IN THE UNITED STATES BANKRUPTCY COURT.

FOR THE DISTRICT OF KANSAS
KANSAS CITY DIVISION
Inre: - ‘
BROOKE CORPORATION, et al., Case No. 08-22786-DLS
{Jointly Administered)
Debtors Chapter 7

Albert A. Riederer, Chapter 7 Trustee of
Brooke Corporation, Brooke Capital
Corporation and Brooke Jnvestments, Inc.,

vs. - .

Dibs Enterprises Inc., JPS Insarance
Agency LLC., William C. Petty, Clase
Agencies In¢., Leon M. Kasabian,

Insurance Serv. Of Wichita LLC.,, Dreiling

Ins & Assoc Ine/BNoll, L&L Financial
" Solutions Inc., Joel’s Promise Inc., Phil .
Borders Insurance Agency,

Dét'endanls.

Adv. No. Refer to Sammons

- COMPLAINT

COMES NOW Plaintiff Albert A. Rl@derm' C’hapter 7 Trustee (“Trustee”) of Brooke

Tnsurance AgencyILC William C, Petty, Clase Agenc:les Inc., Leon M. Kasabxau Insurance
Serv. Of Wichita 1LC., Dreiling Ins. & Assoc InchNolI, L&L Financial Solutions Tnc., Toel’s
Promise Inc., Phil Borders Insurance Agency, (“Defendants™) states-and alleéges as follows:
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Corporation (“Brooke Corp.”), Brooke Capital Corporation {“Brooke Capltal”}, and Brooke
Investments Iac. (“Bmoke Investmmts”) (Brooke Brookc Capltal and Brooke Inv&sunems are
" collectively referred to as “Debtors”) and for his Complamt against Dibs Enterpnses Inc., 3PS
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1. | Thds is an adversary Mg broughti;\ the above-captioned bankruptcy cases
pursuant to Part VII of Eht_a Bap.?:mptcy Rules se‘ek:ing_ to recover monies paid on behalf of
Defendant and for recﬁvé:& of monies underﬁll US.C.§ 5348 and KSA § 33-205.

2. Plaintiff Albert A. Riederer is the Chapter 7 Trustee of Brooke Corp., Brocke |
Capital and Brooke Investments. ' |

3. Upon information and belief, Defendants are business caities and/or individuals
whose exact legal strucrure is presently unknown. : |

: ,!nride‘éﬁon and Venue.

4, This Court has jurisdiction over this proceedmg under 28 USC $ 1334 and 28 V_
US.C.5157. ' |

5. This Court has venue over this proceeding under 11 U.S.C. §§ 1408 and 1409.

Facts Commen to All Connts

turn, owns 100% of the stock in Brooke Investm‘eﬁts. ‘

7. | Br@ke Corp. and Brooke Capital filed Vt;;luntarj’ Ch;,ptCI 11 pétition.s on
October 28, 2008 in the Bankruptey Courtfor the Usited States Districtof Kansas. Brooke
Investments filed a voluntary Chapter 11 pe‘g_itibﬁ on Nov%ﬁxber 3,2008 m the Bankm_pt;:y Court
for the United States Distria of Kansas. — paes !

8. On October 29, 2008, the Court entered an Qrder appointing Albert Riederer as

the Chapter 11 Trustee of Brooke Corp. and Brooke Capital. On November 13, 2003, the Court
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6. - Brooke Cotp. owns approximately 81% of the stock of Brooke Capitalwho,in . . .. . . .. .. |




entered an Order appointing Aibert Riederer as the Chapter 11 Trustee of Brocke Tnvestments
effective as of its petition date, Noveniber 3, 2008, |

9. On June 29,2009, this Conrt entered ap Order converting these proceedings o
Chap@nd noted the U.S. Trastee’s decision to appoint Albert Riederer as Chapter 7 Trustee

/aée Debtors upon conversion of these cases.'(Docket No. 7G0).

A 10.  This Court lias entered orders directing the joint administration of the Debors’

b -
three cases.

11.  As the representative of the bankrupicy estates, the Trustee is anthorized to pursue
all causes of action that belong to the estates as well as any applicable state faw avoidance™ *
actions pursuant to 11 U.S.C. §§ 323(b) and 544(b).

‘Brooke’s Unsustainable Business Model

12.  Brooke Corp. operated primarily through its operating subsidiaries: Brooke -
Crx;:dit C_m‘pdration (“B@h Credit™), which later changed its name to Aleritds Capital
Corporation (“Aleritas”)' and Brooke Franchise Corpdréﬁdn {(“Brooke Franchise’?), which later

merged into Brooke Capital. Unless otherwise n@ted, Brooke Corp. and its various subsidiaries

macoﬂecuﬁefy}efer}edtoas“Bmoke” o
"13.." During the first ten yeérs of its existence, Brooke primarily sold administrative
ser_vices to bank—ownéd insurance agencies. In 1996, Brooke established a franchise mode! for
expansion and developed a lending program to facilitate acquisition of existing insurance
agencies by Brooke franchisees.
| '14.  From 1996 to 2000, Brooke’s revenues consisted almost exitirel& c;f a percentage
of corimissions eamned by its franchisees, which Brooke retained in exchange for administrative

services provided to the franchisees.

! Brooke owned 100% of Aleritas stock through mid 2007 when it sold 38%.

KCP-4068053-1 o ) : .
Case 10-06165 Doc#1 - Filed 10/25/10 Page 3 of 15




15, In2001, however, Brooke began to restructure its dperaﬁons and create additional
sources of revenue. Specifically, it: '
a. Began charging mdng fees té pﬁpc&ﬁve franchisees in
cqnjuﬁcﬁqn with the franchisee’s acquisition of a franchise
{referred 10 as “BAP” fees); and
b. Began realiiiqg gains on the sale of loans it had initiated.
16. Throuéh the end of 2003, all Brooke franchises were conversion agencies,
_ -meaning that the franchisee owned or acquired an -exisﬁng agency when it signed up to become a
Brooke franchisee.
17.  When a franchise was acquired, Aleritas would typically Ioan the franchisee the
entire amount it needed to purchase the franchise. Franchisees would then use the proceeds of

the loan to pay Brooke Capital the associated fees.

- @ Prior to 2003, Brooke employed a business model whereby it would fund loans by 7

selling participation interests in individual loans, In 2003, however, Brooke started using loan

 securitizations as well as loan participatims. Loan securitizations involve a finance process that

-~ distributes risk by aggrégating 5Se(s iiit & pool and {Ssuing new securities backed by those

assets and their-cash flows. The securities are then soid to investors who share the risks and
rewards of the assets. L ‘

7 @ By the end of 2007, approximately 45% of the total loan.s Brooke had initiated
had been securitized in seven securitizations. Brooke was requﬁed w0 o;rer-conateralize the
securitizations, which meant Algritas had to absorb the first 15-25% of losses i1-1 any.given
secﬁ_ritization before investors would lose any of their interest in the remaining percentage of the

loan.
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20.  Of the remaining loans that had been initiated by Brooke, 35% had been sold
withou"c recourse to participating banks but anothet 20% remained unsold and on Brooke's
books. | | |

21.  Notwithstanding Brooke’s apparent lessened exposures to the loass it had
iniﬂaiéd,“Brooke was under treﬁlendous pre.’ss'in'e for all the loans to'perfcnh because its business
"model tlep‘em‘iéd on & contimuous stream of willing buyers for its foans,

) 22. © Between 2004 and 2007, Brooke experienced tremendous growth in the number
of its franchise agencies. The siiccess of a significant numfer of those franchise agencies was,
however, questionable. . _

23. 2004, Brooke also began a program of start-up agencies (“SUPS”) where the, -

_ franchisee was recruited and setup in a hew agency without the benefit of eiiisting business.
Aga-in, almost all of the costs for SUPs were financed through loans provided by Alerités. '

24:  The success rate for SUPs was abysmal 'As of September, 2008, less than one-

third of the SUPs were able (o timely meet the:r payment obligations.

25. In many instances, the commission revenues of Brooke franchisees in both
 conversion and SUP locations were not adequate 1o cover ie_aée;t s loan p;yﬁént; orother
expenses. But pursuant to certain agreements Brooke would absorb thiosé costs or advance funds
to the agent to cover them.

2. Thus, while Brooke’s payroll costs increased very quickly to support, manage and -
control the rapidiy growipg agency network, its other operating expenses increased even more

dramatically, reflecting the cost of continned subsidization of an ever-growing portfolio of

troubled agencies.
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27, Brooke peﬁodi@ly disclosed in its forms 10-K its practice of making advances to
franchisees either as part of its “cash management services” or its provision of “additional
assistaﬁce to franchisees coping with financial stress .. .” orits fmangial cyclical fluctuations of
revenues, receiva-tbles ar_ld payables wi-th commission advances recorded t_;n fr_anchiseeQ " monthly
statements'_ and g:a-nting temmporary extensiops ot; due dates for franchise statement balances”
{See 2005 Form 10-K, page 49, 2006 Form 10-K, page 49 and essentially similar language in.
2007 Form 10-K, page 60). | |

28..  Brooke was hemorrhaging excessive amounts of ﬁmney as it subgidized the
expenses (including foan repayments and pzyment of insurance premiﬁms) of underperforming
agencies. By 2007, these operating expenses had grown so dramatically that, even with an
increase of 144 agencies that year, the initial franchise fees were no longer sufficient to cover the
year’s other operating expenses. '

29..  Undil the 4th quarter of 2007, Brooke lso failed to provide for any loan loss

allowances that were needed to reflect the true value of the Ioans on its books.

Improper Revenue Recognition

- S g "sréfﬁﬁgiﬁ‘z‘ﬁ'éféﬁf‘cﬁﬁm{r‘t&f‘ofizt‘}bs"”"BﬁoT;e'bEgEﬁ&iié‘ﬁz_s:'ﬁ.ie,' tocharge
its franchisces a significant initial franchise fee. The revenue from such fees rapidly became the
focus at Brooke and the driver behind Brooke’s reported financial results.

31, Inits 2004 Form 1(-K A.unﬁal R_epon“-wiﬂjx the Securities and Exchange
Commissit;n {“SEC™), Brooke Corp. méognized the g::;omn'qg significance that initial franchise
fees played: -

Our dependence on initial fees creates an incentive Jor us to extend eredit to
borrowers that may not mee! stringent underwriting guidelines.

KCP-4068053-1
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A ﬂgnlﬁcam: part of our revenues are denved from one time initial fees we
receive from assisting franchisees and. others with the acquxsmon of businesses.

- Generating fees is largely dependent on our franchisees’ and others’ ability to
obtain’ acqu:smon fmancmg from Brooke Credit. Our dependence on these initial

7' " fees creates an incentive for us to extend credit to borrowers that may not meet
_ stringent underwriting critéria. Our failure to follow stringent underwriting
- guidelines could adversely affect the quality of the loans we make and adversely
affect our financial condition and results of operations.
(Emphasis ia the original).

Payment‘ of initial franchise fees were made in exchange fof s:utietanﬁal services

to be pmvzded by Brooke on an ongoinig basis and throughout the franch:se reIationship

Critically, however, the services and rights provided by Broeke at the outset in exchange for the

initial franchise fec were not dlscrete earnings events.

ECP-4068053-1

. Use of Brooke 8 regzstered trade names.

As Brooke put it,

" For an initial franchise fee and a share of sales commissions or other revenues, the
Company provides franchisor services to iis ﬁanchlsees in aooordance with a
ﬁ-anchlse program ‘pioneered by the Company. '

34, Ameng the services Brooke provided to its franchxsees were:

Access to Bm_oke s business n;mdel. .

- . "Access to products from Brooke’s insurance _compani_es and suppliers;

Advertising services;

Access to facility support and, pxocessmg center SUpport;

Aceess to att mtemet based document management system used by Brooke
1o maintain all franchisee records on hehalf of franchxsees and o distribute

such records franchxsees,

Management and maintenance of franchises licenses on behalf of
franchisees;

Negotiation of. contracts with i msurance camers on behalf of ﬁanchlsees
and :
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i Cash managerent services whereby Brooke would collect from the
" franchisee policy premiums, distribute the preminms to the respecuve
 carriers who issued the policies, collect from the carriers commissions
earned by the franchisee on the premiums, and distribute the commissions
" earned to the franchisee after allocating the agreed ipon amount to Brooke
and deducnng the ﬁ-anchsee s expenses

35.  Pursuait to Generally Acceptcd Accountmg Pnnczpics (“GAAP”) and relevant
SEC guidelines, initial franchise fee revenues must be systemauca}ly repogmzec_!_ over the
expected life of the franchise relationship. The reason for this, amnngothcr things, is Brooke's

- continuing obligations to provide various services to _fr_mchisges. .

36. quice;, however, fully recognized the ?evo_mtm from the initial franchise fee at
the inception of the franchise relationship. _

37.  Brooke’s policy of fu]ly reéognizing initial franchisc fee revenues at the inception
of the franchjse relationship constituted a clear violation of GAAP and relevant SEC guidelines.

38.  Invarius SEC filings and disclosures, Brooke reported sigaificant amiounts of

equity. This equity was, however, an ﬂiusmnresuIﬁng ffom. among other things, Brooke’s

X immproper, up-front recogmtmn of initial franchxse fee revenues and Brooke‘s failure to record

Ioan loss alluwances assomated with franchisees who were unable toservicetheirdebt, - . _ . ..

Indeed, lf Brooke bad properly followed GAAP and relevant SEC guidelines, its

equity for 2003 through 2007 would have been as follows:

2003 | 2004 | 2005 | 2006 | 2007
{millions) {lm'l_lions) (millions) | (millions} | (millions)

Bquity |95 | SB1 |43 [3%E 56737

2 The decline in negative equity during 2007 is not the result of any improvement in Broocke’s financial condition but

* rather 2 refiection of the fact that during the vear, Brooke sold 38% of its interest in Aleritzs and 19% of it interest
in Brooke Capital so that at year end a substantial portion of the negative equity was allocated to the holders of those
woinority interests in Brooks's two largest subsidiaries.

© KCP4068053-1 -
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40, Succinctly stated, the Debtors were continnously insclvent from 2003 through
their respective bankruptcy filings.
Defendant’s Insurance Agengx

41. Asa resu{[t of Brookq_a’s extensive ihsnran_ce canicr contacts, B@b’s franchisees
were agcnts for RUmETons insurers. ’Ihesc included both common came:s as Well as speaalty
_ carriers with whom Bmoke dld busmess thmugh entities such as managmg general agents and
insurance brokexs o _

42.. .As more fuily set forth herein, between 2004 and 2{)07 onoke expcnenced
tremendoos growth in the mumber of its franchise agencies. In 2004, Brooke also began a
program of start-up agencies (“SUPs”) where the franchisee was recruited and setup in a new
agency without the benefit of existing busiress. Again, almost all of the costs for SUPs were
financed through I‘t:;ans‘prmritibd by Aleritas.

43. Each agency location was charged an initial franchise fee for basic services. -

Franchisees were also advanced working capital to fund the operations in the early months.

_.44. _Brooke controlled most of the.cash flows foz its franchise agencies. Isbusiness- - - - .

practice was to pay most of the rent and other operating expenses for its agents, including loan
payments, and to charge these payments (along with the percentage of ongoing commission
-revenues or recurring franchise fées) to the égents’ mdnihly statements as offsets to the
cominission revenues earned.

-43. However, in many cases, commission revenues were not adequate to cover the
- costs. Because the agents gene;ally did not h‘av'e fxmds fo settle the monthly cieﬁcits, unsettied
“statement ba]ances" due Brooke buﬂt up over time. Brooke would absorb those costs or

advance finds to the agent to cover thern,
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46.  Periodically, Brooke would transfer these balances off thé statements and re-
characterize- them as “non-statement balances” so as not o discourége or overwhelm the
franchisees with the amount of their growing debt. From time to time, Brooke would Wﬁtc—off
ag;enf balances for accounting purposes. -

47. By this Complaint, the Trustee seeks to recover from the respective Defendants
the agent statement balances and other similar obligations owed by the agents to the bankruptcy
estatss, A.lternaﬁveiy, iﬁe Trustee seek-s-to ¥e§ove;* frcm the Defendants a?l momes advanced to
or for their benefit that constitute constructive fraudulent trapsfers. Fmaﬂy, the Trostee see:ks
additional relief as detailed more fully below. -

' Coont T
Action on Account

48.-  The Trustee repeats and incorpérates each of the foregoing paragraphs.

49.  The Debtors made loan payments and/or paid operating expenses on behalf of the
Defendants including, but not limited o those amounts set forth on Exhibit 1. |

50.  Debtors furnished to the Defendants statements showiag all amounts paid to
* Aleritas and/or amounts paid as operating expenses on Defendants’ behalf. _ _ _ _ _

.51, The Defendants acknowledged the amounts paid and promised to pay the amounts

shown on the statements. - |

52.  Though duly demanded, the Defendants have failed an& refused to-pay.

53.  'The outstanding balance is not less thaz-x those amoumts set forth on Exhibit § after
granting to the Defendants all offsets and credits.

o Count I
Money Had and Received

54.  The Trustee repeats and incorporates each of the foregoing paragraphs.

KCP-4068053-1 .
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55.  The Debtor madeToan paymer-nté and/or paid operating expenses .011 behalf of the
Defendants including, but not limited to, those amounts set forth o Exbibit 1.

56.  Defendants received the benefit of those payments and transfers.

57.  Defendants did not and have not repaid any nionies paid on its behalf to Debtor.

58 Though duly demanded; the Defendant has failed and refased to pay.

Action for Unjust Enrichment ‘ |

| 59.  The Trustee repeats and i];cmporates each of the foregoing paragraphs.

6{}. 'Ihe Debtors made Ioan payments zmd/or paid operanng expenses on behﬂf of the

'Defendants including, but net limited to those amounts set forth on Exhibit 1.

61.  The Defendants unjustly benefited from the loan payments and/or pl')e;'ating'
expenses paid on thelr behalf . o N o

62. The Defendznts have not repald the Debtor for the sums expended on their behaf.f

| Count IV |
' Constitictive Fraudulent Conveyance o
¢F1 US.C. § 548{a)(1)(8) and K.S.A, §§ 33-204(2) and 33—205(3)}

63. The Trustee repeats and i mcorporates each of fhe forégoiny paragraphs. ~

64.  Asdetailed more fuﬂy above, the Debto*s were contmuously insolvent during the
four-year period preceding their banhuptcy ﬁlmg

63. Dunng the four—year period prior to the Debtors’ bankruptcy ﬁ]mg, otie of trore
of the Debtors transferred to or for the benefit of the Defendants various monies (including, but
not limited to, those set forth on Ex_hibit 1). N

66.  Funds that were transferred @ or fo; the benefit of the Defendants came from one
or more accounts which were owned by Brooke and, therefore, they cqnsti}utegi an intércst of the

Debtors.
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67.  Itis the Trustee’s express intent to avoid all transfers that may be awoided and .
recovefed from the Defendants uader Chapter 5 of the Bankruptcy Code or apf{ﬁcable state law
whether identified in this Complaint or which may be leamed in the course of discovery.

- 68.  Brooke advanced and/or transferred fands in-which it had an interest in the gross
amounts shows: on the attached Exhibit 1. Tothe exteﬁt that Brooke had 1o obligation o make
 such advance and/or teansfer of funds, then such transfer to o for the benefit of the Defendants
was not for ‘or on account of an antecedent debt and, .accordingly, Brooke did not receive
reasonably equivalent value for the fransfer of such funds. |

69.  Moreover, the Debtors were engaged in a business for which their remaining
property was unreasonably small and/or théy were incurting debts that were Beyond their ability
to pay as tﬁey matared. o | - -

70.  The transfers made to the Defendants {(including, but not lmut.ed to those set forth
on Exhibit 1) are avoidable in whole or in part pursuant to 11 U.S.C. § 548(a)(1)(B) and K.S.A.
§§ 33-204(2) anid 33-205(s) and are recoverable from the Defendants pursuant to 11 U.S.C:

§ 550 and/or KS.A. §33-207. o o
Recovery of Avoided Transfers
(11 11.8.C. § 550 and K.S.A. § 33-207)

71.  The Trustee repeats and incomora;tés each of the foregoing paragrai)hs. '

72.  The transfers that Defendants received from the Debtors {ﬁm]uding, but npt
liﬁﬁted to, the trarisfers identified on the attached Exhibit 1) are avoidable in whole or in part
pursuant to 11 U.S.C. §§ 547 and 548 and/or K.S.A. §§ 33-204(2) and 33-205(2).

73.  Purstantto 11 U.S.C. § 550 and/or K.S.A. § 33-207, the Trustee is entitled to

recover the avoidable transfers made to Defendants.

KCP-4068053-1 ‘ '
Gase 10-06165 Doc# 1 VF.Hed 10/25/10 Page 12 of 15




: Count VI
Disallowance of Proof of Claim
{11 US.C. §502(d))

-74.  The Trustee repeats and incorporates each of the foregoing paragraphs.
75. As .moxe fully set forth above, Defendants are the Ma&s of avoidable .
transfers under 11 U.S.C. §§ 544 andfor 548.
76.  The Trustee is éntitled to recover monies from Dgfén}:lanfs pursant o -
11 U.S.C.§550. - | | |
77. The Defeﬁda‘nts have not paid the:amount of the avoidable transfers for which
they are liable-under 11 U.S.C. § 550." |
78, Pursuantto 11 U.S.C. § 502(d), any and all claims of D_efendantg agaipst the
Debtors musi be ﬁﬂowed untit such time as they respectively pay to the Trastee an amount
equal to theaggregate émount of thé avoidable transfers plus interest thereon and costs. .
" Count VIi- Set-Off

79.  The Trustee repeats and incorporates each of the foregoing paragraphs.

"80. . - To the extent the Court determines that Defendants have valid claims against one

“ ormoreofthe bankruptcy estates herein, such sums should be set off against the obligations the
Defendants have undcr this Complaint against the estates as may be determined by thg Court..
herein, -

WHEREYORE, the Trustee requests that this Court enter a judgment againgt the
Defendants as follows:

¢  Forjudgmentin the amount not less than the gmsS amount shown on Exhibit 1 of
| al} transfers due on the Defendants’ account, due as for money had and received and against

Defendants and/or for unjust enrichment;
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. For judgment that the mounies transferred to or for the benefit of the Defendants

are avoidable under 11 U.S.C. §§ 544, 548 and/or or K.S.A. §§ 33-204(2) and 33-205(a);

¢ . Thatall such avoided tfansfcrs be recovered by the Trustee pursuant to 11 U.S.C.
§ 550; l.

. ~ Awarding prejudgment interest at the maximum '.iegall rate running from the date
of each transfer to the date of judgment herein; '

- Awa.rdiﬁg post judgment interest at the maximum legal rate runmng from the date

of judgment herein uatil the date the judgment is paid in full, phus costs; -

. Requiring Defendants to pay forthwith the judgment amou;.xt awarded in favor of
the Trusies; B
.®. . That this Court enter an QOrder pursuant to 11 11.8.C. § 502(d) disallowing ;ny and
all claims of Defendants or their assignees until such time as they have respectively paid in full

. to the Trustee an amount equal io the aggregate amount of the avoidable transiers plus interest

thereon and-costs; and

e 'Ehat thzs Court set off any vahd cla:ms Defendarits may have against one of more

of the banlcmptcy estates herein agamst the obhganons the Defendants have pursuant to this
Complaint against the estates as may be determined by the Court herein. -

. Granting the Trustee such further relief as the Court deems just and equitable.
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Respectfully submitted,

s/ John I, Cruciani

&/ Michael D. Fielding

John J. Cruciani #16883
 Michael D. Feelding - #20562
HuscH BLACKWELLLLP

4801 Main Street, Suite 1000

Kansas City, Missouri 64112

{816) 983-8000; FAX (816) 983-8080
john.cruciani@huschblackwell.com

. michael fielding@huschblackwell.com

Antorneys for Trustee
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