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Court Emphasizes Risks of Dealing With Known Insolvent Entity  
 
A recent 7th Circuit Court of Appeals decision shows the risks of 
dealing with an entity known to be insolvent and demonstrates that 
claimants, however deserving, can expect little sympathy from the 
courts.  (Fusion Capital Fund II, LLC v. Richard Ham and Carla 
Aufdenkamp No. 09-3723 decided August 2, 2010) 
  
In this case, the insolvent entity was Millenium Holding Group, Inc., 
majority owned and controlled by its two board members, Richard Ham 
and Carla Aufdenkamp (Mr. Ham and Ms. Aufdenkamp are married so 
the court refers to them as the "Hams."  To avoid accusations of 
sarcasm and irony, the court is quick to point out that this is how Mr. 
Ham and Ms. Aufdenkamp have referred to themselves.) 
  
In 2004, Millenium had assets of $60,000 and liabilities of $1.5 million.  
But it had one attractive feature - it had tradable stock.  Sutura, a 
manufacturer and seller of medical devices, decided to use Millenium, 
as the court described, "to go public without all the fuss and bother 
(and expense) of a registration statement and the release of audited 
financials."  For this purpose, it would use a reverse merger in which 
an operating entity (Sutura) is merged into a shell, which would then 
change its name to match the operating entity's name.  Referred to as 
"going public by the back door," the court noted the transaction is 
legal, but not encouraged by the Securities and Exchange 
Commission. 
 
Essential for this transaction is equity capital, for which Fusion Capital 
Fund II stepped forward, offering a $15 million investment in Sutura.  
But when the merger failed to close by October 31, 2004 Fusion told 
Millenium that Fusion was backing out. 
 
Millenium sued Fusion in Nevada (Millenium's state of incorporation 
and place of business) for tortious interference with the merger 
agreement and lost.  Fusion then sued Millenium in Illinois for $1.2 
million in legal fees based on its contract with Millenium.  Fusion chose 
to sue in Illinois, since Fusion is an Illinois limited liability company and 
all of Fusion's members are citizens of Illinois, thus creating diversity 
jurisdiction for the Illinois federal court. 

Of course, Millenium was "judgment proof," with virtually no assets.  
So Fusion sued the Hams, as controlling shareholders and directors.  
The lower district court agreed with Fusion and held the Hams 
personally responsible for Fusion's legal fees. 
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But the appeals court disagreed.  The court cited Nevada's corporation statute that protected 
stockholders, directors, and officers from personal liability, unless they act as the "alter ego" of the 
corporation. 
 
"2. A stockholder, director or officer acts as the alter ego of a corporation if:  

      (a) The corporation is influenced and governed by the stockholder, director or officer; 

      (b) There is such unity of interest and ownership that the corporation and the stockholder, director or 
officer are inseparable from each other; and 

      (c) Adherence to the corporate fiction of a separate entity would sanction fraud or promote a manifest 
injustice."  (Nevada Revised Statutes, Section 78.747) 

Here, Millenium failed to prove the third element - fraud.  Using his typical colorful language, Judge 
Easterbrook noted: 

" . . . there isn't any fraud, because Fusion knew that Millenium is a husk without any corn inside. 
. . . And this knowledge also makes it hard to see how limiting the Hams' liability would produce 
an "injustice," manifest or otherwise.  Fusion was not deceived, hornswoggled, misled, duped, 
hoodwinked, bamboozled, or snookered. . . .  Fusion not only understood that Millenium was a 
shell but also knew that its shell status was exactly why it was attractive to Sutura. . . . 

"When Millenium signed a contract promising to reimburse Fusion's legal expenses if litigation 
ensued, Fusion knew beyond doubt that Millenium would be unable to keep that promise -- 
unless the merger closed." 

Although finding for Millenium, the court does not go easy on Millenium.  It points out that Millenium does 
not have significant assets, does not have audited financial statements, and has only two board members 
(the Hams), although the by-laws require three board members.  Millenium files no tax returns and its 
headquarters are the Hams' residence, which the Hams "rent" to Millenium in exchange for forgiveness of 
exorbitant salaries, which the Hams do not earn. 

But, to the court, these points supported Millenium's position.  They were known to Fusion throughout.  
With this knowledge, Fusion could have obtained personal guaranties from the principals of Millenium.  
But Fusion not only failed to obtain any personal guaranties, it did not even request any.  The court would 
not allow the law to provide what Fusion failed to even request. 

Fusion also pointed out that Millenium brought the initial suit in Nevada.  If Millenium had won, Millenium 
would have kept all of their money.  Instead, Millenium lost and now wanted to avoid its obligation.  The 
court was not sympathetic.   

"But this asymmetry is common in corporate transactions.  Equity owners want the corporation to 
take risks, because if the gamble pays off they reap the rewards, and if it doesn't they just 
walk away, and the losses will fall elsewhere (on debt investors or outsiders such as Fusion).  
Fusion wants to be protected from this asymmetry, but to get this protection Fusion should have 
negotiated for a guaranty and refused to deal if the Hams would not give one.  Far better to 
encourage voluntary contracts than to warp the law of investors' liability, after the fact, to protect 
commercial entities that failed to protect themselves." 
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It is clear that, for investors trying to recover losses from the recent severe recession, the Northern District 
of Illinois and the 7th Circuit Court of Appeals may not be the place to be. 

For more information about this or any other corporate law topic, please contact Stephen Proctor, Chair of 
the Business Group, at 847.734.8811 or via email at sproctor@masudafunai.com. 

 

About the Business Group 

The Business Group at Masuda Funai is at the 
core of our extensive commercial practice. Our 
Business lawyers provide comprehensive legal 
advice and counseling to clients on a wide range 
of business issues from complex corporate and 
financing transactions to general day-to-day 
operational issues. We strive to provide, in a 
timely and personal manner, services that are 
tailored to each client's needs. We place special 
emphasis on clearly explaining U.S. laws and 
practices to our foreign clients doing business in 
the United States. 

About Masuda Funai 

Masuda Funai is a full-service law firm 
representing international and domestic companies 
operating and investing in the United States. Our 
45 attorneys located in Chicago, Schaumburg and 
Los Angeles counsel clients in every aspect of 
business, including establishing, acquiring, and 
financing operations; ownership, development and 
leasing of real estate; transfer of overseas 
employees to the U.S.; employment, labor, and 
benefits counseling and dispute resolution; 
intellectual property, copyright and trademark; 
business litigation; creditors' rights and business 
risk management; structuring the distribution and 
sale of products and services throughout the U.S.; 
and estate planning and administration. 
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