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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF NEW YORK
---------------------------------------------------------------x
SECURITIES AND EXCHANGE COMMISSION :
:
Plaintiff,
:
:
vs.
:
:
McGINN, SMITH & CO., INC.,
:
McGINN, SMITH ADVISORS, LLC
:
McGINN, SMITH CAPITAL HOLDINGS CORP., :
FIRST ADVISORY INCOME NOTES, LLC,
:
FIRST EXCELSIOR INCOME NOTES, LLC,
:
FIRST INDEPENDENT INCOME NOTES, LLC, :
THIRD ALBANY INCOME NOTES, LLC,
:
TIMOTHY M. McGINN, AND
:
DAVID L. SMITH, GEOFFREY R. SMITH,
:
Individually and as Trustee of the David L. and
:
Lynn A. Smith Irrevocable Trust U/A 8/04/04,
:
LAUREN T. SMITH, and NANCY McGINN,
:
:
Defendants,
:
:
LYNN A. SMITH and
:
NANCY McGINN,
:
:
Relief Defendants. and
:
:
GEOFFREY R. SMITH, Trustee of the
:
David L. and Lynn A. Smith Irrevocable
:
Trust U/A 8/04/04,
:
:
Intervenor.
:
---------------------------------------------------------------x
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Case No. 1:10-CV-457
(GLS/DRH)

MOTION OF WILLIAM J. BROWN, AS RECEIVER, FOR AN ORDER
APPROVING SETTLEMENT WITH SECURITY SYSTEMS, INC. WITH
RESPECT TO MCGINN SMITH FIRSTLINE FUNDING LLC
William J. Brown, as Receiver (the “Receiver”) for certain of the Defendants and other
entities in this action, by his counsel, Phillips Lytle LLP, hereby moves (the “Motion”) for an
order (i) approving a settlement with Security Systems, Inc. (“SSI”) with Respect to McGinn
Smith Firstline Funding, LLC (“MS Firstline”), and in support thereof, represents as follows:
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SUMMARY OF MOTION
The Motion seeks approval of a settlement with a lender to one of the
Receivership entities on terms favorable to the estates. The $1.1 million loan is payable through
the transfer of alarm contracts currently owned by the estates through a series of transactions
involving entities commonly known as McGinn Smith Firstline. The SEC does not object to the
Motion.
BACKGROUND
A.

General Background
1.

On April 20, 2010, the Securities and Exchange Commission (the “SEC”) filed a

Complaint initiating the above-captioned action (the “Complaint”) (Docket No. 1). Also, on
April 20, 2010, this Court granted a Temporary Restraining Order (Docket No. 5), which,
among other things, froze certain assets of the Defendants and Relief Defendants, and appointed
the Receiver as temporary receiver with respect to numerous entities controlled or owned by
Defendants Timothy M. McGinn and David L. Smith (collectively, the “MS Entities”). Among
the MS Entities is MS Firstline.
2.

On July 22, 2010, the Preliminary Injunction Order was entered (Docket No. 96),

appointing the Receiver as permanent receiver. The Preliminary Injunction Order authorizes the
Receiver to, among other things, “use, lease, sell, and convert into money all assets of the MS
Entities, either in public or private sales or other transactions on terms the Receiver reasonably
believes based on his own experience and input from his advisors to be most beneficial to the
MS Entities and those entitled to the proceeds; …” (Preliminary Injunction Order, Paragraph
VIII(m), Docket No. 96).
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B.
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Background Relating to MS Firstline
3.

Firstline Security, Inc. (“FSI”), which is unrelated to MS Firstline, previously

operated a security alarm business based in Utah. On January 25, 2008, FSI filed a Chapter 11
petition in the United States Bankruptcy Court for the District of Utah (“Bankruptcy Court”).
4.

As part of FSI’s bankruptcy case, McGinn Smith Funding, LLC or its assign

agreed to purchase (in a Section 363 sale under the Bankruptcy Code) certain FSI assets
consisting primarily of alarm contracts (“FSI Purchase”). The sale was approved by the
Bankruptcy Court, and the sale closed shortly before the commencement of the Receivership in
this action. The transaction involved approximately 6,688 alarm contracts as well as other
assets.
5.

The MS Entities also had a relationship with FSI prior to FSI’s Chapter 11

bankruptcy case. It began with two loans made to FSI in 2007. Each loan was made by McGinn
Smith Funding, LLC to FSI. The May 9, 2007 loan was for $2,781,250. The monies for this
loan were raised through a private placement memorandum providing for senior and junior
tranches. The senior tranche Notes were for 40 months paying interest at 9.25% per annum. The
junior tranche Notes were for 60 months paying interest at 11.0% per annum. The approximate
current principal balances are $948,263 for the senior tranche and $1,676,026 for the junior
tranche.
6.

The second loan was made on October 4, 2007 for $2,410,000. Again, the funds

for this transaction were raised through a private placement memorandum providing for senior
and junior tranches. The senior tranche Notes were for 48 months paying interest at 9.50% per
annum. The junior tranche Notes were for 60 months paying interest at 11.0% per annum. The
approximate principal balances are $1,125,641 for the senior tranche and $1,563,331 for the
junior tranche.
-3-
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Thus, the total outstanding debt for both loans is approximately $5,313,261. The

loans were to be secured by properly perfected security interests in FSI’s alarm contracts and
guaranteed by FSI’s owners. The Receiver understands that a dispute in the FSI bankruptcy case
arose over whether McGinn Smith Funding, LLC had properly perfected its security interest in
the FSI alarm contracts. As a means to resolve the dispute, the FSI Purchase was negotiated and
resulted in an Asset Purchase Agreement dated December 28, 2009 providing for the purchase of
FSI’s remaining alarm contract assets at a multiple of 11.49 times the eligible recurring monthly
revenue (“RMR”) (which is a common industry term) including a credit of $385,000 for McGinn
Smith Funding, LLC to withdraw its two claims in the FSI bankruptcy case based upon the prior
loans. At that time, the MS Entities were administering the FSI alarm contracts which served as
the collateral for the first two loans. The consequence was that McGinn, Smith Alarm Trading
(“Alarm Traders”) was managing the billing and customer service of the entire remaining FSI
customer base, which at its highest point comprised about 14,000 alarm contracts.
8.

The Receiver understands that McGinn Smith Firstline Funding, LLC entered into

the FSI Purchase in an attempt to mitigate its prior losses.
C.

Security Systems, Inc.
9.

As part of the FSI Purchase and in order to have sufficient funds to close the FSI

Purchase, MS Firstline entered into an agreement with SSI dated as of March 30, 2010, a copy of
which is attached as Exhibit A. Pursuant to that agreement, SSI provided a bridge loan to MS
Firstline in the amount of $1.1 million bearing interest at a rate of 12% per annum (“Bridge
Loan”). Interest on this bridge loan began on May 1, 2010 and was payable on the first day each
month thereafter. The Bridge Loan was due and payable no later than December 31, 2010.
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SSI was also granted a security interest under the Uniform Commercial Code to

secure repayment of the Bridge Loan, but SSI did not perfect the security interest by the filing of
a financing statement in the appropriate jurisdiction. Exhibit A, paragraph 2.
11.

SSI was also granted an option to purchase all of the alarm contracts in certain

states with certain credit scores for a purchase price equal to 25 times RMR. Exhibit A,
paragraph 3. The purpose appears to have been to provide an alternate means of repaying the
Bridge Loan. SSI exercised the option, but the Receiver did not proceed with the transaction
pending his investigation of the transaction and determination that the loan was unsecured.
12.

The transaction with SSI also required MS Firstline to guarantee to SSI attrition

on the alarm contracts as not exceeding 9% per year for two years (“Attrition Guaranty”). The
actual attrition on the alarm contracts acquired in the FSI Purchase materially exceeded the 9%
attrition rate at that time. Thus, if the Receiver honored the Attrition Guaranty, it would
seriously increase the amount needed to repay the Bridge Loan in full to the detriment of the
Receivership estates.
13.

Consequently, the Trustee proposed a settlement to SSI which has resulted in the

following agreement subject to court approval (“Settlement”). The Settlement would convey to
SSI the so-called option contracts for a purchase price equal to 25 times RMR. The transfer is in
full satisfaction of the Bridge Loan, the Attrition Guaranty is discontinued, and the transfer of the
alarm contracts is in full satisfaction of all claims by SSI against the Receivership estates.1 The
Receiver will also release SSI from any claims as to the Bridge Loan and MS Firstline. The
terms of the Settlement will be effective as of April 1, 2011 and are set forth in a letter agreement
1

SSI has become interested in another transaction which would benefit the Receiver’s estate as well. It
involves a loan made by the Receiver’s estate to Integrated Excellence Funding, LLC. Pursuant to the letter
agreement attached as Exhibit B, SSI will also purchase those alarm contracts held as security by the Receiver in
exchange for the repayment of the Integrated Excellence loan in full, which currently has a balance of approximately
$606,636. The Receiver would waive the prepayment premium. The Receiver understands that if this transaction is
not concluded, the ability of Integrated Excellence to repay the loan is seriously in doubt, although the Receiver
holds a security interest in those alarm contracts.
-5-
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dated July 27, 2011 attached as Exhibit B. The Receiver accepted the Settlement subject to
Court approval on August 5, 2011.
14.

The essential terms of the Settlement referenced in the letter agreement attached

as Exhibit B are as follows:
a.

SSI will settle its claims in exchange for the transfer of good title to all

alarm accounts specified in the option but not including non-qualifying and non-performing
RMR in the designated seven states. The Attrition Guaranty would be extinguished.
b.

Subject to Court approval, the Receiver will transfer title to those accounts

to SSI. The Receiver will support the transaction before the Court.
c.

Within seven (7) days of court approval, the Receiver shall transfer the

alarm contracts pursuant to a Bill of Sale and notify customers as required.
d.

The effective date of the transfer shall be April 1, 2011 so that all receipts

paid on the specified alarm contracts prior to April 1, 2011 shall be the property of the
Receiver’s estate, and all receipts paid on those accounts from and after April 1, 2011 less a 35%
fee due to Alarm Traders to service the accounts and less sales tax on the proceeds received shall
be the property of SSI. Alarm Traders shall account to SSI for all income received and payments
made for servicing since April 1, 2011 and shall provide the payment and accounting to SSI at
the time of the delivery of the Bill of Sale.
e.

As of the closing of the transaction, SSI shall be deemed to have been paid

in full for the Bridge Loan and shall have satisfied its claims against MS Firstline and the
Receivership estate. The Receiver agrees that any claim he has against SSI and its officers or
directors in regard to the Bridge Loan and MS Firstline are released. 2

2

Reference should be made to Exhibit B for the exact terms of the Settlement.
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The Receiver’s analysis indicates that the Receivership estates are benefitted by

entering into the Settlement for at least the following reasons
a.

The transaction would be effective as of April 1, 2010, and no

further interest payments since the last interest payment made to SSI by the Receiver on July 22,
2010 would have to be paid.
b.

The attrition guarantee would be negated. The attrition on these

contracts has been material.
c.

SSI is crediting the estates 25 times RMR, which could be

significantly higher than others would pay for the same contracts and has the effect of SSI
crediting the estate for approximately $1.1 million.
d.

The Receiver avoids the potential of having to file a bankruptcy

petition for MS Firstline in order to reject the SSI option. Likewise, SSI avoids the risk of
receiving substantially less in payment than it will receive and also avoids the attendant delay.
16.

The Receiver has analyzed that the recovery to creditors of MS Firstline and

determined that it is more favorable if the MS Firstline contracts are conveyed to SSI through the
Settlement rather than having the Bridge Loan amount repaid out of the pool of MS Firstline
recoveries. The primary reason for this is that the multiple credited by SSI for the RMR is an
attractive one. The increased value to the Receiver’s estates is no less than $553,132
representing loan interest savings and value retained in the subject alarm contracts.
PROPOSED SALE PROCEDURES
17.

Time is of the essence in completing the Settlement. SSI has agreed to the Letter

Agreement on the condition that the Settlement be closed within 30 days of the Receiver’s
acceptance on August 5, 2011. This timetable is necessary because it was an important
component of the consideration for the Settlement.
-7-
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As such, the Receiver has requested the Court to schedule a hearing on

approximately 13 days notice, although the Preliminary Injunction Order requires only four
business days notice. (Preliminary Injunction Order, Paragraph VIII(m), Docket No. 96).
BASIS FOR RELIEF
19.

The relief requested herein is authorized by the Preliminary Injunction Order and

applicable law, and additionally is appropriate because it preserves and enhances the value of
MS Firstline.
20.

This court clearly has the authority to freeze assets and to permit sales of such

assets. That authority authorizes a court in cases such as this to exercise “broad equitable
discretion.” S.E.C. v. Fischbach Corp., 133 F.3d 170, 175 (2d Cir. 1997); see also SEC v. Manor
Nursing Centers, Inc., 458 F.2d 1082, 1103 (2d Cir. 1972) (explaining the equitable powers
granted to the district court and holding that when there is “a showing of a securities law
violation, the court possesses the necessary power to fashion an appropriate remedy.”).
21.

The Preliminary Injunction Order mandates that the assets be maintained without

dissipation of their value. (Preliminary Injunction Order at page 5). Therefore, if the value of an
asset is at risk of dissipation so that funds available to investors could be diminished in the event
the SEC ultimately obtains a judgment, the Court may act to prevent such dissipation. S.E.C. v.
Am. Bd. of Trade, Inc., 830 F.2d 431, 436 (2d Cir. 1987). In addition, the Court also has the
power to enter the proposed Order under § 21(d)(5) of the Securities Exchange Act of 1934,
which provides that in SEC actions, "the Commission may seek, and any Federal court may
grant, any equitable relief that may be appropriate or necessary for the benefit of investors." See
also S.E.C. v. Wencke, 622 F.2d 1363, 1369 (9th Cir. 1980) ("federal courts have inherent
equitable authority to issue a variety of 'ancillary relief’ measures in actions brought by the SEC
to enforce the federal securities laws") (citations omitted).
-8-
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In this case, the settlement will maximize the value of MS Firstline, and,

additionally will mitigate the legal and financial risk that the value of MS Firstline further
diminish to the detriment of the MS Entities and those entitled to the proceeds.
MEMORANDUM OF LAW
23.

Since the basis for the relief requested herein under the Permanent Injunction

Oder and applicable law is set forth herein, the Receiver requests that any requirement for a
separate memorandum of law be waived.
NOTICE OF HEARING
24.

The Receiver will give notice of this Motion by posting the Motion on the

Receiver’s website (www.mcginnsmithreceiver.com) as well as posting at the top of the
Receiver’s website an explanation of the Motion with the hearing date established by the Court.
Notice will also be given by ECF to counsel of record and all parties who have filed notices of
appearance, and by e-mail to Messrs. McGinn and Smith.
HEARING DATE
25.

By separate letter to the Court, the Receiver is requesting that a hearing to

consider approval of the Motion be held on August 30, 2011.

-9-
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CONCLUSION
26.

As such, for the reasons set forth herein, the Receiver requests the Court to (i) set

a hearing date for approval of the Settlement, (ii) approve the Settlement, and (iii) provide such
other relief as is necessary and proper.
Dated: August 17, 2011
PHILLIPS LYTLE LLP

By

/s/ William J. Brown
William J. Brown (Bar Roll #601330)
Counsel for Receiver
Omni Plaza
30 South Pearl Street
Albany, New York 12207
Telephone No. (518) 472-1224
and
3400 HSBC Center
Buffalo, New York 14203
Telephone No.: (716) 847-8400
Doc # 01-2503252.4
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