that would take the verbal
contract out of the statute of frauds. Tex. R. Civ.
P. 94.

Frauds, Statute of &= Agreements as to
mining claims

Under Texas law, a conveyance of a working
interest in oil and gas is a real property
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[13]

[14]

[15]

[16]

[17]

interest that subjects the agreement conveying
the interest to the statute of frauds. Tex. Bus. &
C. Code § 26.01(b).

Fraud @ Reliance on Representations and
Inducement to Act

Under Texas law, one of the elements of a fraud
claim is that the plaintiff actually and justifiably
relied on the misrepresentation to suffer injury.

1 Case that cites this headnote
More cases on this issue

Fraud &= Reliance on Representations and
Inducement to Act

Fraud &= Duty to Investigate

Under Texas law, In regard to element of fraud
claim that plaintiff actually and justifiably relied
on misrepresentation to suffer injury, for reliance
to be justifiable, a party must have exercised
ordinary care and reasonable due diligence for
his own interests.

3 Cases that cite this headnote
More cases on this issue

Fraud @& Relations and means of knowledge
of parties

Under Texas law, reliance upon an oral
representation that is directly contradicted by
the express, unambiguous terms of a written
agreement between the parties is not justified as
a matter of law.

3 Cases that cite this headnote

Contracts é= Fraud and Misrepresentation

Under Texas law, a contract is subject
to avoidance on the grounds of fraudulent
inducement.

More cases on this issue

Frauds, Statute of 4= Statute as instrument of
fraud

(18]

[19]

[20]

Under Texas law, statute of frauds did not
preclude fraud claims asserted by investors
against Chapter 11 debtor, a limited liability
company (LLC) in the business of selling
fractional interests in Texas oil and gas wells, its
sole member, and others that were based on oral
representations, where investors asserted that the
oral representations they relied on, including
that the level of risk was low whereas the
contract characterized the level of risk as high,
fraudulently induced them to enter into contract.

More cases on this issue

Corporations and Business
Organizations & Liability for acts and debts
of company

Under Teas law, sole member of Chapter 11
debtor, a limited liability company (LLC) in the
business of selling fractional interests in Texas
oil and gas wells, could be held individually
liable for fraudulent acts of debtor LLC, where
member actively and knowingly participated in
debtor's fraud. Tex. Bus. Org. Code § 21.223(b).

More cases on this issue

Corporations and Business
Organizations é= Fraud

Under Texas law, a corporate officer who
knowingly participates in fraudulent acts may
be held individually liable to third person even
though his acts were performed as an agent of the
company. Tex. Bus. Org. Code § 21.223(b).

Corporations and Business
Organizations = Alter ego in general

Corporations and Business

Organizations &= Disregarding Entity;
Piercing Protective Veil

Under Texas law, the issue of a defendant's
liability in his individual capacity is distinct from
that of his liability under an alter ego theory for
acts of corporation or limited liability company.
Tex. Bus. Org. Code § 21.223(b).
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In re Primera Energy, LLC, 579 B.R. 75 (2017)

[21]

[22]

[23]

[24]

(23]

Corporations and Business
Organizations &= Tortious acts in general

Corporations and Business
Organizations & Fraud

Under Texas law, a corporation's agent is
personally liable for his own fraudulent or
tortious acts, even when acting within the course
and scope of his employment. Tex. Bus. Org.
Code § 21.223(Db).

Corporations and Business
Organizations é= Fraud

Under Texas law, an officer of a corporation
can be held individually liable for fraud if
he knowingly participated in the company's
fraudulent activity. Tex. Bus. Org. Code §
21.223(b).

1 Case that cites this headnote

Fraud &= Elements of Actual Fraud

To state a claim for common law fraud
in Texas, plaintiffs must prove that: (1)
defendants made a material representation
that was false; (2) defendants knew that the
representation was false or made it recklessly
as a positive assertion without any knowledge
of its truth; (3) defendants intended to induce
plaintiffs to act upon the representation; and (4)
plaintiffs actually and justifiably relied upon the
representation and thereby suffered injury.

1 Case that cites this headnote

Fraud @& Materiality of matter represented or
concealed

A fact is “material” for fraud purposes if it would
likely affect the conduct of a reasonable person
concerning the transaction.

More cases on this issue

Fraud @& Materiality of matter represented or
concealed

[26]

[27]

Under Texas law, representation by Chapter 11
debtor, a limited liability company (LLC) in the
business of selling fractional interests in Texas
oil and gas wells, its sole member, and others
that they would use investor funds for well
drilling and completion as allocated in contracts
with investors was “material” as required to
support investors' common law fraud claims; a
representation of how a person's funds would
be spent would likely affect the conduct of
a reasonable person's decision to invest in a
transaction.

More cases on this issue

Fraud & Materiality of matter represented or
concealed

Under Texas law, representation by Chapter 11
debtor, a limited liability company (LLC) in the
business of selling fractional interests in Texas
oil and gas wells, its sole member, and others that
they would keep no more than 4% of investor
funds as management fee was “material” as
required to support investors' common law fraud
claims; a reasonable person would consider
the amount of investment funds allocated to
management fee and would likely affect the
conduct of a reasonable person's decision to
invest in a transaction.

More cases on this issue

Fraud é= Materiality of matter represented or
concealed

Under Texas law, representation by Chapter 11
debtor, a limited liability company (LLC) in the
business of selling fractional interests in Texas
oil and gas wells, its sole member, and others that
debtor's agents would not receive a commission-
based payment for procuring investor funds
was “material” as required to support investors'
common law fraud claims; such representation
would likely affect the conduct of a reasonable
person's decision to invest in a transaction.

More cases on this issue
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[28]

[29]

[30]

Fraud & Statements recklessly made;
negligent misrepresentation

Under Texas law, for a statement to be reckless
as element of common law fraud claim it must
be made by a person (1) without any knowledge
of the truth (2) who knows that he does not have
sufficient information to support the statement or
(3) who realizes he does not know whether the
statement is true.

More cases on this issue

Fraud &= Knowledge of defendant

Fraud @& Statements recklessly made;
negligent misrepresentation

Under Texas law, Chapter 11 debtor, a limited
liability company (LLC) in the business of
selling fractional interests in Texas oil and gas
wells, its sole member, and others knew that
representation that they would use investor funds
for well drilling and completion as allocated
in contracts with investors was false or, at a
minimum, representation was made recklessly,
as required to support investors' common law
fraud claims; member frequently took large
owner draws while vendor invoices went unpaid
or underpaid.

More cases on this issue

Fraud & Knowledge of defendant

Fraud @& Statements recklessly made;
negligent misrepresentation

Under Texas law, Chapter 11 debtor, a limited
liability company (LLC) in the business of
selling fractional interests in Texas oil and gas
wells, its sole member, and others knew that
representation that they would keep no more
than 4% of investor funds as management fee
was false or, at a minimum, representation was
made recklessly, as required to support investors'
common law fraud claims; cash balance e-mail
received by member showed accounts receivable
on certain wells “Less: 25% Fees.”

More cases on this issue

[31]

[32]

[33]

[34]

Fraud &= Knowledge of defendant

Fraud &= Statements recklessly made;
negligent misrepresentation

Under Texas law, Chapter 11 debtor, a limited
liability company (LLC) in the business of
selling fractional interests in Texas oil and
gas wells, its sole member, and others knew
that representation that debtor's agents would
not receive a commission-based payment for
procuring investor funds was false or, at a
minimum, representation was made recklessly,
as required to support investors' common
law fraud claims; member paid himself and
other employees of debtor commission-based
payments on the sale of oil and gas units
to investors, and spreadsheet e-mailed by
accountant assistant to member regarding
amounts paid and owing to member showed 10%
“bonuses” based on investor contributions.

More cases on this issue

Fraud &= Reliance on Representations and
Inducement to Act

Under Texas law, a plaintiff's reliance on
misrepresentation must be both actual and
justified, i.e. reasonable, before it can be said to
suffer a compensable injury.

More cases on this issue

Fraud &= Reliance on Representations and
Inducement to Act

Under
actual reliance on misrepresentation given a

Texas law, courts will analyze
plaintiff's individual characteristics, abilities, and
appreciation of facts and circumstances at or

before the time of the alleged fraud.

1 Case that cites this headnote
More cases on this issue

Fraud & Reliance on Representations and
Inducement to Act

Under Texas law, a plaintiff may not justifiably
rely on a misrepresentation if there are red flags
indicating such reliance is unwarranted.
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In re Primera Energy, LLC, 579 B.R. 75 (2017)

[35]

[36]

1371

[38]

More cases on this issue

Fraud @& Reliance on Representations and
Inducement to Act

Under Texas law governing fraud, the “bespeaks
caution” doctrine addresses situations in
which optimistic projections are coupled with
cautionary language, which in turn affects the
reasonableness of the reliance on and the

materiality of those projections.

More cases on this issue

Fraud &= Materiality of matter represented or
concealed

Under Texas law, cautionary statements and
warnings may render allegedly misleading
statements immaterial, but only when they
exhaust the misleading statement's capacity
to influence the reasonable investor, and the
cautionary language must be substantive and
tailored to the specific future projections which
the plaintiffs challenge.

More cases on this issue

Fraud @& Materiality of matter represented or
concealed

Fraud &= Reliance on Representations and
Inducement to Act

Under Texas law governing fraud, the “bespeaks
caution” doctrine, which addresses situations in
which optimistic projections are coupled with
cautionary language, is case specific and its
application depends on the specific text of the
offering document or communication at issue.

More cases on this issue

Fraud @ Reliance on Representations and
Inducement to Act

When an offering document's forecasts, opinions
or projections are accompanied by meaningful
cautionary statements, they will not form the
basis of a securities fraud claim if they did not
affect the total mix of information provided to

[39]

[40]

[41]

investors; in other words, the question is whether,
under all the circumstances, the omitted fact or
prediction without a reasonable basis is one that a
reasonable investor would consider significant in
making the decision to invest, such that it alters
the total mix of information available about the
proposed investment.

More cases on this issue

Fraud & Reliance on Representations and
Inducement to Act

Under Texas law, the “bespeaks caution”
doctrine did not apply to protect Chapter 11
debtor, a limited liability company (LLC) in
the business of selling fractional interests in
Texas oil and gas wells, its sole member, and
others from liability regarding representations to
investors dealing with amount of management
fees, commission-based compensation, and
application of investment funds as indicated
in contract; representations did not relate to
success of the venture, but rather, were related to
financial practice of the company.

More cases on this issue

Fraud &= Materiality of matter represented or
concealed

Fraud & Reliance on Representations and
Inducement to Act

Under Texas law, statements by Chapter 11
debtor, a limited liability company (LLC) in
the business of selling fractional interests in
Texas oil and gas wells, its sole member, and
others to investors regarding the success of
any individual investments were protected by
the “bespeaks caution” doctrine, given that the
statements were a forecast or opinion and were
coupled with cautionary language within debtor's
contract with investors.

More cases on this issue

Fraud é= Reliance on Representations and
Inducement to Act

Fraud &= Duty to Investigate
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In re Primera Energy, LLC, 579 B.R. 75 (2017)

[42]

[43]

[44]

Under Texas law, the justifiable reliance element
of common law fraud does not require a
plaintiff to show reasonableness, rather, under
the circumstances, the facts should be apparent
to the plaintiff's knowledge and intelligence
from a cursory glance that he has discovered
something that should serve as a warning that he
is being deceived, and that he should make an
investigation of his own.

More cases on this issue

Fraud @ Reliance on Representations and
Inducement to Act

Under Texas law, investors justifiably relied
on misrepresentations by Chapter 11 debtor, a
limited liability company (LLC) in the business
of selling fractional interests in Texas oil and
gas wells, its sole member, and others regarding
amount of management fees, commission-based
compensation, and application of investment
funds, as required to support common law
fraud claims; while other potential investors may
have been more wary of prior investigations
and lawsuits against member, a majority of
investors were elderly with limited fixed income,
and some investors had asked member about
the investigations and lawsuits and were either
satisfied with his explanation or were unable to
uncover any further information.

More cases on this issue

Fraud @& Reliance on Representations and
Inducement to Act

Under Texas law, without a binding agreement,
there is no detrimental reliance, and thus no
fraudulent inducement claim.

More cases on this issue

Antitrust and Trade Regulation &= Real
property in general

Under Texas law, to prevail under a cause
of action for statutory fraud in a real estate
transaction, plaintiffs must prove that: (1) the
transaction involved real estate; (2) during
the transaction, defendants made a false

[45]

[46]

[47]

representation of fact, a false promise, or
benefited by not disclosing that a third party's
representation or promise was false; (3) the
false representation or promise was made for
the purpose of inducing plaintiff to enter into
a contract; (4) plaintiff relied on the false
representation or promise by entering into the
contract; and (5) the reliance caused plaintiff's
injury. Tex. Bus. & C. Code § 27.01(a).

Antitrust and Trade Regulation &= Real
property in general

Under Texas law, for fraud in transaction to be
actionable under statute prohibiting fraud in real
estate transactions, contract must actually effect
conveyance of real estate between parties and
cannot merely be tangentially related or means of
facilitating conveyance of real estate. Tex. Bus.
& C. Code § 27.01(a).

Antitrust and Trade Regulation @& Real
property in general

Under Texas law, where investors purchased
a working interest in oil and gas wells from
Chapter 11 debtor limited liability company
(LLC), the transaction involved a real property
interest, thereby satisfying first element of cause
of action for statutory fraud in a real estate
transaction. Tex. Bus. & C. Code § 27.01(a).

More cases on this issue

Fraud &= Statements recklessly made;
negligent misrepresentation

Under Texas law, the elements of a cause
of action for negligent misrepresentation are
identical to that of fraud with the addition that the
plaintiff show that the defendant did not exercise
reasonable care or competence in obtaining or
communicating information that was false and
supplied for the guidance of others, rather than
meeting a heightened requirement of knowledge
or recklessness regarding the falsity.

More cases on this issue
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In re Primera Energy, LLC, 579 B.R. 75 (2017)

[48]

[49]

[50]

[51]

Torts &= Duty, breach, or wrong independent
of contract

Under Texas law, the “independent injury”
rule provides that, if the plaintiff's losses are
calculated from the terms of a contract breach,
then they are not independent and may not be
recovered in tort.

Contracts &= Nature and Form of Remedy
Torts &= Contracts in Relation to Torts

Under Texas law, mere nonfeasance under a
contract creates liability only for breach of
contract, and not tort liability.

Fraud & Statements recklessly made;
negligent misrepresentation

Under Texas law, Chapter 11 debtor, a limited
liability company (LLC) in the business of
selling fractional interests in Texas oil and
gas wells, its sole member, and others did
not exercise reasonable care or competence in
obtaining or communicating information that
was false and supplied for guidance to investors,
including that investments would be placed
in designated account and be used to pay
costs necessary to drill and complete well and
that there was little to no drilling risk and
investors would receive their money back within
none months and make multiple times their
investment, as required to support investors'
negligent misrepresentation claims.

More cases on this issue

Antitrust and Trade Regulation &= Nature
and Elements

To recover under the Texas Deceptive Trade
Practices Act (DTPA), a plaintiff must show that:
(1) he is a consumer; (2) the defendant engaged
in a false, misleading, or deceptive act; and (3)
the act constituted a producing cause of plaintiff's
damage. V.T.C.A., Bus. & C. § 17.50(a).

2 Cases that cite this headnote

[52]

[53]

[54]

[55]

Antitrust and Trade
Regulation = Consumers, purchasers, and
buyers; consumer transactions

To demonstrate “consumer” status under the
Texas Deceptive Trade Practices Act (DTPA),
plaintiffs must satisfy two requirements: (1)
plaintiffs must have sought or acquired goods or
services by purchase or lease, and (2) the goods
or services purchased or leased must form the
basis of the complaint; if either requirement is
lacking, the person aggrieved by a deceptive act
or practice must look to the common law or some
other statutory provision for redress. V.T.C.A.,
Bus. & C. § 17.45(4).

2 Cases that cite this headnote

Antitrust and Trade
Regulation é= Consumers, purchasers, and
buyers; consumer transactions

Investors who purchased undivided working
interest in oil and gas from Chapter 11
debtor limited liability company (LLC) were
not “consumers” under Texas Deceptive Trade
Practices Act (DTPA), where claim was based
on misrepresentations by debtor, its sole member,
and others in contract, and did not involve defects
or faults in undivided interest. V.T.C.A., Bus. &
C.§ 17.45(4).

Antitrust and Trade
Regulation &= Consumers, purchasers, and
buyers; consumer transactions

For purposes of Texas Deceptive Trade Practices
Act (DTPA), a good or service forms the basis
of a complaint when the claimant's complaint is
based on a defect or fault in the good or service
purchased. V.T.C.A., Bus. & C. § 17.41 et seq.

Antitrust and Trade
Regulation &= Consumers, purchasers, and
buyers; consumer transactions

In Texas, a non-operating owner of interest in

oil and gas well drilling operation is not a
“consumer” for purposes of Texas Deceptive
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In re Primera Energy, LLC, 579 B.R. 75 (2017)

[56]

[57]

[58]

[591

Trade Practices Act (DTPA). V.T.C.A., Bus. & C.
§ 17.45(4).

Securities Regulation @& Actions

Investors who purchased interest in oil and gas
well drilling operation from Chapter 11 debtor
limited liability company (LLC) were precluded
from asserting cause of action for violation of
Texas securities laws under statute authorizing
cause of action for state against sellers of
securities; investors needed to seek relief under
statute authorizing private cause of action. Tex.
Rev. Civ. Stat. Ann. art. 581-32, 581-33.

More cases on this issue

Conversion and Civil Theft é= Assertion of
ownership or control in general

In Texas, conversion is the unauthorized and
unlawful assumption and exercise of dominion
and control over the personal property of another
which is to the exclusion of, or inconsistent with
the owner's rights.

Conversion and Civil Theft &= In general;
nature and elements

Under Texas law, the elements of a conversion
claim are: (1) the plaintiff owned, possessed,
or had the right to immediate possession of
property, (2) the property was personal property,
(3) the defendant wrongfully exercised dominion
or control over the property, (4) the plaintiff
made a demand for return of the property
that the defendant refused, and (5) the plaintiff
suffered injury, usually the market value of the
converted property; demand and refusal is not
necessary when the possessor's acts manifest a
clear repudiation of the plaintiff's rights.

Conversion and Civil Theft & Property
Subject of Conversion or Theft

Under Texas law, investors' working interest in
oil and gas was a real property interest, and not
a personal property interest, and therefore did
not provide basis for conversion claim against

[60]

[61]

[62]

[63]

Chapter 11 debtor limited liability company
(LLC), its sole member, and others.

More cases on this issue

Fraudulent Conveyances ¢ Badges of Fraud

Direct evidence of a fraudulent transfer may
not be possible under Texas Uniform Fraudulent
Transfer Act (TUFTA), as such, TUFTA
recognizes that a fraudulent transfer may be
shown through “badges of fraud.” Tex. Bus. &
C. Code § 24.005(b).

1 Case that cites this headnote

Corporations and Business
Organizations &= Property, funds, and
conveyances

Transfer of investment funds by sole member of
Chapter 11 debtor, a limited liability company
(LLC) in the business of selling fractional
interests in Texas oil and gas wells, to his
personal accounts or related business entities
in which he was the sole member to purchase
personal items was done with intent to hinder,
delay, and defraud investors, as grounds for
setting aside conveyance under Texas Uniform
Fraudulent Transfer Act (TUFTA); transfer was
concealed and was made when debtor and
member had been sued or threatened with suit,
and member continued to pay himself while
vendors went unpaid. Tex. Bus. & C. Code §
24.005(b).

More cases on this issue

Trusts @& Nature of constructive trust

Under Texas law, a constructive trust is an
equitable remedy that may be imposed if there
is: (1) actual or constructive fraud; (2) unjust
enrichment of the wrongdoer; and (3) tracing of
the property over which the trust is placed to
some identifiable res in which the plaintiff has an
interest.

1 Case that cites this headnote

Trusts @& Questions for jury
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In re Primera Energy, LLC, 579 B.R. 75 (2017)

[64]

[65]

[66]

[67]

Under Texas law, the decision to impose a
constructive trust is entrusted to the discretion of
the court.

Trusts &= Fraud or other wrong in acquisition
of property in general

Under Texas law, imposition of a constructive
trust requires the court to identify whether a
wrongful taking has occurred.

1 Case that cites this headnote

Unjust Enrichment and Constructive
Contracts é= Nature and Grounds of Liability

Under Texas law, unjust enrichment is not
an independent cause of action, but merely a
theory of recovery; it can be applied where
there is a failure to make restitution of benefits
received under circumstances which give rise
to an implied or quasi-contractual obligation to
repay, that is, where a benefit was wrongfully
secured or passively received which would be
unconscionable for the receiving party to retain.

5 Cases that cite this headnote
More cases on this issue

Unjust Enrichment and Constructive
Contracts &= Nature and Grounds of Liability

Under Texas law, the unjust enrichment doctrine
applies the principles of restitution to disputes
where there is no actual contract, and is based
on the equitable principle that one who receives
benefits which would be unjust for him to retain
ought to make restitution.

Unjust Enrichment and Constructive
Contracts &= Nature and Grounds of Liability

Under Texas law, unjust enrichment is not a
proper remedy merely because it might appear
expedient or generally fair that some recompense
be afforded for an unfortunate loss to the
claimant, or because the benefits to the person
sought to be charged amount to a windfall.

[68]

[69]

[70]

[71]

More cases on this issue

Trusts &= Fraud or other wrong in acquisition
of property in general

Unjust Enrichment and Constructive
Contracts é= Corporations and business
organizations

Under Texas law, Chapter 11 debtor, a limited
liability company (LLC) in the business of
selling fractional interests in Texas oil and
gas wells, its sole member, and others were
unjustly enriched at the expense of investors
by member's transfers of investment funds
to personal accounts, as required to support
imposition of constructive trust.

More cases on this issue

Liens &= Equitable liens

Under Texas law, investors were not entitled to
imposition of an equitable lien in action for fraud
against Chapter 11 debtor, a limited liability
company (LLC) in the business of selling
fractional interests in Texas oil and gas wells,
debtor's sole member, and others, alleging that
member transferred investment funds to personal
account, where investors offered no argument
why they should be granted an equitable lien
other than it was in their prayer, investors did
not demonstrate there was an implied or express
agreement to designate property to secure a debt,
and investors had an adequate remedy at law on
their claims for relief on fraud.

More cases on this issue

Unjust Enrichment and Constructive
Contracts &= Money received

Under Texas law, “money had and received” is a
category of general assumpsit to restore money
where equity and good conscience require
refund.

Unjust Enrichment and Constructive
Contracts &= Money received
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In re Primera Energy, LLC, 579 B.R. 75 (2017)

[72]

[73]

[74]

[75]

Under Texas law, a cause of action for money had
and received is not premised on wrongdoing, but
looks only to the justice of the case and inquires
whether the defendant has received money which
rightfully belongs to another.

Unjust Enrichment and Constructive
Contracts & Money received

Under Texas law, for the equitable cause of
action of money had and received, all the
plaintiff need show is that defendant holds
money which in equity and good conscience
belongs to plaintiff.

Unjust Enrichment and Constructive
Contracts &= Voluntary payment

Under Texas law, the voluntary payment rule, as
defense to cause of action for money had and
received, states that money which is voluntarily
paid on a claim of right, with full knowledge of
all the facts, in the absence of fraud, deceptions,
duress, or compulsion, cannot be recovered back
merely because the party at the time of payment
was ignorant of or mistook the law as to his
liability.

Unjust Enrichment and Constructive
Contracts &= Oil and gas

Under Texas law, investors were precluded from
recovering under “money had and received”
cause of action against Chapter 11 debtor, a
limited liability company (LLC) in the business
of selling fractional interests in Texas oil and gas
wells, debtor's sole member, and others, alleging
that member transferred investment funds to
personal account, where investors were entitled
to recovery under fraud claims, and thus the
money had and received cause of action was not
necessary.

More cases on this issue

Conspiracy &= Definition and elements of
civil conspiracy in general

[76]

[77]

[78]

[79]

[80]

Under Texas law, the essential elements of a civil
conspiracy are: (1) two or more persons; (2) an
object to be accomplished; (3) a meeting of the
minds on the object or course of action; (4) one
or more unlawful, overt acts; and (5) damages as
a proximate result.

2 Cases that cite this headnote

Conspiracy &= Lawfulness of object or means

Under Texas law governing civil conspiracy,
the object to be accomplished must be either
an unlawful purpose or a lawful purpose to be
achieved by unlawful means.

Conspiracy &= Conspiracy as independent
claim; necessity of and relationship to
underlying wrong

Under Texas law, a defendant's liability for civil
conspiracy depends on participation in some
underlying tort for which the plaintiff seeks to
hold at least one of the named defendants liable.

Conspiracy &= Conspiracy as independent
claim; necessity of and relationship to
underlying wrong

Under Texas law, recovery for civil conspiracy is

not based on the conspiracy but on the underlying
tort.

2 Cases that cite this headnote

Conspiracy &= Direct or circumstantial
evidence in general

Under Texas law, a civil conspiracy claim
may be proved by circumstantial evidence and
reasonable inferences from parties' actions.

2 Cases that cite this headnote

Conspiracy &= Particular Subjects of
Conspiracy

Under Texas law, investors' allegations that
sole member of Chapter 11 debtor, a limited
liability company (LLC) in the business of
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selling fractional interests in Texas oil and gas
wells, and his spouse agreed to divert investment
funds to member's personal accounts did not
support civil conspiracy claim; investors did not
set forth any facts that member and spouse were
engaged in a conscious plan or scheme, arrived
at through a meeting of their minds, to conduct
illegal activities or to conduct any legal activities
by illegal means, rather, spouse dealt primarily
with day-to-day finances of the household.

More cases on this issue

[81] Fraud &= Measure in General

Under Texas law, investors were entitled to their
actual damages, which was the value of their
investment, on cause of action for common
law fraud against Chapter 11 debtor, a limited
liability company (LLC) in the business of
selling fractional interests in Texas oil and gas
wells, debtor's sole member, and others, alleging
that member transferred investment funds to
personal account.

1 Case that cites this headnote
More cases on this issue

[82] Fraud &= Measure in General

Under Texas law, the ordinary measure of
damages in a fraud case is the actual amount of
the plaintiff's loss that directly and proximately
results from the defendant's fraudulent conduct.
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UNITED STATES

This Memorandum Opinion resolves the above-referenced
adversary proceeding in which the Court conducted a six
day trial on April 10-13 & 17-18, 2017, before taking the
matter under advisement. The Court has reviewed the entire
record before it; including all admitted exhibits and the weight
of testimony and credibility of all witnesses. Additionally,
the Court has carefully considered all evidentiary objections
raised and sustained in making its findings of fact.
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PROCEDURAL BACKGROUND

Plaintiffs commenced this action by filing their lawsuit
styled Frederick Patek, Geraldine Patek, Jim Gregory,
Cal Curtner, Lisa Simpson, Jasper Campise, Karen Smith,
William Crawford, Mike Covington, Marc Keese, Mike
McPherson, Ed McPherson, Wesley Crow, Dieter Jansen,
Quackenbush Petroleum, James Reiley, Betty Reiley, Rick
Reiley, Greg Shilts and Jana Shilts and on behalf of All
Other Similarly Situated Investors of Defendants' “Screaming
Eagle,” “Montague Legacy” and “Buda Well” Investments
vs. Brian K. Alfaro, Primera Energy, LLC, Alfaro Oil and Gas,
LLC and Alfaro Energy, LLC, in the 288th District Court for
Bexar County on April 24, 2015 (the “State Court Action”).

In the State Court Action, Plaintiffs sought and obtained a
temporary restraining order (“TRO”) against Brian Alfaro
(“Alfaro”), Primera Energy, LLC (“Primera”), Alfaro Oil and
Gas, LLC (“Alfaro O & G”) and Alfaro Energy, LLC (“Alfaro
Energy”) on April 28, 2015. The TRO expired on May 12,
2015, and on May 19, 2015, Plaintiffs filed a motion to
extend the TRO. On May 22, 2015, the TRO was extended to
June 1, 2015. On June 2, 2015, the state court judge entered
a temporary injunction against Defendants Alfaro, Primera,

Alfaro O & G and Alfaro Energy. !

On June 3, 2015, Primera filed for relief under Title 11 of
the U.S. Code commencing Bankruptcy Case No. 15-51396
(the “Bankruptcy Case”). On June 19, 2015, Alfaro, Primera,
Alfaro O & G, Alfaro Energy, King Minerals, LLC (“King”)
and Silver Star Resources, LLC (“Silver Star”) removed the
State Court Action to this Court, commencing this Adversary
Proceeding No. 15-05047 (the “Adversary”). Also on June
19, 2015, Plaintiffs filed their *89 Second Amended Petition
in the State Court Action adding King and Silver Star as
Defendants.

On July 13, 2015, Jason Searcy was appointed chapter 11
trustee for the estate of Primera in the Bankruptcy Case.
On August 11, 2015, Plaintiffs filed their Application for
Temporary Restraining Order and Temporary and Permanent
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Injunctions (Adv. ECF No. 22) (the “Application”) in this
Adversary, seeking relief against Alfaro, Primera, Alfaro O &
G, Alfaro Energy, King and Silver Star. On August 14, 2015,
Plaintiffs filed their Third Amended Complaint (ECF No. 29)
in this Adversary adding the following Defendants in their
Third Amended Complaint: 430 Assets, LLC (“430 Assets”™);
Kristi Michelle Alfaro (“Kristi Alfaro”); Brian Alfaro and
Kristi Alfaro, as trustees for the Brian and Kristi Alfaro Living
Trust (“Living Trust”); and Ana and Averys Candy Island,
LLC (“Candy Island”).

The Court held a hearing on the Application over the
following five days: August 28, 2015; September 1, 2015;
September 2, 2015; September 4, 2015; and September
15, 2015. The Court issued its Order Denying Plaintiffs'
Application for Preliminary Injunction (ECF No. 98) on
October 28, 2015. In its Order, the Court specifically
noted that the Order only referenced those Defendants who
were named in the Application to the Court and excluded
those Defendants who had been added in later amended
Complaints. Thus, the Order referred only to Defendants
Alfaro, Primera, Alfaro O & G and Alfaro Energy.

On March 21, 2016, Plaintiffs filed their Fourth Amended
Complaint. Prior to trial, the Court also issued two Orders
Granting, in Part, and Denying, In Part, Defendants' Motions
to Dismiss (ECF Nos. 165 and 327). Pursuant to the Court's
Orders on the Motions to Dismiss, the Court dismissed the
following: (1) Plaintiffs' TUFTA claims against King and
Candy Island; and (2) Plaintiffs' claims for breach of fiduciary
duty against all Defendants.

The parties proceeded to trial on the following remaining
claims: (1) common law fraud and fraud in the inducement;
(2) fraud in a real estate transaction; (3) negligent
misrepresentation; (4) Deceptive Trade
(“DTPA”) claims; (5) violations of the Texas Securities
Act; (6) conversion; (7) Texas Uniform Fraudulent Transfer
Act (“TUFTA”) claims against all Defendants but King
and Candy Island; (8) unjust enrichment/disgorgement; (9)

Practices Act

money had and received; and (10) civil conspiracy. The
Court conducted a six-day trial before taking the matters
under advisement. Not all of Plaintiffs testified, apparently
relying on the evidence adduced at trial to support their claims
for relief. After presentation of their evidence, Plaintiffs
rested and Defendants asked for a directed verdict, asserting
that the Plaintiffs had not met their burden of proof.
The Court denied Defendants' oral request for a directed
verdict. Thereafter, Defendants rested without offering any

controverting evidence or argument. Trial was concluded on
April 18, 2017, and the Court allowed the parties to submit
post-trial briefs.

JURISDICTION, AUTHORITY AND VENUE

[1] As a preliminary matter, it is necessary for this Court
to examine its subject-matter jurisdiction and constitutional
authority to enter a final order on Plaintiffs' claims. Federal
courts have an ongoing duty to examine their subject matter
jurisdiction, whether the issue is raised by the parties or sua
sponte by the court. MCG, Inc. v. Great W. Energy Corp.,
896 F.2d 170, 173 (5th Cir. 1990).

In Stern v. Marshall, the United States Supreme Court
held that a bankruptcy court must have both statutory and
constitutional authority to enter final judgment *90 on
certain state law claims. Stern v. Marshall, 564 U.S. 462,
487, 131 S.Ct. 2594, 180 L.Ed.2d 475 (2011) (finding that
the bankruptcy court lacked the “judicial Power of the United
States” under Article III of the United States Constitution
to enter final judgment on a state law counterclaim). The
United States Supreme Court again weighed in on the issue of
constitutional authority of the bankruptcy court in Executive
Benefits Insurance Agency v. Arkison,— U.S. —— 134
S.Ct. 2165, 189 L.Ed.2d 83 (2014). In an unanimous opinion,
the Supreme Court reaffirmed its holding in Stern and further
explained that Stern claims—which are those claims where
the bankruptcy court maintains statutory authority to enter
final judgment but lacks the constitutional authority to do so
—may be heard by the bankruptcy judge, who must in turn
submit proposed findings of fact and conclusions of law to the
district court for de novo review and entry of judgment. 7d. at
2173; see 28 U.S.C. § 157(c)(1) (2015).

Thereafter, the United States Supreme Court determined
that parties could consent to bankruptcy court adjudication
of Stern claims without raising constitutional concerns.
Wellness Int'l Network, Ltd., et al. v. Sharif, — U.S.
——, 135 S.Ct. 1932, 191 L.Ed.2d 911 (2015). The Supreme
Court held that litigants may submit to bankruptcy court
adjudication through express or implied consent. /d.

Here, Plaintiffs and Defendants all consent to entry of final
order and judgment by the Bankruptcy Court. See Joint Pre—
Trial Order (ECF No. 290). As such, this Court maintains
subject matter jurisdiction and constitutional authority to
enter the final order and judgment in this case.
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RELIEF REQUESTED

Plaintiffs seek recovery for both past and future damages
in the form of a judgment against Defendants. Specifically,
Plaintiffs seek the following:

(a) Out of pocket damages;
(b) Actual damages;
(c) Benefit of the bargain damages;

(d) Damages for mental anguish pursuant to § 17.50(a)(3)
of the Texas Business and Commerce Code;

(e) Treble damages pursuant to § 17.50(b)(1) of the Texas
Business and Commerce Code;

(f) Exemplary damages;

(g) Attorneys' fees, expert witness fees, costs for copies of
depositions and costs of court pursuant to § 27.01 of the
Texas Business and Commerce Code;

(h) Pre- and post-judgment interest;
(1) Restitution;

(j) Disgorgement;

(k) Equitable relief;

(1) Appropriate injunctive relief;
(m) Constructive trust;

(n) Receivership; and

(0) Such other and further relief to which Plaintiffs may be
entitled at law or in equity.

Defendants seek entry of a take-nothing judgment in
Defendants' favor on all of Plaintiffs' claims for money
damages and attorneys' fees. Defendants further seek an
award of all costs incurred by Defendants and sanctions
for alleged violations of Federal Rule of Civil Procedure
11 (incorporated by Federal Rule of Bankruptcy Procedure
7011).

PARTIES' CONTENTIONS

L. Plaintiffs' Contentions

Plaintiffs contend that Alfaro served as the Chief Executive
Officer (“CEO”) and sole Managing Member and alter ego of
Defendants (1) Primera, (2) Alfaro O & G, (3) Alfaro Energy,
(4) King, (5) Candy *91 Island, (6) 430 Assets, and (7)
Silver Star, all of which operated out of a single office in San
Antonio, Texas. Plaintiffs also assert that (1) King, (2) Silver
Star, (3) Candy Island, (4) 430 Assets, (5) Kristi Alfaro and
(6) Living Trust received funds from the fraudulent activities
of Alfaro, individually and as the head of Defendants Primera,
Alfaro O & G and Alfaro Energy.

Plaintiffs assert that from 2010 to 2012, Alfaro O & G sold
all but one unit in the Montague 1H and 2H wells. Thereafter,
in April 2012, the Financial Industry Regulatory Authority
(“FINRA”) disbarred Alfaro O & G and Alfaro, and ordered
restitution be made to the investors of ten previous ventures
marketed and sold by Pinnacle Partners and Alfaro O & G.
Plaintiffs further contend that, in April 2013, Alfaro Energy
dissolved, with Alfaro O & G changing its name to “Alfaro
Energy, LLC” the next day. Plaintiffs argue that this name
change was not made for marketing purposes, but rather to
skirt around FINRA's Order against Alfaro O & G. Plaintiffs
assert that Alfaro O & G n/k/a Alfaro Energy marketed and
sold the Montague Legacy ventures and Screaming Eagle
ventures, and held title to working interests and overriding
royalty interests in these projects. Plaintiffs contend that, due
to FINRA's Order, Primera came into existence in 2012.

Plaintiffs also contend that Alfaro operated a boiler room,
where registered representatives placed thousands of cold
calls each week to solicit investments in Alfaro's captive oil
and gas drilling joint ventures. Plaintiffs assert that Alfaro
failed to disclose to investors that none of the joint ventures
offered through his companies had ever been profitable for
anyone other than Alfaro himself and the entities that Alfaro
owned and controlled. Plaintiffs argue that Alfaro made false
representations to potential investors over the phone and, at
times, told investors over the phone that there was no drilling
risk. Plaintiffs contend that Alfaro trained his salesmen on
how to sell the investments and helped them to close sales.
Plaintiffs assert that they are individuals and entities who
invested millions of dollars in certain wells with Alfaro,
Primera, Alfaro O & G and Alfaro Energy. Plaintiffs argue
that these businesses profited purely from selling interests
to investors. Plaintiffs further contend that—as the owner,
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president and sole member of Primera, Alfaro O & G and
Alfaro Energy—Alfaro was the only person with the authority
to make executive decisions for the entities. Plaintiffs assert
that such executive decisions included: (1) setting the salaries
for himself and his non-sales employees; (2) setting the
compensation for his salesperson employees; (3) electing
whether and/or when to pay vendor invoices, (4) electing
whether to take owner draws for himself; (5) setting the
minimum investment to be raised in order to drill a well and
receive a profit from doing so; and (6) electing how investor
funds would be allocated. Plaintiffs assert that investors
expected their money to go to drilling and completing their
intended wells and to paying vendors for their services.

Plaintiffs contend that Alfaro failed to disclose that his
oil and gas prospects included substantial additional costs:
(1) to cover overhead; (2) to compensate the boiler room
employees; and (3) to fund Alfaro's lifestyle. Plaintiffs
contend that Alfaro misused customer funds: (1) to meet
obligations for previous offerings; (2) to cover his own
personal expenses; and (3) to make cash payments to himself
personally. Plaintiffs contend that the investors entrusted their
funds to Alfaro with the belief that such funds would be
used for drilling and production in the wells in which they
invested. Plaintiffs contend that Alfaro instead used the funds
for personal *92 expenditures and for business purposes
unrelated to the wells in which investors invested. Plaintiffs
contend that these fraudulent sales, misrepresentations and
omissions of material facts caused significant harm to his
investors. Further, Plaintiffs assert that, at times, Alfaro
solicited additional funds from existing investors for alleged
unanticipated costs which were over and above the true costs
or that were not actually incurred at all. Plaintiffs further
contend that none of the investors who contributed additional
funds were informed that their money was actually used to
pay Alfaro's outstanding debts to various operators, Alfaro's
unrelated business expenses, and Alfaro's personal expenses.

Plaintiffs contend that Alfaro, individually and as the sole
member of Primera, Alfaro O & G, and Alfaro Energy,
transferred investors' monies to the following entities: (1) 430
Assets for the purchase of a Lamborghini and Range Rover;
(2) Silver Star for the purchase of an oil and gas asset in
Montague County; (3) Alfaro Energy to pay for expenses
related to other offerings; (4) Living Trust to purchase real
estate and pay the mortgages, taxes and expenses on such real
estate; and (5) King and Candy Island to shield investors from
getting their investments back.

Plaintiffs contend that Alfaro's actions are particularly
egregious given the fact that he marked up many of those
offerings, took millions of dollars for unrelated business and
personal purposes from investors' funds, and still failed to pay
vendors what he owed. Plaintiffs contend that many of the
misrepresentations Alfaro made to Plaintiffs were intentional,
and the remainder were at least reckless. Plaintiffs contend
that they incurred substantial loss, which losses were virtually
assured at the time of their investments.

Plaintiffs contend that the process repeated itself until Alfaro
had diluted the investment pool so much for his own personal
use and benefit that (1) there was no more money to complete
the Screaming Eagle 6H well, (2) millions of dollars of
unpaid vendor costs on previous wells turned into lawsuits
and multiple mineral liens, and (3) investors' production
checks ceased as a result of the wells either being shut in
due to nonpayment to vendors and/or funds being used to
partially satisfy the outstanding obligations on previous wells.
Plaintiffs contend that the sales of the joint venture interests
were fraudulent. Plaintiffs further contend that Plaintiffs
received little or no return for their investments.

Plaintiffs contend that the interests purchased by Plaintiffs
in the Montague Legacy and Screaming Eagle 1H wells
were marketed and sold as joint ventures. Thereafter, the
wells were sold as purported working interests in all other
following wells. Plaintiffs argue that this change, however,
was a complete sham because no investor ever received a
working interest for their investment, ultimately allowing the
wells to be sold free and clear upon the appointment of the
Trustee for Primera in the Bankruptcy Court.

Plaintiffs contend that Plaintiffs' investments are already a
complete loss. Once areceiver was appointed in the state court
but before the receiver could post bond, Alfaro placed Primera
into bankruptcy, ensuring that investors would be last in line
to recoup funds from the sale of the wells in which Plaintiffs
invested due to Alfaro's fraudulent actions.

II. Defendants' Contentions

Defendants argue that Plaintiffs sued Defendants for at least
ten causes of action relating to Plaintiffs' investments in
various oil and gas ventures promoted by only two of the
entity Defendants—namely Alfaro O & G and Primera—and
allegedly, *93 by Alfaro personally. Defendants assert that,
prior to 2013, two entities existed—Alfaro Energy and Alfaro
O & G. Defendants assert that, from 2010 to 2011, Alfaro O
& G sold all but one unit in the Montague 1H and 2H wells.
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Thereafter, in April 2013, Alfaro Energy—which Defendants
argue was not involved in any way in Plaintiffs' working
interests—dissolved, and Alfaro O & G changed its name to
“Alfaro Energy, LLC” for marketing purposes. Defendants
assert that Alfaro O & G was in existence prior to 2010.
Defendants further contend that Primera came into existence
in 2012, sold the one remaining unit in the Montague 2H
well, and became the sole marketer of the relevant oil and gas
working interests from that date forward.

Defendants contend that the other entity Defendants in the
lawsuit—King; Silver Star; 430 Assets; Candy Island; and
Living Trust—were brought into this adversary proceeding
by Plaintiffs solely because Alfaro is a member or participant
in those businesses and not because of anything those
Defendants actually did or failed to do relating to the subject
oil and gas ventures. Defendants contend that Kristi Alfaro
was sued in her personal capacity and in her capacity as trustee
of the Living Trust solely because she is the wife of Alfaro.
Defendants assert that Plaintiffs concede that Kristi Alfaro
never spoke to any of the Plaintiffs, nor any investor; yet, she
remains a defendant in this case. Defendants contend that the
interests purchased by Plaintiffs, from any of the Defendants,
were working interest percentage ownership interests and,
at no time, was a joint venture or partnership ever formed
between any of the Defendants and any of the Plaintiffs.

Defendants also contend that all claims by every Plaintiff
against all Defendants are without merit, factually or legally,
and urges the court to enter a take-nothing judgment in favor
of all Defendants. Specifically, Defendants contend that none
of the Defendants engaged in securities fraud because, inter
alia, the investments in which Plaintiffs invested are not
“securities” as that term is defined in Texas law. Further,
Defendants assert that none of the Defendants made any false
statements of material fact to, or withheld any information
from, any of the Plaintiffs at any time. Defendants argue
that Plaintiffs did not reasonably rely on anything which any
Defendant said to them before investing in the ventures other
than the express statements of fact contained in the investment
documents, all of which Defendants contend were both
accurate and complete. Defendants contend that Plaintiffs
have not proximately suffered any harm of damages from
anything Defendants did or said, or failed to say and for which
Defendants had an affirmative duty to speak. Defendants
assert that the investments made by Plaintiffs did not involve
the sale or lease of qualifying “goods or services” and thus,
the Texas DTPA does not apply to the transactions. Lastly,
Defendants assert that they earned the fees they were paid

and in which Plaintiffs claim some type of interest or right to
reimbursement.

Defendants contend that, at best, Primera may have breached
contracts with Plaintiffs—but Plaintiffs have not asserted
such cause of action. Further, Defendants assert that they did
not have a fiduciary relationship with any of the Plaintiffs at
any time; they did not commit negligent acts against any of
the Plaintiffs; and they did not fraudulently induce Plaintiffs
into entering into any contracts. Defendants further assert
that there have been no fraudulent transfers involving any
of the Defendants at any time; Defendants have not been
unjust enriched by Plaintiffs; Defendants have received no
monies from Plaintiffs that they were not legally entitled
*94 to receive; and Defendants have converted no property
belonging to Plaintiffs.

EVIDENCE PRESENTED

L. Preliminary Injunction Hearing and Exhibits

Under Federal Rule of Civil Procedure 65 and incorporated
by Federal Rule of Bankruptcy Procedure 7065, the Court
must consider the evidence received during the hearing
on a Motion for Preliminary Injunction. The rule states,
“Even when consolidation is not ordered, evidence that is
received on the motion [for preliminary injunction] and that
would be admissible at trial becomes part of the trial record
and need not be repeated at trial.” Thus, this Court will
consider all testimony and exhibits received on the Motion for
Preliminary Injunction.

The Court conducted a five day hearing on the Application
(Adv. ECF No. 22) before taking that matter under
advisement. The hearing on the Application was concluded on
September 15, 2015. The Court admitted Plaintiffs' Exhibits
(“Prelim. P1. ©) 1, 13, 19, 23, 39, 40 (sealed) and 42—45. The
Court also admitted Defendant's Exhibits (“Prelim. Def.”)
Aa-Ap, Aq, D, H, K (page 13 only), N and O. The Court
denied the Application. (Adv. ECF No. 94).

The Court shall address the evidence received from witnesses
at the hearing on the Application along with its analysis of all
trial witnesses.

II. Trial and Exhibits
The Court conducted a six day bench trial before taking
the matters under advisement. Trial was concluded on April
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18, 2017, and the court allowed the parties to submit post-
trial briefing. The Court admitted Plaintiffs' Exhibits (“Trial
PL.”) (Bates Nos. 3318-3324), 5, 7, 10, 11, 14, 27 (Bates
No. 4284), 29 (Bates Nos. 4290-4291), 36, 37-1 (Bates
Nos. 4451, 4117), 38, 40, 41 (Bates No. 9562) [sealed], 48
(Bates Nos. 5328-5334), 49, 50 (Bates Nos. 5353-5486),
51-52, 61 [sealed], 64, 67, 70 [sealed], 71-72, 74 (Bates
Nos. 5128-5292), 75 (Bates Nos. 8750-8818), 76 (Bates Nos.
8862-8935), 77 (Bates Nos. 9004-9071), 89, 91, 94-95, 102
[Audio recordings], 113 (Bates Nos. 1698-1729, 1731-1737,
1739-1745,1748-1750, 1845, 1897, 1903, 1905-1909, 1923,
1936, 1960, 2112-2114), 125 (Bates Nos. 6709, 6711-6712),
129 (Bates Nos. 2343, 2368, 23842385, 2427-2428, 2713~
2714, 2724-2726, 2791, 2841, 6646-6647), and 131-136.
The Court also admitted Defendants' Exhibits (“Trial Def.”)
1-65 and 67-137.

II1. Witnesses and Credibility

A. Plaintiffs

1. James Peters

James Peters (“Peters”) is a personal investor in Primera.
Peters invested approximately $122,000 in the Screaming
Eagle 3H well and $105,000 for the Screaming Eagle 4H well.
Peters testified regarding his investments, his conversations
and interactions with Alfaro, and the documents he read while
investing in both wells. The Court finds Peters was a credible
witness.

2. Richard David Collins

Richard David Collins (“Collins™) is a business investor in
Primera through DC Oil Company, Inc. (“DC Oil”), in which
he and his wife are the sole owners. DC Oil invested $430,820
in the Screaming Eagle 4H and 6H wells. Collins testified
regarding the DC Oil investments, his conversations and
interactions with Alfaro, his conversations and interactions
with Primera employees, and the documents he read during
the investment process. The Court finds Collins was a credible
witness.

*95 3. James “Buford” Salmon

James “Buford” Salmon (“Salmon”) is an eighty-one-year-
old personal investor in Primera. Salmon invested $6.3
million in sixteen wells over the span of eight-to-nine years,
including: Montague Legacy 1H and 2H; Screaming Eagle
1H, 2H, 3H, 4H and 6H; and the Black Hawk Buda. Salmon
testified regarding his investments, his conversations and
interactions with Alfaro, and the documents he read during
investing. The Court finds Salmon credible but limited in
knowledge.

4. William L. Crawford

William L. Crawford (“Crawford”) is an eighty-five-year-old
personal investor in Primera. Crawford invested $989,854
in the following five wells: Legacy 1 and 2; Screaming
Eagle 1H, 2H and 3H. Crawford testified regarding his
investments, his conversations and interactions with Alfaro,
and the documents he read during investing. The Court finds
Crawford credible but his testimony was limited.

5. Daniel Davalos

Daniel Davalos (“Daniel”) is a retired personal investor
in Primera. Daniel invested approximately $30,000 in the
Screaming Eagle 6H well. Daniel testified regarding his
investment and the documents he read during the investment
process. The Court finds Daniel's testimony to be inconsistent
at times and limited.

6. David Davalos

David Davalos (“David”) is a personal investor in Primera.
He is also the son of another Plaintiff, Daniel Davalos. David
testified that he invested approximately $25,000 with Primera
in the Screaming Eagle 4H well. David testified regarding his
investment, his conversations and interactions with Alfaro,
and the documents he read during investing. The Court finds
David was a credible witness.

7. James Reiley

James Reiley (“James”) is a seventy-three-year-old personal
investor in Primera. He is also the father and husband
of two other Plaintiffs, Rick Reiley and Betty Reiley,
respectively. James has invested approximately $100,000
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total in Screaming Eagle 2H and 3H wells and roughly
$11,000 for a pipe repair. He testified regarding his
investment, his conversations and interactions with Alfaro
and Primera representatives, and the documents he read
during investing. The Court finds James was a credible
witness.

8. Rick Reiley

Rick Reiley (“Rick) is a fifty-four-year-old personal investor
in Primera. He is also the son of two other Plaintiffs,
James Reiley and Betty Reiley. Rick invested approximately
$150,000 total in the Screaming Eagle 2H and 3H wells.
Rick testified regarding his investment, his conversations and
interactions with Alfaro and Primera representatives, and the
documents he read during investing. The Court finds Rick was
a credible witness.

9. Betty Reiley

Betty Reiley (“Betty”) is a seventy-four year old personal
investor in Primera, along with her husband James. She is also
the mother of another Plaintiff, Rick Reiley. Betty testified
that she and her husband James invested approximately
$111,000 in the Screaming Eagle 2H and 3H wells. Betty
testified regarding her investments, her conversations and
interactions with Alfaro and Primera representatives, and the
documents she read during investing. The Court finds Betty
was a credible witness.

10. Dieter Jansen

Dieter Jansen (“Jansen”) is a seventy-three-year-old personal
investor in Primera. Jansen invested $50,000 in the
Screaming Eagle 3H well. Jansen testified *96 regarding
his investment, his conversations and interactions with Alfaro
and other Primera employees, and the documents he reviewed
while investing with Primera. The Court finds Jansen was a
credible witness.

11. Vincent J. Gillette

Vincent J. Gillette (“Vincent”) is a personal investor with
Primera. Vincent invested roughly $300,000 in the Screaming
Eagle 2H, 3H, and 4H wells. He testified regarding his

investment, interactions and meetings he had with Alfaro and
other Primera employees, and the documents he reviewed
before and after investing with Primera. The Court finds that
Vincent was a credible witness.

12. Brian Huber

Brian Huber (“Huber”) is a sixty-five-year-old personal
investor with Primera. Huber testified that he invested
approximately $150,000 to $160,000 in six wells: the
Montague Legacy 1 and 2A and the Screaming Eagle 1H,
2H, 3H, and 4H wells. Huber testified to his investment with
Primera, interactions he had with Alfaro and other Primer
employees, and the documents that he reviewed throughout
the investment process. The Court finds that Huber was a
credible witness.

13. Sharon Walls

Sharon Walls (“Walls”) is a personal investor in Primera
along with her husband. She is also the sister of another
Plaintiff, Vincent J. Gillette. She and her husband invested
approximately $350,000 in the Screaming Eagle 2H, 3H, 4H
and the Buda Black Hawk. Walls was an original plaintiff in
the State Court Action. She testified regarding her investment,
her interaction with Alfaro and other Primera employees, and
the documents reviewed before investing with Primera. The
Court finds that Walls was a credible witness.

14. Rick Griffey

Rick Griffey (“Griffey”) is a personal investor in Primera.
He invested approximately $210,412 in the Screaming Eagle
4H and 6H wells. Griffey testified regarding his investment,
his interactions with Alfaro, and the documents he reviewed
during the investment process. The Court finds that Griffey
was a credible witness.

15. Marjorie A. Gillette

Marjorie A. Gillette (“Marjorie”) is a seventy-eight-year-
old personal investor in Primera. Marjorie is the mother
of another Plaintiff, Vincent J. Gillette. Marjorie testified
regarding her investments in the Screaming Eagle 2H, 3H and
4H wells, her interactions with Alfaro, and the documents
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she reviewed during the investment process. The Court finds
Marjorie was a credible witness.

16. Thomas J. Gillette

Thomas J. Gillette (“Thomas™) is a personal investor in
Primera. He is the brother of Vincent J. Gillette and the son
of Marjorie A. Gillette. Thomas testified that he invested
$378,000 in the Screaming Eagle 2H, 3H, 4H and the Black
Hawk Buda wells. Thomas testified regarding his investment,
his interactions with Alfaro and other Primera employees,
and the documents he reviewed throughout the investment
process. The Court finds Thomas was a credible witness.

17. Edward A. Gillette

Edward A. Gillette (“Edward”) is a personal investor in
Primera. He is the brother of Vincent J. Gillette and Thomas J.
Gillette and the son of Marjorie A. Gillette. Edward testified
that he invested over $300,000 in the Screaming Eagle 2H,
3H, and 4H wells. Edward testified regarding his investment,
his interactions with Alfaro and other Primera employees, and
the documents he reviewed before investing in *97 Primera.
The Court finds Edward was a credible witness.

B. Non—Plaintiff Investors

1. Louis Hinojosa

Louis Hinajosa (“Hinojosa”) was called to testify at the
Preliminary Injunction Hearing on March 28, 2015. He was
not called to testify at trial. Hinojosa is a personal investor in
the Screaming Eagle 3H well. Hinojosa is not a Plaintiff in the
current case. He testified about his investment with Primera,
his interactions with Primera employees and Alfaro, and the
documents he reviewed during the investment process. The
Court finds Hinojosa was a credible witness.

2. Alma Guerra—Gillette

Alma Guerra—Gillette (“Alma”) along with her husband
Edward A. Gillette, are personal investors in Primera. She
and her husband invested approximately $400,000 in the
Screaming Eagle 2, 3, and 4H wells. Alma testified about her
investment, her interactions with Alfaro, and the documents

she and her husband reviewed throughout the investment
process. The Court finds Alma's testimony credible but
ultimately hindered by her inability to remember specific
facts, namely, the chronology of events subsequent to her first
investment with Alfaro; whether or not the agreements she
signed are represented in Defendants' Trial Exhibit AQ; and
who was or was not present at her meetings with Alfaro.

3. Orlando Guerra

Orlando Guerra (“Guerra”) is a personal investor with

Primera. He invested approximately $90,000 in the
Screaming Eagle 2H and 3H wells. Guerra testified regarding
his investment, his interactions with Alfaro, and the
documents he reviewed while investing with Primera. The

Court finds Guerra was a credible witness.

C. Defendants

4. Brian Alfaro

Brian Alfaro (“Brian” or “Alfaro”) is the owner of Primera
and the former owner of Alfaro Energy. He testified at both
the Preliminary Injunction Hearing and at trial. Brian testified
regarding his actions and decisions relating to his business
entities, his relationship and interactions with investors, his
relationship and interactions with Primera employees, and his
financial history. The Court finds Brian Alfaro's testimony to
be inconsistent and evasive at times. Further, Brian Alfaro's
answers were at times non-responsive to the questions asked.
On multiple occasions, the Court had to direct Brian Alfaro
to answer questions and to avoid rephrasing the question or
arguing with counsel. The Court finds that it should give
limited credibility to the testimony of Brian Alfaro.

5. Kristi Alfaro

Kristi Alfaro is Brian's wife. She testified the Preliminary
Injunction Hearing on March 28, 2015. She was not called to
testify at trial. She testified that she dealt primarily with the
day-to-day finances of the household, which included paying
loans or notes that the couple had on various assets that they
owned. The Court finds Kristi Alfaro was a credible witness.

D. Employees
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1. Michael Covington

Michael Covington (“Covington”) was a Certified Public
Accountant (“CPA”) employed by Primera from March 2010
until January 15, 2015. He was called to testify at the
Preliminary Injunction Hearing on March 28, 2015 and was
not called to testify at trial. He testified that in 2013, he
invested $99,888 for one unit in the Screaming Eagle 2H well,
and $66,166 for 2/3 of a unit in the Screaming Eagle 3H *98
well. Covington testified regarding his duties at Primera,
his interactions with Alfaro and other Primera employees,
the documentation he reviewed for Primera, his personal
investments with Primera, and the circumstances surrounding
his leaving Primera. During the course of Covington's
testimony, it was revealed that he was corresponding with
Plaintiffs' counsel about matters ongoing at Primera Energy.
It should also be noted that Covington is a Plaintiff in this
adversary.

2. Cody Reyes

Cody Reyes (“Reyes”) was a sales associate at Primera
between March 2014 and mid-May 2014. Reyes testified
about his pre-hire interview with Primera, his job duties with
Primera, and the circumstances surrounding his termination.
Although Reyes only worked at Primera for a month, the court
finds Reyes's testimony credible.

3. Megan Blair

Megan Blair (“Blair”) was the accounting assistant at
Primera. She testified about her duties at Primera, her
interactions with Alfaro and other Primera employees and
her knowledge as to Primera's accounting practices. The
Court finds Blair's testimony to be inconsistent at times and
limited. Moreover, the Court finds that Blair was evasive in
her answers, particularly regarding Alfaro's compensation at
Primera.

4. Sonia Jimenez

Sonya Jimenez (“Jimenez”) is the executive assistant to
Alfaro. She testified that she worked at Primera and currently
works at Silver Star. She testified about her duties as Alfaro's
assistant, her recordkeeping process, and her interactions with

Alfaro. Although Jimenez's testimony was at times vague
and indecisive, the Court finds that Jimenez was a credible
witness.

5. Timothy Hundley

Timothy Hundley (“Hundley”) is an employee that has
worked at various entities owned and operated by Alfaro.
Hundley testified that between 2007 and 2015, he worked for
Primera, Alfaro O & G, Alfaro Energy, and Pinnacle Partners.
He is not currently employed by Silver Star. Hundley testified
about his duties at Primera, his interactions with Alfaro and
other Primera employees, and documents he reviewed while
working for Primera. The Court finds Hundley's testimony to
be inconsistent at times and limited.

6. Edgar Perez—Mendez

Edgar Perez—Mendez (‘“Perez—Mendez”) was a full time CPA
at Primera for approximately two months beginning on May
3, 2015. He replaced Michael Covington as the CPA for
Primera. Perez—Mendez testified regarding his job duties, his
interactions with Alfaro and other Primera employees, and
documents he reviewed and prepared for Primera. The Court
finds Perez's testimony credible.

7. Justin Rodriguez

Justin Rodriguez (“Rodriguez”) is a former employee of
Primera, and a current employee of Silver Star. Rodriguez
testified regarding his job duties at Primera, his interactions
with Primera investors, and his compensation as an employee
of Primera. The Court find's Rodriguez's testimony not
credible.

E. Vendors

1. Alphonse Seger

Alphonse Seger (“Seger”) leased his land in Gonzales County
for the construction of the Screaming Eagle 4H well. Seger
testified as to money he is owed for maintaining the well and
checking its progress. Seger also claims to be owed money per
his lease agreement and reimbursement for covering the costs
of logistical *99 expenses related to the well. He further
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testified regarding his lease with Primera, his interactions
with Primera, and the invoices he prepared for delivery to
Primera regarding money he believed he was owed. The Court
finds Seger's testimony credible.

2. Cliff Davis

Cliff Davis (“Davis”) is a petroleum engineer with R.W. Dirks
Engineering, Inc. Davis worked for Primera as a consulting
engineer on several projects, including the wells in question
in this case. Davis testified about the casing and collar failures
on the Screaming Eagle 3H well, the circumstances behind
running electricity to the Screaming Eagle 4H well, his
interactions with Alfaro, and unpaid and past-due invoices
owed to vendors. The court finds Davis's testimony credible.

F. Experts

1. Michael Perkins

1. Michael Perkins (“Perkins”) is a
CPA who was appointed as auditor
in this case during the State Court
Action by State District Judge
Larry Noll. Perkins testified as to
a report in he made detailing the
financial records of two Screaming
Eagle wells that indicate Alfaro was
transferring investor money into
his personal bank accounts in the
form of owner draws, intercompany
transfers, and W—-2 compensation.
Perkins's examination took place
over the course of three visits to
Alfaro's office. The scope of his
review included a two-year period
ending on December 31, 2014.
The Court finds Perkins's testimony
credible; however, Perkin's report
in Exhibit C of Plaintiffs' Trial
Exhibit 1 is limited as there is
not enough information regarding
what authorizations Primera had
in place regarding the transferring
of investor contributions between

accounts and the handling of other
sources of income.

2. Michael Turner

Michael Turner (“Turner”) is a forensic accountant that Alfaro
referred to defense counsel. Turner testified that Alfaro's
attorneys hired him to conduct forensic accounting into
Alfaro O & G, Alfaro Energy, and Primera. Turner testified
regarding his forensic accounting into Alfaro O & G, Alfaro
Energy, and Primera. The Court finds Turner's testimony
credible.

IV. Factual Findings

A. Corporation and Trust Formation

The parties stipulated to the following dates contained in this
paragraph related to formation and termination of the various
corporations and trusts involved in this litigation. Alfaro
Energy was formed on December 5, 2001. Thereafter, the
Living Trust was created on July 28, 2004, and Primera was
formed on May 25, 2005. Silver Star followed with formation
on September 14, 2006, and King was formed on January 22,
2008. Alfaro O & G was formed on March 5, 2008. 430 Assets
was formed on February 5, 2009, and Candy Island was the
last to be formed on September 5, 2012. Thereafter, on April
29,2013, Alfaro Energy terminated its existence, and the next
day, on April 30, 2013, Alfaro O & G changed its name to
“Alfaro Energy, LLC.”.

The parties agree that Alfaro is the sole member of Primera,
Alfaro O & G, Alfaro Energy, Silver Star, King, 430 Assets
and Candy Island. Further, the parties agree that Alfaro does
not own a not-for-profit entity.

*100 B. Well Drilling and Distributions

1. Montague Legacy

The parties stipulate that the Montague Legacy 1H well
was drilled in November 2010, with its first distributions to
investors occurring in April 2011. The parties also stipulate
that the Montague Legacy 2H well was drilled in June 2011,
with its first distributions to investors occurring in April 2013.
Further, the parties stipulate that, on March 2, 2016, the
Chapter 11 Trustee in the underlying bankruptcy case sold
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the Montague Legacy 1H and 2H wells for $497,500, and no
Plaintiff objected to the sale of those wells.

2. Screaming Eagle

The parties stipulate to the following with respect to the
Screaming Eagle wells: (1) the Screaming Eagle 1H well
was drilled in September 2012, with its first distribution to
investors occurring in April 2013; (2) the Screaming Eagle
2H well was drilled in May 2013, with its first distribution
to investors occurring in August 2013; (3) the Screaming
Eagle 3H well was drilled in November 2013, with its first
distribution to investors occurring in May 2014; (4) the
Screaming Eagle 4H well was drilled in January 2014; and
(5) the Screaming Eagle 6H well was drilled in March 2015,
but was never completed.

The parties also stipulate that, as of September 2015, the
Screaming Eagle 3H and 4H wells were producing and selling
their respective production to Trafigura Trading, LLC.

3. Blackhawk Buda

The parties stipulate that the Blackhawk Buda well was not
drilled.

C. State Court Activities
The parties stipulate to the following regarding state court
actions by and against the Defendants:

1. Tejas Tubular Suit

In June 2014, Primera filed a lawsuit against Tejas Tubular
Products, Inc. (“Tejas Tubular”) for the collar and casing
failure that arose at the Screaming Eagle 3H well. The lawsuit
was originally filed in McMullen County, Texas but was
subsequently re-filed on October 14, 2015, in Harris County
District Court under Cause No. 2015-65104—7 and seeking
recovery of not less than $2.3 million from the defendant,
Tejas Tubular. As of the writing of this Memorandum
Opinion, the Tejas Tubular lawsuit was scheduled for trial on
October 16, 2017.

2. Acute Safety Suit

In June 2014, Acute Safety, LLC (“Acute Safety”) filed suit
against Primera for theft of services and breach of contract.

3. Key Energy Suit

In October 2014, Key Energy Services LLC (“Key Energy”)
filed suit against Primera for breach of contract and
foreclosure of lien claims.

4. Unit Texas Drilling Suit

In November 2014, Unit Texas Drilling filed suit against
Primera for breach of promissory note, suit on sworn account
and foreclosure on an oil and gas mechanic's lien.

5. Energy Fishing Suit

In November 2014, Energy Fishing & Rental Services, Inc.
(“Energy Fishing”) filed suit against Primera for breach of a
settlement agreement.

6. Platinum Energy Suit

In January 2015, Platinum Energy Solutions (“Platinum
Energy”) filed suit against Primera for breach of contract and
foreclosure of lien claims.

7. Qwik Pipe Suit

In January 2015, Qwik Pipe, LLC filed suit against Primera
for claims including fraud and breach of contract.

*101 8. American Oilfield and Tejas Transport Suit

On April 9, 2015, C.C. American Oilfield, LLC (“American
Oilfield”) and Tejas Transport Company (“Tejas Transport™)
filed suit against Primera for breach of contract and suit on a
sworn account.
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9. Brennan Short Suit

On April 13,2015, Primera filed a lawsuit in the 216th District
Court for Kendall County, Texas, Cause No. 15-148, against
Brennan Short, the engineer responsible for drilling and
supervising the drilling of the Screaming Eagle 6H well. The
lawsuit seeks recovery of damages in the amount of $750,000
plus damages under the DTPA and punitive damages. As of
the writing of this Opinion, this case is currently pending in
Kendall Country District Court.

D. Plaintiffs

1. Questions Asked to Plaintiffs

All testifying Plaintiffs were asked about some variation of
the same questions regarding their investment with Primera.
A summation of the questions that were asked each testifying
Plaintiff is as follows:

1. How do you know Alfaro?
2. How did he contact you?

3. If Alfaro contacted you by phone, what did he tell you
during the initial call?

4. Have you ever met Alfaro in person?
5. What happened after you were talked to Alfaro?

6. Did you
representations about his experience in the oil and gas

rely on Alfaro's statements and/or
business, his statements about the success of the well,
and his statements about how investor money would be

used?

7. Do you agree that the PPM states that all oral
representations should be disregarded?

8. Did you understand that investing in oil and gas was a
high risk investment?

9. Did you review the marketing material, including the
PPM, which was given to you?

10. Were you rushed into making a decision about
investing?

11. What wells did you invest in?

12. How much have you invested in the wells?

13. What was a price for a unit in each of the wells for
which you have invested?

14. What other expenses did you incur other than paying
for the initial investment?

15. What was your understanding of how Primera was
using your investment money?

16. What was your understanding from the PPM of
whether or not Alfaro and his salesman would take

commissions > off of investors' investments?

17. If you had known your investment money was going
to pay for Alfaro's personal expenses would you have
invested?

18. If you had known that Alfaro and his salesman
were taking commissions, would it have affected your
decision to invest?

*102
background and experience drilling oil and gas?

19. What was your understanding of Alfaro's

20. Do you consider yourself to be a sophisticated investor?

2. The Governing Writing

It is undisputed that there was a writing governing the
agreement between the Plaintiff-investors and Primera, the
private placement memorandum (hereinafter referred to
as the “PPM”) and corresponding subscription agreement.
It is further undisputed that the subscription agreement
incorporates the PPM. As such, the PPM and the subscription
agreement will be referred to collectively as the “Contract.”

3. James Peters

Peters was solicited as a personal investor in Primera by
phone by Alfaro but did not know how Alfaro obtained his
telephone number. Peters has never met Alfaro in person.
Peters' net value of assets does not exceed $25 million.
Additionally, prior to investing with Primera, Peters had never
made any oil and gas investments.
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Peters testified that, in the initial phone call, Alfaro claimed
he was entering into an agreement to drill in Eagle Ford
Shale, describing it as a “really hot spot.” Peters also
testified that Alfaro further stated that Peters' investment of
$100,000 would be contributed to drilling expenses. After
the initial phone conversation with Alfaro, Peters received
a promotional document via surface mail for the Screaming
Eagle 3H well which Peters identified at Plaintiffs' Trial
Exhibit 75. Plaintiffs' Trial Exhibit 75 is the Contract for

the Screaming Eagle 3H well. 3 Peters testified that there
were then follow up calls with Alfaro where Alfaro explained
“what was going on, ... how he was going to do it, and
what was going to happen.” Peters reviewed the documents
and stated that he understood that investment funds would
go for drilling and testing costs, completion, and equipment
costs. Further, Peters understood that no commission would
be paid out of his investment monies. Peters testified that
Alfaro explained to Peters that the Screaming Eagle 3H well
was located in “a sweet spot,” and this statement “pretty much
convinced [Peters] to do it.”

Peters testified that he invested $122,000 in the Screaming
Eagle 3H well and divided that investment into $99,000
for one unit plus an additional $23,000 “supposedly for a
blowout, or that they needed more funds.” Peters admits
that he read and signed the subscription agreement for the
Screaming Eagle 3H well that was sent with his investment
to Primera. Peters also acknowledges that the subscription
agreement which he signed warrants that no representations
or warranties had been made to him by Primera or its
agents as to any profits, losses or cash flow, which may be
received or sustained as a result of his investment, other
than those contained in the Contract. Further, Peters admits
that his signature on the subscription agreement “bonded and
promised” to Primera that Peters' decision to invest was based
solely on the information found within the Contract and not
on *103 oral statements made by the company or its agents.

Peters also testified that, after investing in the Screaming
Eagle 3H well, he received a letter from Alfaro promising
a large check for the Screaming Eagle 3H well and offering
Peters seven days to invest in the Screaming Eagle 4H well.
Peters testified that he received a similar document as he
had received for the Screaming Eagle 3H well and identified
that document as Plaintiffs' Trial Exhibit 76. Plaintiffs' Trial
Exhibit 76 is the Contract for the Screaming Eagle 4H well.
Peters stated that, while he relied on this new Contract to some
extent, he also relied on the belief that Alfaro was telling the
truth to invest in the second well. Peters testified that he also

invested approximately $105,000 in the Screaming Eagle 4H
well and divided that investment into $99,000 for one unit
and “one call of around $5,588 or something like that was an
initial expense on the 4H.” Peters could not recall what the
additional expense on the Screaming Eagle 4H well was for.

Peters stated that he did not have much knowledge
or background regarding Alfaro, acknowledging that he
took Alfaro at his word and trusted the information he
received regarding Primera's previous drilling programs in the
Contract for the Screaming Eagle 3H well. Peters testified
that the information he received from Alfaro was an important
factor in his decision to invest. Peters testified that, had he
known a commission would be taken out of his investment,
it would have “naturally” affected his decision to invest.
Peters stated that, had he known his investments would be
used to pay Alfaro's personal affairs or commissions—as
opposed to direct costs such as paying vendors—he would
“absolutely not” have invested in either the Screaming Eagle
3H or 4H wells. Peters testified that he relied on the Authority
for Expenditure (“AFE”) contained in the Contracts and the
estimates for expenditures therein for making his decision to
invest in the Screaming Eagle 3H and 4H wells.

Ultimately, Peters maintains that he relied on both the written
and oral representations made by Alfaro as to the potential
and likelihood of success for each well. Peters, however,
also admits that the Screaming Eagle 3H and 4H wells
were producing wells and conceded that Alfaro “fulfilled his
promise to drill and complete the 3H and 4H.” Peters asked
the Court to make the investors whole again because they
were “mislead from the very beginning.”

4. Richard David Collins

Collins was solicited as a business investor on behalf of
DC Oil via cold call from a Primera representative, Mike
Fanuzzi (“Fanuzzi”). After three to four conversations with
Fanuzzi, Collins received documents related to the Screaming
Eagle 4H well. After receiving and reviewing the documents,
Collins stated that he made “a couple” phone calls to Alfaro

regarding “the PPM and the AFE 4 and such.” Collins
testified that his calls with Alfaro included discussions of the
projected estimated barrels and the management fee.

Collins testified that DC Oil invested $210,000 for two units
in the Screaming Eagle 4H well and $220,000 for two units
in the Screaming Eagle 6H well. The price for each unit in
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the Screaming Eagle 4H *104 well was $100,000. The price
for each unit in the Screaming Eagle 6H well was $108,000.
Collins recalled that the excess funds paid beyond the base
unit cost were additional funds needed for the Screaming
Eagle 4H well and payment for a pump needed on the
Screaming Eagle 6H well.

Collins admits that he received, read, and thoroughly
reviewed the Contracts for the Screaming Eagle 4H and
6H wells. Additionally, Collins admits that he asked many
questions about the wells and investigated Gonzales County
oil and gas production before investing. Further, Collins
admits that he was told that these investments were
considered high-risk investments.

Collins considers himself to be a sophisticated investor and
testified that he is careful and serious when considering
investment opportunities. Collins testified that—between the
documents he received and the answers to his questions—it
appeared that Primera was experienced and had conducted
similar business ventures in previous wells. In fact, according
to Collins, the references made to Primera's experience in
previous ventures led him to believe that Primera was the
drilling contractor for those wells. Collins testified that, had
he known that Primera was not the drilling contractor, it would
have affected his decision to invest in the wells. Collins said
Alfaro assured him that his investment funds would be placed
in a segregated account and would remain in said account
until all drilling, testing, and completion were paid. Collins
understood that it was only after these expenses were paid that
funds could be transferred to the Primera general operating
account.

Further, Collins testified that the completion of the wells was
critical to his decision to invest and that, if the monies in
the Screaming Eagle 4H and 6H wells were not distributed
as stated in the Contract, Collins would not have invested.
Collins testified that Alfaro's role as president of the company
provided weight to the representations and assurances he
made to Collins, and that Alfaro's position with the company
is largely the reason Collins felt he could rely on Alfaro's
verbal claims in deciding to invest. Further, Collins testified
that his numerous phone conversations with Alfaro instilled
confidence in this investment and where his funds would be
distributed, thereby, leading him to invest.

Ultimately, Collins admits that he received a working interest
in the Screaming Eagle 4H and 6H wells on behalf of DC Oil.

Additionally, he admits that DC Oil took a tax dedication as
a result of the investment and expenses for the wells.

Collins also stated that he received pictures of the Screaming
Eagle 6H well site and rig from Jimenez—a Primera
representative—so that he believed all necessary funds had
been raised and drilling had begun on the Screaming Eagle
6H well. Collins now understands that the Screaming Eagle
6H well was never completed. Upon inquiring into the status
of his completion funds, Collins testified that Alfaro told
him there was a problem but did not provide further detail.
Collins testified that he later discovered that vendors on the
Screaming Eagle 6H well were not being paid and, as a
consequence, had pulled out and left the site—a revelation
which Collins stated was inconsistent with what he was told
in response to his inquiries over the previous months.

Collins states that he wants Alfaro's personal assets to be
liquidated to reimburse DC Oil and the other investors for
what he characterizes as “[taking] his money for ill-gotten
gains.”

5. James “Buford” Salmon

Salmon was initially contacted regarding potential
investments by Alfaro via telephone. *105 Since this initial
contact, Salmon has invested in sixteen wells with Alfaro
totaling $6.3 million. From these sixteen investments, Salmon
testified that he has received back approximately $400,000
total. Salmon had been receiving regular checks prior to the
commencement of this adversary proceeding but cannot recall
which of the checks related to a particular project. He stated
that his assistant would record the checks and their origin
as they were received but that the checks “never measured
up to what [he'd] been promised.” Salmon testified that he
is “out about $5.9 million as of today,” not considering any
tax benefits submitted by his accountant. The Court finds
this testimony limited, however, because not all of Salmon's
investments are the subject of this suit, and Salmon did not

provide an itemization of investments in each well.

Salmon received a Contract for each of his sixteen
investments. He admits to not reading any of the documents
completely; rather, Salmon relied on his knowledge from the
prior investments to assume that the documents from Alfaro
would contain the same information, terms and conditions.
As such, Salmon admits that he just skimmed the documents.
Salmon testified that the Contract material he received from
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Primera, which he referred to as a brochure, gave him the
impression that Primera was experienced in oil and gas and
drilling wells. Further, although Salmon had an understanding
that several projects were underway at any given time,
he testified that he thought all expenses were timely paid.
Salmon further stated that he would not have invested with
Alfaro had he known that contractors were not being paid
in a timely manner. Salmon also admitted to signing the
subscription agreements which stated that a signature was
evidence that the signor had read and agreed to the terms
within the document even though he admittedly did not read
all the Contracts.

Salmon understood that Alfaro's income came from units
which Alfaro retained and that Alfaro's income was derived
from those units' earnings. Salmon testified that Alfaro told
him that he would drill, frack and complete wells with
Salmon's investment monies. Salmon does not know which
of the projects in particular were completed. Salmon believed
that Alfaro did not take any responsibility for the status of the
operation.

Salmon testified that he is asking the Court to return the
remaining $5.9 million invested in all wells with Alfaro.
Salmon argued that the investments have not been profitable
and Alfaro misrepresented the projections as to what oil flow
and income would be, making the investment sound appealing
and worthwhile.

6. William L. Crawford

Alfaro initially contacted Crawford regarding investment
opportunities by telephone. Crawford is a building contractor
and testified that his individual net worth is in excess of
$25 million. Crawford testified he invested $95,862 in the
Legacy 1 well, $94,888 in the Legacy 2 well, $199,776 in the
Screaming Eagle 1H well, $299,664 in the Screaming Eagle
2H well, and $299,664 in the Screaming Eagle 3H well.

Crawford understood that Alfaro had an interest in the wells
himself and that Alfaro O & G or Primera were being paid
when oil was sold. Crawford also testified that, had he known
Alfaro was paying commissions out of his investment, it may
not have affected his decision to invest depending on the
amount of the commissions being paid. Crawford testified
that, when he considered making the investments, he did not
expect to make the full amount that Alfaro represented to him.

Crawford admits that he was receiving *106 checks but is
no longer receiving any money from the various wells.

Crawford testified that he seeking “some return on some of
the money” because “it appears that he's [Alfaro is] getting
away with a whole lot of money.”

7. David Davalos

Stephen Anzeldus (“Anzeldus”), a salesperson at Primera,
initially contacted David regarding investment opportunities
at Primera. In his phone conversations, Anzeldus represented
that the Screaming Eagle 4H well was almost fully funded,
that the hole was drilled and capped, and that all that was
left to complete the well was the fracking. David testified
that Anzeldus said it was a low-risk investment. Anzeldus
also represented that the Screaming Eagle 4H well was a
promising investment because the well was located near
another high-performing site. David testified that Anzeldus
specifically told him that Primera representatives were not
paid on commission. David classified himself as a new
investor.

David testified that he received documents regarding the
Screaming Eagle 4H well and that Anzeldus communicated
a sense of urgency to review the information and return
the Contract with funds. David recalled having less than a
week to make his decision to invest because Anzeldus told
him that only three units remained. David admitted that he
read the Contract, including the language limiting reliance
to only those representations in the documents and not oral
representations. David testified that Anzeldus told him the
documents were merely a legal formality, and that he signed
the documents as a result of Anzeldus's reassurance.

David invested approximately $25,400 with Primera for a
one-quarter unit interest in the Screaming Eagle 4H well.
David testified that he has received a small return on
his investment totaling approximately $300. Additionally,
Davis testified that, after sending in his final check for his
investment, Primera billed him for what he thinks was a pump
or electrical equipment problem associated with the well.

David believed Primera to be experienced based on
Anzeldus's representations that Primera had success in
drilling previous wells. David also recalled seeing a list
of several wells and production results that indicated prior
success by Primera in the oil and gas industry. David testified
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that he understood, based on his conversations with Stephen,
that his monies were being used to fund completion of the
Screaming Eagle 4H well. David also testified to seeing a
spreadsheet, which outlined how the funds would be used,
so David believed his investment would be utilized in the
drilling, testing and completion of the well in addition to the
management fee stated. David testified that, if he knew that
100% of his funds would not be used for direct expenses but
to pay Alfaro instead, he likely would not have invested in
Primera. Further, David stated that he likely would not have
invested in Primera had he known 10% of his investment
would be deducted for a commission.

David believes he is entitled to return of his investment
funds and reimbursement of his legal fees because he “[does
not] believe that money was invested appropriately ... [and]
suspect[s] that ... it was spent in other places.”

8. Daniel Davalos

David Davalos advised his son Daniel regarding the Primera
investment opportunities. Daniel had no contact by telephone
or in person with Alfaro or any representative of Primera.
Daniel testified that he invested about $30,000 for a one-
quarter percent interest in the Screaming Eagle 6H well. The
$30,000 investment was paid amongst three checks.

*107 Daniel testified that he received documents in the
mail, which he signed and returned. Although he did not
immediately recall whether Plaintiffs' Trial Exhibit 77 was the
Contract he received for the Screaming Eagle 6H well, Daniel
testified that he remembered signing and dating a document
resembling the Contract. He described the documents as “a
big roll of paper” containing details as to how deep and far
out the drilling would extend. Daniel understood that 100%
of the investment funds were to be attributed to the well's
completion. He testified that, had he known that 100% of the
proceeds were not going to complete the well, he probably
would not have invested. When asked about commissions,
however, Daniel admitted that he would probably still have
invested if he had known that Alfaro or a salesperson was
taking a commission because “since [he] didn't know how this
business work[ed], somebody's got to be paid.”

Daniel testified that he did not expect an immediate return
of his investment and that, even if it took twenty years,
he would understand. Daniel stated, however, that “when
nothing happens ... it's a different story.” Daniel stated that

if Alfaro does not “stand up to his promise to get the well
running,” he should be entitled to return of his funds.

9. Rick Reiley

Rick is a retired electrical contractor with some experience
in oil and gas operations because of his work as an electrical
contractor on oil and gas wells and production. Rick testified
that he invested in one other oil and gas venture shortly before
Alfaro contacted him. Rick testified that, at the time he signed
the subscription agreement, his net worth was somewhere
over $1 million taking into account his personal and business
holdings. Rick considers himself a careful investor who takes
the investment process seriously. As such, he read all of the
Primera documents and asked where his investment would
be spent. Rick testified that, along with the warnings in the
Contract, he knew this to be a high-risk business.

Alfaro first contacted Rick by telephone regarding the
Primera investment opportunities. After receiving a phone
call and brochure in the mail from Alfaro, Rick began
discussions with Rodriguez and Alfaro regarding the costs
and details of the investment opportunity. Rick testified that,
in these initial discussions, he was told his investment would
be used for drilling and bringing the oil wells up to production.
Once he received the brochure, Rick testified that he spoke
with Alfaro one time and Rodriguez two or three times over
about a week and a half before deciding to invest.

Rick testified that several statements were made to him
prior to his decision to invest, which he relied upon that he
subsequently learned to be false. Rick testified that statements
were made regarding what the returns would be, how great
the properties were, how it was a “no-brainer,” how he should
hurry to invest, and that other investors were waiting to invest
as well. Further, Rick testified that the brochures, maps, and
statistics provided to him were intended to validate the likely
success of the wells. Rick also noted that Alfaro told him,
“[T]he wells were doing so well that he had to choke them
back.”

Rick invested approximately $150,000 total in the Screaming
Eagle 2H and 3H wells; $49,885 in the Screaming Eagle
2H well; and $99,800 in the Screaming Eagle 3H well. Rick
testified that he believed the Screaming Eagle 2H well to
be a good investment based on the information he received
regarding returns, location of the wells, and the production
of the other wells. Rick stated that his correspondence *108
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with Alfaro and Justin Rodriguez led him to believe that
they were experienced and were controlling and managing
the drilling in-house. After investing, Rick also spoke to his
father, James Reiley, about the Primera opportunities.

Rick understood that all his investment proceeds would
be attributed to making the Screaming Eagle 2H well
a producing well—specifically going to the drilling and
completion costs. Moreover, Rick stated that it was important
for him to know where his investment monies were going
to be applied, and had he known his funds would be used
anywhere other than for drilling and completion costs, he
would not have invested. Similarly, Rick stated that had he
known his funds would be transferred to Alfaro's personal
bank account, he would not have invested.

Rick testified that he understood that compensation to
Primera employees and officers was paid through the
management fee. Rick also pointed out language in the
Contract detailing that the company's officers and employees
would not receive commission-based compensation based on
their sale of units and understood this language to mean
that no commissions would be paid outside of the disclosed
management fee. Rick testified that, had the 10% transaction
based payment been disclosed to him up front, he still may
have invested, but alleged that the personal payments to
Alfaro far exceeded that 10% commission. Rick stated that his
understanding was that profit was built into the management
fee and argued that he relied upon that management fee
being the only profit. Rick also testified that he would
not have invested if he knew that Primera had built profit
into its estimates for drilling and completion. Based on
his own general business understanding, Rick understood
the management fee to be attributable to sponsorship and
supervision to operate the well and the office operations.

Rick stated that, when he was unable to get Alfaro on the
phone, he would visit his office where “he would have his—
all of his people at the table already lined out on what they're
supposed to say, and tell us how these wells were going to do
so well, where the costs were[.]” Rick also testified that, while
at Alfaro's office, he witnessed vendors calling and claiming
that they were owed money, but Alfaro told his staff to put the
vendor's requests to the side.

Rick is asking the Court to order return of his attorneys'
fees and his investment. He testified that he believes he is
entitled to that relief because Alfaro took advantage of elderly
people who trusted Alfaro. Rick testified that the state court

injunction and termination of incoming checks was sought to
“stop the bleeding” to ensure there was money remaining to
pay vendors and the investors.

At trial, Rick also testified regarding what he witnessed
occurring between his father, James, and Alfaro. He testified
that Alfaro told James that the Screaming Eagle 3H well was
never producing and that the investors would never see a dime
of it.

10. James Reiley

Rick Reiley referred his father James to Primera for
investment opportunities. After being referred to Primera,
Rodriguez visited James at his home and brought materials
with him. After this home visit, James testified that he
read through the materials, including the Contract. He then
met with Alfaro at the Primera office, where Rodriguez, a
geologist and a lawyer or CPA were also present. James
testified that, in this meeting, Alfaro informed him that it was
“a very good well ... in a good location.” James testified that
he asked Alfaro questions regarding his reputation and the
potential for success in the well. Alfaro responded that this
would be a very *109 good well, “the best well they'd hit
in forever.”

James testified that he read both Contracts for the Screaming
Eagle 2H and 3H wells, and that he had a specific
conversation with Alfaro regarding the mention of fraud
in the Contract. James stated that Alfaro told him the
fraud allegation had nothing to do with his business in
these wells and that Alfaro had been cleared on a prior
investigation of securities fraud. James testified that, because
of this conversation, he believed and relied on Alfaro's verbal
assurances and did not investigate into the disclosed fraud
claim any further. James recalls Alfaro telling him that the
investments were “almost like a guaranteed deal” and that
Alfaro rushed him into making the investment. James admits
that he knew that the investments were a high risk, as stated
in the Contract; however, James also stated that he relied on
Alfaro and Rodriguez's statements in making his decision to
invest. James testified that he understood Alfaro to be the
owner and president of Primera.

James invested approximately $100,000 in the Screaming
Eagle 2H and 3H wells and contributed $11,000 for a pipe
repair. James understood that all of his investment monies
would be going to the well “to a turnkey operation.” James
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stated that, after reading the Contract, he understood that all
of his investment would go to drilling and completing the
well for his investment. James understood that Alfaro would
be compensated through a 3% management fee, which was
explained in the materials and documents he received for each
well. James testified that, if he had known Alfaro intended to
take more than the 3% management fee, he “wouldn't have
liked it ... the 3% seemed like a lot.”

James testified that he read in the Plan of Distribution’
stating that Primera employees and officers who sell units will
not receive commission-based compensation for their sales.
James stated that he likely would not have invested had he
known Alfaro or his salesmen were going to make a 10%
commission off his investment. James also testified that, had
he known Alfaro would not fully compensate vendors for
their services, he would not have invested. Further, James
stated that he believed that his investment proceeds be used
to pay expenses of the well operation, and to pay the vendors.
James did not know there were $3 million in liens recorded on
the Screaming Eagle 3H well. Further, James stated that when
he would inquire as to where his return on his investment was,
he was told the well was broken down or inoperative.

James is suing Alfaro individually because he believes “he's
[Alfaro] doing wrong by what he did ... taking our money
and not using it all on our well ... he would keep calling,
‘[e]verything is looking beautiful, and it's a good day and the
wells are doing good.” ”” James would like to get his attorney
fees and investment back, or at least some of his money back.

11. Betty Reiley

Rick Reiley told his mother, Betty, about investment
opportunities in Primera. Betty testified that, prior to
investing Rodriguez came to her home two or three times in
the few prior to Betty making her investment. Betty stated that
it was a “very short time” of “maybe three weeks” that she
had to review the Contract materials before investing, because
Rodriguez told her that the units were selling out and that she
should act quickly. When Betty and her husband inquired into
the mention *110 of fraud surrounding Alfaro, Alfaro told
them that the allegations were either false or that it was not
him. Betty testified that, before signing Contracts, she went to
the Primera office and met with Alfaro in the conference room
where he told her he thought the Screaming Eagle wells were
a good investment. Betty also stated that, before investing,
Justin Rodriguez came to her home and provided projections

of income and barrels of oil, telling her that it was going to
“boom” and that she “should get some really good checks off
of this. This should be a good investment.”

Betty testified that she invested approximately $111,000
in the Screaming Eagle 2H and 3H wells, along with her
husband James. Betty understood, based on her conversations
with Rodriguez, that her money would be spent on drilling
the well, putting the pump in, fracking and getting the
well operational. Betty also stated that she understood the
application of proceeds per unit chart included in the materials
to mean that all the funds she invested would be attributed to
drilling, testing, completion, equipment and the management
fee. Further, she understood that the funds she paid into the
segregated account would be used for the above-mentioned
expenses prior to being released to the company's general
operating account.

Betty stated that it was important for her to understand
where her money was going before she decided to invest
had she known her investment monies would be spent on
other expenditures outside of the fees listed in the Contract,
she likely would not have invested. Further, Betty stated
that, had she known Alfaro was taking a 10% commission
from her investment, she would not have invested. Finally,
Betty affirmed that, had she known vendor invoices would
be unpaid, she does not think she would have invested. Betty
also testified that she believed the management fee covered
Alfaro's salary.

Despite knowing that the investment was risky and that the
possibility of a dry hole existed, Betty testified that she was
made to feel as though her investment was a “safe thing
to do.” Betty stated that the documentation, magazines, and
statistics provided of similar wells indicated that Primera was
experienced in drilling for oil and gas in other wells that had
generated profit.

Betty testified that she and James were receiving checks;
but, in early 2013, Betty was unsatisfied with the amount
being paid. Betty visited Alfaro to inform him that she was
unhappy with her investment returns. She testified that they
received approximately $5,000 return on the Screaming Eagle
2H well and $7,000 return on the Screaming Eagle 3H well.
At the time they invested, Betty's testimony is that she and her
husband were worth just under $1 million.
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Betty testified that she would like to get some of her
investment back because she believes she is entitled to this
relief because Alfaro did not tell the truth.

12. Dieter Jansen

Rick Reiley referred his good friend Jansen to Primera and
Alfaro. Jansen testified that he invested to create a nest egg
for his son. Jansen testified that prior to investing, he met with
Rodriguez who told Jansen that the Screaming Eagle 3H well
was projected to produce twice as much as the Screaming
Eagle 2H well, which was, at that time, generating $2,500
monthly per unit. Further, Jansen testified that Rodriguez
informed him that Primera was ready to begin drilling, so
the sooner he invested, the better. Jansen stated that when he
signed the paperwork to invest in Primera and sent the check,
he “trusted the guy 100%.”

*111 Jansen signed the subscription agreement and sent in
$25,000 for a quarter unit. Jansen testified that it was his
intention to purchase one-quarter unit in the Screaming Eagle
3H well, but shortly after sending his check he received
a letter saying that he owed an additional $25,000 for the
Screaming Eagle 3H well. Jansen stated that he and his wife
“didn't know any better” and he paid the additional $25,000.
After he made this initial investment, Jansen testified that
he received a phone call from Alfaro requesting $11,500
for a broken pipe, and that he sent a check for that as
well. Altogether, Jansen has invested roughly $66,500 in the
Screaming Eagle 3H well. Jansen testified that, at the time he
invested in the Screaming Eagle 3H well, his net worth was
roughly $500,000.

As to Alfaro's compensation, Jansen testified that he
understood that once the well was operational and producing,
the profits would be shared between investors and Alfaro.
Jansen stated that in 2015, the well was drilled and about
five or six months later it began to produce. Because of
that production, Jansen testified that he received sporadic
checks for varying amounts, until all of the sudden the checks
stopped. Jansen further testified that he does not know why
he stopped receiving checks. Jansen testified that when he
stopped receiving checks, he called Rodriguez, who told him
that a check should be arriving by the end of the week. After
two weeks elapsed, Jansen stated that he called again and
Rodriguez told him that he would follow up on the issue.
Jansen testified that he received a phone call from Alfaro later

that day informing him “[y]ou ain't getting no check no more,”
and hung up on Jansen.

As to the application of proceeds, Jansen stated that he and
his wife understood that the money would go into a “pocket,”
from which employees, office expenses, vendors and direct
expenses of equipment would be paid and the well operations
would be fully funded. From there, Jansen testified that if
there were excess funds, then Alfaro could take a share of the
remaining funds for himself. Jansen testified that if he had
known Alfaro was able to take his money out of Primera for
his personal use, he would not have invested.

Jansen stated that he is seeking return of all his expenses.
Jansen testified that he believes all the investors should get
their funds back and he would like to have his attorneys' fees,
in the amount of approximately $18,000, repaid.

13. Vincent J. Gillette

Vincent stated that he first met Alfaro after his brother
Thomas J. Gillette referred him to Alfaro. Vincent met with
Alfaro in the Primera office in March or April of 2013. At this
initial meeting, Vincent testified that Alfaro spoke about the
property he had leased, where Primera planned to drill, and
the success of surrounding area wells. Specifically, Vincent
testified that Alfaro told him about the return on investment
for other wells and to “count on half of that.” Vincent stated
that Alfaro told him to expect about $7,500 a month return
on one unit of investment. Vincent testified that, based on
the Screaming Eagle 2H, 3H and 4H well Contracts, Vincent
understood that his investment would be spent on drilling
and well expense to bring the well into production. Vincent
stated that he relied on those representations in the Contract
in making his decision to invest in Primera. Further, Vincent
stated that if it turned out the monies that he invested were
not allocated as outlined in the Contracts, he would not have
invested.

As to commission-based compensation, Vincent testified that
he asked Alfaro about compensation on multiple occasions,
and that, “Brian, in front of the engineer, *112 the lawyer,
and the accountant, in the conference, unequivocally said they
would not take any commission on the transaction.” Further,
Vincent stated that Alfaro informed him that investor money
came from the management fee and their working interest in
the wells. Vincent testified that he does not believe he would
have invested with Primera had he known Alfaro was going
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to take money from his investment before he even began to
pay for the well expenses.

Vincent testified that he met with Alfaro sometime between
February and April of 2013, and that he took notes during
that meeting. Vincent stated that Alfaro told him about the
property that he had leased and that he was going to pay $ 1
million for the mineral rights and begin drilling immediately.
Vincent testified that Alfaro told him that the well he was
to invest in had already been drilled, and that they were
going to begin fracking. Vincent testified that Alfaro told him
that on the Screaming Eagle 2H well, the first six to twelve
months would be the strongest pumping, and then it would be
reduced by half for the next year, with a year life span for the
well. Vincent also stated that Alfaro told him the Screaming
Eagle 2H well would cost $9.9 million. Vincent testified that
during this conversation, Alfaro told him that the 2H well will
produce $500,000 barrels of oil over twenty years. As to the
payoff distribution, Vincent stated his understanding was that
the owner would receive 25%, Primera would receive 10%,
and partners or investors would receive 65%. Vincent testified
that based on that breakdown, he understood that Primera
would have ten units in the well.

Vincent testified that he asked Alfaro why he was soliciting
investors if the drilling was done and all that was left to do is
frack and that Alfaro explained that Primera needed additional
investors to complete the well, but that the work was done.
Vincent also testified that Alfaro stated that there was no
risk in the investment. Further, Vincent testified that he asked
Alfaro how long the well would take to begin producing after
it was fracked, and that Alfaro told him after fracking and
cleanup, the flow-back would begin in two days, leading to
production.

Vincent testified that he received a letter from Primera
offering Screaming Eagle 2H investors the opportunity to
invest in the Screaming Eagle 3H well, and that when he
received the letter he had seven days to decide whether to
invest. Vincent testified that as of January 21, 2014, he had
invested in the Screaming Eagle 2H and 3H wells. Vincent
stated that in February 2014, he received a notice that Primera
had completed the flow-back testing on the Screaming Eagle
3H well and that the results were more impressive than
expected. Vincent testified that the notice, however, did not
disclose the collar and casing failure of the Screaming Eagle
3H well.

Vincent testified that on July 30, 2014, he received a notice
saying that the distribution checks would be lower than
previous months because the Screaming Eagle 3H well had
to be shut down for seventeen days with no production.
Vincent further testified that he received an invoice dated
January 6, 2015 for an electrical expense related to the pump
on the Screaming Eagle 4H well. Based on his recollection,
the additional funds were requested because the Screaming
Eagle 4H well was not producing and Primera needed to
bring in electrical power to operate the pump. Vincent stated
that he inquired into why the AFE the did not cover the
pumping unit, and that Alfaro told him that he had to pay the
invoice or he would be in jeopardy of losing his investment.
Further, Vincent testified that the AFE contained a line item
attributable to “artificial lift *113 pumping unit compressor”
with an estimate of $155,000. Vincent testified that he paid
$155,820 for the Screaming Eagle 4H well overage pursuant
to the letter he received.

Vincent testified that he received a notice, dated March 24,
2015, stating that the Screaming Eagle 2H and 3H wells
contained a high concentration of hydrogen sulfide and that
the notice informed investors that Primera would be reducing
their returns as a result.

As to operating costs, Vincent testified that he understood
that neither Primera nor Alfaro could use the distribution of
production as an offset for costs for the drilling and testing
and completion of the well. Vincent stated that he understood
that only operating expenses could be deducted from the
profits that he receives. In fact, Vincent stated that when he
invested in the Screaming Eagle 2H, 3H and 4H wells, he
understood and relied on the assertion that Primera would not
take expenses for which it was not entitled.

Vincent then testified that he received a letter stating there was
a collar and casing failure on the Screaming Eagle 3H well,
that he had to pay an additional $25,000 to have the casing
and collar repaired, and that those costs would eventually be
reimbursed by insurance. Vincent testified that Primera was
going to file an insurance claim based on the failure and sue
the pipe contractor that put the casing or collar in place.

Vincent testified that he relied on Alfaro to abide by the terms
of'the Contract. For example, if he discovered that Primera did
not have insurance for the Screaming Eagle 3H well, as the
Contract stated that it would, Vincent would not have invested
in the Screaming Eagle 3H well. Vincent stated that he relied
on what Alfaro told him in making his decision to sign the
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subscription agreements and invest. Vincent testified that he
tries to be a careful investor, and that he has invested in other
opportunities, including an automotive repair shop, a small
software development company, and some small real estate
ventures.

As to the AFE, Vincent testified that, before he sent his
money in for the Screaming Eagle 2H, 3H or 4H wells, he
understood that if total costs were higher than the estimate,
the working interest owners would be responsible for their
pro-rata share of the excess. Further, if the costs were lower
than the estimate, Primera would be entitled to retain the
difference. Vincent stated that he understood this to apply
to the entire cost of the well, not by individual line item.
Vincent stated that he believed the AFE was broken down by
line item for purposes of disclosure, estimates, and budget.
Vincent stated that Alfaro told him that Primera was to be
compensated by retaining 5 to 10% of the units for themselves
and profiting from the commercial production.

Vincent testified that when he stopped receiving checks, he
called Alfaro multiple times and was unable to get a straight
answer about why the wells were not producing. Further,
Vincent stated that he left several messages and when he
would have his call returned, he was told that Primera's
accounting system was down and they were working on
getting financials together. Vincent testified that he asked
Alfaro for financial statements multiple times to monitor
income versus expenses and remain apprised of their status.
Vincent stated that he would like to recover his investment of
approximately $300,000 and the money he spent on the collar
failure, which was roughly $23,000 to $25,000.

14. Brian Huber

Huber testified that he began investing in Primera's wells
in 2010 when Alfaro *114 initially contacted him through
a solicitation call. Huber testified that before he made his
first investment, he and Alfaro spoke at least monthly for
approximately one year. Further, Huber stated that each time
Alfaro was soliciting investors for a new well he would
contact Huber. Huber testified that his return on investment
to date for the wells are as follows: Montague Legacy 1 is
$7,188.66, Montague Legacy 2A is $1,824.66, Screaming
Eagle 1H is $26.24, Screaming Eagle 2H is $3,465.29,
Screaming Eagle 3H is $2,285.33, and Screaming Eagle 4H
is $468.92.

Huber testified Huber
understood that he was investing in a particular well and that

that within each investment,
his investment funds were used to drill the well and put it
into production. Huber stated that he relied on the fact that
his monies would be used to drill, complete, and test the
wells and that if Huber knew his funds would be used for
other expenses, he would not have invested in Primera. As
to Primera's profit, Huber testified that he was only aware
of the management fee that was disclosed in the Contract.
Further, Huber stated that he assumed Primera and Alfaro Oil
& Gas held some of the working interests in the well, and the
management fee was compensation for “putting the package
together.”

Huber testified that each well had a corresponding PPM
which contained a subscription agreement, and that he had
to sign each PPM and send it to Primera with the down
payment. Huber stated that he did not read every word of the
Contract, but did read the “highlights” of these documents.
Huber testified that he considers himself a careful investor,
and that he treats investing seriously. Huber stated that before
he formally invested, he studied and evaluated the opportunity
for at least a year. As to negotiation of the actual investment,
Huber testified that he did not feel he had the ability to change
the terms of the contract.

Huber stated that Alfaro's oral statements to him influenced
his decision to invest. For example, Huber testified that when
he asked Alfaro about the liability language in the Contract,
he was told not to worry because the lawyers require that the
language be put in the Contract. Further, Hubner testified that
Alfaro told him there is insurance to cover investors. Huber
stated that “it seemed like every [well] was going to be better
than the last one.”

Huber stated that the first well he invested in was Montague
Legacy 1. Huber testified that before he invested, he received
information from Alfaro as to the projected production of
the well including an estimate of $3,000 per unit per month,
which would result in a $750 return on Huber's quarter interest
per month. Huber stated that these numbers affected his
decision to invest because even with a conservative view, he
believed it was a “pretty good return on [his] investment.”
Huber further testified that he relied on the figures for the
production of wells in close proximity to the Montage Legacy
1 and that the accuracy of these figures was an important
factor in investing.
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Huber stated that on July 14, 2011, he made a payment
along with the “Joint Venture Ballot,” which stated that if he
wished to participate in the special assessment for enhancing
production, he should enclose a check for the increased cost
of fracture stimulation.

Huber stated that he received an offer to participate in
the Screaming Eagle 2H well with additional units on or
around July 1, 2011. Huber stated that he sent in his first
payment of Montague on the Screaming Eagle 2H well on
July 11, 2011. Huber stated that within that document, *115
representations to the effect of “high expectations” were made
because the surrounding wells were successfully producing.
Further, Huber stated that the document presented the well
as “relatively low risk” because the wells close by were
performing well and had already been drilled and producing.

Huber stated that he invested in the Screaming Eagle 1H
well and when invested, Primera owned the well. Huber
testified that he understood the Screaming Eagle 1H well had
a problem with saltwater after Primera drilled through a fault
line, and that saltwater ruined the well. Huber stated that he
was never informed that Alfaro sold the well. As to that sale,
Huber testified that he believes the proceeds of the sale should
be divided equally among the owners of the working interests
in that well.

Huber further testified that on June 9, 2014, he paid an
additional $5,755.62 in overages on the Screaming Eagle 3H
well. Huber stated that he received an invoice and notice
informing him that he needed to pay or he would lose
his interest in the well. In cross-examination, Huber stated
that this additional money was for the failed casing. Huber
testified that Alfaro called him and tried “real hard pushing
for [him] to invest” in the Screaming Eagle 6H well, and that
he would not do it anymore. As to the investing in the Buda
well, Huber testified that Hundley and Alfaro both called him
quite a few times.

Huber testified that he feels he is entitled to around $100,000
because he “could have invested that money in other places
and been ... earning money on it.” Huber stated that he
has been told many stories about how well the wells would

perform and feels he has been misled.

15. Sharon Walls

Walls was an original plaintiff in the State Court Action.
Walls stated that she met Alfaro when she and her brother,
Vincent J. Gillette, went to his office for a meeting prior to
investing in the Screaming Eagle 2H well. Walls testified
that she met Alfaro, Primera's attorney, and Rodriquez. Walls
stated that she believed Rodriquez was the vice president of
sales at Primera. Walls testified that at that time, Primera's
wells had been drilled, but had not completed fracking, and
Alfaro stated that they had run out of money and needed
investors. Walls stated that she had two meetings with Alfaro
in person and in these meetings, she and Vincent asked about
the lawsuits that were listed in the Contract, and asked Alfaro
to explain the status of the legal proceedings.

Walls testified that she understood that her investment would
be deposited into a separate account and used to “get that well
to complete production.” Walls stated that if she had known
that Alfaro did not intend to use the money as described in the
Contract, she would not have invested in any of the wells.

As to Primera and Alfaro's compensation, Walls testified
that she understood that there were a few components: a
management fee which would cover their costs, a line item in
the AFE for overhead and insurance, a line item in the AFE for
contingency, and any funds leftover after completion of a well
would be retained by Primera as profit. As to commission-
based payments, Walls stated that she did not think that they
were paid to Primera employees. Further, Walls testified that
if she had known Alfaro or his salesmen were getting 10% of
her investment, she would not have invested.

Walls testified that the total amount invested with Primera
is approximately $350,000, which includes the additional
costs for which Walls received invoices. In total returns,
Walls testified that she has *116 received approximately
$23,000. Walls further stated that she has paid about $25,000
in additional overages.

As to the Screaming Eagle 3H well, Walls testified that after
the 2H well produced oil, Alfaro contacted her and invited
her to participate in the Screaming Eagle 3H well, which
he explained would be drilled from the same location. Walls
stated that she invested because she believed the likelihood
was high that oil would be produced from the Screaming
Eagle 3H well. Walls testified that she paid an additional
$25,000 in the Screaming Eagle 3H well was for casing and
collar failure.
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Similar to the investment to the Screaming Eagle 3H well,
Walls testified that Alfaro contacted her with the opportunity
to invest on the Screaming Eagle 4H well by phone and a letter
in the mail. Walls testified that she would like to see return
of all of her investment funds, in addition to $21,000 in legal
fees that she has incurred. Walls stated that she believes she
is entitled to that because she was “misled on how the money
that [she] invested would be used.”

16. Rick Griffey

Griffey stated that he has worked in the oil patch since he
was seventeen years old. He further testified that he presently
owns a company in which he builds oilfield equipment, and
that he is familiar with drilling, production, testing, and other
operations. Griffey testified that he did not have assets or net
worth that exceeded $25 million at the time of investing.

Griffey testified that he received the Contracts prior to
making his investment, and had the opportunity to read
and study them. Further, Griffey confirmed that he signed
the subscription agreements. Griffey testified that he wrote
Alfaro a letter, stating that he sent his money in for the first
section of the Screaming Eagle 6H well and requesting a title
of assignment for the Screaming Eagle 4H and 6H wells.
Griffey stated that there was a clause in the initial agreement
stating that investors could request title assignment to their
interest in the wells, and that he did request it at least fifteen
times by emails, letters, and verbal communication. Griffey
stated that he never received a title of assignment. Further,
Griffey testified that he requested copies of the operating
agreements, and he did receive it for one well, but not other.
Griffey stated that the operating agreement he received was
a typical operating template for the Screaming Eagle 4H
well, but an unsigned version. As to his communication with
Alfaro, Griffey testified that Alfaro seldom put things in
writing, and even when he asked a question in writing, Alfaro
would reply verbally.

Griffey stated that he understood that his funds would be used
for drilling and testing the Screaming Eagle 4H and 6H wells
for which he had invested. Further, Griffey stated that if the
funds were not used in that way, he would not have invested.

Griffey stated that he made at least fifteen trips to the
Screaming Eagle 4H well site, before and during drilling,
during fracking, and completion. Griffey testified that after
investing in the Screaming Eagle 4H well, he spoke with

Alfaro frequently, anywhere from a few times a day to every
few weeks. Griffey testified that he received a letter on or
around March 16, 2015, stating that the Screaming Eagle 4H
well had reached a peak production of 177 barrels a day.

Griffey testified that he sent Alfaro an email on August 26,
2014, requesting an update in writing as to the current status of
the Screaming Eagle 4H well. Griffey stated that he received a
reply two days later from Jimenez saying that the well *117
was shut down and that Primera had over a thousand barrels
of oil in tanks and were waiting on storage facilities. Griffey
stated that he sent an email to Alfaro requesting various
updates and information as to the Screaming Eagle 4H well,
and that he never received the cost summary for the actual
cost spent on the Screaming Eagle 4H well that he requested
several times, both verbally and in writing.

Griffey testified that he received a letter on or around March
3, 2015, from Primera stating that the production on the
Screaming Eagle 4H well was pumping 132 barrels a day
and 90 barrels of water. Griffey testified that in one email,
he questioned the cost for the electrical wiring for the pump
and generator because he thought that the AFE covered it.
Griffey stated that Alfaro informed him that it was extra
expense and not included in the original AFE. Further, Griffey
stated that he understood that if he did not pay the invoice
for this additional cost, he would lose his interest in the well.
Griffey testified that he received a letter on or around March
9, 2015 updating investors as to the Screaming Eagle 4H well
and informing them that investors had the right to inspect
Primera's books. Further, the letter stated, “[o]ur Screaming
Eagle 6H oil well recently began drilling and has already
made another discovery in the Eagle Ford Shale.” Griffey
stated that he does not understand how Primera could have
made a discovery if they never completed the well.

Griffey testified that as to the Screaming Eagle 6H well,
Alfaro represented to him that it was almost sold out, and that
if he wanted to invest in the Screaming Eagle 6H well Griffey
needed to do it quickly. Griffey testified that in an email sent
on January 12, 2015, he asked the status of the drilling rig as
to Screaming Eagle 6H well because he was concerned about
the length of time that passed before drilling. Griffey stated
that the Screaming Eagle 6H well was drilled but not fracked,
and was just a cased hole.

Griffey testified that he would like to get his money back
because he feels like he and the other investors were
defrauded.
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17. Marjorie A. Gillette

Marjorie testified that she received the Contracts for each
well, and that she thoroughly read the PPM and subscription
agreement for the Screaming Eagle 2H well. Marjorie stated
that she assumed the documents were substantially similar for
the Screaming Eagle 3H and 4H wells, and so she did not
read the Screaming Eagle 3H and 4H well Contracts with the
same level of detail. Marjorie stated that she did sign each
subscription agreement.

Marjorie testified that before she invested in each well, her
understanding was that her investment funds would be used
to drill the well. Majorie stated that if she had known her
money would not be used to drill the wells as set forth in
the Contract, she would not have invested. Marjorie further
testified that after reading the Contract, she did not realize that
Alfaro or Primera salesmen were able to earn commission-
based income on her investment. Marjorie stated that if she
had known commission-based payments would be taken, she
would not have invested because she wanted her funds to be
invested directly into each well.

Marjorie testified that she was in frequent contact with
Rodriquez who gave her updates on the wells and told her
how, “everything was going so wonderfully.” Marjorie stated
that she only spoke with Alfaro when he called her to invite
her to invest in the Screaming Eagle 4H wells. Marjorie
said that she told Alfaro she did not want to invest, but he
convinced her and offered her one of his units. Marjorie
*118 said she declined his offer, but that she ultimately
acquired one unit in the 4H.

Marjorie testified that she did receive some return on her
investment for the wells, but she does not recall the precise
dollar amount. Marjorie stated that from this litigation, she
would like her money back. Majorie understands that her
investment funds were not used for each specific well as
promised.

18. Thomas J. Gillette

Thomas stated that after speaking with his friend Rick Reiley
about Primera, he went to the Primera office and Alfaro set
up a meeting with him and Rodriquez in the conference room.
Thomas said that Rodriquez explained Primera's business

model and said, “This well should produce $8,500 a month
at 12 to 1,500 barrels a day.” Thomas testified that he
asked Justin why they were soliciting investors if the wells
were going to be so successful and Alfaro told Thomas that
Primera needed the cash flow to maintain multiple wells
simultaneously. Thomas stated that he was impressed and
comforted by the nice and extravagant office in which Primera
operated out of, and that to him, it looked like they knew how
to make money.

Thomas confirmed that he read the Contracts and signed
subscription agreements for the Screaming Eagle 2H, 3H,
4H, and 6H, and Buda Wells. Thomas testified that based on
the Contracts, his understanding of how his funds would be
applied was directly to the well he had made his investment,
and not applied to past or future wells. Thomas stated that he
relied on those terms of the Contract, and that if he knew that
his funds would be spent for other expenses other than the
applicable wells, he would not have invested. Thomas stated
that he relied on the application of proceeds as outlined in the
Contract, and if he discovered that his funds were not applied
in that manner, he would not have invested.

Thomas testified that he specifically asked how Primera
makes their money and he was told that Primera retains 10 to
15% of each well to generate profit for the company and its
employees. Further, Thomas testified that he was told that the
management fee was used to pay for the operation of the well.

Thomas testified that he believes his investment funds were
not properly spent on the Screaming Eagle 2H well because
of what he heard in the State Court Action and the fact that he
did not receive monthly checks. Thomas stated that because
he was charged for items that he believed he had already
paid for, he does not think his funds were fully attributed to
the applicable well. Further, Thomas testified that the State
Court Action revealed that there is still money that is owed to
subcontractors for work that they have completed. As to the
Screaming Eagle 3H well, Thomas testified that he believes
his investment funds were not properly spent because he
was charged for items that he believes the contingency or
insurance should have covered.

Thomas testified that Justin called multiple times and
ultimately came to his ranch in China Grove to present him
with the Buda well opportunity. Thomas stated that he signed
the agreement and gave him a check for $50,000 for one unit.
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Thomas testified that out of this litigation, he believes he is
entitled to $850,000 based on his calculations using 1,600
barrels of oil production and the return he would have
received on that production. Further, Thomas stated that he
has incurred approximately $22,000 in attorneys' fees.

*119 19. Edward A. Gillette

Edward stated that after hearing about Primera from his
brother Thomas, Rodriguez contacted him and they visited the
Screaming Eagle 2H well site. Edward testified that seeing
the site with a pipe coming out of the ground with a valve
head on it indicated that the hole was drilled and ready to be
fracked. Edward testified that he attended a meeting with his
brother Thomas and Alfaro, and that Alfaro said that he paid
his contractors on time and that all proceeds would go to the
well site.

As to commission-based payments for Primera employees,
Edward testified that he understood that was not part of
the Contract. Edward further stated that if he had known
commissions would be taken from his funds, he would not
have invested. Edward testified that he relied on the Contracts
to the extent that he expected to have an interest in a working
well.

As to whether profit was built into the AFE, Edward testified
that he understood that after the entire project was completed
and everything was paid for, any remaining funds could be
used at the discretion of Alfaro. Edward testified that he relied
on that fact and would not have invested were that not the
case.

Edward testified that he hopes to get his money back because
he feels he was misled as to the use of his investment.

20. Michael Covington

Michael Covington is a CPA employed by Primera from
March 2010 to January 15, 2015. He was called to testify
at the Preliminary Injunction Hearing on March 28, 2015,
and was not called to testify at trial. Covington testified
that he did interact with the salespeople of Primera. He
testified, however, that he was only vaguely aware of the
salesperson's job duties at Primera. He stated that there was a
bullpen area with offices on the perimeter of the bullpen with
Alfaro's office in the corner. Covington explained that newly

hired salespeople stayed in the bullpen area, while the more
seasoned salespeople had their own office.

At the Preliminary Injunction Hearing, Covington testified
that he was subpoenaed to appear before the Court and bring
records that he took from Primera when he left the company.
He further testified that the documents he took from Primera
pertained to the Screaming Eagle 2H and Screaming Eagle
3H wells. He testified that he took the documents, and had a
right to do so under his agreement with Primera as an investor.
Covington testified that he did not take his employment
file from Primera. Covington further testified that he could
not explain why the chapter 11 trustee could not locate his
employment file from Primera.

Covington testified that his day-to-day accounting duties at
Primera included everything from reviewing bank statements
to preparing financial statements. Covington stated that he
performed the bookkeeping for all the Alfaro entities and
wells. Covington did the bookkeeping for Primera and
prepared the company's tax returns. He testified that he
prepared all the Alfaro partnership tax returns, Alfaro's
personal tax returns, and tax documents to send to investors
who were working interest owners.

Covington testified that he had no veto power over Alfaro's
decisions, and Alfaro made all the decisions for Primera.
Covington stated that vendor invoices were paid solely at
Alfaro's discretion. He testified that he would send Alfaro
an email with a list of vendor's invoices that were due and
then Alfaro would inform Covington on what he should pay
and what he should not pay. Covington stated that even if he
believed that an invoice should be *120 paid he could not
pay it if Alfaro did not tell him to do so.

Covington only reported to Alfaro. Covington stated that
he would report to Alfaro on a daily basis regarding cash
balances in each one of the wells and corporate accounts and
would provide Alfaro with a daily log with these amounts.
Covington testified that he created a spreadsheet-type
document that gave Alfaro outstanding accounts receivable
and outstanding accounts payable.

Covington testified that he received all the information
necessary to make deposits, write checks, and make payments
into Primera's and Alfaro's accounts from Alfaro. He further
testified that he did not give this information to anyone else.
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Covington explained that he would have to go to the bank
by 12:00 PM daily because Alfaro would receive a call
from the bank stating there were checks that needed to be
covered. Covington testified he would go by 12:00 PM to
prevent checks from being returned. Covington believed that
insufficient funds would occur because the balance at the time
was not sufficient to clear all the checks that had been written.

Covington testified that Alfaro would call him and ask him
to take $5,000-$10,000 out of the Primera operating account
and put it into Alfaro's Broadway or Chase account or use it to
pay Alfaro's personal Bank of America credit card. Covington
explained that he would tell the Primera's accounts payable
clerk to write the check, and then Covington would take it to
the bank. He testified that he did not know why Alfaro would
ask him to do that.

Covington testified that investors would receive a Contract as
Primera drilled wells. He stated that these Contracts included
an AFE that came from R.W. Dirks, the engineering firm
that did the drilling and construction of the wells. Covington
testified that the AFE gave an estimate of how much the
well was going to cost to complete the well construction
and bring it on line for production. Covington explained that
the AFE for the Screaming Eagle 3H well had an original
projection of $9.6 million. Covington stated that after the
Screaming Eagle 3H well's casing and collar experienced
failures, plus additional expenses, that the Screaming Eagle
3H well ended up costing about $10.6 million. Covington
stated that as an investor he understood the AFE to require that
any expense over the AFE could be charged back to investors
as a legitimate charge and investors would have to pay it.

Covington further testified that for the Screaming Eagle
3H well expenses over the AFE, the investors should have
been billed approximately $1 million. Covington testified
that the investors were billed $2.3 million as the amount
over the AFE for the Screaming Eagle 3H well. Covington
stated that Alfaro determined the amount that needed to be
billed to the investors. Covington testified that he and the
in-house counsel for Primera argued against charging the
investors $2.3 million instead of the approximately $1 million
over the AFE. Covington testified that Alfaro overruled
them and instead had Cliff Davis and Jessica Conlin (the
bookkeeper and accounts payable clerk), to create a list of
invoices that was equal to the $2.3 million that Alfaro wanted
to charge investors. Covington testified that he refused to
pay his proportionate share of the alleged $2.3 million in
expenses over the AFE as calculated by Cliff Davis and

Jessica Conlin. Covington testified that he paid only $5,000,
which he calculated as his proportionate share for the actual
overage over the AFE. Covington stated that after he failed to
pay his share of the $2.3 million expense that he was removed
as an investor from the Screaming Eagle 3H well.

*121 Covington testified that he was familiar with the terms

of the Primera Contracts, and he stated that the Contract
did allow for Primera to take a management fee. Covington
stated that he believed the management fee to be 3% of
an investment in a well. Covington admitted that he was
not sure if the 3% fee was a limit, but rather an estimate
of what Primera could receive. After Covington reviewed
Plaintiff's Trial Exhibit 10, the Contract for the Screaming
Eagle 1H well, he testified that there was no mention of a
3% management fee in the Contract. He further testified that
he got the 3% management fee figure from Defendants' Trial
Exhibit A—Q (explain what is A—Q).

Covington testified that salespeople received a draw
against their commission on a monthly basis. Covington
explained that salespeople received either their draw or their
commissions, which ever was higher. Covington explained
that salesperson's draws were based on investor's checks that
were sent in with the Contract. Covington stated that he
and Alfaro would review an investor's check and determine
who the salesperson was. Covington stated that if there
was no salesperson who had contacted the investor then
the client would be Alfaro's and he would not share the
commission with any salesperson. Covington would take the
check to the bank and put it into the investor's account for the
designated well. Covington would then transfer money out
of the well operating account and would deposit 25 to 30%
of an investor's funds into the Primera operating account and
approximately 10% would be paid to Alfaro.

Covington explained that these discretionary draws requested
by Alfaro were made only when the daily account logs
showed a cash balance that exceeded the amount of the draw.
Covington stated that money was transferred from each of
the Screaming Eagle wells to Alfaro's personal account. He
testified, however, that he could only speculate on how the
money was spent.

Covington testified that management fees were monies that
would be transferred from a designated well account to
the Primera operating account. Covington explained that he
described them as management fees because he was trying
to be consistent with the previous accountant's bookkeeping
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entries. Covington said that these management fees could not
represent the profit from a particular well after the drilling.
Covington testified that the amount for a management fee
started at 15% around July of 2011, and then gradually
went up to 20%, then 25%, and finally in 2015 by the time
Covington left Primera it was up to 30%. He further testified
that Alfaro set this number.

Covington testified that he prepared the ledger for 2013.
Plaintiff's Trial Exhibit 13, p. 89-90. Covington testified that
for 2014 he only did general ledger entries, but did not do
the closing entries. Covington did not have an explanation
as to why the 2014 ledger did not take into account the
reclassification of expenses to pass-through the expenses to
working owner interests. Covington testified that Primera
could pass through management fees to working interest
owners as intangible drilling costs, which could be used as tax
deductions for individual investors.

Covington testified that the owner's draws category had an
invoice number that was created when there was an invoice
transaction Plaintiff's Trial Exhibit 13, p.129. He testified that
the only way a check could be written was if there was an
invoice transaction in place.

Covington testified that he was also familiar with the
Screaming Eagle 1H Well. He testified that it was not a
producing well because it had been drilled into water *122
tables and too much water was being produced instead of oil.
He stated that the well was sold and the investors were never
apprised of the sale. Covington stated that the proceeds from
the sale of the Screaming Eagle 1H well were placed into the
designated 1H Well account and that $60,000 of the proceeds
were then transferred to the Primera operating account. On
the same day, a check was written to Brian Alfaro for $60,000
from Primera operating account. Covington testified that
Brian Alfaro told him he was going to use the $60,000 to build
a garage in his new home to house all of his automobiles.

Covington testified that he had no personal knowledge of a
letter to investors advising them that the Screaming Eagle 1H
well was going to be sold because it was not producing. He
further testified that he would have been involved in sending
a letter of this nature out to investors given his duties as an
accountant for Primera.

21. Megan Blair

Plaintiffs called Blair as adverse witness. Blair testified that
she assisted Covington until he unexpectedly resigned in
January of 2015. Blair testified that she assumed Covington's
responsibilities between Covington's resignation and the
hiring of Edgar Perez as Covington's replacement. She
testified that Covington developed Primera's accounting
system and that she just inputted information into the
accounting system. Blair further testified that one of her
responsibilities was to email a daily cash report for Primera
to Alfaro.

Megan Blair testified that some of her duties at Primera
were to input accounts payable into the Primera's accounting
software and to monitor invoices and billing for the company.
She testified that she is not a CPA. Blair also testified
that it was partially her responsibility to handle investor
paperwork and investments. Blair further testified that it was
her responsibility to take phone calls from vendors and to tell
vendors whether their invoices had been paid.

Blair testified that Plaintiffs' Trial Exhibit 1 is a report
generated from Primera's accounting software and that the
report listed invoices by vendor for the time period of March
2,2015, to June 2, 2015. Blair testified that she inputted some
of the transactions listed on this report. Blair testified that the
transactions were entered into the accounting software at or
near the time that Blair got the information.

Blair testified that vendors would often call because they
were not being paid and that this occurred through May of
2015. Blair testified that according to the Primera accounting
software, the claims of the complaining vendors were valid.
Blair, however, testified that if Alfaro disputed a vendor bill,
Primera would not pay it unless it could get a reduction for the
amount of the invoice. Further, Blair agreed that Alfaro was
paid $204,194 during from March 2, 2015 to June 1, 2015.
Trial P1. 1. Blair, however, attempted to recant what Plaintiffs'
Trial Exhibit 1 showed by stating that she was not in charge
of payments made by Primera or compensation received by
Primera employees. Further, Blair further testified that she did
not know if Alfaro was ever paid $204,000 because she was
not sure about the veracity of Plaintiffs' Trial Exhibit 1. The
Court finds this explanation not credible.

Blair explained that it was one of her regular job duties to
create emails stating the cash balance for Primera each day.
See, e.g, Trial Pl. 29. Blair stated that the email included the
amount of money that was available that day in each of the
segregated accounts and the bills that were due on each of
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those segregated accounts. *123 Blair then indicated that
as of February 2015, the amount of accounts payable for the
Screaming Eagle 1H well was $194,695.60. Further, Blair
testified that the funds available in the 1H account at that
time was $111. Blair then testified that the bills due section
of the email was broken down into two sections: (1) lease
operating expenses for production of oil and gas; and (2) bills
due for drilling and completing the well. Further, testified that
Alfaro owed $2.8 million in drilling and completion costs
in the Screaming Eagle 3H well and $3.074 million on the
Screaming Eagle 4H well. Trial P1. 29.

Blair testified that she was familiar with the marketing
materials for Primera and identified them as a “Book”
or brochure. Trial Pl. 76. Blair testified that according to
the Book, the management fee is supposed to be 2.7%.
Nonetheless, Blair testified that she wrote the phrase “less
30% fees” in the section dealing with accounts receivable.
Trial Pl. 29. Blair could not remember if Alfaro had
corrected her and indicated that Primera does not take a 30%
management fee. Blair further indicated that every day that
she provided a cash balance report to Alfaro, it contained
a deduction for management fees of 30%. Blair, however,
indicated that she did not know what “less 30% fees” meant
and did not understand management fee in the context of the
book.

Blair testified that part of her duties was to enter ledger entries
for paying Cliff Davis, the engineering consultant, for his
services and vendors on each well. Trial P1. 27. Davis emailed
Blair telling her and Alfaro that the Screaming Eagle 3H well
was shut-in because of compressor problems. She then stated
that Davis asked her and Alfaro to “[p]lease get these people
[the vendors] current.” Blair then verified that Alfaro was not
current with regard to the compressor vendor and because
Primera was not current on payment, the compressor was not
repaired.

Blair testified that she was not aware that a TRO was
issued against Alfaro and that Alfaro was restricted from
compensating himself while the TRO was in effect. Blair
reviewed Plaintiffs' Trial Exhibit 6 and confirmed that a TRO
was in place against Alfaro on April 28, 2015, until May 12,
2015. Blair acknowledged that she sent an email to Alfaro
on May 13, 2015, and confirmed that the second page of
the email was a spreadsheet entitled “Brian Alfaro Bonus
Schedule.” Trial PI. 37. Further, Blair noted that in the email
she told Alfaro the following: “You are owed $44,087.47,
and today you were paid $25,000, which leaves you with

$19,087.47 still due to you.” Trial P1. 37. Blair was then asked
about an owner draw to Alfaro for $25,000.00 while the TRO
was in effect. Trial Pl. 1. Blair reasoned that this did not
necessarily mean that Alfaro was paid an owner draw because
Plaintiffs' Trial Exhibit 1 did not show a check number.

E. Defendants

1. Brian Alfaro—Preliminary Injunction Hearing Testimony

Alfaro testified at length during the Preliminary Injunction
Hearing. At times Alfaro was either non-responsive or
evasive in his responses. Other times he was argumentative.
The Court had to instruct Alfaro on multiple occasions of
his duty to answer questions directly. Alfaro testified that
he took a $1.2 million dollar salary from Primera prior to
2013 but could not recall if he also took $1.2 million in
2013, as he believed that he took less. Alfaro testified that
in 2014 he received bi-monthly compensation of $30,000. In
addition to the bi-monthly compensation, Alfaro testified that
he takes non-commission based owner draws. To that end,
Alfaro testified that in January 2013, there were only four
days in *124 which he did not take a draw. Alfaro testified
that the draws were not used to fund personal obligations.

When asked if he only took owners draws when the company
was profitable, Alfaro indicated that he would review the
available cash on hand, amounts of invoices outstanding, and
meet with Covington to see if he could take a draw based upon
available funds. When pressed about owner draws equaling
10% of investor contributions, Alfaro denied that an owner
draw of $5,000 on January 10, 2014, the same day that Salmon
contributed $50,000, was a commission. Alfaro further denied
that he took an owner draw of $20,200 on January 20, 2014,
on the same day that Alfaro received investor checks from
Quackenbush and Appel totaling $202,332. Additionally,
Alfaro denied that a draw of $18,291, taken the same day
as Alfaro received an investment of $182,910 from Thesken,
was commission based. Alfaro denied he took an owner draw
of $19,722 on December 27, 2013, the same day that Alfaro
received an investment check of $197,220 from Mr. Appel
was not commission based. Alfaro again testified repeatedly
that it was a coincidence that the draw was taken on the
same day that an investment was received in an amount
of 10% of the investment. Alfaro reiterated multiple times
throughout the Preliminary Injunction Hearing and the trial on
the merits that neither him, his employees, nor his salesman
ever took commissions. Alfaro maintained that employees
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and salesmen were paid a salary and could earn a bonus above
and beyond the salary.

a. Testimony Regarding Primera's Investment Process

Alfaro indicated that there were three phases of an investment
or subscription agreement with Primera: the first phase was
payment for the subscription; the second phase was for
drilling and testing of the well; and the third phase was for
completion of the well.

Alfaro stated that the first phase of the process is that the well
is marketed, Primera then decides on the number of units, the
purchase price based upon an AFE, and what it would cost to
drill the well. Outside investors would then invest and buy a
working interest percentage in a well.

Alfaro testified that investor monies were allocated for a
particular well and were used to pay expenses for that well.
After the investment was received, it was treated as revenue,
and then placed into the segregated well account for Primera
to pay obligations of the well. Alfaro, however, disagreed
that the monies that were in the account, through investor
contributions, were supposed to stay in the segregated account
to pay vendors. Instead, Alfaro testified that investor's money
often is placed into the segregated well account, and then
moves to the Primera operating account, and then it may
move back into the segregated well account to pay bills.
Further, Alfaro maintained that this process is disclosed in the
Contract.

Alfaro testified that he did not know how the CPA coded
the movement of money between accounts and therefore
could not affirmatively answer that money transferred from
the segregated account to the Primera operating account was
coded as management fees. Alfaro then testified that the CPA
often coded a particular transaction incorrectly—an assertion
made throughout Alfaro's testimony. Alfaro testified that the
movement of money between accounts did not dilute the
funds available to pay Primera's vendors. Alfaro testified that
funds available to vendors depended on other variables such
as the amount of accounts receivable, how much is owed a
vendor, and how much product there is to sell.

*125 Regarding Primera's working interest in each of its
wells, Alfaro explained that a 10% working interest was
retained by Primera Energy in the Screaming Eagle 2H well;
6 to 8% was retained in the Screaming Eagle 3H well; and

1.8% was retained in the Screaming Eagle 4H well. Alfaro,
however, did not know the revenue from distribution of those
wells.

b. Testimony Specific to the Screaming Eagle 4H Well

Alfaro testified that he raised either $9.4 or $9.6 million from
investors for the Screaming Eagle 4H well. Alfaro agreed that
Primera owned the excess working interest in the well which
was roughly a 1.898% interest. Thus, Alfaro testified that 97%
of the working interest was sold to investors in the Screaming
Eagle 4H well.

Alfaro testified that for years 2013 and 2014, Primera
received $9,698,238 from investors for the Screaming Eagle
4H well and that this represents the selling of most of
Screaming Eagle 4H well's working interests. Alfaro further
testified that money received by Primera in December 2014
for the Screaming Eagle 4H well was not used for the next
prospect. Alfaro stated that there were investor deposits of
$1.46 million and transfers to Primera of $1.101 million
in January of 2014. As such, $69,000 remained in the
Screaming Eagle 4H well account after January 31, 2014.
Alfaro, however, would not agree that the transfers to Primera
operating account were in excess of the drilling amounts
collected under the Screaming Eagle 4H well investments,
as money was often transferred back and forth between
Primera operating and well accounts, making the accounting
confusing. Alfaro would also not agree that there were no
transfers back and forth between Primera operating account
and the Screaming Eagle 4H well account in January 2014.
See Trial P1. 13, p. 677 (showing that Alfaro stated that use of
the word “transfers” did not reflect the actual act of moving
money back and forth between accounts).

Further, Alfaro testified that he did not agree that the only
transfers that were coming into the Screaming Eagle 4H well
account in December 2014, were from the Primera operating
account to pay Screaming Eagle 4H well vendors. Alfaro,
however, did testify that in November and December of 2014
there were no investor deposits placed into the Screaming
Eagle 4H well account. Alfaro further testified that he did
not know how many units were still available at this time
or the status of accounts receivable. Based on the financials
of Primera from 2014, Alfaro testified that he did not agree
that money received by Primera in December 2014, would
have to come from investors for the next well prospect. Alfaro
testified that in December 2014, the overall Primera operating
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account lists fifteen entries that show transfers being made
from the Screaming Eagle 6H well account into the Primera
operating account. Alfaro testified that the money transferred
out of the Screaming Eagle 6H well was not transferred into
the Screaming Eagle 4H well. Alfaro also testified that he
disagreed with the assertion that from January to October
2014, Primera would take money out of the Screaming Eagle
4H well account to the point that there was not enough to pay
vendors that drilled the Screaming Eagle 4H well.

Alfaro stated that Covington wrote and signed the checks
for Primera to pay vendors, but that he approved vendor
payments. Alfaro testified that he did not have an incentive
to disregard vendor invoices despite the fact that money
that does not go to vendors would be profit for Primera.
Alfaro stated that he was not sure if Primera still owed
$3 million in invoices on the Screaming Eagle 4H well.
According to Primera's bankruptcy schedules, the outstanding
*126 invoices for the Screaming Eagle 3H and 4H wells
totaled over $7 million. The Court notes that it appears that
the Primera bankruptcy schedules are inaccurate because
there are outstanding claims by vendors not included in
the schedules. Nonetheless, Alfaro signed the schedules
indicating that the number of outstanding claims was
accurate.

Regarding overages on the Screaming Eagle 4H well, Alfaro
testified that Primera hardly ever asked investors, who had
already paid an initial investment, to pay more money as
overages. He testified that overages were charged on the
Screaming Eagle 4H well because Primera did not realize
electricity for the well would be needed. Alfaro testified that
electricity was one of the line items on the AFE for the
Screaming Eagle 4H well, but this initial estimate in the AFE
was not enough. Alfaro testified that he relied on Cliff Davis
to assess this extra expense for the Screaming Eagle 4H well.
Alfaro testified that the subscription agreement states that if
investors do not pay an assessment, even if it is wrong and/
or fraudulent, an investor interest could be terminated. Alfaro
stated that when an interest is terminated, it reverts back to
Primera.

c. Testimony Regarding the FINRA
Investigation and Contract Statements

Alfaro testified that he had been the subject of a FINRA
investigation in 2010 involving a business that Alfaro owned
called Pinnacle. Alfaro then testified that on April 25, 2012,

a FINRA order was issued stating that Alfaro has misused

customer funds. Alfaro denies that he misused customer
funds.

The FINRA investigation and findings was disclosed in the

Contract. The Contract stated:

October 9, 2012,
Corporations Commissioner issued a

California

desist-and-refrain order against Alfaro
Oil and Gas. Mr. Alfaro and Tim
Hundley, who's currently serving as
executive vice president of client
relations to the company. The letter
alleges that Alfaro Oil and Gas and
Alfaro and Hundley sell joint ventures
in California, in violation of the state
securities law, and orders Alfaro Oil
and Gas, Hundley, and—to refrain
from the sale of securities in the state
of California, in violation of state law.

d. Testimony Regarding the Investment Process

Alfaro testified that he called most of the investors before
they invested in their wells, except for the Gillette group. He
further testified that many of them brought in referrals. Alfaro
testified as to which investor was a walk-in and who received
a phone call prior to investing. Alfaro testified that Curtner,
Campisi, Crawford, Keese, Ed McPherson, Wesley Crow, Bill
Quackenbush, Rick Reily, Greg Shilts, DC Oil Company,
Buford and Lillian Salmon, Joe Hart, Brian Huber, David
Davalos, Daniel Davalos, R+E+G, K & Z, Dennis McMillian,
Chip Johnston, and Milan Knezovich all received telephone
calls prior to investing Alfaro testified that all other eighteen
investors were walk-ins.

Alfaro explained the investment process that was used with
Primera' investors, was that he would send a brochure to
the investor and see if the investor had a tolerance for
high risk. Alfaro would then check to see if the investor is
accredited—that is, if the investor can withstand financially
losing his or her investment. Alfaro explained that the term
“accredited” means that the investor has a net worth of at
least $1 million and/or the investor's income is $200,000—
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300,000 if the investor is single; if the investor is married, they
must have over $300,000 in liquid assets not including house
and home furnishings. *127 Alfaro testified that he based
these numbers using Securities and Exchange Commission
(“SEC”) statistics. Alfaro stated he would ask a potential
investor if they are accredited. If an investor was accredited,
Alfaro would find out if they are interested in investing in
Primera, give them the Contract and walk the investor through
the document, and then get the investor to sign a contract
stating that they are accredited.

Alfaro explained the company was marketed by sending
potential investors a postcard with a picture of a well.
Alfaro stated that this is a common practice the oil and gas
industry. Further, Alfaro stated that part of the reason he sends
postcards out is to entice investors and the other part is inform
potential investors. Alfaro testified that he sent the postcard
to people that were potential oil and gas investors and current
investors in Primera. Alfaro then testified that he did not recall
receiving any calls based on the postcard campaign. If an
individual wanted to invest in a well, Alfaro testified that the
investor is required to sign a subscription agreement before
Primera accepts an investment in a well. Further, the investor
must also send a check with the subscription agreement for
the purchase of a unit(s). Alfaro testified that this practice is
the same for all wells: Screaming Eagle 1H, 2H, 3H, 4H, 6H
wells, and the Black Hawk Buda.

Alfaro explained how the investment process worked for
particular investors. For example, Alfaro testified that Curtner
would have received a Contract after Primera had built a
relationship with him and established him as suitable investor.
Alfaro said that Curtner received a brochure that explained
Primera's philosophies and served as an educational tool to
see if the Curtner qualified. Alfaro explained the subscription
agreement between Primera and Curtner and that there were a
number of disclosures and a suitability questionnaire in which
the investor must attest that s/he is accredited. The investor
then signs the questionnaire, dates it, and attests that s/he meet
the qualifications.

Similar to his dealings with Curtner, Alfaro stated the he
made no representations to Patek or other investors prior to
executing the subscription agreements. Additionally, Alfaro
testified that he made no representations to Mrs. Patek
before she executed the subscription agreement. Alfaro then
indicated that he made no representations to any of the
Plaintiffs before they executed their subscription agreements.
Alfaro cited language in the Contract advising investors

about not relying on salespeople oral representations. Alfaro
explained that the disclosures in the Contract indicate that
one should not rely on oral representations because investors
should only rely on the disclosures within the Contract.

Additionally, Alfaro did not dispute that he or his sales staff
may have made oral representations to investors over the
phone. Alfaro stated that he only made representations that
are contained in the Contract. Moreover, Alfaro stated it was
his impression that he can say anything he wants over the
phone because he can rely on the Contract's limitation against
relying on oral representations in the Contract. Moreover,
Alfaro maintained that he did not tell investors over the phone
that the investment was guaranteed.

Alfaro then stated that the subscription agreements for the
wells are virtually the same. Further, Alfaro testified that there
is no difference in the representatives and warranties in the
subscription agreement for all of the wells.

Alfaro acknowledged that the Contract contains a number
of representations and *128 warranties of the subscriber
(Primera). The Contract states that: “Oral statements which
differ from the written data provided prospective investors
have not been authorized and should not be relied upon under
any circumstances.” Alfaro testified he did not make any such
representations of fact prior to any of the Plaintiffs executing
their subscription agreement. Further Alfaro stated that he
made no representations to any of the Plaintiffs such that
they would rely on those statements prior to executing their
subscription agreements. In addition, Alfaro testified that he
coordinates the preparation of the Contract. Alfaro stated that
the geologist and engineer prepare geological and engineering
data and then it is approved by the legal team. Alfaro further
stated that a Contract was provided for each unit sold in all
wells (Screaming Eagle 1H, 2H, 3H, 4H, 6H wells, and Buda
Black Hawk).

Alfaro explained that every investor received the Contract
before investing. Alfaro noted that in the back of the Contract,
the investor had to provide information regarding their
suitability for the investment. The investor then certified that
the investor is accredited for making the investment. Alfaro
stated that once Primera receives the subscription agreement,
suitability questionnaire, and investment, then the investor is
considered an investor in a particular well.
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Alfaro testified that in the Contract that the investor is notified
that the investor could forfeit his or her interest. Specifically,
the Contract states that there could be forfeiture of interest:

A portion of the purchase price for
the units represented the unit's share
of estimate drilling and testing costs
and completion and equipment costs
associated with the well. In the event
that the unit share of actual drilling
and testing costs or actual completion
and equipment costs exceed the
amount estimated, participants will be
required to tender additional funds to
the company and payment for their
working pro rate portion of such
excess costs, overages. And if they
should fail to do so, then their working
interesting ownership in the well will
be forfeited to the company.

e. Testimony Regarding the Gillette Group

Alfaro testified that he had several meetings with the Gillettes.
At the first meeting, the following individuals were present:
Eddie Gillette, Thomas J. Gillette, Vince Gillette, possibly
Margie, Tish Gillette, Vince Gillette, Orlando Guerra and
possibly his brother, and Ms. Guerra—Gillette. Alfaro testified
that the Gillettes came with Rick Reily, and possibly, Rick
Reily's mother and father (Betty and James Reily). Alfaro
stated that he had the geologist, the engineer, Covington, and
a legal team present to answer the Gillettes' questions. Alfaro
and his team answered legal, tax, and geological questions
regarding the prospective investment. Alfaro stated that he did
not tell the Gillettes that Primera already found oil and that the
company just needed the Gillette's investment money. Alfaro
testified that the Gillette group was excited about investing in
Primera, but Alfaro told them to calm down and take home
the material, read it, and they could all reconvene later. Alfaro
testified that the Gillette group wanted to invest immediately
but he wanted them to wait so that they understood the risks.

Alfaro explained that the next meeting with the Gillettes was
either the next day or the day after. Alfaro testified that the
Gillettes asked a number of questions, particularly regarding

Alfaro's past. Alfaro stated that he answered all their questions
and characterized the group as being skeptical during this
meeting. Alfaro stated *129 that he went through the FINRA
and California Regulatory action issues with the group, as
well as the disclosures. Alfaro noted that the California action
was disclosed in every Contract and that he never denied that
he was the person involved in the California action. Alfaro
then testified that after he answered the group's questions,
the Gillette group signed the subscription agreement and the
documents were executed.

Additionally, Alfaro testified that at one of the meetings with
the Gillette group, Tish expressed interest in selling for Alfaro
as she knew a number of doctors. Alfaro stated that she was
excited about the product and he told her that he could hire
here as an executive at Primera but she wanted to sell on an
outsourced basis. Further, Alfaro testified that his attorney,
Patton Zarate, was present for this discussion and the way they
could make Tish a salesperson would be to have her sign a
BD form.

f. Testimony Regarding Commissions,
Management Fee, and Vendor Payments

Alfaro testified that he understood commission-based
compensation to mean that when you make a sale you get
a specific percentage of the sale's price. Alfaro then stated
that he never received commission-based payment as the
president of Primera. Alfaro stated that Primera never earned
more than 10% in the Screaming Eagle 1H, 2H, 3H, 4H, or
6H wells. Alfaro testified that no other Primera employee was
paid a commission. Alfaro maintained that he did not pay any
commissions because Primera is not a brokerage firm. Alfaro
also stated that he has never taken a commission on any of
the investor monies that had been deposited into Primera's
accounts.

Alfaro stated that Primera has employees fill out monthly
sheets that show job duties and if the employee is doing a
good job, an employee may receive a bonus. Alfaro then
testified that an employee could earn a bonus based on overall
job performance such as sales, but that a bonus is not based
solely on sales. Alfaro stated that paying of bonuses was
discretionary with him to determine how much the person
has accomplished and if the employee deserved a bonus.
Alfaro stated that he would look at documentation such as an
employee's monthly job duty report, then sit down with the
employee, and discuss their value to Primera. Alfaro agreed
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that during 2013, hundreds of thousands of dollars were
given in bonuses to sales persons. Alfaro testified he would
look at the financial health of the company before paying a
bonus. Alfaro then stated that when assessing the health of
the company, he would look at where Primera was sitting
financially—incoming revenue versus the obligations of the
company. Alfaro then stated that Covington would provide
information regarding the health of the company.

Alfaro testified that he would sit down with Covington
to discuss Primera's financial situation when he wanted
to take an owner draw. Alfaro further testified that the
two would discuss the financial health of the company,
outstanding invoices, accounts payable, accounts receivable,
and Primera's overall finances. After discussing this,
Covington and Alfaro would determine how big of a bonus
Alfaro could take. Alfaro said that he relied on Covington's
financial expertise when taking a bonus. Nonetheless, Alfaro
testified that he did not believe that the books and records of
Primera are accurate.

Alfaro stated that Primera was able to charge a management
fee but he did not believe that it was ever done. Alfaro
acknowledged that millions of dollars had gone into his
personal bank account since January 1, 2013 as compensation
to him.

*130 Alfaro testified that when bills came to Primera, the
bills were routed to the accounting department. Alfaro stated
that Covington was in charge of accounting. Alfaro stated
that it was the accounting department's responsibility to input
an invoice into an accounts payable ledger. Alfaro further
stated that he received the payable ledger every day and this
would be something he looked at when deciding whether to
take an owner draw. Alfaro stated that he recalled Covington's
testimony that no bill would be paid unless it had Alfaro's
approval. Alfaro, however, testified that this statement was
not true as Covington paid many basic bills without approval.
Covington would verify that he wanted to pay certain bills
and Alfaro would tell him to get them paid. Alfaro explained
that Primera did not refuse to pay invoices, but noted that
prior to bankruptcy, the company had to prioritize and pay the
important bills first. Alfaro maintained that it was not true that
he chose to pay himself and take owner draws as opposed to
paying invoices.

2. Brian Alfaro—Trial Testimony

a. Testimony Regarding the
Subscription Agreement and PPM

The Plaintiffs called Alfaro at the trial as an adverse witness.
Some of the examination was repetitive of what Alfaro
testified at the TRO hearing, and will not be repeated here.
The Court will only provide a summary of newly elicited
testimony of Alfaro. Plaintiffs' counsel again examined
Alfaro about his understanding of the Contract. Alfaro agreed
that as the president of Primera, he was careful to include
only truthful and accurate information in the Contract. Alfaro
testified that it was perfectly reasonable for the investors to
rely on the information in the Contract. Alfaro further testified
that he communicated to potential investors that neither he
nor Primera's employees would receive commission-based
compensation for the sale of the units. Alfaro agreed that
every time he sent a Contract to a potential investor he was
making that promise.

Alfaro then testified that one of the promises that Primera
made in the Contract was how Primera would apply the
investor proceeds to the particular well for which the investor
had invested. Alfaro was asked if he agreed that every time
he sent out a Contract he was representing that he was going
to apply the funds as stated in the Contract. Alfaro further
testified that every time he signed a subscription agreement
he was making a promise that he would not pay commission-
based compensation. Alfaro testified that it was reasonable
for investors to rely on the promise that he would not pay
commission-based compensation to himself or his employees.

b. Testimony Regarding Bankruptcy Filing and TRO

Alfaro stated that Perez and Blair put together the schedules
and statement of financial affairs for the bankruptcy case.
Alfaro confirmed that Perez and Blair provided him the
information for the bankruptcy schedules and he signed it.
Alfaro confirmed that when he signed the schedules he was
stating that as owner of the Primera and that, he read the
summary and schedules and they were true and correct to the
best of his knowledge. Alfaro stated that he made the decision
to put Primera into bankruptcy. Alfaro confirmed that,
according to the schedules, Primera owed $7,202,013.11 to
creditors. He further testified that the amount of compensation
he paid himself during 2013 and 2014 was over $5 million.
Alfaro stated that he did not think his taking out $5 million in

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 47



In re Primera Energy, LLC, 579 B.R. 75 (2017)

owner draws and in W-2 compensation in 2014 contributed
to Primera's bankruptcy.

*131 Alfaro discussed whether the TRO prohibited him
from making payments to vendors or draws for himself. Trial
P 6. Alfaro testified that the TRO said nothing about Primera
being prohibited from paying vendors. Alfaro confirmed that
the TRO said was that Primera could not pay Alfaro any
money besides a $5,000 payment on or about April 30, 2015.
Alfaro then confirmed that the order was entered on May 28,
2015. Alfaro further testified that the order was in place for
fourteen days and it would have expired on June 12, 2015.

Alfaro then testified that he took owner draws from Primera
from May 1, 2015 to June 1, 2015. He confirmed that he
took ten owner draws during the time the TRO lapsed. Alfaro
admitted that he took a $5,000 owner draw on June 1, 2015,
even though the TRO stated that he could only take one draw.
Alfaro understood that the investors intended use of their
funds was for drilling and completing a specific well. Alfaro
agreed that the investors intended that their money be used to
pay vendors for their wells.

c. Issues with Investments and Wells

Alfaro explained that in 2015, 100% of Primera's profit came
from investor contributions. Further, Alfaro agreed that in
2014, the only money that Primera made from production
from its working interests was $137,000. Alfaro then testified
that, with the exception of $137,000, all of Primera's revenues
came from investor contributions.

Alfaro stated that the Screaming Eagle 4H well Contract, like
the other Contracts, provides that proceeds received from the
offer and sale of all units will be deposited into a segregated
bank account in the name of the program. Alfaro explained
that if moneys were transferred from a well account to the
Primera operating account it was done at the direction of
his lawyers or pursuant to Primera policy. Alfaro would not
accept responsibility for whether an investor's investment
should have not gone to the Primera operating account.
Moreover, Alfaro believed that an investor's money could go
into a segregated well account, then to the Primera operating
account, and then to Alfaro's personal account.

Alfaro acknowledged that Primera compensated him
two ways—through owner draws and through W-2
compensation. Alfaro stated that he believed his W-2 salary

in 2013 was $880,000 and that his W-2 salary in 2014 was
$1.2 million. Alfaro admitted that over a two and half-year
period he took 483 owner draws. Trial P 132. Further, of
the 483 draws taken from 2013 to 2015, 113 constituted
exactly 10% of investor contributions, or nearly 10% of the
contribution. Nonetheless, as of June 26, 2015, Primera had
not paid over $7 million that it owed to vendors. Alfaro
argued that many of the vendor claims were illegitimate, and
therefore, were not paid,

Alfaro acknowledged that one of Primera's vendors,
Platinum, sued Primera for unpaid invoices. Nonetheless,
Alfaro agreed that he took out $146,000 in draws just before
Platinum filed suit, and, had he not taken the draws, Primera
could have paid Platinum under a settlement agreement.

d. Testimony Regarding Alfaro's Personal Financials

Alfaro stated that he lived in Shavano Park, Texas and that
Bexar County Appraisal District value in 2015 was $2.9
million. The monthly payment for the home was $23,000.
Alfaro indicated that when Primera filed for bankruptcy, he
also owned a lot in Boerne, but was in the process of selling
it. Alfaro agreed that the lot was worth $1.2 million. Alfaro
also owned a house at Cinnamon Shores on *132 Mustang
Island, Texas and was worth about $926,000.

Alfaro then testified that at the time of the bankruptcy, he
owned a Bentley, Ford Mustang, Porsche, G—Class Mercedes,
Lamborghini, and was leasing a Cadillac Escalade. Alfaro
testified that the monthly payment for the G—Class Mercedes
was $2,300. Alfaro stated he purchased a new G—Class
Mercedes about the time of the Primera bankruptcy for about
$150,000. Alfaro stated that the lease on the Escalade was
$1,600 a month and he made $2,854 monthly payment for
the Porsche. Alfaro could not recall the monthly payment was
for the Bentley. Alfaro testified that he does not pay cash for
the vehicles, but puts nominal cash down and takes a note.
Alfaro testified that at the time when he purchased the cars,
properties, and San Antonio Spurs tickets, the only job he had
was as president of Primera, Alfaro O & G, and Alfaro Energy
and that during this time, his sole income came from the three
entities.

e. Testimony Regarding Silver Star Resources
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Alfaro explained that he had another business venture—
Silver Star Resources which facially appeared to do the same
thing as Primera. Nonetheless, Alfaro testified that Silver
Star's business model is not the same as Primera's business
model. Further, Alfaro stated that in March of 2016, Silver
Star Resources paid $732,200 into the Kristi and Brian Alfaro
Trust.

3. Kristi Alfaro

Kristi Alfaro testified on March 28, 2015, at the Preliminary
Injunction Hearing. She did not testify at trial. Kristi Alfaro
has been married to Brian Alfaro for twenty-four years and
they have four children.

Kristi Alfaro testified that she dealt primarily with the day-
to-day finances of the household, which included paying any
loans or notes that the couple had on various assets that they
owned. The assets Kristi Alfaro testified to owning along with
Brian Alfaro included:

* G-class Mercedes, purchased around 2013 at purchase
price of $130,000 and monthly payment of $2,300.

* Orange Lamborghini, purchased around fall of 2014 at
purchase price of $400,000, and monthly payment of
about $6,000. As well, she stated that she did not know
of any other Lamborghinis that her husband may have
owned or been driving.

* Porsche, purchased for $130,000.

* Cadillac Escalade, purchased March of 2015 and monthly
payment of $1,600.

* Bentley, purchased within the last two years for $189,000.
Kristi Alfaro also stated that her husband did own
another Bentley prior to the purchase of the one he
owned currently.

¢ Ford GT, purchased around June 2006 for $160,000.
* 1999 Viper, purchased around fall of 2005.

» Two Ducati Motorcycles, purchased between 2005 and
2007.

* Home at Huntington Place in Bexar County, purchased
in December of 2013 and a monthly payment of about
$23,000. She did not dispute the Bexar County Appraisal

District's record of $2.5 million of value for Huntington
Place.

* Home in Anaqua Springs, purchased in September of
2005 monthly payment on the home of roughly $6,300
and was for sale for $1.2 million.

* Two lots in Anaqua Springs valued at $100,000 and
$500,000 respectively, purchased around 2007 and 2008.
There was a monthly payment on the property valued at
$500,000, but *133 Kristi Alfaro could not testify to
the amount of the payment.

* Condo downtown at Fedora, purchased about two or three
years prior. Kristi Alfaro was not aware of the purchase
price or monthly payment. She additionally stated that
the condo at Fedora was for sale, but did not know the
exact purchase price.

* Lot in Lago Vista, near the Austin area, purchased outright
with no monthly payment many years ago.

Mrs. Alfaro stated that she and her husband created a trust
for the benefit of their children on July 28, 2004. Assets
held by the trust included a beach home at Cinnamon Shores
on Mustang Island and life insurance policies. When asked
when the beach home was transferred to the trust, Mrs. Alfaro
stated she was not sure, but that she thought it had been a
couple of years. Further, she testified that the Alfaro's life
insurance policies either initially funded the trust or were
transferred into the trust at the same time as the home. The
trust was created to protect assets from frivolous suits, and
to provide for their children. Mrs. Alfaro did not know that
by transferring the home to the trust it would become more
difficult for people, who sued her and her husband, to obtain
it in a judgment. She did state, however, that they wanted
to protect the assets for their children and their children's
children.

Kristi Alfaro stated that she and her husband owned numerous
investment and bank accounts including: a Scottrade account
to make investments, a Chase Bank account that contained
assets from a closed Broadway account, a 529 Account
with Edward Jones created for the benefit of her children's
education, a Karnes City national Bank for the purpose of
paying the Huntington Place home payment, and a Wells
Fargo account used to make the monthly payments on the
Anaqua Springs.
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F. Primera Employees and Michael Turner

1. Justin Rodriguez

Rodriguez is a former employee of Primera, and a current
employee of Silver Star Resources. Rodriguez testified that
he worked at Primera from late 2011 until June 2015, and
that a portion of his job function included sales. Specifically,
Rodriguez was responsible for trying to generate potential
investors in the wells. Rodriguez testified that he was
responsible for recruiting the Gillettes as potential investors.

As to finding new investors, Rodriguez testified that Primera
purchased lists of leads and the sales representatives would
call the individuals on those lists. Further, Rodriguez stated
that he understood the lists were comprised of high-wealth
individuals who were accredited to purchase a working
interest in a well.

Rodriguez testified that he receives a salary. Rodriguez
disputes that it is a draw, as characterized by Cody Reyes
in his testimony. When asked, Rodriguez expressly denied
that as a salesperson for Primera he was paid a commission
for investor contributions that he brought into the company.
Similarly, Rodriguez expressly denied receiving commission-
based income for any sales that he brought into the company.

2. Michael Perkins

Perkins stated investor contributions to the Screaming Eagle
3H well totaled $10,560,454.77 and that $3,183,740, or
30.1% of the contributions, had been paid to Primera
as management fees. The well's balance sheet indicated
an outstanding accounts payable attributable to vendor
$2,895,238. Perkins testified that *134
investor contributions for the Screaming Eagle 4H well
totaled $9,698,238. Roughly 65% of these contributions
($6,304,608), was paid to Primera as management fees.

claims for

The Screaming Eagle 4H well balance sheet showed an
outstanding accounts payable attributable to vendor claims
for $3,060,106. Perkins testified he examined financial
records to complete his report; including balance sheets,
income statements, general ledger, bank statements, and
support for journal entries.

Perkins testified he believed money flowed to Alfaro in
three ways: owner draws, intercompany transfers, and W—2
compensation. Perkins testified that Exhibit C of Plaintiffs'
Trial Exhibit 1 showed 10 instances during the first quarter
of 2014, the period between January 1 and March 31, 2014,
wherein the amount of draws paid to Alfaro represented
either exactly 10% or close to 10% of investor contributions
collected that same day. Perkins testified that owner draws
totaled $3,257,158 during that period.

Perkins testified that he requested Alfaro's personal bank
statements to determine whether or not Brian Alfaro actually
received the funds in his accounts. Those statements were
not provided to Perkins. Rather, Perkins stated he knew the
money was paid to Alfaro because it was notated in Primera's
general ledger.

Perkins testified that his report in Exhibit C was not
exhaustive. Perkins stated he did not have time to examine
every draw in the ledger listing and focused his report
only on draws that correlated to an investor contribution,
all of which were approximately 10% of the contribution
suggesting the presence of commission-based compensation.
Perkins admitted it would not be surprising if the Screaming
Eagle 4H well had more than 100 investor contributions
between 2013 and 2014.

Perkins testified it was not possible to say that the same
dollar deposited into the Screaming Eagle 3H or 4H wells
segregated account that came from an investor contribution
was the same dollar that went directly into Primera's operating
account and was subsequently transferred to Alfaro. Perkins
testified it was likely Primera had other sources of income
other than investor contributions that were likely accounted
for in the ledger.

Perkins testified that he did not read Primera's PPM or
any of its subscription agreements, and admitted to having
no knowledge as to what Primera could do with investor
contributions deposited into a segregated well account or
whether Brian Alfaro was entitled to commission and owner
draws. Perkins also admitted to not knowing whether Primera
could pay itself regardless of whether a well was profitable
or losing money.

3. Edgar Perez—Mendez
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Perez worked as the CPA for Primera full time from May
3, 2015 until July 9, 2015. Perez stated that he understood
Covington was there for “five years, with a small gap” prior
to him. Perez stated that he understood Covington would
transfer certain funds from individual well operating accounts
into Primera's operating account, and that some of those funds
would be transferred back into well accounts. Further, he
understood that vendors were paid from those well accounts,
and the general account was for expenses such as salaries,
overhead and rent. Perez testified that Blair was his assistant
while he was a full time employee in the CPA role.

Perez stated that when Primera filed for bankruptcy just
a few days before he started full time, he appeared on
Primera's behalf at the section 341 meeting of creditors.
Further, Perez testified that he was involved in the preparation
of documents for that meeting along with Blair and *135

Primera's bankruptcy counsel. Perez noted that the data he
used to prepare for the meeting was compiled from the records
in the Primera accounting computer system. Perez testified
that according to the summary of schedules (ECF No. 57 in
the bankruptcy case), creditors hold unsecured nonpriority
claims in the amount of $6,266,930.80. Perez stated that he
represented to the bankruptcy court, on behalf of Primera
that it owed trade creditors the amount in the summary of
schedules.

Perez testified that of those claims, he indicated, on behalf of
Primera, that the claims lacking an invoice were marked as
“disputed.” Perez also stated that he was not the appropriate
person to determine whether charges are valid, and that he
was just gathering and compiling information.

As to Alfaro's compensation, Perez stated that he limited
familiarity with it. Perez testified that Alfaro received W—
2 employee compensation, as well as frequent draws. As an
aside, Perez testified that the frequency of the draws taken by
Alfaro appears unusual to him in his experience. Specifically
as to Alfaro's compensation, Perez testified that in 2013,
Alfaro received salary of roughly $880,000 and in 2014,
salary of $1.2 million. In addition to the salary, Perez testified
that from January 1, 2013, to December 31, 2014, Alfaro took
draws of $3,357,158.00. Perez testified that in total, including
draws and salary, Alfaro was paid $5,337,658 in 2013-2014.

Perez testified that in 2013 and 2014, the Screaming Eagle
3H and 4H wells collected a total of $18.6 million in investor
contributions. From that, Perez testified that he divided the
$3.2 million that Alfaro received in owner draws to determine

that Alfaro took 18% of the investment funds collected in
draws. Perez stated that on the money raised in the Screaming
Eagle 3H and 4H, 29% went to Alfaro in compensation or
draws.

As to draws, Perez testified that it would be consistent with
Perkins's report that from January 1, 2013, to June 1, 2015,
there were 113 instances of Alfaro taking 10% or nearly
10% of investor contributions. As to splits with sales persons,
Perez testified that there were another 166 instances of Alfaro
and another sales representative together taking 10% or nearly
10% of investment contributions.

As to how Primera generated income, Perez stated that
he understood that Primera sells working well interests to
investors, and that Primera possibly could have retained
working interests in the well itself. Perez testified that of
the money brought into Primera in 2013-2014, 90-95%
of it came from investor contributions. Perez agreed that
because 90-95% of Primera's revenue came from investor
contributions, any draws that Alfaro took then also came from
investor contributions. Similarly, in 2015, Perez testified that
probably all of the revenue Primera received was investor
contributions. Perez stated that during the time that he was
at Primera as its CPA, he noticed Primera customarily paid
Alfaro and other sales representatives 10% of the monies they
brought in from investors. Further, Perez testified that when
he began work full time as Primera's CPA, there were many
vendors who had not been paid, or even had their invoices
entered into the accounting system yet.

Perez stated that he understood the actual cost of the wells to
be approximately 60% of the amount reflected in the AFE,
leaving a 40% profit margin. Perez testified that he did not
know whether that 40% margin was in the AFE, but that
was what Primera netted regardless. Further, Perez stated that
when Primera filed bankruptcy, it had over $6 million in total
liabilities, despite netting 40% of investor contributions.

*136 As to the 40% profit margin, Perez testified that
it would include operating costs, administrative costs,
overhead, and a factor for risk. Moreover, Perez also stated
that it is not unusual for oil and gas promotion companies to
retain a substantial amount of the contributors' investments
for expenses.

Perez was told that in March to May 2015 preceding the
bankruptcy filing, Alfaro took $204,000 in owner draws. To
this, Perez testified that he would not have done that because
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it would not be good for the company and that he “couldn't
sleep at night.”

4. Tim Hundley

Hundley stated that Alfaro has spoken with him about
commissions throughout the entirety of their relationship, but
that he does not recall specific instances. When asked whether
his job was to sell working interests to prospective investors,
Hundley stated that was not necessarily accurate, and rather,
“one of [his] job duties was to participate in the sales process
of working interest in the projects that the company had
available.” When asked how much investment monies he sold
in total in working interests, Hundley testified that he would
not be surprised if the amount exceeded $5 million.

Hundley stated that he has spoken with Brian Huber, and that
he knows him as a former client of one of Alfaro's entities.
Hundley testified that he has spoken with Huber, but when
asked whether he received a commission of the sale of Huber's
investment, Hundley stated that he “did not believe so.”

As to his compensation, Hundley testified that he was a
salaried employee. When asked if he took a draw as part of
that salary, Hundley stated “perhaps.” As to draws, Hundley
testified that he believe he did have to pay them back.
Hundley stated that he received a base salary in addition
to discretionary bonuses awarded by the company and not
attributable to specific sales.

5. Sonia Jimenez

Jimenez testified that she manages Alfaro's phone calls,
including forwarding incoming calls, taking messages,
relaying those messages, and deciding when to put callers
through to him. Jimenez testified that she is the record keeper
for Alfaro. Jimenez stated that records are kept in a company
database, including the information of all of the investors. As
to the mail management, Jimenez testified that she prepares
and sends out mail on behalf of all employees of the company,
including sending correspondence out to investors such as
reports on the wells or invoices.

6. Cody Reyes

Reyes testified that at a pre-hire interview, Alfaro described
how salespersons of Primera were to be compensated: $3,000
per month and a bi-weekly pay check, on top of commissions,
which Reyes stated were referred to as bonuses, of 10% per
every share sold. Reyes stated Alfaro would then take back
the $3,000 draw from the $10,000 sale bonus corresponding
to every share sold.

Reyes testified that he was selling shares for the Screaming
Eagle 4H well, cold calling potential investors; Reyes added
that he was never really sure what he was selling and had
trouble conducting phone calls. Reyes stated he was required
to pick investors from a database showing the investors' states
and assets and was required to make 200 phone calls per day.
Reyes testified that he never discussed securities licensing
during the pre-hire interview and reiterated that it was not
required. Reyes testified that he had no other job duties other
than cold-calling investors and trying to sell shares.

*137 7. Michael Turner

Turner testified that in conducting his forensic accounting
investigation, he did not have access to the accounting
program used by the Alfaro entities, Wolfpack. Rather, Turner
stated that he worked off printed copies of ledgers. Turner
testified that by not having access to the accounting software
that and it slowed his analysis down immensely.

On June 2, 2015, Lamont A. Jefferson was appointed
by the Honorable Judge Antonia Arteaga to serve as the
receiver for Primera, Alfaro O & G, and Alfaro Energy. The
appointment does not encompass Alfaro's personal assets. Mr.
Jefterson prepares and submits quartly reports discussing the
receivership estate and the property in its possession. Mr.
Jefferson monitors the receivership account at Frost Bank and
traces the deposits and disburements made from that account.
Mr. Jefterson also monitors the status of the East Moss Lake/
LNG wells the North Cankton well.

Turner testified that he created his report from his
investigation as to the monies that the receiver for Alfaro
Energy and Alfaro O & G recovered from Jordan Oil. Turner
stated that there was $900,000 deposited into the registry
of the Court, and that it had come from various Primera
accounts.

Turner confirmed that pursuant to his investigation into the
Alfaro entities, he discovered that the monies recovered by

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 52



In re Primera Energy, LLC, 579 B.R. 75 (2017)

the receiver were not entirely due to Alfaro Energy or Alfaro
O & G. Rather, Turner stated that of the $900,000 recovered,
approximately $577,000 were transferred by an Alfaro entity
to the investors of the East Moss Lake well. Turner stated that
he could trace the $577,000 that was paid to the East Moss
Lake investors from accounts belonging to Alfaro entities.
Specifically, Turner stated that the source of the funds were
attributable to the Primera operating account, and specific
segregated accounts including the Montage Legacy 1H well
account, the Montage Legacy 2H well account, the Alfaro
Screaming Eagle 1H account, and the Primera Screaming
Eagle 1H account. Further, Turner testified that the monies
used to pay the distributions to the East Moss Lake were
“earmarked” in the accounting entries as being specifically for
that purpose. Finally, Turner stated that he understands these
funds to be characterized as either a loan or monies to replace
the distributions that were not being paid by Jordan. For
example, in January 11, 2012, $95,000 was transferred from
the Montage into the Alfaro operating account. Subsequently,
$100,000 was transferred from the Screaming Eagle account
and that same day, $195,000 was transferred to the East Moss
Lake LNG.

Turner testified that during 2012 and 2013, over $5 million
was transferred from various well accounts into the Alfaro
operating account. Turner stated that from that $5 million,
$577,655.91 was used to pay the East Moss Lake investors.
Turner testified that he found numerous intercompany
transfers between Alfaro Energy, Alfaro Oil and Gas, Primera
Energy and the individual segregated well accounts. Turner
testified that his opinion of the state of the accounting records
at Primera is “a real mess.”

Turner confirmed that the Contracts state that investors' initial
funds (their contributions) are in a segregated account. He
testified that a segregated account is usually labeled at the
banking institution with the name of the joint venture. Turner
testified that Primera did have segregated bank accounts for
each individual well.

V. Miscellaneous Evidence Presented

* The parties stipulate that, on April 4, 2016, the Chapter
11 Trustee *138 sold the remainder of the leases
belonging to Primera in McMullen and Gonzales
County, Texas for $700,000, and no Plaintiff objected
to that sale.

* The parties stipulate that, on May 2, 2016, Plaintiffs
filed their Objection to the First Amended Plan and
the proposed treatment of the Plaintiffs as being
subordinated to the claims of the unsecured creditors,
claiming that the Plaintiffs were not shareholders of
Primera, but that they had purchased working interests
in specific wells and should be treated as general
unsecured creditors.

e The parties stipulate that, as part of confirmation
of the Chapter 11 Trustee's plan in the underlying
bankruptcy, Plaintiffs agreed to subordinate their
claims to the claims of unsecured creditors in
exchange for which the Chapter 11 Trustee released
any and all claims of Primera against Plaintiffs,
including but not limited to Plaintiffs' joint and several
liability with Primera as joint venturers of Primera
Energy.

ANALYSIS OF PLAINTIFFS' CLAIMS

As an initial matter, Defendants note that only seventeen
of the twenty-eight Plaintiffs remaining at the time of
trial testified (some of the Plaintiffs elected to non-suit
the Defendants). Defendants argue that the failure of each
Plaintiff to testify at trial should be a per se bar to those
Plaintiffs' ability to recover on their plead claims. While
the burden of proof remains on each Plaintiff to prove the
elements of each cause of action, the Court declines to find
that failure to appear to testify at trial alone provides a bar
to recovery on all claims. Although the lack of testimony
provided by those Plaintiffs may ultimately prove fatal to their
claims, the Court shall take the evidence presented by each
Plaintiff on each claim in turn and weigh the evidence and
burden of proof accordingly.

I. Common Law Fraud and Fraud in the Inducement

A. Breach of Contract or Fraudulent Inducement?
As an initial matter, the parties differ as to an important
perspective of the fraud allegations. Briefly stated, Plaintiffs
base their allegations of fraud on both: (1) misrepresentations
contained in the Contracts; and (2) oral representations
by Defendants and their agents outside of the Contracts.
Defendants argue that: (1) the Statute of Frauds and the
Contracts themselves bar reliance by Plaintiffs on oral
representations made before signing the Contract; and (2) all

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 53



In re Primera Energy, LLC, 579 B.R. 75 (2017)

representations made in the Contracts were factual or mere
projections of the future and not false.

The conundrum created by Plaintiffs claims is the underlying
allegations of fraudulent inducement to enter into the
Contracts in the first place. Defendants, on the other hand,
argue that any claim stemming from representations in the
Contract and actions purportedly taken in contradiction of the
Contract must be brought as a breach of contract claim only—
a cause of action not alleged by Plaintiffs.

The Court must, therefore, answer the following questions
before proceeding to analyze Plaintiffs' fraud and fraudulent
inducement claims: (1) May the Plaintiffs recover under a
theory of fraudulent inducement under the Contract, or is
Plaintiffs' only recourse in breach of contract?; and (2) Does
the Statute of Frauds preclude Plaintiffs' claims that are based
solely on false oral representations?

*139 1. May Plaintiffs' Recover
Under Fraudulent Inducement?

Defendants argue that even if certain obligations existed
within the Contract that Primera or Alfaro did not fulfill,
under Texas law, such conduct is only actionable in a breach
of contract claim and not in fraud. (ECF No. 365, p. 33).
Defendants assert that Plaintiffs are merely disguising a
breach of contract claim as a common law fraud claim,
and that because the only harm suffered by Plaintiffs was
economic loss, they are legally confined to a breach of
contract action. (/d.).

In contrast, Plaintiffs argue that they are not limited to a
breach of contract action because the Defendants committed
fraud by entering the contract with the intent not to comply
with its terms. (ECF No. 366, p. 3). Plaintiffs maintain that,
because they have demonstrated through Alfaro's conduct
that he intended to immediately depart from the terms of
the Contract, they are entitled to seek relief under fraud and
fraudulent inducement claims against Alfaro. (Id.).

[2] [3] Generally, the existence of a contract is
prerequisite to a fraudulent inducement claim. See Haase v.
Glazner, 62 S.W.3d 795, 798 (Tex. 2001). “As a general
rule, the failure to perform the terms of a contract is a
breach of contract, not a tort. However, when one party
enters into a contract with no intention of performing,
that misrepresentation may give rise to an action in

fraud.” Formosa Plastics Corp. USA v. Presidio Eng'rs &
Contractors, Inc., 960 S.W.2d 41, 46 (Tex. 1998) (quoting
Crim Truck & Tractor Co. v. Navistar Int'l Transp. Corp.,
823 S.W.2d 591, 597 (Tex. 1992)).

The Texas Supreme Court has insisted that, “Texas law
has long imposed a duty to abstain from inducing another
to enter into a contract through the use of fraudulent
misrepresentations.” Formosa, 960 S.W.2d at 46. Notably,
that duty is independent of a contracting party's duty to
perform under the terms of the contract. Id. Here, Plaintiffs
argue that Alfaro made material representations for the
purpose of inducing potential investors to enter into a contract
with Primera. (ECF No. 366, p. 3). By way of background,
the contract that was governing the investment transactions
was the Contract for each respective well.

To begin with one brief example, the Contract signed by
each investor expressly states that a portion of investor
funds will be allocated to a management fee of varying
percentages throughout the different wells. This management
fee is disclosed in the “Application of Proceeds” chart within
the Contract. Despite the lack of authorization, according
to the evidence presented by Plaintiffs, there were multiple
instances of management fees being withdrawn from the
investment funds far in excess of the amount outlined in
the Contract. Specifically, “[o]n the 3H well, 30.1% of the
investor contributions were management fees; and 65% of the
investor contributions went to management fees on the 4H
well. (ECF No. 366, p. 7) (citing Trial Audio, 81:4-11, August
28,2015).

In that same vein, the Contract expressly stated that
no commission-based payments would be deducted from
investor funds. Based on the terms surrounding the allocation
in the Contract, the Plaintiffs
collectively understood that Primera was to operate and

of investment monies

profit off of the aforementioned management fee, as well
as profits generated once each well began producing. At
trial, Plaintiffs put forth ample evidence demonstrating
a blatant disregard for and contradiction to these terms.
Moreover, countless Plaintiffs testified as witnesses that,
had they known that ten percent of their funds would
be *140
manner inconsistent with the Applications of Proceeds chart,

immediately paid out as commissions, in a

they would not have invested. The evidence presented
at trial demonstrates, without question, that Alfaro and
Primera's sales representatives received commission-based
payments. For example, Plaintiff's Trial Exhibit 41 contains a
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spreadsheet calculating Primera salesman Justin Rodriguez's
compensation based on ten percent of the sales he generated
for Primera. Plaintiff's Trial Exhibit 132 provides a summary
of hundreds of examples where Alfaro received ten percent or
nearly ten percent of investor contributions that he generated
for Primera.

[4] [5] [6] [71 While Defendants characterize
conduct as a breach of contract, Plaintiffs insist that Alfaro
had no intention of abiding by the Contract, and rather it
existed to entice potential investors to take part in these
ventures. As the intent to defraud is not susceptible to
direct proof, it invariably must be proven by circumstantial
evidence. Spoljaric v. Percival Tours, Inc., 708 S.W.2d 432,
435 (Tex. 1986) (citing Maulding v. Niemeyer, 241 S.W.2d
733, 737 (Tex. Civ. App.—El Paso 1951, orig. proceeding,
[mand. denied] )). “Slight circumstantial evidence” of fraud,
when considered with the breach of promise to perform, is
sufficient to support a finding of fraudulent intent. Spoljaric,
708 S.W.2d at 435 (quoting Maulding, 241 S.W.2d at 738.)
While a party's intent is determined at the time the party
made the representation, it may be inferred from the party's
subsequent acts after the representation is made. Spoljaric,
708 S.W.2d at 435 (citing Chicago, T. & M.C. Ry. Co. v.
Titterington, 84 Tex. 218, 19 S.W. 472,474 (1892)). Intent is
a fact question uniquely within the realm of the trier of fact
because it so depends upon the credibility of the witnesses
and the weight to be given to their testimony. Spoljaric, 708
S.W.2d at 435.

To continue with the same example, the misuse of funds
was consistent throughout the interaction with each individual
investor, and across multiple wells. The Court finds that this
is evidence of intent to deliberately stray from the terms of
the Contract, and to continue that course of dealing in all
investment transactions. To elaborate, initially, when the first
investor's funds were misappropriated, Primera should have
taken steps to amend the Contract before proceeding with
other investors. Instead, Primera continued offering investors
an opportunity under terms that they had already departed
from in the same venture. Similarly, when funds were misused
much the same way for the next investor, a pattern of conduct
emerged by Primera and Alfaro. That pattern reflects that
Primera and Alfaro continuously presented investors with
terms that they had no intention of complying with. Therefore,
it is evident that when the representations were made to, say
the fifth investor in any given well, Defendants presented the
Contract with the intent to induce reliance and continue their
same course of business. By representing that no commission-

based payments would be made—when in fact Primera was
fully aware it had been compensating employees for these
commission type payments—Defendants apparently intended
to continue to utilize investor funds in a manner inconsistent
with the contract.

As to Defendants economic loss and independent injury rule

thimrguments, the Texas Supreme Court in Formosa addressed

both issues clearly and decisively. In regards to the economic
loss rule, Defendants argue that the only harm Plaintiffs
suffered was monetary, thus limiting them to a breach of
contract action. Further, Defendants assert the independent
injury rule, claiming that because the only harm *141

alleged is the benefit of the bargain; Plaintiffs are limited to
breach of contract.

First, the Texas Supreme Court unambiguously stated that
tort damages are not precluded simply because a fraudulent
representation causes only economic loss. Formosa, 960
S.W.2d at 46. Also in the Formosa opinion, the Texas
Supreme Court expressly departed from a prior line of cases
that barred tort damages in a fraudulent inducement claim
unless plaintiff suffered an injury that is “distinct, separate,
and independent from the economic losses recoverable under
a breach of contract claim. Id. Specifically, the Court
articulated,

[a]llowing the recovery of fraud
damages sounding in tort only when
a plaintiff suffers an injury that is
distinct from the economic losses
recoverable under a breach of contract
claim is inconsistent with this well-
established law, and also ignores the
fact that an independent legal duty,
separate from the existence of the
contract itself, precludes the use of
fraud to induce a binding agreement.

Id. at 47. The Court went on to explicitly list appellate cases
in which it disapproves of holding that tort damages cannot be
recovered for a fraudulent inducement claim absent an injury
that is distinct from contractual damages. Id.

[8] With that in mind, the Court finds that Plaintiffs are
not precluded from recovering under tort for fraudulent
inducement under these facts. The Court can infer that
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Primera continued to use the Contract—which had proved
successful in convincing investors their funds would be safely
attributed to only the direct costs of the well in which they
acquired an interest—to induce reliance of future investors.
This repeated pattern of misappropriation of funds illustrates
that Alfaro was aware that investors were entering these
transactions with an understanding of how their money
would be allocated, based on the Contract they signed and
the information they were presented. Further, Alfaro and
representatives of Primera actively encouraged new investors
to bind themselves to terms that they themselves had no
intention of abiding by. Several Plaintiffs testified that it
was important to them to have knowledge of how their
investment funds would be spent, and that if they knew that
their investment would be transferred into Alfaro's personal
account, or applied to anything other than the direct expenses
of drilling and completing the well, they would not have
invested with Primera. The deliberate pattern of providing
governing contract terms to the other party for purposes of
encouraging their investment is consistent with Plaintiffs'
claims of fraudulent inducement.

The Court finds that the facts of this case do not constitute
a run-of-the-mill inadvertent breach of contract. Rather, this
recurring conduct is evidence of Alfaro's intent to misuse
investment monies for personal gain, supporting Plaintiffs'
action under common law fraud.

2. Does the Statute of Fraud Preclude Plaintiffs'
Claims Based on Oral Representations?

Plaintiffs assert various claims on the basis of fraud.
Defendants raise the defense that they are barred by the
doctrines of parol evidence and the statute of frauds. (ECF
No. 365, p. 21-22). Defendants assert that the statute of frauds
requires all material terms of the contract to be in writing in
order to be enforced, and that Plaintiffs claim that they relied
on verbal representations not included in the written contract.
(/d. at 22).

91 [10]
since the 17th century, reflects concerns about the reliability
of oral evidence.” *142 General Dynamics Corp. v. United
States, 563 U.S. 478, 488, 131 S.Ct. 1900, 179 L.Ed.2d
957 (2011). The statute of frauds largely renders a contract
that falls within its purview unenforceable. Dynegy, Inc.
v. Yates, 422 S.W.3d 638, 641 (Tex. 2013) (citing Tex.
Bus. & Com. Code § 26.01(a)). Generally, the Statute of

“The Statute of Frauds, which has been with us

Frauds mandates that certain promises and agreements are
unenforceable unless reduced to a writing and signed by the
party to be charged with the promise or agreement. Tex. Bus.
& Com. Code § 26.01(a). Specifically, in Texas, the promises
and agreements subject to this mandate include: a promise by
an executor or administrator to answer out of his own estate
for any debt or damage due from his testator or intestate; a
promise by one person to answer for the debt of another, a
contract for the sale of real property; a lease of real estate
for a term exceeding one year; an agreement which is unable
to be performed and completed from one year of making the
agreement; an agreement to pay a commission for the sale or
purchase of an oil, gas, or mineral lease or royalty; and an
agreement of cure relating to medical care. Tex. Bus. & Com.
Code § 26.01(b)(1)—(8).

[11] Invoking the statute of frauds is an affirmative defense
which must be specifically pled pursuant to the applicable
rules of civil procedure. Fed. R. Civ. P. 8(c); Tex. R. Civ. P.
94. The party pleading the statute of frauds bears the initial
burden of establishing its applicability. Dynegy, 422 S.W.3d
at 641 (citing Tex. R. Civ. P. 94; Woods v. William M. Mercer,
Inc., 769 S.W.2d 515,517 (Tex. 1988)). Once that party meets
its initial burden, the burden shifts to the opposing party to
establish an exception that would take the verbal contract out
of the statute of frauds. Dynegy, 422 S.W.3d at 641.

[12] Here, as Plaintiffs and Defendants both point out,
“[u]nder Texas law, a conveyance of a working interest in oil
and gas is a real property interest that subjects the agreement
conveying the interest to the statute of frauds.” Exxon Corp.
v. Breezevale, Ltd., 82 S.W.3d 429, 436 (Tex. App.—Dallas
2002, pet. denied).

The Defendants argue that all Plaintiffs who were asked
conceded that the statements contained in the Contract
were factually true, and therefore any statements Plaintiffs
allege are false must have been communicated verbally and
independent of the contract. (ECF No. 365, p. 22). In contrast,
Plaintiffs argue that the verbal representations that they relied
on fraudulently induced them to enter into the contract. (ECF
No. 366, p. 3).

131 [14]
is that the plaintiff actually and justifiably relied on the
misrepresentation to suffer injury. DRC Parts & Accessories,
L.L.C. v. VM Motori, S.PA., 112 S.W.3d 854, 858 (Tex.
App.—Houston 2003, pet. denied) (citing Ernst & Young,
L.L.P. v. Pac. Mut. Life Ins. Co., 51 S.W.3d 573, 577
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(Tex. 2001)). For reliance to be justifiable, a party must
have exercised ordinary care and reasonable due diligence
for his own interests. Id. (citing Thigpen v. Locke, 363
S.W.2d 247, 251 (Tex. 1962)). Therefore, reliance upon
an oral representation that is directly contradicted by the
express, unambiguous terms of a written agreement between
the parties is not justified as a matter of law. DRC Parts &
Accessories, L.L.C., 112 S.W.3d at 858.

[16] Thatbeing said, a contract is subject to avoidance on the
grounds of fraudulent inducement. Italian Cowboy Partners,
Ltd. v. Prudential Ins. Co. of Am., 341 S.W.3d 323, 331-
32 (Tex. 2011) (citing Williams v. Glash, 789 S.W.2d 261,
264 (Tex. 1990); Restatement (Second) of Contracts § 214
cmt. ¢ (1981) (stating “What appears to be a complete and
binding integrated *143 agreement ... may be voidable for
fraud ... ”)). “For more than fifty years, it has been ‘the rule
that a written contract [even] containing a merger clause can
[nevertheless] be avoided for antecedent fraud or fraud in its
inducement and that the parol evidence rule does not stand in
the way of proof of such fraud.” ” Italian Cowboy Partners,
Ltd., 341 S.W.3d at 331-32 (quoting Dallas Farm Mach. Co.
v. Reaves, 158 Tex. 1,307 S.W.2d 233, 239 (1957)).

[17] Here, various Plaintiffs assert that they relied on the
terms of the contract to dictate how their investment monies
would be allocated. Specifically, as to what stage of the
project their funds would be applied to, what account
their funds would be held in, and that commission-based
compensation would not be deducted. Evidence at trial
revealed that these promises set forth in the contract were
not complied with. As to verbal representations, Plaintiffs
contend that they relied on projections and assurances of oil
production, likelihood of success, level of risk and return on
investment when deciding to invest. Some of these verbal
representations are in direct conflict with the Contract. For
example, the level of risk is expressly characterized as
“high” multiple times throughout the contract, whereas some
Plaintiffs claim that the risk was represented to them as low.
Further, the Contract specifically warrants that the signor did
not rely on any information outside of the Contract, that no
oral representations or warranties have been made by the
company; and that the signors decision to invest is based
solely upon the terms of the Contract. See Trial P1. 74, p. 61.

This particular issue of the consideration of parol evidence
in a fraudulent inducement claim was addressed by the Fifth
Circuit in Dunbar Med. Sys. Inc. v. Gammex Inc., 216 F.3d
441,451 (5th Cir. 2000). In this case, the Court noted that the

Plaintiffs contended that they were fraudulently induced to
enter into the contract by the other party's misrepresentations.
The Court found that the allegations of fraudulent inducement
were not an attempt to by-pass the statute of frauds or enforce
an unenforceable oral agreement, but rather the claim was
asserted under the alleged violation of an independent duty
not to procure a contract through fraud. See Dunbar Med.
Sys. Inc., 216 F.3d at 451. Further, the Court clarified that,
under Texas law, parties challenging contracts as fraudulently
induced may rely on evidence of oral promises or agreements
to support their claims. Id. at 452 (emphasis added).

For the above stated reasons, the Court finds that the statute
of frauds does not preclude Plaintiffs' claims based on oral
representations.

B. Plaintiffs' Fraud Claims

As it has been demonstrated that there is no violation of
the Statute of Frauds and that Plaintiffs are not restricted to
a claim under breach of contract, the Court now addresses
Plaintiffs' fraud claims. As previously stated, Plaintiffs base
their allegations of fraud on both: (1) misrepresentations
contained in the Contracts; and (2) oral representations by
Defendants and their agents outside of the Contract. Because
not all Plaintiffs testified at trial, any non-testifying Plaintiffs
will only be able to recover under a fraud theory if the
evidence sufficiently demonstrates that Primera's Contract
contained misrepresentations amounting to fraud. Stated
differently, non-testifying Plaintiffs may only recover if there
is sufficient evidence to demonstrate that the statements
within the Contract amount to fraud as no evidence of oral
communications between non-testifying Plaintiffs is before
this Court.

*144
individually liable for the fraudulent acts of Primera. Parties

[18] As a preliminary matter, Alfaro can be held

agree that Primera is a limited liability company and that
Alfaro is the sole member of Primera. Section 21.223
of the Texas Business Organizations Code pertaining to
corporations applies to limited liability companies. Section
21.223(b) states that a member can be held personally liable
for using the company to perpetrate fraud. Thus, case law
pertaining to holding corporate officers liable for fraudulent
acts under section 21.223(b) is equally applicable to the case
at bar.

[19] [20] [21]
participates in fraudulent acts may be held individually liable
to third person even though his acts were performed as an
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agent of the company. Walker v. Anderson, 232 S.W.3d
899, 918 (Tex. App.—Dallas 2007, no pet.). “The issue of
a defendant's liability in his individual capacity is distinct
from that of his liability under an alter ego theory. A
corporation's agent is personally liable for his own fraudulent
or tortious acts, even when acting within the course and
scope of his employment.” Sanchez v. Mulvaney, 274 S.W.3d
708, 712 (Tex. App.—San Antonio 2008, no pet.) (citations
omitted). Further, an officer of a corporation can be held
individually liable for fraud if he “knowingly participated”
in the company's fraudulent activity. Nwokedi v. Unlimited
Restoration Specialists, Inc., 428 S.W.3d 191, 201 (Tex.
App.—Houston [ Ist Dist.] 2014). In Nwokedi, the court found
that the principal officer “knowingly participated” in the
fraudulent activity because he actively participated in contract
negotiations, directed employees on which contractual terms
to modify, and gave personal assurances to Plaintiffs about
receiving their money under the contract. Id. at 201-02.
Because the subsequent paragraphs will demonstrate Alfaro's
active and knowing participation in Primera's fraud, Alfaro
can be held individually liable for that fraud.

[23] To state a claim for common law fraud in Texas,
Plaintiffs must prove that: (1) Defendants made a material
representation that was false; (2) Defendants knew that the
representation was false or made it recklessly as a positive
assertion without any knowledge of its truth; (3) Defendants
intended to induce Plaintiffs to act upon the representation;
and (4) Plaintiffs actually and justifiably relied upon the
representation and thereby suffered injury. /n re ACM—Texas,
Inc., 430 B.R. 371, 410 (Bankr. W.D. Tex. 2010) (citing
Ernst, 51 S.W.3d at 577); see also Zorrilla v. Aypco Constr.
II, LLC, 469 S.W.3d 143, 153 (Tex. 2015) (A common-law
fraud claim requires ‘a material misrepresentation, which was
false, and which was either known to be false when made
or was asserted without knowledge of its truth, which was
intended to be acted upon, which was relied upon, and which
caused injury.”) (citations omitted).

1. Material False Representations

Plaintiffs allege that Defendants made the following false
representations to Plaintiffs to induce Plaintiffs to invest: (1)
that Defendants would use investor funds for well drilling
and completion as allocated in the Contracts, i.e. that investor
funds would compensate vendors for the tasks delineated in
such allocations; (2) that Defendants would keep no more
that 4% of investor funds as a management fee; and (3)

that Defendants would not pay commissions to salesmen
who procured investor funds. Defendants argue that any
oral representations were not material, mere projections and
estimates of future events or “sales puffing,” and were not
made in bad faith. Further, Defendants argue that all *145
written representations in the Contracts were factual and not
false representations.

[24]

of a reasonable person concerning the transaction.” Coldwell
Banker Whiteside Assocs. v. Ryan Equity Partners, Ltd.,
181 S.W.3d 879, 888 (Tex. App.—Dallas 2006, no pet.) (citing
Custom Leasing, Inc. v. Tex. Bank & Trust Co., 516 S.W.2d
138, 142 (Tex. 1974); Miller v. Kennedy & Minshew, P.C.,
142 S.W.3d 325, 345 (Tex. App.—Fort Worth 2003, pet.
denied)).

“A fact is material if it would likely affect the conduct

As stated previously, Plaintiffs' allege three different types of
false statements that were transmitted orally and/or through
the Contract. The Court will now examine each statement
to determine if it is a material statement, i.e., whether the
statement would likely affect the conduct of a reasonable
person concerning the transaction.

a. Use of investor funds for well drilling
and completion as allocated in the Contracts

[25] The Court must determine if the use of investor funds
as allocated in the Contract was a material representation that
would likely affect the conduct of a reasonable person. During
trial, Plaintiffs were asked if they would have invested had
they known that Alfaro would not using investor funds as
allocated in the Contract. Almost every Plaintiff answered
that they would not have invested had they known that their
funds would not be used as stated in the Contract. Given this
testimony from individuals of varying age, background, and
sophistication, the Court finds that a representation of how a
person's funds would be spent would likely affect the conduct
of'a reasonable person's decision to invest in a transaction. As
such, this would be a material misrepresentation as it relates
to all Plaintiffs, not just those that testified that allocation
of investor funds in accordance with the Contract was an
important factor in deciding to invest.

b. Management Fees
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[26] The Court must also determine if representation that
no more than 4% of investor funds would be applied to a
management fee was a material representation that would
likely affect the conduct of a reasonable person. Similar to
the above analysis, almost all Plaintiffs were asked some
form of a question about Defendants only keeping 4% of
investor funds as a management fee and/or if they would have
invested had their money not been used as it was allocated
in the Contract. When answering this question, nearly every
Plaintiff agreed that failure to comply with the Contract's
allocation of funds, including the taking of more taking of
more than 4% of their investment money, would have affected
their decision to invest. Given this testimony from individuals
of varying age, background, and sophistication, the Court
finds that a reasonable person would consider the amount of
investment funds allocated to management fee would likely
affect the conduct of a reasonable person's decision to invest
in a transaction. As such, this is a material misrepresentation
both for testifying and non-testifying Plaintiffs.

¢. Commission-based Payments

[27] The Court must also determine if the representation
that Primera agents would not receive a commission-based
payment was a material representation that would likely affect
the conduct of a reasonable person. Almost all Plaintiffs were
asked about the importance of commission-based payments
in their decision to invest with Primera. The general response
by Plaintiffs was that they were either told by agents of
Primera that there would be no commission-based payments
and/or they read and believed the statements in the *146
Contract that stated that there would be no commission-
based payments. Plaintiffs further testified that commission
based payment would have been a reason for them not to
invest. Given this testimony from individuals of varying
age, background, and sophistication, the Court finds that
the representation that Primera agents would not receive a
commission-based payment would likely affect the conduct
of'a reasonable person's decision to invest in a transaction. As
such, this is a material misrepresentation both for testifying
and non-testifying Plaintiffs.

Based on the above analysis, the Court finds that the
alleged misrepresentations made by Defendants are material
statements.

2. Knowledge of Falsity or Reckless Assertion

[28] For a statement to be reckless it must be made by
a person (1) without any knowledge of the truth; (2)
who knows that he does not have sufficient information
to support the statement; or (3) who realizes he does not
know whether the statement is true. Texas Architectural
Aggregate, Inc., 430 B.R. at 410 (citing Johnson & Higgins
of Tex., Inc. v. Kenneco Energy, 962 S.W.2d 507, 527 (Tex.
1998)). Plaintiffs allege, through testimony and evidence
presented at trial, that Defendants knew that oral and written
representations made to Plaintiffs were false. In fact, Plaintiffs
allege, and sought to prove during the course of the trial, that
Alfaro reviewed the books and status of accounts daily with
the Alfaro entities' accountant so that he would have up to date
knowledge of whether representations regarding the health
of the business and the disposition of incoming investments.
Indeed, Alfaro was specifically questioned about his frequent
review of the accounting and banking records to determine the
health of the company, and often, to determine if he could take
an owner draw based on the financial status of the company.
Additionally, Plaintiffs have sufficiently alleged that made
statements which were, in the least, reckless as a positive
assertion without any knowledge of its truth or even patently
false, as such representations are alleged to have been directed
by Alfaro.

a. Use of Investor Funds for Well Drilling and Completion

[29] Contract states that, “[p]roceeds received from the offer
and sale of all Units will be deposited into a segregated bank
account in the name of the Program. All payments for Drilling
and Testing Costs and Completion and Equipping Costs shall
be paid from the segregated account.” Trial Pl. 78 P. 26.
Moreover, each Contract contains a section delineating how
proceeds will be applied. /d. Alfaro testified that this section
represented to investors how their investor money would be
used once it was received by Primera (Trial Audio, 12:11-16,
April 17,2017). At trial, Plaintiffs' testified that they believed
their payment would be used in accordance with the Contract
which included on time payment of vendors for whatever

well(s) Plaintiffs had investments. 6 Further, Alfaro *147
himself testified that he communicated with Plaintiffs that the
investor funds would be used to fund the well and pay the
vendors of the well (Preliminary Injunction Hearing Audio,
250:13-251:2, September 1, 2015).
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It is clear, however, that Defendants, at a minimum, recklessly
represented to Plaintiffs that their invested funds would
be spent in accordance with these terms. First, Defendants
frequently paid Alfaro large owner draws while vendor
invoices went unpaid or underpaid. Plaintiffs, in their Post—
Trial Brief in Support of Judgment (ECF No. 366), direct
the Court to a prime example of Alfaro's often exorbitant
owner draws. Defendants submitted evidence that Crawford
invested in the Screaming Eagle 3H well by paying his
investor funds on September 4, 2013. Trial Def., p. 6. Per
the Contract for the Screaming Eagle 3H well, Defendants
promised to use Crawford's funds as set forth in Contract,
which included payment of vendors. See Trial Pl. 75, p.
6 (describing the application of proceeds for units). It is
clear, however, that Defendants had no intention of using
Crawford's funds as delineated in the Contract as Defendants,
at this time had millions of dollars in unpaid debt from
the Screaming Eagle 1H and 2H wells. See Trial Def. 115.
Emails from Covington to Alfaro (citing numerous instances
of unpaid vendor invoices). Further, using Crawford's
investment as an example, Defendants confirmed their
knowingly fraudulent intent when Defendants failed to pay
substantial vendor debt due and owing on the 3H well after
Crawford's subscription. All the while, Alfaro continued to
take almost daily draws for thousands of dollars. See Trial P1.
131 (demonstrating numerous instances of Alfaro's large and
sometime daily owner draws).

This example serves to prove that Alfaro knew when he
took Crawford's money that he would have no intention
of using the funds as delineated in the Contract because,
at the time, he had a amount of unpaid vendor invoices
on other wells and yet continued to take out thousands of
dollars in owner draws. This behavior is inconsistent with the
terms of the Contract which delineate how proceeds will be
applied. As such, Defendants knew that funds were not being
used as delineated in the Contract when Crawford made his
investment. Therefore, Defendants statements in the Contract
were at least reckless as there was common knowledge
among Plaintiffs that a substantial sum was due and owing
to vendors on various wells held by the company which is in
direct contradiction with the application of proceeds for units
section of the Contract. See Trial PI. 75, p. 6 (describing the
application of proceeds for units).

Another example of the false use of investor funds comes
from testimony elicited from Alfaro himself. Although he
disagreed with the characterization of the transaction as an
owner draw, Alfaro testified and did not deny that $5,000 was

moved from Primera accounts to Alfaro's personal accounts
on January 10, 2014, which was the same day that Mr.
Salmon contributed $50,000. Prelim. P1. 1, Exhibit C. This
fact indicates that Defendants had no intention of being held
to the Contract when it came to the use of investor funds.

The testimony elicited and the exhibits admitted at trial and at
the Preliminary Injunction Hearing offer ample evidence that
Defendants knew that their statements, *148 either orally or
within the Contract, were false or, at the very least, reckless
given the information about Primera's financial dealings.

b. Management Fees

[30] Plaintiffs further allege that Defendants knew any
statements made orally or within the Contract regarding
management fee allocation were at a minimum recklessly
made. The Contracts allocated between 2.7 and 4% of
investor funds to management fees. See Trial Def. 107
p- 23 (stating that the management fee for the Screaming
Eagle 4H well would be 2.7%). It is, however, clear based
on the testimony and exhibits presented that Defendants
had no intention of upholding this promise regarding the
management fee. Again, Defendants offer a crucial example
to this end in their Post-Trial Brief in Support of Judgment
(ECF No. 366). On March 28, 2014, the daily cash balance
email received by Alfaro shows accounts receivable on the
Screaming Eagle 3H and 4H wells “Less: 25% Fees.” Trial
Def. 115. Thus, when Plaintiff David Dalavalos made his
investment in the 4H well on April 15, 2014, Primera already
knew that it would deduct 25% in management fees instead of
the 2.7% allocated in the 4H well Contract. Trial Def. 16, p. 7.

c. Commission—Based Payment

[31] Finally, Plaintiffs'
Defendants at a minimum recklessly made statements

have produced evidence that

regarding commission-based payment. The Contract
expressly states that “[tlhe Company will sell all Units
through its officers and its employees, who will not receive
commission-based compensation for sales of Units.” Trial PI.
78, p. 22. In his testimony, Alfaro stated that Primera made
certain promises in their Contracts (Trial Audio, 11:1-3, April
17, 2017). Further, Alfaro testified that it was reasonable for
investors to rely on information contained in the Contract
(Id. at 10:22-25). To that end, Alfaro agreed that every time

a Contract was sent to an investor, Primera was making a
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promise that Alfaro and other Primera employees would not
receive commission-based payment for the sale of oil and gas
units (/d. at 11:13—-12:1).

Additionally, many Plaintiffs' testified that Alfaro, and/or
other Primera employees were repeatedly told that Primera
employees, including Alfaro, would not receive commission
based compensation (/d.). In reviewing the trial audio, the
Court notes that almost every Plaintiff answered that they
believed Primera employees would not receive commission-
based payment. Plaintiffs' provide examples of this testimony
in their Post-Trial Brief in Support of Judgment (ECF
No. 366). Plaintiff Vincent J. Gillette testified that Alfaro
expressly told him that no one at Primera would take
commissions on his investment (Trial Audio, 29:14-30:18,
April 12, 2017). Further, Plaintiff Sharon Walls testified that
her understanding was that Primera employees did not receive
commission based payment from the sale of oil and gas units
(Id. at 175:12-16).

Contrary to the Contract and the representations made by
Alfaro and/or Primera employees, the evidence is that Alfaro
paid himself and other Primera employees commission-based
payments on the sale of oil and gas units to investors.
A statement made by Alfaro to one of his employees
proves that he knew that the statement in the Contract
regarding commission based payments was false. Cody
Reyes testified that Alfaro stated that Reyes would be
compensated via commission but that the company “didn't
call them commissions, they called [it] a bonus. And that
consisted of a 10%.” (Preliminary Injunction Audio 181:17—
182:3, September 1, 2015). This statement is corroborated
by evidence produced *149 at trial. On May 13, 2015,
Megan Blair, as part of her accounting duties, emailed
Alfaro regarding amounts paid and owed to Alfaro. Trial
PL. 37-1. The email included a spreadsheet that showed
10% “bonuses” based on investor contributions. /d. During
her testimony regarding Plaintiffs' Trial Exhibit 37—1, Blair
testified that Alfaro paid Primera salesman commissions
based on what they sold (Trial Audio, 61:25-62:16, April 13,
2017). She specifically used the word “commissions” when
describing the type of compensation that Primera employees
received. Furthermore, Alfaro's own expert witness, Michael
Turner, stated that there was evidence of commission-
based compensation (Preliminary Injunction Audio, 152:1—
22; 174:10-177:8, September 15, 2015).

Under the Contract roughly 97% of investor funds should
have gone to funding and operating the well. Instead, a

substantial amount of money went to Alfaro directly. For
2013 and 2014, Alfaro received $3,257,158 in owner draws
(Preliminary Injunction Audio, 88: 6-12, August 28, 2015).
During this two year period, between 90 and 100% of the
revenue for Primera came from investor contributions (Trial
Audio, 39:8-25, April 17,2017). Further, Plaintiffs' provided
evidence that between 2013 and 2015, Alfaro took thousands
of dollars in owner draws almost daily in contradiction
to the Contract and oral representations regarding both
the non-payment of commission-based compensation and
the allocation of investment funds in accordance with the
Contracts. Trial Pl. 131, p. 1-11. Defendants' Exhibits
confirm that, other than Plaintiffs Salmon, Crawford, and

Huber, testifying7 Plaintiffs in the case at bar made their
investments in various wells in the years 2013, 2014, and

2015.8 Indeed, Plaintiffs Salmon, Crawford, and Huber did
in fact make investments between the years of 2013 and 2015,
but had also made earlier investments in the years 2011 and
2012. See Trial PL. 7, 48-49, and 91-96 (citing examples
of investments before 2013). As such, Defendants knew
when they took Plaintiffs' investment funds that they would
not comport with the written and/or oral representations
made to Plaintiffs about the nonpayment of commission-
based compensation and the written and oral representations
to Plaintiff regarding use of investment funds to produce
and maintain, through vendor payments, the wells for which
Plaintiffs invested. Plaintiffs knew this because in conjunction
with taking investor money with promises of no commission-
based payment and application of funds as delineated in
the Contract, Defendants, through Alfaro, also knew that
Alfaro was taking out, almost daily, thousands of dollars
in owner draws by moving various investor amounts into
his personal accounts. See Trial Pl. 131, p. 1-11 (showing
almost daily owner draws of thousands of dollars by Alfaro
from January 2, 2013, to June 1, 2015). Thus, money that
should have been used for maintaining and providing for the
well were personally used by Alfaro for his personal use.
Defendants had no intention of complying with commission-
based payment provision in the Contract or the Contract's
allocation of investment funds when Defendants entered into
investment agreements with *150 Plaintiffs. Plaintiffs' Trial
Exhibit 132 provide 100 of examples where Alfaro received
10% and above from Primera. Exhibit 32 indicates that Alfaro
was drawing at least 10% commission based on Plaintiffs'
investments and therefore knew that when he entered into
the Contract with Plaintiffs that there were misrepresentations
about how investments would be allocated and the use of
commission-based compensation.
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To summarize, Primera and Alfaro made representations in
the Contract and, and in some instances, in person that Alfaro
and other employees would not receive commission based
compensation. Defendants, however, knew that Alfaro would
take commission-based payments and not apply investment
funds in accordance with the Contract as it had been his
practice to not do this throughout the time Plaintiffs were
making investments with Defendants.

3. Intent to Induce Reliance

As the Court has already adequately addressed this element
through an earlier discussion of fraudulent inducement, the
Court adopts its earlier analysis of fraudulent inducement as
it relates to the Defendants.

4. Actual and Justifiable Reliance Causing Injury

(321 [33] [34] [35]
both actual and justified (i.e. reasonable) before it can be
said to suffer a compensable injury. Miller Global Props.,
LLC v. Marriott Int'l, Inc., 418 S.W.3d 342, 347-48 (Tex.
App.—Dallas 2013, pet. denied). See also Grant Thornton
LLP v. Prospect High Income Fund, 314 S.W.3d 913,
923 (Tex. 2010) (stating that reliance must be both actual
and justifiable). Courts will analyze actual reliance “given
a fraud plaintiff's individual characteristics, abilities, and
appreciation of facts and circumstances at or before the time
of the alleged fraud.” Haralson v. E.F. Hutton Grp., Inc.,
919 F.2d 1014, 1026 (5th Cir. 1990). “[A] person may not
justifiably rely on a representation if there are red flags
indicating such reliance is unwarranted.” Lewis v. Bank of
Am. NA, 343 F.3d 540, 546 (5th Cir. 2003) (internal quotation
marks removed) (quoting In re Mercer, 246 F.3d 391, 418
(5th Cir. 2001)). Here, Defendants raise a defense based on
the bespeaks caution doctrine. The bespeaks caution doctrine
addresses situations in which optimistic projections are
coupled with cautionary language, which in turn affects the
reasonableness of the reliance on and the materiality of those
projections. Rubinstein v. Collins, 20 F.3d 160, 167 (5th Cir.
1994); see In re Donald J. Trump Sec. Litig., 7 F.3d 357,373
(3d Cir. 1993) (concluding a prediction could not “materially
influence a reasonable investor” when the disclosures are
coupled with cautionary language); see also In re Fleming
Cos. Secs. & Derivative Litig., 2004 U.S. Dist. LEXIS
26488 (E.D. Tex. June 10, 2004) (describing the judicially-
created equivalent to the Private Securities Litigation and

[36] A plaintiff's reliance must b

Reform Act “safe harbor” provision, the bespeaks caution
doctrine). Cautionary statements and warnings may render
allegedly misleading statements immaterial, but only when
they exhaust the misleading statement's capacity to influence
the reasonable investor. See Va. Bankshares v. Sandberg, 501
U.S. 1083, 1097-98, 111 S.Ct. 2749, 115 L.Ed.2d 929 (1991).
Additionally, the cautionary language must be “substantive
and tailored” to the specific future projections which the
plaintiffs challenge. In re Donald Trump, 7 F.3d at 372; see
also Karacandv. Edwards, 53 F.Supp.2d 1236, 1245 (D. Utah
1999) (holding that, because the bespeaks caution doctrine
does not require the cautionary language to be in the same
document as the alleged misstatement or omission, the Private
Securities Litigation and Reform Act *151 similarly does
not impose such a requirement).

[37]1 [38] The doctrine is case specific and its application
depends on the specific text of the offering document or
communication at issue. See Flynn v. Bass Bros. Enters., 744
F.2d 978, 988 (3d Cir. 1984) (holding courts must determine
tge materiality of soft information on a case-by-case basis);
see also Rubinstein, 20 F.3d at 167 (stating the bespeaks
caution doctrine reflects the proposition that statements
must be analyzed in context). When an offering document's
forecasts, opinions or projections are accompanied by
meaningful cautionary statements, they will not form the basis
of a securities fraud claim if they did not affect the “total
mix” of information provided to investors. In re Donald
Trump, 7 F.3d at 371. In other words, the question is whether,
under all the circumstances, the omitted fact or prediction
without a reasonable basis “is one that a reasonable investor
would consider significant in [making] the decision to invest,
such that it alters the ‘total mix’ of information available
about the proposed investment.” Rubinstein, 20 F.3d at 168
(citing Krim v. BancTexas Grp., 989 F.2d 1435, 1445 (5th
Cir. 1993)).

In Rubinstein, defendants were alleged to have made
misrepresentations in statements concerning the value of
newly discovered natural gas reserves. 20 F.3d at 162. The
issues arose in August of 1991 when the Plains Corporation
(“Plains”) announced publicly that it had made a significant
natural gas discovery. Id. at 162-63. In October, following
this announcement, Plains announced the results of the initial
test of the discovery well. Jd. at 163. The test results
suggested, according to analysts, that the well and the field in
which it was located were extremely valuable. /d. Thereafter,
Plains' investor relations manager was quoted saying that
the level of condensate production was unusually high, and
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that the energy content of the gas was exceptionally rich.
Id. Additionally, the Chief Financial Officer of Plains was
reported to have stated that the well could yield 500 billions
cubic feet (hereinafter “bef”) of gas and that the asset value
of Plains was between $66 and $100 per share. Id. He further
stated that, based on the initial test of the discovery well a
cash-flow estimate of $26-32 million for fiscal year 1992
was feasible. Id. According to plaintiffs, these predictive
statements were materially misleading because the initial test
of the discovery well did not provide a reasonable basis for
the statements made. Id. Additionally, plaintiffs contended
that certain materially adverse facts the defendants had not
disclosed—including that there had been a drop in flow-tube
pressure and a decline in shut-in pressure—suggested that the
reserves were much smaller than originally projected. Id.

On November 8, 1991, Plains filed a registration statement
for a proposed secondary public offering of 1.5 million shares
of its common stock. /d. The registration statement reiterated
the initial test results, and then stated:

Although there is insufficient
production history and other data
available to definitively quantify the
proved reserves attributable to this
discovery, the Company believes,
based upon well logs, sidewall core
analyses and initial production test
results, that the Miami Fee # 1 well is
a significant discovery that, when fully
evaluated, could add substantially to
the Company's oil and natural gas
reserves. There can be no assurance,
however, that subsequent production,
drilling and other data will not
cause the Company to reevaluate its
assessment of the significance of this

discovery.

*152 Id. at 163-64. Plaintiffs alleged that the registration
statement was misleading for the same reasons that the
statements made by defendants in October were misleading.
Id. at 164. Plaintiffs alleged that defendants knew that the
discovery well testing completed was not sufficient to provide
a reasonable basis for these statements and that defendants
failed to disclose the declines in flow-tube and shut-in
pressure. Id.

The discovery well began operating in November 1991. Id.
Sales of gas and condensate began on November 12th and
continued until the well was shut-in on November 27th, which
was not disclosed until December 16, 1991. Id. On November
15th and 20th, several of the individual defendants exercised
their stock options and then immediately sold most of their
newly acquired stock. 7d. The aggregate proceeds from these
sales were $760,599. Id. On December 4, 1991, defendants
disclosed, for the first time, some of the adverse information
regarding the discovery well. Id. Specifically, a press release
revealed that the flow-tube pressure had suddenly dropped
and the shut-in pressure had declined. /d. Immediately after
the adverse disclosures were made, the price of Plains stock
fell from $22 per share on December 3rd to $14.75 per
share by close of trading on December 5th. /d. Five days
later, Plains' CEO announced that the discovery well had
been reperforated, was up and running and was producing
gas and condensate at levels seen before the drop in flow-
tube pressure. Id. On December 16, 1991, Plains sent a
report by two analysts from Petrie Parkman & Co. to its
shareholders which recommended the purchase of Plains
stock based primarily on facts disclosed by Plains concerning
the discovery well. Id. The public offering took place on
January 24, 1992, and 1.2 million shares of stock were sold
to the public at a price of $16 a share. Id. at 164-65. In
the prospectus that accompanied the offering, Plains did not
disclose that the discovery well had experienced a decrease in
flow-tube pressure in November and December of 1991. 7d.
at 165. The prospectus included this statement:

Notwithstanding the ultimate
productive capacity of this well, the
Company believes, based upon well
logs, sidewall core analyses, the results
from paleontological and depositional
studies, initial production test results
and actual production to date, that the
Miami field discovery is significant
and, when fully evaluated through
additional drilling activity, could add
substantially to the Company's oil and
natural gas reserves.

Id. In March of 1992, Plains filed its 10-K report in which
it reiterated the October test results for the discovery well
and stated that, as of March 22, 1992, the production rate

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 63


https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_163&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_163 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_164&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_164 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_164&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_164 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_165&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_165 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_165&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_165 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 

In re Primera Energy, LLC, 579 B.R. 75 (2017)

and flow-tube pressure had dropped. Id. Plains, however,
stated that the field which the well was located in “could
add substantial incremental oil and natural gas volumes|[.]”
Id. On April 1, Plains announced that the discovery well
was again inoperable and was undergoing repairs. Id. The
announcement also disclosed that the well operations had
ceased on March 28th—one day after the 10-K report had
been signed. 7d. Plaintiffs alleged that the defendant's scheme
to inflate the market price of Plains stock came to an end
on April 13, 1992, when an analyst reported that he acquired
information regarding the discovery well, and then publicly
reported that the well had reserves of only 3 bef which equated
to a value of less than $2 million. 7d.

In the proceeding at the district court, the court found that
defendant's statements were not material misrepresentations
as a matter of law. Id. at 166—67. According to the Court of
Appeals, the *153 district court took the “per se position”
that economic forecasts and predictions may never form
the basis for a securities fraud action when such statements
are coupled with cautionary language. Id. at 167. The
Court of Appeals, however, stated that, under Fifth Circuit
precedent, cautionary language is not sufficient alone to
render predictive statements immaterial as a matter of law.
Id. The court stated that “materiality is not judged in the
abstract, but in light of the surrounding circumstances.” Id.
at 168 (citing Krim, 989 F.2d at 1448 (5th Cir. 1993)). The
appropriate inquiry, according to the Fifth Circuit, is whether
the “omitted fact or prediction without a reasonable basis,
‘is one a reasonable investor would consider significant in
making the decision to invest, such that it alters the total mix
of information available about the proposed investment.” ” Id.
(citing Krim, 989 F.2d at 1448).

Plaintiffs claims were plead under two different theories
—unsubstantiated disclosure and incomplete disclosure. Id.
The first is premised on the notion that the predictions
made do not have a reasonable basis. Id. In support of this
contention, the plaintiffs alleged that, due to the initial and
subsequent testing of and production of the testing well, the
information available to Defendants was not sufficient to
form a reasonable basis for their predictions and forecasts.
Id. Under this analysis, the court noted that “predictive
statements are deemed to contain false statements of ‘fact’
under Rule 10b—5 when the predictions in those statements
do not have a reasonable basis.” Id.

A party that makes a claim made under Rule 10b-5 alleges
that an individual, directly or indirectly, attempted to engage

in a course of business which would fraud or deceit any
person, used any device, scheme or artifice to defraud, or
made an untrue statement of material fact or omitted a
material fact. Employment of Manipulative and Deceptive
Devices, 17 CFR § 240.10b—5 (2017). In making a claim
under Rule 10b-5, plaintiffs however, must not only allege
that the statements did not have a reasonable basis, but must
also eventually prove that the defendants made the challenged
statements with scienter. Rubinstein, 20 F.3d at 168. Scienter
is a mental state in which an individual has the requisite
knowledge and intent to deceive, manipulate or defraud. See
Ernst & Ernstv. Hochfelder,425U.S. 185,193 n.12,96 S.Ct.
1375, 47 L.Ed.2d 668 (1976) (defining scienter as “a mental
state embracing intent to deceive, manipulate, or defraud”).
In a Rule 10b—5 claim, the party alleging a Rule 10b-5
violation has occurred must plead that the responsible party
made the representation with the requisite scienter in order to
prevail. The court found in Rubinstein that, plaintiffs satisfied
the pleading requirements for scienter, and had presumptive
evidentiary support because defendants allegedly committed
insider trading in mid-November. /d. at 170.

The second theory, incomplete or “deceptively selective
disclosure,” was supported by the fact that defendants made
various optimistic projections, while knowingly concealing
adverse, and material information, such as the fact that the
discovery well had experienced problems at the time of the
releases. Id. at 170. Under this second theory, the court found
that the Plaintiff's sufficiently plead a claim, because “a duty
to speak the full truth arises when a defendant undertakes
a duty to say anything.” Id. (citing First Va. Bankshares v.
Benson, 559 F.2d 1307, 1317 (5th Cir. 1977)). Furthermore,
the court asserted that the inclusion of general cautionary
language regarding a prediction would not excuse the alleged
failure to disclose known material, adverse facts. Rubinstein,
20 F.3d at 171.

*154 Based on the above reasoning, the Fifth Circuit
reversed and remanded the case back to the district court. /d.
at 173. The court found that plaintiffs had sufficiently plead
their Rule 10b—5 and Texas common-law causes of action
upon which relief could be granted. 7d.

[39] Simply stated, the Court does not agree that the
bespeaks caution doctrine serves as a defense for Defendants.
Again, this doctrine addresses a specific situation wherein
optimistic projections are coupled with cautionary language,
which in turn affects the reasonableness of the reliance on
and the materiality of those projections. In the case at bar,

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 64


https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_166&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_166 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_167&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_167 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_168&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_168 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_168&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_168 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993093019&pubNum=0000350&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_350_1448&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_350_1448 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993093019&pubNum=0000350&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_350_1448&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_350_1448 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS240.10B-5&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_168&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_168 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1976142348&pubNum=0000780&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_780_193&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_780_193 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1976142348&pubNum=0000780&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_780_193&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_780_193 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_170&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_170 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_170&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_170 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1977123285&pubNum=0000350&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_350_1317&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_350_1317 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1977123285&pubNum=0000350&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_350_1317&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_350_1317 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_171&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_171 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_171&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_171 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_173&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_173 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_173&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_173 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994089233&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 

In re Primera Energy, LLC, 579 B.R. 75 (2017)

Defendants rely on written warranties to serve as cautionary
language that would seem to nullify any representations made
by Alfaro and/or other Primera employees regarding the
success of an investment with Primera. Indeed, the Contract
contains the following warning:

THE COMPANY, FROM TIME TO
TIME, MAY DISCUSS FORWARD-
LOOKING INFORMATION IN
THIS MEMORANDUM. THESE
FORWARD-LOOKING
STATEMENTS ARE BASED ON
MANY  ASSUMPTIONS  AND
FACTS, AND ARE SUBJECT
TO MANY CONDITIONS,
INCLUDING THE RECEIPT
OR ENFORCEABILITY OF
CONTRACTS, THE
AVAILABILITY OF PRODUCTS
AND SERVICES, THE LOCAL
POLITICAL, ECONOMIC AND
EMPLOYMENT ENVIRONMENT,
THE MARKET FOR OIL AND GAS,
AND THE OIL AND GAS WHICH
COULD BE PRODUCED BY THE
WELL.

Trial PL. 78, p. 3. Indeed, the warranty may have protected
Defendants if the misrepresentations at issue in this case had
anything to do with false promises regarding the success
of the joint venture. Instead, the basis of Plaintiffs' fraud
claim is that Defendants made three different types of
misrepresentations: (1) investment money being used in a
way that is inconsistent with the Contract; (2) management
fees that are inconsistent with the Contract; and (3)
commission-based compensation for Primera employees.
None of these misrepresentations have anything to do with the
success of the venture. They have to do with the wrongful use
of investor money in violation of the Contract. The bespeaks
caution doctrine, as it was used in Rubinstein, refers to
predictive written or oral statements that are made to predict
future success, but are then scaled back to a level that is
not fraudulent through the use of cautionary language. Here,
there are statements within the Contract, and sometime oral
statements, about the use of investor money by the Primera
that are not protected by cautionary language. The cautionary
language that is used protects against any statements that are

made in writing or orally about the success of the venture
or the likelihood of a return on investment. Even if there
was a statement in the Contract cautioning the investor that,
for example, the management fee stated in the Contract may
actual differ in practice, the Court is not convinced that this
would still allow for a bespeaks caution doctrine defense. The
doctrine protects forecasts, opinions or projections, not the
stated financial practice of a company.

Further,
regarding  oral

Defendants suggest that cautionary language
representations  nullify any  oral
statements regarding management fee, commission-based
compensation, and applying funds in accordance with the

Contract. The Contract uses the following language:

ANY ORAL REPRESENTATIONS
OR PREDICTION AS TO THE
AMOUNT OR CERTAINTY OF
ANY  PRESENT *155 OR
FUTURE CASH BENEFIT OR
TAX CONSEQUENCE WHICH
MAY FLOW FROM AN
INVESTMENT IN THIS PROGRAM
IS NOT PERMITTED TO
THE EXTENT SUCH ORAL
REPRESENTATION DEVIATES
FROM THE SPECIFIC WRITTEN
DISCLOSURES SET FORTH IN
THIS CONFIDENTIAL PRIVATE
PLACEMENT MEMORANDUM.

Trial P1. 78, p. 2. As stated previously, this is not the purpose
of the doctrine. The bespeaks caution doctrine protects
forecasts, opinions or projections when used in tandem with
cautionary language. The oral misrepresentations made by
Defendants were not projections or opinions. They were the
stated financial practices of the company that were sometimes
reinforced with oral statements made by Primera employees.

[40] For the reasons stated, the Court does not believe the
Defendants are protected from liability through the bespeaks
caution doctrine regarding statements in the Contract or
oral statements dealing with management fees, commission-
based compensation, or application of investment money
as indicated in the Contract. The Court, however, agrees
with Defendants that statements regarding the success of any
individual investments is protected by the bespeaks caution
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doctrine as it is a statement, forecast, or opinion regarding the
success of an investment that was coupled with cautionary
language within Primera's Contract. These types of statements
are exactly what is intended to be protected under the
bespeaks caution doctrine. As such, any testimony regarding
reliance on statements about projections of the success of
the oil and gas investment will not be considered when
determining actual and justifiable reliance to indicate a fraud
cause of action. Instead, the Court will only consider reliance
on statements regarding application of investment funds
contrary to the Contract, management fees, and commission-
based compensation.

Because Defendants are not protected by an affirmative
defense, and the Court has determined that Plaintiffs meet
the other elements of the fraud, the Court must determine
if Plaintiffs meet the fourth element of fraud. The Court
finds that certain Plaintiffs can recover under a theory of
fraud. For the reasons state below, only Plaintiffs that testified
at trial regarding their reliance on the misrepresentations
of Defendants that also testified that they wither read and
understood the Contract or had certain oral representations
made to them about the financial practices of Primera will
be able to succeed under a fraud theory. The reason for
this is twofold. First, this Court is restricted to the evidence
that it received through oral testimony and documentary
exhibits. As such, the Court cannot infer actual reliance
on the Contract or oral arguments if the Court did not
receive any evidence about reliance on the part of non-
testifying plaintiffs. Stated differently, because the Court
was not presented with evidence of actual reliance by non-
testifying Plaintiffs, it cannot assume there was reliance.
Second, regarding an actual reading of the Contract, the Court
cannot turn a blind eye to testimony by certain Plaintiffs that
they either did not read the Contract or simply skimmed the
document. There cannot be actual and justifiable reliance on
a document that was not actually read. If, however, a Plaintiff
testified that he or she did not read or skimmed the Contract,
but was also given oral misrepresentations that Plaintiff will
be able to recover as there is an outside source to justify
reliance which are the statements made by Alfaro and/or
Primera employees. The Court makes the following findings
regarding the Plaintiffs recovery under fraud:

*156 - Rick Reiley: He testified that he carefully read the
Contract before investing (Trial Audio, 47: 3—4, April
11, 2017). Rick further testified that he relied on the
information about where his money was going when
making his investment with Primera and would not have
invested had he known that the Contract would not be

followed (Id. at 17:6-13). The Court finds that Rick
Reiley may recover under fraud.

 Betty Reiley: She testified that she only skimmed the

Contract and did not read the document in its entirety.
Betty, however, further testified that Primera employees
made a false statement to her regarding Alfaro receiving
no more than 3% of the management fee (Trial Audio,
133: 3—12, April 11, 2017). Betty further stated that she
relied on this statement as she testified that had she know
Alfaro would receive more than 3% of the management
fee, she probably would not have invested (/d.). The
Court finds that Betty Reiley may recover under fraud.

» Dieter Jansen: He testified that he only skimmed the

Contract and did not read it in its entirety (Trial Audio,
150: 15-18, April 11, 2017). Further, the Court reviewed
the record in its entirety and was unable to find any
instances where Jansen testified that Alfaro or another
Primera employee made oral misrepresentations to him.
As such, the Court finds that Jansen cannot recover under
a theory of fraud.

* Vincent J. Gillette: He testified that he always read

documents about major investments, including the
investment documents from Primera (Trial Audio,
58:22-59:5, April 12, 2017). Further, Vincent stated
that he relied on the Contract's statements about how
money would be allocated and distributed and relied
on this information when deciding to invest and would
not have invested had he known the money would
be allocated and distributed differently (Trial Audio,
178:12—18, April 11,2017). The Court finds that Vincent
J. Gillette may recover under fraud.

e Brian Huber: He testified that he studied and evaluated

the Contract for at least one year prior to investing
(Trial Audio, 140:21-24, April 12, 2017). The Court,
however, is unable to find any instance where testimony
was elicited regarding Huber's reliance on the Contract
when deciding to invest in Primera. Furthermore, any
testimony elicited regarding Huber's reliance on oral
representations focused solely on projections of well
performance and investment success and are therefore
covered under the bespeaks caution doctrine. See id. at
129:16—-130:2 (stating that the misrepresentation Alfaro
made to him were “[a]bout how good [the well] was
going to be.... he would talk to me about surrounding
area, wells in the area, how they were doing, how well
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they were doing™). As such, the Court finds that Brian
Huber cannot recover under a fraud theory.

e Sharon Walls: She testified that she read the entire

Contract and based her reading on her decision to invest
in Primera (Trial Audio, 185:6-12, April 12, 2017).
Further, Walls testified that she made her investment
based on what she read in the Contract (/d.) Walls
also testified that had she known that Primera salesman
would receive 10% off of her investment, she would not
have invested (/d. at 175:25-176:4). The *157 Court
finds that Sharon Walls may recover under fraud.

* Rick Griffey: He testified that he read the Contract for
each investment with Primera (Trial Audio, 256:10—
12, April 12, 2017). Further, Griffey testified that he
did rely on the statements in the Contract regarding
commission-based compensation and would more than
likely not have invested had he known that commission-
based payment would be received (/d. at 238:15-19).
The Court finds that Rick Griffey may recover under
fraud.

* Marjorie A. Gillette: She testified that she read the
Screaming Eagle 2H well Contract thoroughly (Trial
Audio, 263:13-16, April 12,2017). Further, she testified
that had she known that Alfaro would take commission-
based payments in opposition to the Contract, she would
not have invested with Primera (/d. At 264:5-14).
There was, however, no testimony elicited from Marjorie
regarding her reliance on the Contract she read and
reviewed when ultimately making the decision to invest.
While the result may seem harsh, it is in keeping with the
strict standard imposed by statutory fraud. The standard
for fraud is actual and justifiable reliance. While the
Court could certainly infer that there was reliance based
on Marjorie's testimony as a whole, but that is not the
evidentiary standard for which this Court must uphold.
The Court must have testimony elicited from Plaintiff
that demonstrates actual and justifiable reliance. As the
Court has received no testimony regarding reliance,
Marjorie may not recover under a theory of fraud. As
such, the Court finds that Marjorie A. Gillette may not
recover under a fraud theory.

» Thomas J. Gillette: He testified that he read the Contract

(Trial Audio, 234:7-9, April 12,2017). Further, Thomas
testified that he relied on the statements in the Contract
regarding application of proceeds and would not have
invested had he known it would be different in actual

practice (Id. at 238:10—13). The Court finds that Thomas
J. Gillette may recover under fraud.

e James Peters: The Court, having reviewed the Peters'

testimony in its entirety, can find no testimony elicited
from Peters that he, in fact, read the Contract. His
testimony was only that he “had an opportunity to
read the PPM” (Trial Audio, 74:6—7, April 10, 2017).
Although he did testify that he read the Subscription
Agreement, this is not enough as the misrepresentations
themselves arise from the PPM. As no testimony
regarding an actual reading of the Contract was elicited,
nor was there any testimony about oral representations
made from a Primera employee to Peters, there can be
no recovery under fraud.

* DC Oil Company, Inc. (Richard David Collins): Collins,

on behalf of DC Oil, testified that he read the investment
materials, which included the Contract, before sending
in money to invest with Primera (Trial Audio, 105:22—
25, April 10, 2017). Further, Collins testified that Alfaro
specifically told him that his investment would go
toward drilling and producing the Screaming Eagle 4H
and 6H wells (Id. at 89:19-23). Collins also testified
that this conversation with Alfaro led him to invest
with Primera (/d. at 89:12—16). Put differently, Collins
relied on his conversations *158 with Alfaro about how
money would be applied when investing with Primera.
Finally, Collins testified that had he known that the
application for the proceeds of units as they appeared
in the Contract, it would have affected his decision to
invest and he ultimately would have chosen not to invest
in Primera (/d. at 95:14-21). The Court finds that DC Oil
may recover under fraud.

e James Buford Salmon: Salmon testified that he did not

read any of the Contracts he received in its entirety,
opting to skim the documents (Trial Audio, 143:15—
23, April 10, 2017). Salmon did, however, testify as
to oral statements made to him by Alfaro regarding
what Alfaro would do with Salmon's investment money
which was to drill, frack, and complete wells and pay the
vendors of the wells for which Salmon had invested (/d.
at 168:22—-169:4). Further, Salmon testified that he relied
on Alfaro's statements about how investment money
would be applied when deciding to invest in Primera
(Id. at 156:4—11). Salmon also testified that he would
not have invested in Primera if he had none that vendors
were not being paid in a timely manner. (/d. at 140:23—
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141:1). The Court finds that James Buford Salmon may
recover under fraud.

* William Crawford: The Court, having reviewed the
Crawford's testimony in its entirety, can find no
testimony elicited from Crawford that he, in fact,
read the Contract or was given any type of oral
misrepresentation from an employee of Primera. The
Court must have testimony elicited from Plaintiff that
demonstrates actual and justifiable reliance. As the Court
has received no testimony regarding reliance, William
Crawford may not recover under a theory of fraud.

* Daniel Davalos: The Court, having reviewed the Davalos'
testimony in its entirety, can find no testimony elicited
from Davalos that he, in fact, read the Contract or
was given any type of oral misrepresentation from an
employee of Primera. The Court must have testimony
elicited from Plaintiff that demonstrates actual and
justifiable reliance. As the Court has received no
testimony regarding reliance, Daniel Davalos may not
recover under a theory of fraud.

* David Davalos: He testified that he read over the materials
given to him by Primera and was told by a Primera
employee that they did not get paid on commissions
(Trial Audio, 202:2-8, April 10, 2017). Further, David
testified that he relied on the oral statements made to him
by the Primera employee (/d. at 209:22-210:1). Further,
David testified that he would not have invested had he
known that Alfaro and other Primera employees were
taking a 10% commission (/d. at 203:22-25). The Court
finds that David Davalos may recover under fraud.

« James Reiley: He testified that he did read the Contract
(Trial Audio, 221:21-23, April 10, 2017). There was,
however, no testimony elicited from Reiley regarding
his reliance on the Contract he read and reviewed when
ultimately making the decision to invest. It appears that
counsel did attempt to ask about reliance on the Contract
but never received an answer. (Id. at 225:5-9). The
Court must have testimony elicited from Plaintiff that
demonstrates actual and justifiable reliance. As the Court
has received no testimony regarding *159 reliance,
James Reiley may not recover under a theory of fraud.

* Edward A. Gillette: The Court, having reviewed the
Edward's testimony in its entirety, can find no testimony
elicited from Edward that he, in fact, read the Contract
or was given any type of oral misrepresentation from an
employee of Primera. The Court must have testimony

elicited from Plaintiff that demonstrates actual and
justifiable reliance. As the Court has received no
testimony regarding reliance, Edward A. Gillette may
not recover under a theory of fraud.

* Michael Covington: The Court, having reviewed the
Covington's testimony in its entirety, can find no
testimony elicited from Covington that he, in fact,
read the Contract or was given any type of oral
misrepresentation from an employee of Primera. The
Court must have testimony elicited from Plaintiff that
demonstrates actual and justifiable reliance. As the Court
has received no testimony regarding reliance, Covington
may not recover under a theory of fraud. Further, as a
former employee of Primera that was actively involved
in the handling of investment money, the Court is not
convinced that there is no complacency in the fraudulent
behavior of Primera on the part of Covington.

Thus, the Court finds that certain Plaintiffs may recover from
fraud because they meet all elements of fraud, including
actual and justifiable reliance on misrepresentations made
by Defendants. As such, Plaintiffs successfully prove the
elements of fraud in that they were induced into giving away
money to Defendants.

a. Did the Contracts Contain “Red Flags” That Should
Have Put Plaintiffs on Notice to Make Further Inquiries?

Although neither party briefed or discussed it in their
respective pleadings, the Court finds it must determine if there
were any “red flags” that would have put Plaintiffs on notice
to make further inquiry into whether their investment was
prudent. See Lewis, 343 F.3d at 546 (citing In re Mercer,
246 F.3d at 418 (5th Cir. 2001)) (noting that a person may
not justifiably rely on a representation if there were red
flags indicating such reliance is unwarranted). The Fifth
Circuit noted in Lewis that a fraud plaintiff cannot recover
if he blindly relies on a misrepresentation that would be
patently false to him if he had made a cursory examination
or investigation into the facts. Id. (citations omitted). As
such, common law fraud requires a plaintiff to show that a
misrepresentation was made and that the plaintiff justifiably
relied on the representation. /d.

[41] Texas courts measure justifiability by examining a
fraud plaintiff's individual characteristics, abilities, and
appreciation of facts and circumstances at or before the time
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of the alleged fraud, to determine if it is extremely unlikely
that there is actual reliance on the plaintiff's part. In re
Arnette, 454 B.R. 663, 687 (Bankr. N.D. Tex. 2011). That
said, the justifiable reliance element of common law fraud
does not require a plaintiff to show reasonableness. Id. (citing
Lewis, 343 F.3d at 546). Rather, under the circumstances,
the facts should be apparent to the plaintiff's knowledge and
intelligence from a cursory glance that he has discovered
something that should serve as a warning that he is being
deceived, and that he should make an investigation of his own.

Id. (citations omitted). ?

*160 This Court has noted that some courts “have focused
their inquiry on whether the concealed information was
material, that is, whether it would have affected decision-
making had it been disclosed[.]” In re Whittington, 530 B.R.
360, 385 n. 13 (Bankr. W.D. Tex. 2014) (citing Titan Grp.
v. Faggen, 513 F.2d 234, 239 (2d Cir. 1975)) (finding in
the securities cases involving the nondisclosure of facts, that
materiality rather than reliance is the decisive element of
causation). Moreover, in the context of nondischargeability
actions under § 523(a)(2)(A), the nondisclosure of a material
fact in the face of a duty to disclose establishes reliance. 7d.
(citations omitted).

[42] The evidence in this case establishes that none of the
testifying Plaintiffs would have invested had they known that
their investment was being used to pay management fees in
excess of what was stated in the Contract; that Primera sales
persons and Alfaro were receiving commission based fees;
that Alfaro was taking company draws while vendors were
not being paid; and that their investments were not solely
allocated to the well of their investment. As such, had the
testifying Plaintiffs known of these misrepresentations, the
evidence is that they would have not invested.

As to the Contracts, there are “red flags” that detail
under the “Legal Proceedings” section that Alfaro and
some of his prior businesses were subject to FINRA and
securities investigations. Trial Pl. 78, p. 29-30. Clearly,
these investigations and lawsuits were “red flags” about
Alfaro's past conduct. In fact, some of the Plaintiffs, notably
the Gillettes, asked Brian Alfaro about these investigations
and lawsuits. Plaintiffs' testimony was that they were either
satisfied with his explanation or were unable to uncover
any further information. Further, the Contracts contain
representations that “the Company and its officers, directors,
and shareholders are not currently parties to any legal

EEINT3

proceedings”, “nor are any legal proceedings threatened” and

that none of the other legal proceedings are “expected to have
a material adverse effect on the Prospect or Operations.” As
noted, the majority of the Plaintiffs are elderly with limited
fixed income. Plaintiffs invested in Primera to increase
their retirement income and savings. Plaintiffs testified that
their primary concern was how their investment would be
utilized. The Court carefully listened and evaluated Plaintiffs'
understanding of the Contracts and Primera salesman's
representations. The Court recognizes that other potential
investors may have been more wary, but the Court cannot
find that these Plaintiffs, under these circumstances, failed to
recognize the “red flags” regarding prior investigations and
law suits and should have investigated further Primera and
Alfaro.

C. Fraud-in-the-inducement

[43] For a fraud-in-the-inducement claim, a plaintiff must
prove each of these same elements, plus the requirement
of the existence of a binding agreement or contract based
on the defendant's false representation. Haase, 62 S.W.3d
at 798 (Tex. 2001). “Without a binding agreement, there is
no detrimental reliance, and thus no fraudulent inducement
claim. That is, when a party has not incurred a contractual
obligation, it has not been induced to do anything.” Id. As
such fraud-in-the-inducement has the same analysis, plus
the requirement of the existence of a binding agreement
or contract, as common law fraud. Thus, the Court adopts
its previous *161 findings and legal conclusions in the
common law fraud section of this opinion and further
finds that the contract or binding agreement to satisfy
the additional element of fraud-in-the-inducement is the
subscription agreement which incorporates the PPM. The
PPM represents a final agreement between the parties as
evidenced by Defendants on admission. See Defendants'
Closing Statement and Brief in Support (ECF No. 365),
p. 22 (citing argument for Statute of Frauds based on
“written contracts” between Plaintiffs and Defendants). Some
Plaintiffs, however, were not able to successfully prove fraud
as some could not demonstrate justifiable reliance. As these
Plaintiffs cannot recover under common law fraud, they are
also precluded from recovery as to fraud-in-the-inducement.
Therefore, the Court adopts its previous finds regarding which
Plaintiffs can recover under common law fraud and further
finds that Plaintiffs successful on a common law theory
of fraud will also recover under a fraud-in-the-inducement
as all Plaintiffs have a binding agreement or contract with
Defendants.
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II. Fraud in a Real Estate Transaction
[44] Plaintiffs allege a cause of action for fraud in the real

estate transaction pursuant to Tex. Bus. & Com. Code §
27.01(a). The elements of a cause of action for fraud in the
real estate transaction are identical to that of fraud with the
addition that the plaintiff show that the transaction involved
real estate. Texas Business and Commerce Code § 27.01(a)
provides the elements for statutory fraud in a real estate
transaction and stock transaction. It states:

(a) Fraud in a transaction involving real estate or stock in a
corporation or joint stock company consists of a

(1) false representation of a past or existing material fact,
when the false representation is

(A) made to a person for the purpose of inducing that
person to enter into a contract; and

(B) relied on by that person in entering into that
contract; or

(2) false promise to do an act, when the false promise is
(A) material;
(B) made with the intention of not fulfilling it;

(C) made to a person for the purpose of inducing that
person to enter into a contract; and

(D) relied on by that person in entering into that
contract.

Thus, to prevail under a cause of action for statutory
fraud in a real estate transaction, Plaintiffs must prove
that (1) the transaction involved real estate; (2) during
the transaction, Defendants made a false representation of
fact, a false promise, or benefited by not disclosing that
a third party's representation or promise was false; (3) the
false representation or promise was made for the purpose
of inducing Plaintiff to enter into a contract; (4) Plaintiff
relied on the false representation or promise by entering into
the contract; and (5) the reliance caused Plaintiffs' injury.
Fidelity Nat. Title Ins. Co. v. Doubletree Partners, L.P., 866
F.Supp.2d 604, 632 (E.D. Tex. 2011) (citing Tex. Bus. & Com.
Code § 27.01(a)).

[45] As stated herein, the Court has found that Plaintiffs have
proven the four elements under fraud. As such, Plaintiffs only

need to prove element number one—the transaction involved
real estate—to have a claim for relief under fraud in the
real estate transaction. “ ‘For fraud in a transaction to be
actionable under § 27.01, the contract must actually effect
the conveyance *162 of real estate between the parties and
cannot merely be tangentially related or a means of facilitating
a conveyance of real estate.” ” Id. (quoting Windsor Village,
Ltd. v. Stewart Title Ins. Co., 2011 WL 61848, at *5 (Tex.
App.—Houston [14th Dist.] March 17, 2011, no pet.)). “Under
Texas law, a conveyance of a working interest in oil and gas is
a real property interest that subject the agreement conveying
the interest to the statute of frauds.” Exxon Corp., 82 S.W.3d
at 436 (citations omitted). In Exxon Corp., the Texas Court of
Appeals considered whether the transfer of severable mineral
interests in oil and gas leases are regarded as a sale of real
estate under the Texas statute of frauds. /d. One of defendant's
arguments in that case was that the subject agreement did
not convey a working interest but only a contractual right to
the share of production. /d. In addressing this argument, the
court stated that, even assuming the only interest conveyed
was in the contractual right to production, the question “is not
whether title to the minerals passes, but whether the interest is
derived from rights to oil and gas in the ground ....” Id. “As the
Texas Supreme Court has stated, ‘a right to land essentially
implies a right to profits accruing from it, since, without the
latter, the former can be of no value ... [t]hus a devise of
the profits of land or even a grant of them, will pass a right
to land itself.” ” Id. at 43637 (quotation omitted). As such,
the Exxon Corp. court concluded that “a conveyance of an
interest in the minerals that are produced from land, such as a
working interest or a royalty interest, passes a right to the land
itself.” Id. at 437 (citing Pecos Dev. Corp. v. Hydrocarbon
Horizons, Inc., 803 S.W.2d 266, 267 (Tex. 1991)).

[46] Here, Plaintiffs purchased a working interest with their
investment. See e.g., Trial Pl. 77 (“Primera Energy LLC) is
offering up to 100 units of 1% Working Interest (the ‘Units”)
in the Screaming Eagle 6H Prospect, located in Gonzales
County, Texas.”). Because Defendant's conveyed working
interests to Plaintiffs, and working interests are real property
interest, the transaction involves real estate thereby satisfying
the first element.

Some Plaintiffs, however, were not able to successfully prove
fraud as some could not demonstrate justifiable reliance under
common law fraud. As these Plaintiffs cannot recover under
common law fraud, they are also precluded from recovery
as to fraud in the real estate transaction. Therefore, the
Court adopts its previous finds regarding which Plaintiffs
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can recover under common law fraud and further finds that
Plaintiffs successful on a common law theory of fraud will
also recover under a fraud in the real estate transaction.

III1. Negligent Misrepresentation

[47] Plaintiffs allege a cause of action for negligent
representation. The elements of a cause of action for negligent
misrepresentation are identical to that of fraud with the
addition that the plaintiff show that the defendant did not
exercise reasonable care or competence in obtaining or
communicating information that was false and supplied for
the guidance of others, rather than meeting a heightened
requirement of knowledge or recklessness regarding the
falsity. Federal Land Bank Ass'n v. Sloane, 825 S.W.2d 439,
442 (Tex. 1991).

As stated herein, the Court has found that Plaintiffs have
proven the four elements under fraud. As such, Plaintiffs only
need to prove the third element—defendant did not exercise
reasonable care or competence in obtaining or communicating
the information—to have a claim for relief under negligent
representation.

*163 [48]
injury” rule applies in negligent misrepresentation claims.
See Plano Surgery Ctr. v. New You Weight Mgmt. Ctr., 265
S.W.3d 496, 503 (Tex. App.—Dallas 2008, no pet.) (finding
that when a party's claim sounds in tort and contract, there
must be an injury independent of damages for breach of
contract). That rule provides that, if the plaintiff's losses are
calculated from the terms of a contract breach, then they
are not “independent” and may not be recovered in tort. /d.
Defendants maintain that the law is clear in this case: if the
only injury to the plaintiff is the economic loss arising from
the subject matter of the contract (the Contract), then the
action sounds only in contract, not in tort. SW Bell Tele. Co. v.
DeLanney, 809 S.W.2d 493, 495 (Tex. 1991). This is known
as the “economic loss rule.” Formosa, 960 S.W.2d at 47 (Tex.
1998). “[M]ere nonfeasance under a contract creates liability
only for breach of contract.” Crawford v. Ace Sign, Inc., 917
S.W.2d 12, 13 (Tex.1996) (citation omitted).

Defendants if Plaintiffs
commission-based compensation to Alfaro and Primera sales

maintain that even showed
persons that Plaintiffs would only have a breach of contract
claim. Further, Defendants assert that management fees that
purportedly exceed what is stated in the Contract or Alfaro's
owner draws would also give rise to a breach of contract
claim. As such, Defendants argue that the only loss Plaintiffs

[49] Defendants argue that the “independent

assert was to the economic value of the subject contract,
and thus the economic loss and independent injury rules
limits Plaintiffs' cause of action to one for breach of contract.
Conocophillips Co. v. Koopman, 2016 WL 2967689 at *15—
16 (Tex.App.—Corpus Christi 2016, no pet.).

Further, some courts describe the law of contorts (a claim
sounding both in tort and breach of contract) as “a muddy
area, devoid of bright line rules” Total E & P USA, Inc.
v. Mo—Vac Service Co., Inc., 2012 WL 3612505, *5-
6 (Tex.App.—Corpus Christi 2012, pet. denied) (citation
omitted). Defendants assert that because Plaintiffs have not
alleged damages or harm over and above the value of the
contracts they signed, that Plaintiffs do not qualify to bring
a negligent misrepresentation claim. If the only harm alleged
is benefit of the bargain, as it is here, then Defendants posit
that Plaintiffs are limited to a breach of contract claim. D.S. A,
Inc. v. Hillsboro ISD, 973 S.W.2d 662, 663—64 (Tex. 1998)
(per curiam). As such, Defendants state that because Plaintiffs
cannot prove all threshold elements of common-law fraud,
their negligent misrepresentation claim is also without merit
and must be dismissed.

[50] Plaintiffs that under there 1is
an independent cause of action because their claims

argue Formosa,
sound in tort. Further, Plaintiffs point to the following
instances that support a finding that Defendants committed
negligent misrepresentation, and, that Plaintiffs are entitled
to relief. Specifically, Plaintiffs cite to the following
misrepresentations in which Defendants did not exercise
reasonable care or competence in obtaining or communicating
information to Plaintiffs:

(1) Intangible drilling costs stated to Investors were actual
intangible drilling costs for that well, rather than moneys
used to pay commissions and management “fees”.

(2) Investors investments were placed in a designated well
account for that investment and would be used to pay all
of the costs necessary to drill and complete the well the
Investor was investing in first.

(3) Brian Alfaro and the Primera sales persons stated there
was little to no drilling risk; and that investors *164
would receive their money back within nine months and
make multiple times their investment; that Primera had
already found oil it was just a matter of how much;
Primera would have a significant ownership interest in
the well and tell investors “when we get paid, you'll get
paid.”

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 71


https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991197708&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_442&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_442 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991197708&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_442&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_442 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016380952&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_4644_503&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_4644_503 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016380952&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_4644_503&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_4644_503 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016380952&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991049200&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_495&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_495 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991049200&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_495&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_495 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998036782&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_47&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_47 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998036782&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_47&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_47 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1996048332&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_13&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_13 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1996048332&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_13&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_13 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2038915890&pubNum=0000999&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2038915890&pubNum=0000999&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2028470851&pubNum=0000999&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2028470851&pubNum=0000999&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2028470851&pubNum=0000999&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998177674&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_663&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_663 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998177674&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_663&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_663 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998036782&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 

In re Primera Energy, LLC, 579 B.R. 75 (2017)

(4) The wells Primera was selling were next to high
producing wells pumping out 1600 barrels of oil a day,
and used this as a basis to entice Investors on the
expected returns they would receive upon investing.

(5) Mr. Alfaro and the Primera sales persons stated to
Investors who had invested in a previous Alfaro Entity
well that the well came in under the AFE on the previous
wells; notwithstanding the segregated account for the
wells had been diluted prior to paying the vendors who
drilled and completed the well; that previous vendors
still had not been paid; that lawsuits had been filed
by those vendors; that wells had to be shut-in due to
nonpayment; that mineral liens had been placed on the
previous wells; and that vendors' equipment to service
the wells were taken from the well due to non-payment
and causing the well to be shut-in.

(6) Mr. Alfaro and Primera would not transfer monies out
of the designated account to pay for expenses on other
wells.

(7) Mr. Alfaro and Primera would not exceed the
management fee as stated in each Contract.

(8) Primera would bear the costs of expenses relating to
the offer and sale of units, including printing costs,
accounting costs, and legal costs.

(9) Mr. Alfaro and Primera's sales persons would not
receive transaction based compensation for the sale to an
Investor.

(10) Primera intended to sell 100% of the working interest
in a given well, and if a percentage of working interest
was retained, Primera would pay their respective share
to completely fund the project under that well's AFE;

(11) An AFE for each well was an accurate estimation of
the actual costs it would take to drill and complete a
given well, without any additional profit intentionally
built in by Mr. Alfaro for an Alfaro Entity.

In the fraud discussion in this Memorandum Opinion, the
Court found under Formosa that Plaintiffs met their burden
in establishing that they had independent claims related
to the Contract in tort. As such, under Formosa, the
independent injury rule does not apply to Plaintiffs' negligent
misrepresentation cause of action. Further, the Court finds
that the Defendants did not exercise reasonable care or

competence in obtaining or communicating information that
was false and supplied for the guidance of Plaintiffs. As such,
on an independent basis, Plaintiffs have proven their cause of
action for negligent misrepresentation.

IV. Deceptive Trade Practices Act

[51] To recover under the DTPA, a plaintiff must show that:
(1) he is a consumer; (2) the defendant engaged in a false,
misleading, or deceptive act; and (3) the act constituted a
producing cause of plaintiff's damage. Sparks v. Booth, 232
S.W.3d 853, 864 (Tex. App.—Dallas 2007, no pet.).

*165
DTPA, Plaintiffs must satisfy two requirements: (1) Plaintiffs

[52] To demonstrate consumer status under the

must have sought or acquired goods or services by purchase
or lease; and (2) the goods or services purchased or leased
must form the basis of the complaint. Brittan Commec'ns v.
Southwestern Bell Tel. Co.,313 F.3d 899, 907 (5th Cir. 2002)
(citing Cameron v. Terrell & Garrett, Inc., 618 S.W.2d 535,
539 (Tex. 1981)). “If either requirement is lacking, the person
aggrieved by a deceptive act or practice must look to the
common law or some other statutory provision for redress.
Cameron, 618 S.W.2d at 539. Plaintiffs maintain they are
consumers under the statute because they purchased oil and
gas interests, which constitutes real property and is therefore
a “good” as defined by the DTPA. Plaintiffs also argue that
their investments included the purchase of services furnished
by Alfaro and the Alfaro entities as operators of the wells.
Defendants contend that Plaintiffs are not consumers because,
even if the Plaintiffs purchased goods or services, the goods
or services do not form the basis for their claim. The Court
will address each of Plaintiffs' arguments in turn.

A. The Working Interest

[53] Plaintiffs contend they are consumers because they
purchased an undivided working interest, which under Texas
law constitutes real property and is therefore a “good”
as defined by the DTPA. Without deciding whether the
undivided working interest is a good under the DTPA,
the Court finds that Plaintiffs failed to satisfy the second
requirement of establishing consumer status—that the
working interest forms the basis of the complaint.

[54] In the Fifth Circuit, for purposes of the DTPA, a good
or service forms the basis of a complaint when the claimant's
complaint is based on a defect or fault in the good or service
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purchased. See Americom Distrib. v. ACS Commc'ns, 990
F.2d 223, 227 (5th Cir. 1993) (finding appellants are not
consumers under the DTPA because, while they purchased
goods, “their complaint [was] based on the suspension of
a distributorship and not with any fault in the goods™); see
also Brittan Commc'ns, 313 F.3d at 907 (declaring DTPA
claimant is not a consumer for purposes of DTPA because
its DTPA claim is based on wrongful suspension of services
and not problems encountered with the quality of the services
themselves); Footloose v. Stride Right Children's Grp., 923
F.Supp. 114, 115 (N.D. Tex. 1995) (holding that mere non-
compliance with a sales policy does not provide a basis for a
DTPA violation where the claimant does not allege problems
or defects with the goods purchased); Roof Systems, Inc. v.
Johns Manville Corp., 130 S.W.3d 430, 441 (Tex. App.—
Houston[14th Dist.] 2004, no pet.) (holding that a refusal
to sell goods or services is not a complaint based on the
goods or services for purposes of DTPA consumer status
because the DTPA claim was not based on any goods or
services sought or acquired); Malone v. E.I. Du Pont De
Nemours & Co., 8 SSW.3d 710, 715 (Tex. App.—Fort Worth
1999, no pet.) (“[A] DTPA plaintiff whose claim is not
based on any fault in the goods, but merely complains of
the seller's failure to sell as much as the plaintiff wanted
to buy, is not a consumer.”). Here, Plaintiffs' basis for their
DTPA claim is various misrepresentations by Defendants
contained in the Contract. These claims do not involve defects
or faults in what Plaintiffs purchased from Defendants—a
undivided working interest. Miller v. KFC Corp., No. Civ.
A. 3:99-CF-1566-D, 1999 WL 820389, at *3-4 (N.D. Tex.
Oct. 13, 1999) (holding plaintiffs were not DTPA consumers
because the complaint that fast food restaurant defendants
*166 made misrepresentations during the negotiations for
the franchise was not based on the goods or services they
sought from defendants). Moreover, some Plaintiffs testified
that the working interests they received were what they were
represented to be. See e.g., (Trial Audio, 167-68:18-5, April
11, 2017); (Trial Audio, 18-19: 224, 143—44: 7-23, April
12,2017).

Thus, without deciding whether or not Plaintiffs' purchase of
undivided working interests was a good or service, Plaintiffs
have failed to demonstrate the existence of a defect or fault
in the working interest that serves as the basis for their
complaint.

B. Operator Services

In their Post-trial Brief, Plaintiffs argue that they also
purchased services under the DTPA through the provision of
management and operating fees. (ECF No. 366, p. 22). The
Court does not agree.

The Court held in its Order Denying in Part, Granting in Part,
the Defendants' Motion to Dismiss that:

Plaintiffs ...
purchase of services furnished by Alfaro and the Alfaro

argue that their investments included the

entities as operators of the wells.

In response, Defendants direct this Court to a line of
cases which hold that a non-operating interest owner is
not a “consumer” of goods or services under the DTPA.
See C & C Partners v. Sun Expl. & Prod. Co., 783
S.W.2d 707, 711-13 (Tex. App.—Dallas 1989, writ denied);
Hamilton v. Texas Oil & Gas Corp., 648 S.W.2d 316
(Tex. App.—El Paso 1982, writ ref'd n.r.e.). In both C & C
and Hamilton, the parties included an operator and a non-
operator working interest owner who had entered into a
joint operating agreement and the non-operator had sued
for alleged deceptive trade practices. C & C, 783 S.W.2d at
712; Hamilton, 648 S.W.2d at 319. In C & C, the Court held
that “[a] plaintiff establishes his standing as a consumer
in terms of his relationship to a transaction, not by a
contractual relationship with the defendant.” 783 S.W.2d
at 712 (citing Birchfield v. Texarkana Mem. Hosp., 747
S.W.2d 361, 368 (Tex. 1987)). In applying identical facts to
the C & C case, the court provided the following analysis
from the Hamilton court in determining that the non-
operator working interest owner was not a consumer under
the DTPA:

TXO [the operator] was simply reimbursed for costs
incurred on behalf of the operating and non-operating
interest owners. [ The nonoperator] did not employ TXO.
Rather, there was merely a consolidation of interests.
TXO was the “front man” incurring the debts for all, for
which it was entitled to be reimbursed. That TXO did
not intend to make a profit for what it did is a factor
to be weighed .... The purpose of operating agreements,
being to spread the risk of drilling operations among
several investors with the operator managing the books
and making disbursements from a joint account for the
benefit of all involved in the [joint operating agreement],
should not be construed, we believe, to create liabilities
under the [DTPA]. We hold that under the facts of this
case, [the nonoperator]|, as a matter of law, was not
a “consumer” of services as contemplated within the

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 73


https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993089909&pubNum=0000350&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_350_227&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_350_227 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993089909&pubNum=0000350&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_350_227&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_350_227 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2002753764&pubNum=0000506&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_506_907&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_506_907 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1996050567&pubNum=0000345&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_345_115&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_345_115 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1996050567&pubNum=0000345&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_345_115&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_345_115 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2004192326&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_4644_441&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_4644_441 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2004192326&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_4644_441&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_4644_441 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2004192326&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_4644_441&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_4644_441 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999270211&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_4644_715&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_4644_715 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999270211&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_4644_715&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_4644_715 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999270211&pubNum=0004644&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_4644_715&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_4644_715 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999231665&pubNum=0000999&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999231665&pubNum=0000999&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999231665&pubNum=0000999&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_711&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_711 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_711&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_711 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_712&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_712 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_712&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_712 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_319&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_319 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_712&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_712 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_712&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_712 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1987132904&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_368&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_368 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1987132904&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_368&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_368 

In re Primera Energy, LLC, 579 B.R. 75 (2017)

[DTPA] and that the trial court was not in error in
disregarding the jury finding to the contrary.

C & C, 783 S.W.2d at 712-13 (quoting Hamilton, 648
S.W.2d at 322).

In accepting as true all well-plead facts for the Plaintiffs,
the Court finds that the allegations do not merely allege that
Plaintiffs are nonoperator *167 working interest owners
in a joint operating agreement. In fact, Plaintiffs allege
that previously used joint venture language was removed
by Alfaro from the PPMs. In reviewing the entirety of
the Complaint, the Court finds that the allegations of the
arrangement offered by Defendants is not the same non-
operator/operator relationship embodied in customary joint
operating agreements. The allegations in the Complaint
clearly put Defendants on notice that Plaintiffs allege
Defendants offered and sold units of real property interests
and services to Plaintiffs. Further, as Plaintiffs correctly
note in their Response, the allegations in the Complaint are
distinguished from the relationship in C & C and Hamilton
in that Defendants were not simply reimbursed for their
costs incurred on behalf of all owners, and Defendants
were not simply the “front man” for the investors. Based
on these allegations, the Court finds that Plaintiffs have
adequately alleged facts to support a finding that Plaintiffs
are “consumers” under the DTPA.

(ECF No. 165).

After considering the evidence produced at trial and each
party's respective arguments, the Court finds that the activities
rendered according the management fee provision does not
confer consumer status upon Plaintiffs.

[S5] In Texas, a non-operating owner of interest in oil and
gas well drilling operation is not a consumer for purposes of
the DTPA. Taylor v. GWR Operating Co., 820 S.W.2d 908,
910 (Tex. App.—Houston [Ist District] 1991, reh'g denied).
Three Texas Courts of Appeals have applied this rule to DTPA
claims by a non-operating owner of oil and gas interests
as against an operating owner who provided management,
supervision, and operational services. See Taylor, 820 S.W.2d
at910; C & C, 783 S.W.2d at 712—13; Hamilton, 648 S.W.2d
at 322.

Plaintiffs have attempted to distinguish the facts at hand
from that of C & C and Hamilton by contending that the
relationship between Plaintiffs and Defendants was not that of
a traditional non-operator/operator relationship embodied in

customary joint operating agreements. Specifically, Plaintiffs
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contend that Defendants were not “ ‘simply reimbursed for
costs incurred on behalf of the operating and non-operating
interest owners’, but rather took Plaintiffs moneys up front
before costs to drill and complete a well were incurred,
and additionally charged a stated fee for supervision during
operations and thereafter.” (ECF No.141, page 13). First, the
C & C court specifically stated that prebilling for anticipated
future costs was not a material fact. C & C, 783 S.W.2d at
713 (“There is evidence that C & C was prebilled for its share
of some anticipated future costs, as authorized by the joint
operating agreements, but we do not view this as a material
distinction (if it is indeed a distinction) between this case
and the Hamilton case.). As such, the fact that Defendants
took Plaintiffs money up front before costs to drill and
complete a well were incurred is not relevant to the analysis
at hand. Second, in both C & C and Hamilton, both claimants
argued on appeal that they were DTPA consumers because
they purchased administrative, managerial, and supervisory
services from the operator. C & C, 783 S.W.2d at 712;
Hamilton, 648 S.W.2d at 322. Both courts expressly rejected
that contention. Here, the Plaintiffs are making the same
argument based on the following management fee provision:

This figure represents a fixed fee
to be paid to the Company for
its sponsorship, management and
supervision of the Program and its
efforts on behalf of *168 Participants
during Operations, and thereafter if the
Well is a Commercial Well. Expenses
related to this offer and sale of Units,
including printing costs, accounting
costs, and legal costs will be borne by
the Company.

See e.g., Trial Pl. 78 P. 26 (emphasis added). The activities
associated with the management fee provision in the Contract
are not materially different from those in C & C and
Hamilton.

Taylor also provides the Court with guidance on the issue.
In Taylor, an operating owner of interest in a well sued
a nonoperator for his refusal to pay for his share of costs
of drilling a well. 820 S.W.2d at 909. The nonoperator
counterclaimed alleging a DTPA violation. Id. The trial
court granted a partial summary judgment in favor of the

WESTLAW © 2026 Thomson Reuters. No claim to original U.S. Government Works. 74


https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_712&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_712 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_322&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_322 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_322&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_322 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991191046&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_910&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_910 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991191046&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_910&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_910 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991191046&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_910&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_910 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991191046&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_910&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_910 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_712&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_712 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_322&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_322 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_322&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_322 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_713&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_713 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_713&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_713 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_712&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_712 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_322&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_322 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990035919&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983115641&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991191046&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991191046&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991191046&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&fi=co_pp_sp_713_909&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite)#co_pp_sp_713_909 
https://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991191046&pubNum=0000713&originatingDoc=I806995f0f05111e7adf1d38c358a4230&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Keycite) 

In re Primera Energy, LLC, 579 B.R. 75 (2017)

operator and the nonoperator appealed contending that C &
C and Hamilton do not establish as a matter of law that
the nonoperator is not a consumer under the DTPA. Id.
at 910. The Taylor court found the dispositive similarity
between C & C, Hamilton, and the case before it was that
the “services rendered by the operator included direction
and controlling all operations, paying costs, and providing
management, bookkeeping and supervision of the mineral
prospects.” See id. (Here, as in those cases [C & C and
Hamilton], the services rendered by the operator included
directing and controlling all operations, paying costs, and
providing management, bookkeeping and supervision of the
mineral prospects.”). Ultimately, the Taylor court concluded
that a nonoperating interest owner is not a DTPA consumer.
Id. at 909.

Here, the activities offered by Defendants under the
management fee are the same services at issue in C
& C, Hamilton, and Taylor—sponsorship, management,
supervision, and paying costs. As such, and based on
the foregoing analysis, the Court does not agree that the
distinctions maintained by Plaintiffs are sufficient for the
Court to disagree with uncontroverted Texas law.

Because Plaintiffs have failed to establish they are consumers
under the DTPA, Plaintiffs cannot prevail in a claim for
DTPA.

V. Violation of Texas Securities Laws

Plaintiffs alleged that Defendants violated the Texas
Securities Act in three ways: (1) by selling unregistered
securities; (2) by failing to register the person selling
securities; and (3) by engaging in fraudulent practices in the
sale of securities. In support of these allegations, Plaintiffs
plead articles 7.A(1) (prohibiting the sale of an unregistered
security), 12(A) (prohibiting the sale of securities by an
unregistered salesperson), 4.F (defining the terms “fraud”
and “fraudulent practices”), 25-1 (authorizing the attorney
general to appoint a receiver “to conserve and protect the
assets” of a person engaged in a fraudulent practice) and 32.A
(authorizing the attorney general to seek remedies against any
person who “has engaged, is engaging, or is about to engage
in fraud or a fraudulent practice in connection with the sale

of security” at the request of a commissioner). 10" plaintiff's
Proposed Findings of Fact and Conclusion of Law cite the
same authority. Moreover, in the Joint Pretrial Order, Parties
agreed the governing law *169 with respect to the Texas
Security Act violations are articles 7, 12, 25, and 32 of the

Texas Securities Act. Lastly, Plaintiffs Post—Trial Brief in
Support of Judgment cite to articles 4.F, 25-1, and 32.A of
the Texas Securities Act.

Defendants seek dismissal of Plaintiffs claims on the basis
that: (1) the agreements clearly state that the ownership
interests in the wells are exempt from registration provided
that accredited investors purchase them; (2) all investors were
required to attest to their eligibility and qualifications as
accredited investors; and (3) Defendants did not engage in any
misrepresentations or fraud.

[56] While Plaintiffs have cited to the appropriate provisions
that govern seller conduct under the Texas Securities Act,
Plaintiffs have not plead a private cause of action under
which the Court can grant relief. Here, Plaintiffs seek relief
under Tex. Rev. Civ. Stat. Art. 581-32.A which authorizes
the Attorney General, on the request of the Commissioner,
to “bring an action in the name and on behalf of the State of
Texas” against “any person [wholhas engaged, is engaging
or is about to engage in fraud or a fraudulent practice in
connection with the sale of a security[.]” Stated differently,
article 32.A. provides a cause of action for the State of

Texas against sellers of securities. " For the Court to grant
relief under the Texas Securities Act, Plaintiff needed to
seek relief under Tex. Rev. Civ. Stat. Art. 581-33. As such,
because Plaintiffs have not sought relief under the appropriate
provision, the Court finds that Plaintiffs cannot succeed in a
cause of action under the Texas Securities Act.

VI. Conversion

Plaintiffs' base their allegations of conversion on three
separate pieces of property: (1) personal property comprising
the Screaming Eagle 1H well; (2) the rights to a proportionate
right of the production of oil, gas, and other minerals from the
Screaming Eagle 1H well; and (3) their own investments in
the working interests.

[57] [58] In Texas, “[c]onversion is the unauthorized and
unlawful assumption and exercise of dominion and control
over the personal property of another which is to the exclusion
of, or inconsistent with the owner's rights.” Cass v. Stephens,
156 S.W.3d 38, 61-62 (Tex. App.—El Paso 2004, pet. denied)
(citing Waisath v. Lack's Stores, Inc., 474 S.W.2d 444, 446
(Tex. 1971); Whitaker v. Bank of El Paso, 850 S.W.2d 757,
760 (Tex. App.—El Paso 1994, no writ)). The elements of a
conversion claim are: (1) the plaintiff owned, possessed, or
had the right to immediate possession of property; (2) the
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property was personal property; (3) the defendant wrongfully
exercised dominion or control over the property; (4) the
plaintiff made a demand for return of the property that
the defendant refused; and (5) the plaintiff suffered injury,
usually the market value of the converted property. Lawyer's
Title Co. v. J.G. Cooper Dev., Inc., 424 S'W.3d 713, 718
(Tex. App.—Dallas 2014, pet. denied). Demand and refusal
is not necessary when the possessor's acts manifest a clear
repudiation of the plaintiff's rights. Cass, 156 S.W.3d at 61.

A. Personal Property Comprising
the Screaming Eagle 1H Well

[59] Plaintiffs allege that they “owned, possessed and
had the right to immediate *170 possession of the
personal property comprising the Screaming Eagle 1H well”
and that “Defendants wrongfully exercised dominion or
control over this property.” Thus, the Court must determine
whether Plaintiffs “owned, possessed, or had the right to
immediate possession” of the personal property comprising

the Screaming Eagle 1H well.

At trial, Plaintiffs provided no evidence proving that they
owned personal property comprising the Screaming Eagle
1H well. Moreover, Plaintiffs neither alleged nor proved
what specific personal property comprised the Screaming
Eagle 1H well. At most, the evidence shows that Plaintiffs
owned an undivided working interest in the Screaming Eagle
1H well. See e.g., Trial Def. 3 (“The undersigned hereby
applies to participate as a Joint Venturer (a “Participant”)
in the Venture to the extent of 1 (fill in the number of
interests), in the amount of $99,888 per Interest and agrees to
contribute as initial payment towards capitalization therefore
the sum of $26, 722 in cash.”). “A working interest is
the right to share in well production, subject to the costs
of exploration and development.” Paradigm QOil, Inc. v.
Retamco Operating, Inc., 372 SW.3d 177, 180 n.2 (Tex.
2012). In Texas, a working interest is an interest in real
property, not personal property. Trutec Qil And Gas, Inc. v.
W. Atlas Int'l, Inc., 194 S.W.3d 580, 583 (Tex. App.—Houston
[14th Dist.] 2006). Without evidence of ownership in personal
property comprising the Screaming Eagle 1H well, Plaintiffs
cannot succeed on a conversion cause of action on this basis.

B. Rights to a Proportionate Right of the Production of Oil,
Gas, and Other Minerals from the Screaming Eagle 1H well

Plaintiffs also maintain that they owned, possessed, and
had the rights to a proportionate right of the production of
oil, gas, and other minerals from the wells and Defendants
wrongfully exercised dominion or control over this property.
This type of ownership interest is not an adequate basis for
a conversion cause of action because the second element of
a conversion cause of action requires the converted property
be personal property. As previously established, Plaintiff's
working interest is a real property interest, not a personal
property interest. As such, Plaintiffs cannot succeed on a
conversion cause of action on this basis.

C. Rights to Investments in the Working interests

Lastly, Plaintiffs assert that they were entitled to legal
possession of their own investments in the working interests
and Alfaro exercised control over their investments in an
unlawful and unauthorized manner by selling the Screaming
Eagle 1H well in December 2014. Defendant argues that
Plaintiffs may not maintain their conversion claims on this
basis because the alleged converted property is money and
under Texas law, Plaintiffs' investments are not personal
property. Defendant argues that, under Texas law, “[w]here
money is involved, it is subject to conversion only when it can
be described or identified as specific chattel, but not where
an indebtedness may be discharged by the payment of money
generally.”

Without deciding whether the investments are property
interests that can be converted, a cause of action for
conversion does not exist here either. At trial, Plaintiffs
presented no evidence that they owned, possessed, or had
the right to immediate possession of their invested monies.
On the contrary, the evidence shows that they exchanged
ownership of their invested money for ownership of an
undivided working interest in the applicable wells. See e.g.,
Trial Def. 3 (“The undersigned hereby applies to participate
asa *171 Joint Venturer (a “Participant”) in the Venture to
the extent of 1 (fill in the number of interests), in the amount
of $99,888 per Interest and agrees to contribute as initial
payment towards capitalization therefore the sum of $26, 722
in cash.”); Trial Def. 16 § 3 (“the funds tethered herewith
shall be considered assets of the Company in payment for the
number of Units [of fractional undivided working interests]
set forth on the signature page hereof”).

Because Plaintiffs have failed to prove that they owned,
possessed, or had the right to immediate possession of
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personal property that was converted, the Court need not

address the remaining elements of conversion.

VII. Texas Uniform Fraudulent Transfer Act Claims

A. Plaintiffs' Texas Uniform Fraudulent Transfer Act

Claims

The Plaintiffs' Fourth Amended Complaint states the
following cause of action under TUFTA, Tex. Bus. & Comm.

Code 24.001 et seq.:

The Plaintiffs state in the Joint Pretrial Order (ECF No. 290,

p. 3) that:

Defendants  violated the Texas
Uniform Fraudulent Transfer Act, Tex.
Bus. & Comm. Code 24.001 et seq.,
by operating a Ponzi scheme and
transferring the profits of the Ponzi
scheme directly and indirectly to Mr.
Alfaro. Mr. Alfaro then transferred and
continues to transfer the profits to fund
his lavish lifestyle. Mr. Alfaro also
has incurred fraudulent obligations in
support of his lifestyle. These transfers
and obligations are all fraudulent as to
Plaintiff-creditors because Defendant-
debtors made said transfers and
obligations after or within a reasonable
time before Plaintiffs' claims arose.
These transfers and obligations are
also fraudulent because Defendants
made the transfers and obligations
with actual intent to hinder, delay or
defraud Plaintiffs. Upon information
and belief, the property and monies
transferred by Mr. Alfaro and the
Alfaro Entities, have been transferred
to Defendants, Silver Star Resources,
LLC, King Minerals, LLC, Kristi
Alfaro, the Brian and Kristi Alfaro
Living Trust, 430 Assets, LLC, among

others. ' Plaintiffs' Fourth Amended
Complaint (ECF No. 133, 9 113).

Plaintiffs contend that Mr. Alfaro,
individually and as the sole member
of Alfaro Oil & Gas, LLC and Alfaro
Energy LLC transferred investors (sic)
moneys to Defendants 430 Assets
LLC to purchase a Lamborghini and
Range Rover, to SilverStar Resources
to purchase an oil and gas asset in
Montague County, to Alfaro Energy
LLC to pay for expenses related to
other offerings, to Kristi Alfaro, and
to the Brian and Kristi Alfaro Living
Trust to purchase real estate and pay
the mortgages, taxes and expenses on
such real estate, and upon information
and belief, to King Minerals LLC and
Ana & Avery's Candy Island LLC
to shield investors from getting their
investments back.

The Court held in its Order Denying in Part, Granting in Part,
the Defendants' Motion to Dismiss that:

The Texas Uniform Fraudulent Transfer Act (“TUFTA”),
Tex. Bus. & Comm. Code §§ 24.001 et seq., 1s intended “to
prevent debtors from prejudicing creditors by improperly
moving assets beyond *172 their reach.” Janvey v. Golf
Channel, Inc., 487 S.W.3d 560, 566 (Tex. 2016) (citing
KCM Fin. LLC v. Bradshaw, 457 S.W.3d 70, 89 (Tex.
2015) (“[TUFTA] is designed to protect creditors from
being defrauded or left without recourse due to the actions
of unscrupulous debtors.”)). The Texas Supreme recently
stated that “[u]nder TUFTA, a transfer made with actual or
constructive intent to defraud any creditor may be avoided
to the extent necessary to satisfy the creditor's claims:

(a) A transfer made or obligation incurred by a debtor
is fraudulent as to a creditor ... if the debtor made the
transfer or incurred the obligation:

(1) with actual intent to hinder, delay, or defraud any
creditor of the debtor; or

(2) without receiving a reasonably equivalent value in
exchange for the transfer or obligation, and the debtor
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transfers of assets to Silver Star

(A) was engaged or was about to engage in a business Resources, LLC. In reviewing the

transaction for which the remaining assets of the Complaint, the Court therefore finds

debtor were unreasonably small in relation to the that the Plaintiffs have specifically
business or transaction; or alleged transfers to Alfaro, the Alfaro
Entities, Silver Star Resources, LLC,
430 Assets, LLC, Kristi Alfaro, and the
Brian and Kristi Alfaro Living Trust.

As such, the TUFTA claims against

Golf Channel, 487 S.W.3d at 566 (quoting Tex. Bus. & those specifically alleged parties shall
Comm. Code § 24.005(a); accord id. § 25.006(a) (transfer not be dismissed.
is fraudulent as to present creditor if debtor is insolvent

(B) intended to incur, or believed or reasonably should
have believed that the debtor would incur, debts
beyond the debtor's ability to pay as they became due.

or made insolvent by a transfer and debtor did not receive

reasonably equivalent value); see also id. § 24.008 (creditor ~ (ECF No. 165, p. 14-16.)

remedies for fraudulent transfer)). The Court finds that,

although a Ponzi scheme has not been adequately plead, Brian and Kristi Alfaro testified about transfers to Brian
Plaintiffs claims for fraud have been sufficiently plead to Alfaro, the Alfaro Entities, *173 Silver Star Resources,
withstand Defendant's Motion to Dismiss. Texas Business LLC, 430 Assets, Kristi Alfaro, and the Brian and Kristi
and Commerce Code § 24.002 defines a “claim” as “aright  Alfaro Living Trust.

to payment or property, whether or not the right is reduced

to judgment, liquidated, unliquidated, fixed contingent, As noted in the Court's evidentiary summary of all the
matured, unmatured, disputed, undisputed, legal, equitable, witnesses, Mrs. Alfaro testified that she and husband had

secured, or unsecured.” Plaintiffs allege that they currently purchased the following items within four years 13 Of the

have an unliquidated right to payment or property as tort State Court Action being filed:
claimants pursuant to their fraud claims, which this Court

has declined to dismiss. As such, Plaintiffs continue to * G-class Mercedes, purchased around 2013 at purchase
qualify as claimants under TUFTA. price of $130,000 and monthly payment of $2,300.
Further, this Court found that: * Orange Lamborghini, purchased around fall of 2014 at

purchase price of $400,000, and monthly payment of
about $6,000. As well, she stated that she did not know

. of any other Lamborghinis that her husband may have
In the first ninety-three paragraphs 4 or been drivi
of the Complaint, Plaintiffs make owned of beel diving.

detailed allegations regarding transfers « Porsche purchased for $130,000.

of investor monies to and from

dedicated well accounts; Mr. and * Cadillac Escalade, purchased March of 2015 and monthly
Mrs. Alfaro; a general Primera payment of $1,600.

account; vendors; stock accounts;
* Bentley, purchased within the last two years for $189,000.

Kristi Alfaro also stated that her husband did own
another Bentley prior to the purchase of the one he

and to purchase a number
of vehicles, homes, vacations,
furnishings, jewelry, watches and
audio-visual equipment. On pages 29— owned currently.
31 of the Cor.np laint, Plaintiffs provide * Home at Huntington Place in Bexar County, purchased
a chart which alleges transfers of
specific assets to 430 Assets, LLC
and the Brian and Kristi Alfaro

Living Trust. The chart also provides

in December of 2013 and a monthly payment of about
$23,000. She did not dispute the Bexar County Appraisal
District's record of $2.5 million of value for Huntington

. Place.
allegations that a number of assets

were sold. Further, § 87 alleges
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Kristi Alfaro stated that she and her husband created a trust
for the benefit of their children on July 28, 2004. Assets
held by the trust include a beach home at Cinnamon Shores
on Mustang Island and life insurance policies. When asked
when the beach home was transferred to the trust, Mrs. Alfaro
stated she was not sure, but that she thought it had been a
couple of years. Further, she testified that, and the Alfaro's
life insurance policies either initially funded the trust or were
transferred into the trust at the same time as the home. Mrs.
Alfaro stated that the trust was created to protect assets
from frivolous suits, and to provide for their children. Kristi
Alafaro stated that she and her husband wanted to protect the
assets for their children and their children's children.

Brian Alfaro stated that he lived in Shavano Park, Texas and
that Bexar County Appraisal District value in 2015 was $2.9
million. The monthly payment for the home was $23,000.
Alfaro indicated that when Primera filed for bankruptcy, he
also owned a lot in Boerne, but was in the process of selling
it. Alfaro agreed that the lot was worth $1.2 million. Alfaro
also owned a house at Cinnamon Shores on Mustang Island,
Texas and was worth about $926,000.

Alfaro then testified that at the time of the bankruptcy, he
owned a Bentley, Ford Mustang, Porsche, G—Class Mercedes,
Lamborghini, and was leasing a Cadillac Escalade. Alfaro
testified that the monthly payment for the G—Class Mercedes
was $2,300. Alfaro stated he purchased a new G-Class
Mercedes about the time of the Primera bankruptcy for about
$150,000. Alfaro stated that the lease on the Escalade *174

was $1,600 a month and he made $2,854 monthly payment
for the Porsche. Alfaro could not recall the monthly payment
was for the Bentley. Alfaro testified that he does not pay cash
for the vehicles, but puts nominal cash down and takes a note.
Alfaro testified that at the time when he purchased the cars,
properties, and San Antonio Spurs tickets, the only job he had
was as president of Primera, Alfaro Oil and Gas, and Alfaro
Energy and that during this time, his sole income came from
the three entities.

Moreover, beginning in March 2016 (after Plaintiffs filed
this lawsuit), Alfaro started paying his Silver Star salary and
compensation into the Living Trust. (Trial Audio, 198:21—
24; 199:23; 200:2, April 17, 2017). Previously, Alfaro had

paid his salary and owner draws 4 into a private bank
account. (Preliminary Injunction Hearing Audio, 115:14-17,
Sept. 1, 2015; Trial Audio, 198:25-199:4, April 17, 2017).
Further, Alfaro could not explain why he has transferred at

least $732,200 into the Living Trust since Plaintiffs filed

this lawsuit against him individually. (Trial Audio, 200:3—

25, April 17, 2017); Trial PL. 133.'° Although Alfaro denies
that this maneuver was intended to make it more difficult
for Plaintiffs to recover his personal assets, he provided no
credible evidence explaining why after Plaintiffs sued him
that he changed his practice of paying his compensation
into a personal bank account. In addition to transferring
more than $700,000 in compensation into the Trust without
explanation, the evidence also establishes that after Plaintiffs
filed this lawsuit against Alfaro, he has withdrawn hundreds
of thousands of dollars from financial institutions without
adequate explanation of how and where those funds were
expended. Trial PI. 134. For example, on December 18,
2015, Alfaro withdrew $100,000 from his Silver Star account.

Id.; (Trial Audio, 203:3-206:3, April 17, 2017).'® Alfaro
explained that he believed he used those funds to buy acreage,
but was not certain: “But so far as withdrawing it and putting
it in my pocket, no. I don't think that happened.” (/d. at 204:5—
13). Similarly, on December 23, 2015, Alfaro withdrew
$266,000 from his Wells Fargo account. Trial Pl. 134; (/d.
at 206:8-10). Alfaro attempted to explain that he had to
withdraw these funds so they could be deposited into an
unidentified person's account at the same bank to buy land.
(Id. at 206:14-207:25). Alfaro conceded that because there
are no records documenting this unusual transaction, the
Court will just have to take his word that he in fact used the
money as he says he did. (/d. at 208:17-22). “But so far as
withdrawing it and putting it in my pocket, no. I don't think
that happened.” (/d. at 204:5-13).

As noted herein, Edgar Perez—Mendez (“Perez”) worked as
the CPA for Primera full time from May 3, 2015 until July 9,
2015. Perez stated that he understood Covington was there for
“five years, with a small gap” prior to him. Perez stated that
he understood Covington would transfer certain funds from
individual well operating accounts into Primera's general
operating *175 account, and that some of those funds would
be transferred back into well accounts. Further, he understood
that vendors were paid from those well accounts, and the
general account was for expenses such as salaries, overhead
and rent. Perez testified that Megan Blair was his assistant

while he was a full time employee in the CPA role. 17

that Alfaro
compensation, as well as frequent draws. As an aside, Perez

Perez testified received W-2 employee
testified that the frequency of the draws taken by Alfaro
appears unusual to him in his experience. Perez testified that
in 2013, Alfaro received salary of roughly $880,000 and in
2014, salary of $1.2 million. In addition to the salary, Perez
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testified that from January 1, 2013, to December 31, 2014,
Alfaro took draws of $3,357,158.00. Perez testified that in
total, including draws and salary, Alfaro was paid $5,337,658
in 2013 to 2014.

Perez testified that in 2013 and 2014, the Screaming Eagle
3H and 4H wells collected a total of $18.6 million in investor
contributions. From that, Perez testified that he divided the
$3.2 million that Alfaro received in owner draws to determine
that Alfaro took 18% of the investment funds collected in
draws. Perez stated that on the money raised in the Screaming
Eagle 3H and 4H, 29% went to Alfaro in compensation or
draws.

As to draws, Perez testified that it would be consistent with
Perkins's report that from January 1, 2013, to June 1, 2015,
there were 113 instances of Alfaro taking 10% or nearly
10% of investor contributions. As to splits with sales persons,
Perez testified that there were another 166 instances of Alfaro
and another sales representative together taking 10% or nearly
10% of investment contributions.

Perez stated that he understood that Primera generated income
by selling working well interests to investors, and that Primera
possibly could have retained working interests in the well
itself. Perez testified that in 2013 to 2014, 90-95% of
Primera's income came from investor contributions. Perez
agreed that because 90-95% of Primera's revenue came from
investor contributions, any draws that Alfaro took during that
period also came from investor contributions. Similarly, in
2015, Perez testified that probably all of the revenue Primera
received was investor contributions. Perez stated that during
the time that he was at Primera as its CPA, he noticed Primera
customarily paid Alfaro and other sales representatives ten
percent of the monies they brought in from investors. Further,
Perez testified that when he began work full time as Primera's
CPA, there were many vendors who had not been paid, or even
had their invoices entered into the accounting system yet.

Perez stated that he understood the actual cost of the wells to
be approximately 60% of the amount reflected in the AFE,
leaving a 40% profit margin. Perez testified that he did not
know whether that 40% margin was in the AFE, but that
was what Primera netted regardless. Further, Perez stated that
when Primera filed bankruptcy, it had over $6 million in total
liabilities, despite netting 40% of investor contributions.

[60] Direct evidence of a fraudulent transfer may not be

possible under TUFTA. As such, TUTA recognizes that a

fraudulent transfer may be shown through “badges of fraud”.
In In re SMTC Mfg. of Texas, 421 B.R. 251, 298-99 (Bankr.
W.D. Tex. 2009), this Court stated:

*176 Circumstantial evidence of actual fraudulent intent
under TUFTA, “commonly known as ‘badges of fraud’ ”
are codified in a non-exclusive list set forth in § 24.005(b)
of TUFTA. In re Soza, 542 F.3d 1060, 1066 (5th Cir. 2008).
That section provides:

In determining actual intent under Subsection (a)(1) of
this section, consideration may be given, among other
factors, to whether:

(1) the transfer or obligation was to an insider;

(2) the debtor retained possession or control of the
property transferred after the transfer;

(3) the transfer or obligation was concealed;

(4) before the transfer was made or obligation was
incurred, the debtor had been sued or threatened with
suit;

(5) the transfer was of substantially all the debtor's
assets;

(6) the debtor absconded;
(7) the debtor removed or concealed assets;

(8) the value of the consideration received by the
debtor was reasonably equivalent to the value of
the asset transferred or the amount of the obligation
incurred;

(9) the debtor was insolvent or became insolvent
shortly after a substantial debt was incurred;

(10) the transfer occurred shortly before or shortly
after a substantial debt was incurred; and

(11) the debtor transferred the essential assets of the
business to a lienor who transferred the assets to an
insider of the debtor.

Tex. Bus. & Com.Code Ann. § 24.005(b).
Section 24.003 of TUFTA defines insolvency as:

(a) A debtor is insolvent if the sum of the debtor's debts is
greater than all of the debtor's assets at a fair valuation.
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(b) A debtor who is generally not paying the debtor's debts
as they become due is presumed to be insolvent.

(c) Repealed by Acts 2013, 83rd Leg., ch. 9 (S.B. 847), §
11.

(d) Assets under this section do not include property that
has been transferred, concealed, or removed with intent
to hinder, delay, or defraud creditors or that has been
transferred in a manner making the transfer voidable under
this chapter.

(e) Debts under this section do not include an obligation to
the extent it is secured by a valid lien on property of the
debtor not included as an asset.

Additionally, this Court found in In re SMTC Mfg. of Texas
that “Proof that assets were transferred and an assessment of
their value are essential to sustaining a fraudulent conveyance
action.” Id. at 279. (citations omitted). The Court found that
“The intent that is required is not the same intent that is
necessary to support an action for fraud.” Id. at 299, (citing
Nobles v. Marcus, 533 S.W.2d 923 (Tex.1976) (Fraud and
fraudulent transfer are distinct causes of action.)). Under
TUFTA, the intent that is required is simply the intent to
hinder, delay or defraud a creditor by putting assets beyond
that creditor's reach. Id. (citation omitted). “Further, the
statute expressly authorizes avoidance of any transfer made
with intent to hinder, delay or defraud “any creditor” of the
debtor.” Id., (citing Tex. Bus. & Com. Code Ann. § 24.005(a)
(1)). The Trustee (or, in this case the Plaintiffs) bears the
burden of proof to show, by a preponderance of evidence,
that the transfers in question were made by the Defendants
*177 with the actual intent to hinder, delay or defraud
any creditor of Defendants. /d. Moreover, “Plaintiffs may
prove intent through either direct evidence or circumstantial
evidence—i.e., by establishing sufficient badges of fraud that
the factfinder is satisfied that the requisite intent has been
shown.” Id.

The party seeking to avoid a transfer must establish, by
a preponderance of the evidence, the presence of multiple
badges of fraud. Id. “Once that occurs, the burden shifts to the
defendant to show, again by a preponderance of the evidence,
that the defendant had a legitimate purpose in making the
transfer.” Id. (citing Kelly v. Armstrong, 141 F.3d 799, 802—
03 (8th Cir.1998)). Additionally, the presence of many badges
of fraud “will always make out a strong case of fraud.” Id. at
300 (citation omitted). Texas state courts have determined that

proof of four to five badges of fraud is sufficient. 7d. (citing
Mladenka v. Mladenka, 130 S.W.3d 397, 407 (Tex.App.—
Houston [14th Dist.] 2004, no pet.); Tel Equip. Network, Inc.
v. TA/Westchase Place, Ltd., 80 S.W.3d 601, 609 (Tex.App.
—Houston [1st Dist.] 2002 no pet.)).

[61] The Court finds that Plaintiffs have proven the
following badges of fraud by a preponderance of the
evidence:

(1) The transfer was to an insider. Plaintiffs have shown that
from 2014 until after the State Court Action was filed that
Alfaro took investor money and used it to purchase personal
items, such as vehicles; and took owner draws, salary, and
management fees that were transferred to Alfaro's personal
accounts or his related business entities in which he was the
sole director/manager/member. As such, the Plaintiffs proved
this badge of fraud.

(2) The Defendants retained possession or control of the
property transferred after the transfer. Plaintiffs demonstrated
that Alfaro's draws, salary, and management fees were
almost entirely from investor funds and subsequently placed
in the Alfaro Entities—Silver Star Resources, LLC, 430
Assets, LLC, Kristi Alfaro, and the Brian and Kristi Alfaro
Living Trust. Defendants did not present evidence that they
relinquished possession of the property transferred. As such,
the Plaintiffs proved this badge of fraud.

(3) The transfer or obligation was concealed. In this case,
Plaintiffs demonstrated through their testimony that none
of them knew or would have approved Alfaro taking their
investments for Alfaro's personal use. As such, the Plaintiffs
proved this badge of fraud.

(4) Before the transfer was made or obligation was incurred,
Defendants had been sued or threatened with suit. Plaintiffs
filed their State Court Action in summer of 2015. Plaintiffs
demonstrated that Alfaro took his earnings from Primera and
Silver Star and placed them in the Living Trust after the State
Court Action was filed. Plaintiffs have also demonstrated that
Alfaro took their investments in Primera after suit was filed
and transferred the funds to another Defendant. As such, the
Plaintiffs proved this badge of fraud.

(5) The transfer was substantially all of the debtor's assets.
There is no evidence that the transfer was substantially all of
Defendant's assets.
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(6) The Debtor absconded. There is no proof that Defendant
absconded.

(7) The Debtor removed or concealed assets. There is not
proof that Primera itself removed or concealed assets, but
Alfaro as the sole owner of Primera did. The evidence is
clear that when Alfaro sold Screaming Eagle well No. 1 for
$60,000.00 that he did not inform the investors for well No.
1 and he did not remit the sale *178 proceeds back to the
investors to compensate them for their lost investment. As
such, the Plaintiffs proved this badge of fraud.

(8) The value of the consideration received by the debtor was
reasonably equivalent to the value of the asset transferred or
the amount of the obligation incurred. There is no proof as
to whether the value of consideration received by Defendant
was reasonably equivalent to the value of the asset transferred
or the amount of the obligation incurred.

(9) The debtor was insolvent or became insolvent shortly after
the transfer was made or the obligation incurred. The Court
heard testimony from Edgar Perez—Mendez that Primera was
not paying its vendors prior to filing bankruptcy. Moreover,
Alfaro continued to pay himself while vendors went unpaid.
At least one of the vendors filed suit to collect on its
unpaid account. The Court finds that at the time Primera
filed bankruptcy, it had little ongoing operations, could not
restructure its debt, and was insolvent given the amount
of unpaid vendor claims and unsecured debt. As such, the
Plaintiffs proved this badge of fraud.

(10) The transfer occurred shortly before or after a substantial
debt was incurred. There is evidence of substantial vendor
debt being incurred prior to Primera's bankruptcy. As noted
herein, Alfaro paid himself and then transferred his income to
the other Defendants while Primera was unable to pay vendor
claims or invoices. The Court also notes that by the time this
case was filed, Primera was a defendant in at least seven other
state court cases. As such, the Plaintiffs proved this badge of
fraud.

(11) The debtor transferred the essential assets of the business
to a lienor who transferred the assets to an insider of the
debtor. There is no proof of this badge of fraud.

The Court finds that Plaintiffs have demonstrated by a
preponderance of the evidence seven badges of fraud. As
such, Plaintiffs have met their burden under § 24.005(b) of
TUFTA. See In re Cipolla, 541 Fed.Appx. 473, 479 (5th

Cir. 2013) (affirming the bankruptcy court's finding of actual
intent to defraud under TUFTA based on the presence of four
badges of fraud).

The Fifth Circuit has held that TUFTA does not include
transfers of property to the extent that such property is
encumbered by a security interest that would be effective
against a subsequent judicial lien. Mullins v. TestAmerica,
Inc., 564 F.3d 386, 414 (5th Cir. 2009) (citing Tex. Bus. &
Com. Code § 24.002, .0005). According to Plaintiffs Fourth
Amended Complaint (ECF No. 133, p. 29-30), Alfaro used
investor funds to pay for the following items:

(1) Huntington Place house—purchased in 2013 with
monthly mortgage payment of $23,000.00/month.

(2) G—Class Mercedes—purchased in 2013 for price of
$130,000 with a monthly payment of $2,300.00.

(3) Orange Lamborghini—purchased in Fall 2014 for
$400,000.00 with a monthly payment of $6,300.00. This asset
was placed in 430 Assets, LLC.

(4) Porsche—purchased in Spring 2015 for $130,000 with a
monthly payment of $6,250.00.

(5) Bentley—purchased within the last two years with a
purchase price of $189,000.00.

(6) Cadillac purchased in May 2013 for $33,705.

(7) Over $700,000 was placed in the Brian and Kristi Alfaro
Living Trust.

*179 Items 1-5 are clearly encumbered. Plaintiffs have
offered no evidence as to whether or not Alfaro maintains
equity in these encumbered assets. On the contrary, with
respect to the vehicles, Alfaro testified that he does not pay
cash for the vehicles, but puts nominal cash down and takes
a note (Trial Audio, 33:19-24, April 17, 2017). As such, the
court finds that the following are deemed fraudulent transfers:
(1) Salary and compensation transferred to the Living Trust
beginning March 2016.

(2) Withdrawal of $100,000 from Silver Star account on
December 18, 2015

(3) Withdrawal of $266,000 from Wells Fargo account on
December 23, 2015.
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(5) Bentley—purchased within the last two years with a
purchase price of $189,000.00.

(6) Cadillac purchased in May 2013 for $33,705.

With respect to the beach home on Mustang Island worth
approximately $926,000, Plaintiffs have not satisfied their
burden of proving that this transfer was made within the last
four years of the State Court Action being filed. When asked
when the beach home was transferred to the trust, Mrs. Alfaro
stated she was not sure, but that she thought it had been a
couple of years. Further, she testified that, and the Alfaro's
life insurance policies either initially funded the trust or were
transferred into the trust at the same time as the home. Such
testimony is not definitive enough to establish that the transfer
occurred within the requisite time frame.

B. Plaintiff's TUFTA Remedies
The parties' Joint Pretrial Order (ECF No. 290, p. 6) states:

Plaintiffs further seek the imposition of a constructive
trust and equitable lien with respect to assets of any kind
obtained through the fraudulent scheme, including, but not
limited to, assets fraudulently transferred to third parties.

Section 24.008 of TUFTA states that:

(a) In an action for relief against a transfer or obligation
under this chapter, a creditor, subject to the limitations in
Section 24.009 of this code, may obtain:

(1) avoidance of the transfer or obligation to the extent
necessary to satisfy the creditor's claim;

(2) an attachment or other provisional remedy against
the asset transferred or other property of the transferee
in accordance with the applicable Texas Rules of Civil
Procedure and the Civil Practice and Remedies Code
relating to ancillary proceedings; or

(3) subject to applicable principles of equity and in
accordance with applicable rules of civil procedure:

(A) an injunction against further disposition by the
debtor or a transferee, or both, of the asset transferred
or of other property;

(B) appointment of a receiver to take charge of the
asset transferred or of other property of the transferee;
or

(C) any other relief the circumstances may require. 18
Under Texas law, as under section 9 of the Uniform
Fraudulent Conveyance Act, a creditor's action under the
state law amounts to a suit for the debtor's wrongfully
transferred or secreted property, which, when found, may
be seized and executed upon as though the debtor had never
attempted to transfer it. See *180 7Texas Sand [Co. v.
Shield |, supra, 381 S.W.2d [48] at 55 [ (Tex.1964) ],
Unif. Fraudulent Conveyance Act § 9 (1918) (a creditor
may petition to have the conveyance set aside or may
“[d]isregard [it] and attach or levy execution upon the
property conveyed”). The basic principle of a fraudulent
transfers act, according to one court, is that “[a]s to the
creditors, the property continues in the debtor, and it or its
proceeds are liable to the creditors' demands.” Hallack v.
Hawkins, 409 F.2d 627, 630 (6th Cir.1969) (construing the
Unif. Fraudulent Conveyance Act).

In re MortgageAmerica, 714 F.2d 1266, 1273 (5th Cir. 1983).

Recovery of property is a fundamental remedy under TUFTA.
Sargeant III et al. v. Al Saleh, 512 S.W.3d 399, 413
(Tex. App.—Corpus Christi 2016, orig. proceeding [mand.
denied] ). Further, under TUFTA a claim for fraudulent
transfer contemplates the issuance of an injunction. /d.
“Section 24.009 ... provides that when a transfer is voidable,
the creditor may recover judgment for the value of the asset
transferred, and the judgment may be rendered against “the
first transferee of the asset or the person for whose benefit
the transfer was made” or “any subsequent transferee other
than a good faith transferee who took for value or from
any subsequent transferee.” Id. (citation omitted). Moreover,
the Plaintiffs' claim does not need to be against Primera the
Debtor, but can also be against the transferee of an asset or the
person for whose benefit the transfer was made. Id. at 414.
(citations omitted).

1. Constructive Trust

[62]  [63]
an equitable remedy that may be imposed if there is: (1)
actual or constructive fraud; (2) unjust enrichment of the
wrongdoer; and (3) tracing of the property over which the
trust is placed to some identifiable res in which the plaintiff
has an interest. American Cancer Soc. v. Cook, 675 F.3d 524,
529-30 (5th Cir. 2012). “The decision to resort to this remedy,
however, is entrusted to the discretion of the court.” Id. The
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imposition of a constructive trust requires the court to identify
whether a wrongful taking has occurred. KCM Fin. LLC, et
al. v. Bradshaw, 457 S.W.3d 70, 87-88 (Tex. 2015) (citing
Wheeler v. Blacklands Prod. Credit Ass'n, 627 S.W.2d 846,
851 (Tex.App.—Fort Worth 1982, no writ) (“The very nature
of a constructive trust presupposes a wrongful taking by B of
property owned equitably or legally by A, or to which A has
some claim of right.””); Thompson v. Mayes, 707 S.W.2d 951,
954 (Tex.App.—Eastland 1986, writ ref'd n.r.e.) (noting a suit
to impose a constructive trust “is an action in equity to prevent
unjust enrichment of a person who has wrongfully acquired

property”).

The very nature of a constructive trust
presupposes a wrongful taking by B
of property owned equitably or legally
by A, or to which A has some claim
of right. In such a situation, the law
imposes a constructive trust on that
property and any proceeds from the
sale thereof, or revenues therefrom,
for the benefit of A. There must
of necessity be specific property, the
subject of the inequitable transaction,
before a constructive trust may
be imposed. Definitive, designated
property, wrongfully withheld from
another, is the very heart and soul of

the constructive trust theory.

Wheeler, 627 S.W.2d at 851.

As previously stated, the Court finds that Plaintiffs have
demonstrated by a preponderance of the evidence seven
badges of fraud thereby meeting their burden under §
24.005(b) of TUFTA. As such, the first requirement of a
constructive trustis *181 met. Thus, the Court must examine
the second and third requirements of a constructive trust to
determine whether such imposition is proper.

[65]  [66]
unjust enrichment, the Court finds that Plaintiffs have
demonstrated that Alfaro has received benefits which would
be unjust for him to retain ought to make restitution. Unjust
enrichment is not an independent cause of action, but merely
a theory of recovery. Amoco Prod. Co. v. Smith, 946 S.W.2d
162, 164 (Tex.App.—El Paso 1997, no writ); see also Oxford

[67] With respect to the second requirement,

Fin. Co., Inc. v. Velez, 807 S.W.2d 460, 465 (Tex.App.
—Austin 1991, writ denied); City of Corpus Christi v.
Heldenfels Bros., Inc., 802 S.W.2d 35, 40 (Tex.App.—
Corpus Christi 1990), aff'd, 832 S.W.2d 39 (Tex.1992). “It
can be applied where there is a failure to make restitution
of benefits received under circumstances which give rise to
an implied or quasi-contractual obligation to repay, that is,
where a benefit was wrongfully secured or passively received
which would be unconscionable for the receiving party to
retain.” Mowbray v. Avery, 76 S.W.3d 663, 679 (Tex. App.—
Corpus Christi 2002, pet. denied) (citations omitted). The
unjust enrichment doctrine applies the principles of restitution
to disputes where there is no actual contract, and is based on
the equitable principle that one who receives benefits which
would be unjust for him to retain ought to make restitution. /d.
(first citing Amoco, 946 S.W.2d at 164; then citing Bransom
v. Standard Hardware, 874 S.W.2d 919, 927 (Tex.App.—
Fort Worth 1994, writ denied). Unjust enrichment is not a
proper remedy “merely because it might appear expedient
or generally fair that some recompense be afforded for an
unfortunate loss to the claimant, or because the benefits to the
person sought to be charged amount to a windfall.” Id. at 679—
80 (quoting Heldenfels, 802 S.W.2d at 40.

[68] Here, there is no dispute that Alfaro is a member or
participant of Primera, 430 Assets, Silver Star, and the Living
Trust—all defendants in this litigation. By transferring assets
to and/or from these entities, Alfaro placed the assets out
of Plaintiffs' reach thereby (1) preventing Plaintiffs from
recovering any on a judgment resulting from their underlying
claims; and (2) permitting Defendants to retain possession
of the property transferred. Accordingly, Defendants are
unjustly enriched at Plaintiff's expense.

The third requirement of a constructive trust requires a tracing
of the property over which the trust is placed to some
identifiable res in which the plaintiff has an interest. With
respect to tracing, the Texas Supreme Court recently stated:

“Definitive, designated property, wrongfully withheld
from another, is the very heart and soul of the constructive
trust theory.” Imposition of a constructive trust is not
simply a vehicle for collecting assets as a form of
damages. And the tracing requirement must be observed
with “reasonable strictness.” That is, the party seeking a
constructive trust on property has the burden to identify the
particular property on which it seeks to have a constructive
trust imposed.
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Longview Energy Co. v. Huff Energy Fund LP, 533 S.W.3d
866, 873,2017 WL 2492004, at *5 (Tex. 2017), reh'g denied
(Dec. 8,2017) (citing KCM Fin. LLC, 457 S.W.3d at 88).

After review of the evidence and testimony, the Court has
determined that Plaintiffs have met the requisite burden with
respect to the following property:

*182 (1) Salary and compensation transferred to the
Living Trust beginning March 2016.

(2) Bentley—purchased within the last two years with a
purchase price of $189,000.00.

(3) Cadillac purchased in May 2013 for $33,705.

As to the December 18 and 23 withdrawals, Alfaro testified
that on December 18, 2015, Alfaro withdrew $100,000 from
his Silver Star account. Id.; (Trial Audio, 203:3-206:3, April

17,2017). 19" Alfaro explained that he believed he used those
funds to buy acreage, but was not certain: “But so far as
withdrawing it and putting it in my pocket, no. I don't think
that happened.” (/d. at 204:5-13). Similarly, on December
23, 2015, Alfaro withdrew $266,000 from his Wells Fargo
account. Trial PL. 134; (Id. at 206:8—-10). Alfaro attempted to
explain that he had to withdraw these funds so they could be
deposited into an unidentified person's account at the same
bank to buy land. (Id. at 206:14-207:25). Alfaro conceded
that because there are no records documenting this unusual
transaction, the Court will just have to take his word that he
in fact used the money as he says he did. (/d. at 208:17-22).
“But so far as withdrawing it and putting it in my pocket, no.
I don't think that happened.” (/d. at 204:5-13).

While Plaintiffs have established that Alfaro made the
withdrawals, the Court finds that Plaintiffs have not met the
requisite burden of specifically identifying what particular
property on which it seeks to have a constructive trust
imposed. The only evidence provided to the Court is that
the withdrawals were made; the Court has no definitive
evidence of what specific property was purchased with
the withdrawals. As such, the Court declines to impose a
constructive trust on any property acquired with the cash
withdrawn.

Defendants are ordered to provide an accounting to Plaintiffs
of all the following:

(1) Salary and compensation transferred to the Living Trust
beginning March 2016.

(2) Bentley—purchased within the last two years with a
purchase price of $189,000.00.

(3) Cadillac purchased in May 2013 for $33,705.

2. Equitable Lien

Plaintiffs seek in their prayer for relief the imposition of an
equitable lien. Further, as discussed herein, Plaintiffs seek the
imposition of a constructive trust. The Court has found that
an equitable lien is a remedy that may be used in conjunction
with the imposition of a constructive trust. This Court noted
that:

The fundamental element necessary
to the creation of an equitable lien
is the existence of an express or
implied contract. Id. The agreement
to create the security interest must
be an absolute right to security
and not a promise based upon
a conditional future event. Klesch
& Co., Ltd. v. Nauru Phosphate
Royalties (Honolulu), Inc. ( In re
“RONFIN” Series C Bonds Sec.
Interest Lit.), 182 F.3d 366, 374-75
(5th Cir. 1999).

In re Douglass, 413 B.R. 573, 582 (Bankr. W.D. Tex. 2009).
The Fifth Circuit has found that an equitable lien may
arise when circumstances indicate that the parties intended
specific property to secure payment on a debt. In re Daves,
770 F.2d 1363, 1367 (5th Cir. 1985) (citations omitted).
The court observed that the fundamental *183
necessary to create an equitable lien is the existence of an

element

express or implied contract. Id. (citation omitted). Further,
the court determined that there are three elements that must
be satisfied for a court to grant an equitable lien: “(1) that
there exists an express or implied agreement between the
parties demonstrating a clear intent to create a security interest
in order to secure an obligation between them; (2) that the
parties intended specific property to secure the payment; (3)
and that there is no adequate remedy at law.” Klesch &
Co. Ltd. v. Nauru Phosphate Royalties (Houston) Inc., 182
F.3d 366, 371 (5th Cir. 1999). In Klesch, the Fifth Circuit
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focused on the second element—that specific property was
intended to secure payment—finding that the property must
be identified with reasonable certainty and that the property
must be distinguished from the general assets of the debtor.
Id. (citations omitted).

Additionally, the Fifth Circuit considered whether an
equitable lien was necessary where a plaintiff had an adequate
remedy at law. Id. at 373. (citing Seymour v. Freer, 75 U.S.
202, 215, 8 Wall. 202, 19 L.Ed. 306 (1868)). Specifically,
the court considered whether a court in equity should not act
when the moving party has an adequate remedy at law. Id.
(citation omitted). The court found that a constructive trust
or an equitable lien was unnecessary where a plaintiff has
an adequate legal remedy for money damages. /d. (citation
omitted). Additionally, the court stated that the fact that a
defendant may be insolvent is not grounds for finding that
there is not an adequate remedy at law. Id. at 374.

[69] Plaintiffs' assertion that they are entitled to an equitable
lien lacks merit. To begin with, Plaintiffs offer no argument
as to why they should be granted an equitable lien other
than it is in their prayer. They simply rely on the Court to
fashion a remedy without explaining why Plaintiffs should
have one. Further, under the Klesch test, Plaintiffs have not
demonstrated that there was an implied or express agreement
to designate property to secure a debt. Moreover, Defendants
resisted any attempt by Plaintiffs to attach any property in
satisfaction of their claims. Finally, this Court has found that
Plaintiffs have claims for relief on fraud; as such, Plaintiffs
do have an adequate remedy at law.

VIIL. Unjust Enrichment

Unjust enrichment is not an independent cause of action, but
merely a theory of recovery. Amoco, 946 S.W.2d at 164; see
also Oxford Fin. Co., Inc., 807 S.W.2d at 465; Heldenfels,
802 S.W.2d at 40. “It can be applied where there is a failure
to make restitution of benefits received under circumstances
which give rise to an implied or quasi-contractual obligation
to repay, that is, where a benefit was wrongfully secured
or passively received which would be unconscionable for
the receiving party to retain.” Mowbray, 76 S.W.3d at 679
(citations omitted). The unjust enrichment doctrine applies
the principles of restitution to disputes where there is no
actual contract, and is based on the equitable principle that
one who receives benefits which would be unjust for him to
retain ought to make restitution. Id. (first citing Amoco, 946
S.W.2d at 164; then citing Bransom v. Standard Hardware,
874 S.W.2d 919, 927 (Tex.App.—Fort Worth 1994, writ

denied). Unjust enrichment is not a proper remedy “merely
because it might appear expedient or generally fair that
some recompense be afforded for an unfortunate loss to the
claimant, or because the benefits to the person sought to
be charged amount to a windfall.” Id. at 679-80 (quoting
Heldenfels, 802 S.W.2d at 40).

*184 Plaintiffs have plead unjust enrichment as a separate
cause of action; unjust enrichment, however, is not an
independent cause of action but rather a theory of recovery.
Accordingly, the Court finds Plaintiffs cannot prevail under
this cause of action.

IX. Money Had and Received

Plaintiffs allege that Alfaro, Silver Star, King, Kristi Alfaro,
the Living Trust, and 430 Assets obtained money from the
investors either by fraud, duress, or undue advantage and
that such money, in equity and good conscious, belongs
from investors. Specifically, Plaintiffs allege that Alfaro
held and received money because Primera received revenue
from investor contributions and proceeds from selling the
Screaming Eagle 1H well. Moreover, Plaintiffs maintain that
such money in equity and good conscious belongs to Plaintiffs
and such funds should be rightfully returned. Defendants
argue that Plaintiffs have not proved money had and received.

[70] [71]
assumpsit to restore money where equity and good conscience
require refund.” MGA Ins. Co. v. Charles R. Chestnutt, P.C.,
358 S.W.3d 808, 813 (Tex. App.—Dallas 2012, no pet.). “A
cause of action for money had and received is not premised

“Money had and received is a category of general

on wrongdoing, but ‘looks only to the justice of the case and
inquires whether the defendant has received money which
rightfully belongs to another.” ” Id. (quoting Amoco, 946
S.W.2d at 164).

[72] For the equitable cause of action of money had and
received, “[a]ll the plaintiff need show is that defendant holds
money which in equity and good conscience belongs to him.”
Staats v. Miller, 150 Tex. 581, 243 S.W.2d 686, 687 (1951).
“It aims at the abstract justice of the case, and looks solely
to whether the defendant holds money which belongs to the
plaintiff.” Id. at 687-88.

First, according to Defendants, Plaintiffs testified that their
money was paid to Primera, not Alfaro and ask such, if a
claim for money had and money received existed, the claim
would be against Primera, not Alfaro. Second, Defendants
maintain that they received exactly what they paid for—
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working interests in a respective well. Morever, the fact
that the investment did not produce returns is a function of
the risky nature of such investments and their own actions
in derailing Primera by filing the state-court lawsuit and
forcing Primera into Bankruptcy. Lastly, Defendants submit
that Plaintiffs have not identified any funds that Defendants
hold which in equity and good conscious belongs to Plaintiffs.

[73] Defendants object to Plaintiffs' claim for money had and
received on the basis that Defendants allege Plaintiffs paid the
money voluntarily, with full knowledge and without fraud or
duress. The voluntary payment rule states that money which
is ““ ‘voluntarily paid on a claim of right, with full knowledge
of all the facts, in the absence of fraud, deceptions, duress,
or compulsion, cannot be recovered back merely because the
party at the time of payment was ignorant of or mistook the
law as to his liability.” ” BMG Direct Mktg., Inc. v. Peake,
178 S.W.3d 763, 768 (Tex. 2005) (quoting Pennell v. United
Ins. Co., 150 Tex. 541, 243 S.W.2d 572, 576 (1951)).

[74] As previously discussed, Plaintiffs are entitled to
recovery under fraud. Accordingly, a finding that Plaintiffs
are entitled to recovery under a money had and money
received cause of action is not necessary.

X. Civil Conspiracy

(751 (761 1771 [78] [79]
civil conspiracy are: (1) two or more persons; *185 (2) an
object to be accomplished; (3) a meeting of the minds on
the object or course of action; (4) one or more unlawful,
overt acts; and (5) damages as a proximate result.” Backes
v. Misko, 486 S.W.3d 7, 27 (Tex. App.—Dallas 2015, pet.
denied) (citing Anderton v. Cawley, 378 S.W.3d 38, 60 (Tex.
App.—Dallas 2012, no pet.)). The object to be accomplished
must be either an unlawful purpose or a lawful purpose to
be achieved by unlawful means. /d. A defendant's liability
for conspiracy depends on “participation in some underlying
tort for which the plaintiff seeks to hold at least one of the
named defendants liable.” Id. (citing Cotten v. Weatherford
Bancshares, 187 S.W.3d 687, 701 (Tex. App.—Fort Worth
2006, pet. denied)). Recovery for civil conspiracy is not
based on the conspiracy but on the underlying tort. /d. (citing
Tilton v. Marshall, 925 S.W.2d 672, 681 (Tex. 1996)). A civil
conspiracy claim may be proved by circumstantial evidence
and reasonable inferences from parties' actions. /d. (citing In
re Lipsky, 411 S.W.3d 530, 549 (Tex. App.—Fort Worth 2013,
orig. proceeding)).

[80] Plaintiffs allege that Brian and Kristi Alfaro agreed to
divert Plaintiffs' moneys from them under the causes of action
alleged above. Defendants argue that Plaintiffs have not set
forth any facts that any of the Defendants were engaged in
a conscious plan or scheme, arrived at through a meeting of
their minds, to conduct illegal activities or to conduct any
legal activities by illegal means.

The Court agrees with Defendants. Plaintiffs have not
provided any evidence that either of the Defendants,
specifically Kristi Alfaro, participated or was complicit
in a scheme to conduct illegal activities or to conduct
any legal activities by illegal means. On the contrary, the
only testimony regarding Kristi Alfaro's role was at the
Preliminary Injunction Hearing. She testified that she dealt
primarily with the day-to-day finances of the household,
which included paying loans or notes that the couple had on
various assets that they owned. The Court finds Kristi Alfaro
was a credible witness.

REMEDIES

The Court Finds that Defendants are liable for the following
causes of action:

1. Common law fraud

“The essential elements of a

2. Fraud in the inducement
3. Fraud in the real estate transaction
4. Negligent Misrepresentation

5. TUFTA

Plaintiffs seek recovery for both past and future damages
in the form of a judgment against Defendants. Specifically,
Plaintiffs seek the following:

(a) Out of pocket damages;
(b) Actual damages;
(c) Benefit of the bargain damages;

(d) Damages for mental anguish pursuant to § 17.50(a)(3)
of the Texas Business and Commerce Code;

(e) Treble damages pursuant to § 17.50(b)(1) of the Texas
Business and Commerce Code;
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(f) Exemplary damages;

(g) Attorneys' fees, expert witness fees, costs for copies of
depositions and costs of court pursuant to § 27.01 of the
Texas Business and Commerce Code;

(h) Pre- and post-judgment interest;

(@)
0

Restitution;

Disgorgement;

(k) Equitable relief;

@

Appropriate injunctive relief;

(m) Constructive trust;

(n) Receivership; and

(0) Such other and further relief to which Plaintiffs may be

[81]

entitled at law or in equity.

*186 A. Damages

[82] The ordinary measure of damages in a fraud case

is the actual amount of the plaintiff's loss that directly and

proximately results from the defendant's fraudulent conduct.
Tilton v. Marshall, 925 SW.2d 672, 680 (Tex. 1996). As

such,

Plaintiffs are entitled to their actual damages, which is

the value of their investment. Plaintiffs have provided these

values in their Proposed Findings of Fact and Conclusion of

Law,

(ECF No. 296), which the Court hereby adopts:

* Rick Reiley

o Screaming Eagle 2H: $49,944.00
o Screaming Eagle 3H: $99,888.00

o Total: $149,832.00

* Betty Reiley

o Screaming Eagle 2H: $49,944.00
o Screaming Eagle 3H: $61,455.22

o Total: $111,399.22

* Vincent J. Gillette

o Screaming Eagle 2H: $99,888.00

o Screaming Eagle 3H: $122,910.44
o Screaming Eagle 4H: $101,446.00
o Total: $324,244.44

* Sharon Walls
o Screaming Eagle 2H: $99,888.00
o Screaming Eagle 3H: $122,910.44
o Screaming Eagle 4H: $101,446.00
o Blackhawk Buda: $25,811.00
o Total: $350,055.44

* Rick Griffey
o Screaming Eagle 4H: $101,446.00
o Screaming Eagle 6H: $108,966.00
o Total: $210,412.00

* Thomas J. Gillette
o Screaming Eagle 2H: $124,860.00
o Screaming Eagle 3H: $153,638.05
o Screaming Eagle 4H: $50,723.00
o Blackhawk Buda: $50,000.00
o Total: $379,221.05

* DC Oil Company, Inc. (Richard David Collins)
o Screaming Eagle 4H: $209,776.00
o Screaming Eagle 6H: $221,044.00
o Total: $430,820.00

* James Buford Salmon
o Montague Legacy 1: $371,501.10
o Montague Legalcy 2: $592,570.00
o Screaming Eagle 1H: $528,480.00

o Screaming Eagle 2H: $998,880.00
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o Screaming Eagle 3H: $998,880.00
o Screaming Eagle 4H: $998,880.00
o Screaming Eagle 6H: $943,104.00
o Blackhawk Buda: $ 575,886.00
o Total: $6,008,181.10

* David Davalos
o Screaming Eagle 4H: $25,361.50
o Total: $25,361.50

Therefore, the Court finds actual damages shall be awarded

as follows:

*187
Plainiift Damages
Rick Reiley 149832 .00
Betty Reiley $111.39922
Vincent J. Gillette $324 244 44
Sharon Walls 350,055 44
Rick Griffey S210.412.00
Thomas 1. Gillette $370.221.05
DC Oil Company $430,820.00
Tames Buford Salmon 6,008, 181.10
David Davalos $25,361.50
Total 57,989,526.75

Moreover, because the above-identified Plaintiffs prevailed
in their claim for fraud in the real estate transaction, such
Plaintiffs are entitled to attorneys' fees, expert witness fees,
costs for copies of depositions and costs of court pursuant to
§ 27.01 of the Texas Business and Commerce Code. Motions
for such costs and objections to such costs shall be filed and
served in accordance with Local Rule 7054.

B. Constructive Trust

As previously established, the Court has determined that a
constructive trust shall be imposed on the following property:

1. Salary and compensation transferred to the Living Trust
beginning March 2016.

2.

Bentley—purchased within the last two years with a

purchase price of $189,000.00.

3.

Cadillac purchased in May 2013 for $33,705.

Conclusion

Based on the foregoing, the Court concludes the following

regarding Plaintiffs' claims:

1

2

. Plaintiffs' common law fraud claim prevails.
. Plaintiffs' fraud in the inducement claim prevails.

. Plaintiffs' fraud in the real estate transaction claim

prevails.

. Plaintiffs' negligent misrepresentation claim prevails.

. Plaintiffs' DTPA claim fails because Plaintiffs did not

establish themselves as DTPA consumers.

. Plaintiffs' violation of Texas Securities Laws fails

because Plaintiffs have not plead a private cause of
action under which the Court can grant relief.

. Plaintiffs' conversion claim fails because Plaintiffs did

not prove that the property converted was personal
property.

. Plaintiffs' Texas Uniform Fraudulent Transfer Act claim

prevails and a constructive trust will be imposed on the
following:

a. Salary and compensation transferred to the Living
Trust beginning March 2016.

b. Bentley—purchased within the last two years with a
purchase price of $189,000.00.

*188 c. Cadillac purchased in May 2013 for $33,705.

Plaintiffs' unjust enrichment claim fails because
Plaintiffs plead this claim as a separate cause of action
rather than a basis for recovery.

10. Plaintiffs' money had and money received claim fails

because Plaintiffs are recovering under common law
fraud.
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11. Plaintiffs' civil conspiracy claim fails because Plaintiffs
did not produce evidence that Defendants participated or
was complicit in a scheme to conduct illegal activities or
to conduct any legal activities by illegal.

All relief not granted herein is DENIED.

IT IS SO ORDERED.

A separate Final Judgment will be entered in conformity with All Citations
this Memorandum Opinion. 579 BR. 75
Footnotes

The state court judge also appointed a receiver, Lamont Jefferson, for Alfaro O & G and Alfaro Energy. Mr.
Jefferson took the position that as receiver for Alfaro O & G and Alfaro Energy that he was not authorized
or required to represent Alfaro O & G and Alfaro Energy in this adversary proceeding. As such, the Court
allowed Defendants' counsel to represent them.

The Contract refers to “transaction-based” compensation, while testifying witnesses sometimes use the
phrase “commission-based” compensation or used the two terms interchangibly. As such, the Court will use
the term commission-based compensation to describe a situation where an employee receives payment
based on the amount of sales the employee makes.

The Court received evidence from many witnesses and considered a number of documents, but the operative
document that the Court must analyze is the Contract and whether or not the Contract provides a basis for
Plaintiffs' claim for relief. There was a Contract for each well and solicitation. Although there was a Contract
for each well prospectus with relevant geological and engineering data, the operative language governing
limitations on oral representations by sales staff and investor's acknowledgement of being accredited are
the same.

“AFE” denotes Authorization for Expenditure. These were the costs associated with the drilling, operation,
and production of the well. Primera could ask for capital contributions from investors if an expense was
unanticipated and not in the AFE. Failure to pay an investor's pro-rata share of an expense would result in
the working interest owner forfeiting his or her share in the well.

Trial PI. 75, p. 36.

See Trial Audio, 51:17-21, April 10, 2017 (stating that Alfaro assured Peters); 89:12-23, April 10, 2017
(stating that Alfaro assured Collins); 169:1-4, April 10, 2017 (stating Salmon's understanding); 182:23—
183:3, April 10, 2017 (stating Crawford's understanding); 192:5-7, April 10, 2017 (stating Daniel Davalos'
understanding); 199:10-12, 201:22—-202:1, April 10, 2017 (stating David Davalos' understanding); 223:17—
24, April 10, 2017 (stating James Reiley's understanding); 14:8-11, April 11, 2017 (stating that Rodriguez and
Alfaro assured Rick Reiley); 96:14-17, April 11, 2017 (stating Betty Reiley's understanding); 102:3-10, April
12, 2017 (stating Huber's understanding); 174:11-18, April 12, 2017 (stating Walls' understanding); 236:20—
25, April 12, 2017 (stating Griffey's understanding); 263:21-25, April 12, 2017 (stating Marjorie A. Gillette's
understanding); and 11:17-12:3, April 13, 2017 (stating that Alfaro assured Edward A. Gillette).

The fact that they are testifying Plaintiffs is relevant because, through the Court's analysis of element four
of fraud (actual and justifiable reliance), only testifying Plaintiffs will be able to recover under a common law
fraud as only testifying Plaintiffs can provide testimony regarding their actual and justifiable reliance. As such,
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10

11

12

13

14

15

16

17

18

19

the Court only reviewed the execution documents of those Plaintiffs that testified and would ultimately prevail
under element four of fraud.

Plaintiffs Trial Exhibit 4-19, 23—-41, 48-55, 77—78, 85-100.

See Rattan v. Bosley, 446 S.W.2d 345, 347 (Tex. Civ. App.—Waco 1969, no writ)(finding that when one
has been induced to enter into a contract by fraudulent representations, the person committing the fraud
cannot defeat a claim for fraud by asserting that the defrauded party might have discovered the fraud by
exercise of proper care).

Plaintiff's Original Verified Petition, First Amended Petition, and Second Amended Petition were all filed in
the Bexar County District Court before this action was removed to this Court. Plaintiff filed its Third Amended
Complaint and Fourth Amended Complaint in this case. The Court examined all five documents and noted
that Plaintiff consistently cited Tex. Rev. Civ. Stat. Art. 581-32.A. in each document to support this cause
of action.

Tex. Rev. Civ. Stat. Art. 581-33 provides a private cause of action against the seller of securities whereas
article 581-32 provides the State with a cause of action against seller of securities. See also Shields v. State,
27 S.W.3d 267, 275 (Tex. App.—Austin 2000, no pet.) (distinguishing between a private cause of action under
article 581-33 and the State's cause of action under article 581-32).

The TUFTA claims against King Minerals, LLC and Ana and Avery's Candy Island, however, have not been
specifically plead and the Court dismissed them in its Order Denying in Part, Granting in Part, Defendants'
Motion to Dismiss. (ECF No. 165, p. 16).

(a) Except as provided by Subsection (b) of this section, a cause of action with respect to a fraudulent transfer
or obligation under this chapter is extinguished unless action is brought:

(1) under Section 24.005(a)(1) of this code, within four years after the transfer was made or the obligation
was incurred or, if later, within one year after the transfer or obligation was or could reasonably have been
discovered by the claimant;

(2) under Section 24.005(a)(2) or 24.006(a) of this code, within four years after the transfer was made or
the obligation was incurred,

Tex. Bus. & Comm. Code § 24.010.

Plaintiffs’' Trial Exhibit 131 summarizes all the owner draws Alfaro took from January 2, 2013—June 1, 2015.
Plaintiffs' Trial Exhibit 132 shows the amount of Alfaro draws versus investor receipts.

Plaintiffs' Trial Exhibit 133 shows that from March 31, 2016 to January 25, 2017, that Alfaro made 44 transfers
from Silver Star to the Living Trust in the total amount of $732,200.00.

Plaintiffs’ Trial Exhibit 134 shows that Alfaro withdrew $880,000.00 in checks and withdraws from Silver Star
from November 9, 2015 to January 1, 2017.

Plaintiffs' Trial Exhibit 136 shows that from May 14, 2012 to April 10, 2015, Primera Energy, Alfaro Oil & Gas,
and Alfaro Energy made 162 inter-company transfers for a total amount of $2,587,677.89.

Defendants did not plead any of the defenses under § 24.009 of TUFTA.

Plaintiffs’ Trial Exhibit 134 shows that Alfaro withdrew $880,000.00 in checks and withdraws from Silver Star
from November 9, 2015 to January 1, 2017.
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Fighting The Evidentiary Risks Of Deepfakes In Court
By James Koukios and Tara McGrath (July 8, 2026, 5:59 PM EDT)

Deepfake technology poses two evidentiary risks: A fabricated recording may be passed
off as proof of an event that never occurred, and a genuine recording may be discredited
by the mere suggestion that it could have been produced by artificial intelligence.

Courts are now confronting both risks in real cases. So far, traditional authentication
rules have not been abandoned. But judges are asking more pointed questions about
provenance, chain of custody, and the process by which digital evidence was collected,
preserved, and presented.

This article examines how courts are developing an authentication framework for
allegations that evidence is Al-generated or Al-manipulated, sometimes referred to as a
deepfake. Although unsupported deepfake claims alone are unlikely to defeat
admissibility, those claims can still gain traction where the exhibit's provenance is
unusual or the chain of collection is weak. Proponents of digital evidence may need to
offer substantially more than a witness's testimony that the evidence appears to depict
what it purports to depict.

Existing Rules Still Do Most of the Work

Rule 901(a) of the Federal Rules of Evidence requires the proponent to produce sufficient Tara McGrath
evidence to support a finding that the item is what the proponent claims it is. The

nonexhaustive examples in Rule 901(b) include distinctive characteristics, testimony from a witness with
knowledge, and evidence describing a process or system that produces an accurate result.[1]

That flexible standard remains important in the deepfake context. A video might be authenticated by a
witness who saw the event, by circumstantial details in the recording, by metadata and device
information, or by forensic testimony about how the file was created and maintained.

Electronic evidence also may be self-authenticated in some circumstances under Rules 902(13) and
902(14), including through certifications addressing electronic processes or data copied from an
electronic device.[2] But those tools answer different questions.

A hash value can show that a copy matches a source file, but it does not show that the source file
depicts a real event. Metadata may support authenticity, but it can be incomplete, stripped, altered or
ambiguous. Al-detection tools may be useful, but they are likely to raise their own questions about



methodology, validation, error rates and expert qualifications.
Recent Cases Chart a Middle Ground

The lowa Court of Appeals' January decision in State v. Amyda demonstrates one side of the emerging
line in deepfake challenges. In this case, the defendant in a sexual assault case argued that a digital
video sent to the victim online might be a deepfake and that admission of a duplicate violated the best-
evidence rule.[3]

The Amyda court upheld admission of the video. It emphasized the victim's testimony that she
recognized her body, clothing, room, and the defendant's hand, and that those details were consistent
with the only relevant time the defendant was in her room. The court concluded that this circumstantial
evidence satisfied lowa's Rule 901 analogue and that the defendant's unsupported deepfake speculation
did not create a genuine question about authenticity.

The Supreme Court of Maryland's 2024 decision in Mooney v. State, although not a deepfake case,
points in the same direction. There, the court held that video evidence may be authenticated through a
combination of witness testimony and circumstantial evidence, and that a witness need not have
personal knowledge of every event depicted.[4] That approach preserves the usefulness of ordinary
authentication principles even as the technology surrounding digital evidence becomes more complex.

The New York Court of Appeals' February decision in In the Matter of M.S. illustrates the other side of
the line. In a 4-3 decision, New York's high court reversed a family court's findings, which rested on
video clips appearing to depict sexual abuse of a child.[5] The videos had not been found in the family
home or on devices belonging to the alleged abuser but were recovered from the computer of a third
party who allegedly had hacked into the family's home security cameras and who did not testify. The
original camera feed was not available, a significant portion of the chain of custody was unexplained and
devices recovered from the home were not offered at trial.

Applying existing authentication law, the majority in M.S. held that the foundation was inadequate and
reversed. Although the majority did not announce a new rule, the potential for a deepfake combined
with the strange origin story of the videos likely caused the majority to view the authentication
requirement through a more rigorous lens. The decision noted, for example, that

the increasing prevalence of "deepfake" videos has ... rendered the method of matching
circumstantial details in a video to personal observations a more suspect form of authentication;
most fabricated videos "leverage" real details from real photos and videos of real places and
people, then alter the pieces the person wishes to alter to create a realistic, but manipulated,
video. ... In the authentication context, what matters most is whether the events depicted are as
real as the proponent claims them to be, not whether there are some identifying features of the
video that can be corroborated in real life.

This narrow 4-3 decision in New York underscores the close division around best practices for
authenticating digital evidence in the age of Al. The dissent asserted that authentication is meant to be a
low, preliminary bar: Once the proponent makes a prima facie showing that the evidence is what it
purports to be, the evidence should be admitted. The dissent raised concerns about the blurred
distinction between admissibility and weight applied in this case, imposing an unduly demanding
authentication standard.



Read together, Amyda, Mooney and M.S. suggest an emerging middle ground approach to
authenticating evidence that could be a deepfake. Courts are unlikely to reward unsupported deepfake
claims. But when a challenger identifies concrete problems with source, custody, completeness, or
forensic reliability, litigants can expect closer scrutiny of digital evidence.

Nevertheless, the decisions also highlight a concern that courts should not underestimate: the liar's
dividend. If the mere existence of generative Al were enough to defeat authentication, any party could
cast doubt on otherwise reliable evidence simply by raising the specter of the technology — without
ever tying it to the facts of the case.

Federal Rulemaking Is Moving Slowly

The Advisory Committee on Evidence Rules, which advises the Judicial Conference of the United States,
has considered, but not approved, a working draft of Rule 901(c) to address evidence alleged to be
fabricated or altered by generative Al[6]

The working draft would create a two-step framework. If enacted, the opponent first must offer
evidence sufficient to support a finding that the challenged item was Al-fabricated or Al-manipulated.
Only when that threshold is met would the burden shift to the proponent to establish that the item is
more likely than not authentic.

This draft rule reflects the same balance emerging in the cases discussed above. It gives courts a
mechanism to address serious fabrication concerns without allowing every digital exhibit to become a
mini-trial about generative Al. It also distinguishes deepfake challenges from a separate proposed Rule
707, addressing machine-generated evidence.

Even so, the committee is proceeding with caution. According to its May agenda materials, the
committee did not approve Rule 901(c) for publication and instead opted for further study. Those same
materials cite a Federal Judicial Center survey in which just 15 of the 931 responding federal judges
reported having faced a deepfake challenge. Most judges who had not yet seen such a challenge
indicated they would require some initial showing before entertaining it.[7]

Guidance and Legislation Reinforce the Same Lesson

U.S. Department of Justice training materials and state and federal lawmakers are also starting to
address generative Al concerns.

The March 2025 DOJ Journal of Federal Law and Practice cautioned that when Al may have been used in
creating or gathering records, prosecutors should determine whether Al was used, what program was
used, how the information was created, how the system was secured and what human review
occurred.[8] The journal does not establish binding DOJ policy, but the article provides useful factors to
consider when evidence depends on a digital process.

Similarly, in summer 2025, Louisiana amended its rules of civil procedure to require attorneys to
exercise reasonable diligence to verify the authenticity of evidence before offering it and to treat
undisclosed use of evidence the attorney knew or should have known was false or artificially
manipulated as a violation.[9]

The DOJ training materials and Louisiana rule demonstrate that lawyers should expect judges,



regulators, and opposing counsel to ask more rigorous questions about digital provenance and
understand the process before trial, not after an authentication objection.

Practical Lessons for Litigators

For proponents of evidence that could be challenged as a deepfake, authentication must begin at
collection. Preserve the original device or native file when possible. Avoid relying only on screenshots,
platform-compressed copies or files that have moved through unknown intermediaries. Document who
collected the evidence, when, from what source, using what tool and what happened to it after
collection.

Hash verification, metadata review and Rule 902 certifications should be used where they fit, but
lawyers need to be precise about what they prove. Hashes are powerful evidence of integrity between
copies, not proof that the underlying content is real. Metadata can corroborate authenticity but should
not be oversold. In higher-risk matters, forensic expert testimony may be necessary to explain source,
custody, compression, editing history, artifacts and the limits of any Al-detection analysis.

For challengers, generalized skepticism of generative Al is not enough. More effective arguments will
identify specific reasons to doubt authenticity: missing originals, unexplained gaps, inconsistent
metadata, evidence of editing, impossibility evidence, suspicious timing, a motive and opportunity to
fabricate, or records showing use of Al tools. Discovery should target native files, source devices,
platform export data, upload and download history, account logs, editing applications, render histories,
prompts, and communications about the exhibit.

The evidentiary rule invoked will depend on the record. The objection may sound in Rule 901, Rule 1003,
Rule 403, Rule 702, or discovery and spoliation principles. But the strategic point is the same: Build a
threshold record. Courts are beginning to distinguish concrete deepfake challenges from the bare
assertion that anything digital might be fake, but they also may be raising the authentication bar to
account for the possibility of Al-generated evidence.

Conclusion

Deepfake technology is changing authentication practice, but it has not displaced Rule 901. Courts will
continue to admit digital evidence supported by ordinary circumstantial proof when the deepfake
challenge is merely speculative. At the same time, courts will demand more from proponents when the
evidence has unusual provenance, missing originals, weak chain of custody, or unexplained technical

gaps.
Whether you're planning to raise a deepfake challenge or respond to one, it's critical to start building

the authentication strategy early. Litigators who adjust now will be better positioned when the rules
eventually catch up.

James Koukios and Tara McGrath are partners at Morrison Foerster LLP.
MoFo associate Nia Anderson contributed to this article.

The opinions expressed are those of the author(s) and do not necessarily reflect the views of their
employer, its clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for
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Carlos I. Uresti and Stanley P. Bates

SEC Charges Former Texas State Senator
and CEO with Securities Fraud

Litigation Release No. 24296 / September 28, 2018

Securities and Exchange Commission v. Carlos 1. Uresti and
Stanley P. Bates, No. 5:18-cv-01013 (W.D. Tex., filed Sep. 28,
2018)

Washington D.C., September 28, 2018 - The Securities and Exchange Commission
today announced charges against former Texas state senator Carlos 1. Uresti and
Stanley P. Bates for securities fraud and other violations of the federal securities laws.

According to the SEC's complaint, filed in the United States District Court for the
Western District of Texas - San Antonio, Bates founded and served as CEO of FWLL,
LLC (a/k/a Fourwinds Logistics Laredo) ("FWLL") to buy and sell sand used in
hydraulic fracking to produce oil. The complaint alleges that Uresti, then a licensed
attorney and Texas state senator, provided a veneer of credibility to FWLL and served
as the company's counsel, broker, and escrow agent. Together, Uresti and Bates
allegedly raised over $11 million by misrepresenting the profitability and safety of
investments in the FWLL venture, including presenting a doctored bank statement to
investors showing that FWLL had over $18 million in cash, when in reality the
company had less than $100,000. According to the complaint, Uresti convinced one of
his legal clients, a financially unsophisticated single mother, to invest $900,000,
which came from a wrongful death settlement that Uresti had secured on her behalf
after the death of two of her children. Uresti allegedly received large, undisclosed
commissions for his solicitations, and Bates spent most of the investors' money on
lavish and improper payments and expenses.

The SEC's complaint charges both defendants with violating the antifraud provisions
of Section 17(a) of the Securities Act of 1933 and Section 10(b) of the Securities and
Exchange Act of 1934 and Rule 10b-5 thereunder, the registration provisions of
Sections 5(a) and 5(¢) of the Securities Act, and the broker-dealer registration
provisions of Section 15(a) of the Exchange Act. Bates has agreed to settle the
Commission's action against him and consented to a final judgment that permanently
enjoins him from violating the aforementioned provisions of the federal securities



laws, imposes a conduct-based injunction and officer and director bar, and deems his
disgorgement satisfied by the restitution ordered against him in the criminal matter
described below. Bates also agreed to settle the proposed administrative proceeding
by consenting to associational and penny stock bars.

In related criminal proceedings earlier this year, a federal jury found Uresti guilty on
11 felony counts, including two counts of securities fraud, while Bates pleaded guilty
to eight felony counts, including securities fraud. Uresti and Bates were both
sentenced to serve terms of imprisonment of 12 and 15 years, respectively, and both
were ordered to pay a total of $6.3 million in restitution.

The SEC's investigation was conducted by Rebecca Fike and supervised by Jim Etri
and Eric R. Werner of the SEC's Fort Worth Regional office. The SEC's litigation will
be led by Keefe Bernstein and supervised by B. David Fraser. The SEC appreciates
the assistance of the U.S. Attorney's Office for the Western District of Texas and the
Federal Bureau of Investigation.

e SEC Complaint
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FourWinds C.E.O. Stanley Bates Sentenced
to 15 Years in Federal Prison

Tuesday, September 11, 2018

Share

For Immediate Release

U.S. Attorney's Office, Western District of Texas

In San Antonio today, a federal judge sentenced former FourWinds Chief Executive
Officer Stanley P. Bates to

15 years in federal prison, announced U.S. Attorney John F. Bash, Federal Bureau of
Investigation Special Agent in Charge Christopher Combs, San Antonio Division, and
Internal Revenue Service-Criminal Investigation Special Agent in Charge D. Richard
Goss, Houston Field Office.

In addition to the prison term, Senior U.S. District Judge David A. Ezra ordered that
Bates pay $6,345,414 million restitution and be placed on supervised release for a
period of three years after completing his prison term.

“Today Mr. Bates received a just punishment for the fraudulent scheme he
orchestrated. Like all such schemes, the FourWinds plot, stripped to its core, was
simply an effort to steal money belonging to other people,” stated U.S. Attorney Bash.

On January 8, 2018, Bates pleaded guilty to eight separate federal charges including
securities fraud and money laundering stemming from a Ponzi scheme that defrauded
investors out of millions of dollars. In February, a jury found Bates’s co-defendants,
former District 19 Texas State Senator Carlos Uresti and FourWinds Logistics, Inc.,
(FourWinds) consultant Gary L. Cain, guilty on all charges for their roles in the
scheme. In June, Judge Ezra sentenced Uresti and Cain to 12 years in federal prison
and 68 months in federal prison, respectively. Judge Ezra also ordered that Uresti and
Cain pay, jointly and severally, over $6.3 million in restitution.

Evidence presented during trial revealed that from February 2014 to December 2015,
the defendants developed an investment Ponzi scheme to buy and sell hydraulic
fracturing (fracking) sand for oil production. Evidence showed that the defendants
made false statements and representations while soliciting investors in

FourWinds. Collected funds were then used to pay earlier investors and for personal



expenses including gifts, travel, luxury automobiles, controlled substances, and to hire
prostitutes. Evidence and testimony also revealed that Uresti, Cain and Bates engaged
in money laundering with the proceeds of wire fraud.

The FBI’s Public Corruption Task Force is conducting this investigation. The Task
Force is comprised of investigators from the FBI, IRS-CI, Texas Department of Public
Safety (DPS) and the Peace Corps-Office of Inspector General. Assistant U.S. Joseph
E. Blackwell, William R. Harris, Mark Roomberg, Erica Giese and Sean O’Connell
are prosecuting this case on behalf of the Government.

Updated September 11, 2018

Topics

Financial Fraud

Public Corruption
Component

USAQO - Texas, Western



http://www.justice.gov/usao-wdtx

	Binder2.pdf
	Binder1.pdf
	Fraudulent-Manipulation-of-Bank-Statements_2024
	In re Atkins
	In re Chris Pettit And Associates PC
	In re Primera Energy LLC

	Deepfake Law360 Article July 2026.pdf

	Carlos I
	Carlos I. Uresti and Stanley P. Bates
	SEC Charges Former Texas State Senator and CEO with Securities Fraud
	Litigation Release No. 24296 / September 28, 2018
	Securities and Exchange Commission v. Carlos I. Uresti and Stanley P. Bates, No. 5:18-cv-01013 (W.D. Tex., filed Sep. 28, 2018)


	FourWinds C
	FourWinds C.E.O. Stanley Bates Sentenced to 15 Years in Federal Prison




