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IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF ILLINOIS
EASTERN DIVISION

MAURICE SHACKET and
SYLVIA SHACKET,

Plaintiffs, gg[:‘f ,
{3/
ve. NOV
ROGER SMITH AIRCRAFT SALES, 4 198

INC., et al.,

Defendants.

PHILRO AVIATION, INC.,

Counterplaintiff,

MAURICE SHACKET and
SYLVIA SHACKET,

Counterdefendants.

MAURICE SHACKET and
SYLVIA SHACKET,

)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
;
V. ) No. 78 C 4284
)
)
)
)
)
)
)
)
;
Third Party Plaintiffs, )
)
V. )
)
CLARK AVIATION, INC., et al., )
)
Third Party Defendants. )

FINDINGS OF FACT AND CONCLUSIONS OF LAW

This action was brought by Maurice and Sylvia Shacket
(Maurice is referred to individually as "Shacket," and they are
referred to collectively as "Shackets") for a declaratory
judgment that they have title to a 1978 Piper Navajo registered

as N78MS (the "Aircraft"™). Philko Aviation, Inc. ("Philko")

19/
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counterclaims on a cenversion theory, 1/ asserting lawful
ownership of the Aircraft. This action, on remand from the
Supreme Court, 462 U.S. 406 (1983), poses some if not all of
the following issues:

1. whether Philko had statutory "actual notice,"
within the meaning of Federal Aviation Act §503(c) (49
U.S.C. §1403(c)), of the fraudulent scheme of Roger Smith
("Smith") and Roger Smith Aircraft Sales ("Smith Aircraft“).
to obtain money by dealing with more than one party with
respect to the Aircraft;

2., for that purpose, whether statutory "actual
notice" can be imputed to Philko by virtue of the
relationship between it on the one hand and Smith and
Smith Aircraft on the other;

3. whether the instruments purporting to convey the
Aircraft to Philko were valid under Illinois law;

4. whether those instruments conveyed valid title to
Philko when it had no intention of taking possession and
ownership of the Aircraft;

5. whether Philko's interest is valid over Shackets'
interest when, at the time Philko recorded its interest,

it had knowledge of Shackets' interest; and

1/ Though for some reason its Amended Counterclaim (the

"Counterclaim"”) does not appear to be in the court file,
it is set out in full in Shacket's reply filed the first
day of the Trial referred to in the text, June 2, 1986.
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6. whether Shackets exercised reasonable diligence
to record their interest in the Aircraft.

This Court has conducted a nine-day bench trial (the
"Trial™), during which it had the opportunity to hear live
testimony and review exhibits, stipulations of fact and
designations of deposition transcripts. In accordance with
Fed. R. Civ. P. ("Rule") 52(a), this Court finds the facts
specially as set forth‘in'thevfollowing Findings of Fact
("Findings") and states the following Conclusions of Law
("Conclusions"). To the extent, if any, the Findings as stated
reflect legal Conclusions, they shall be deemed Conclusions; to
the extent, if any, the Conclusions as stated reflect factual
findings, they shall be deemed Findings.

Findings of Fact

1. Shackets are citizens of Michigan residing in
Southfield, Michigan. Shacket has been a pilot for many yvears
and has owned a variety of private aircraft since 1955, for the
most part together with one of his employees, Joseph Henry
Charbonneau ("Charbonneau"). Charbonneau always took
responsibility for handling all paperwork, including title
documents, relating to ownership of the aircraft he owned
jointly with Shacket.

2, Philko is a Delaware corporation with its principal
place of business within the Northern District of Illinois. At
all relevant times it has been duly licensed to transact

business in the State of Illinois.
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3. From a date prior to April 1977 through December 1,
1977 Smith Aircraft was an Illinois corporation. Beginning
approximately April 28, 1977 Smith Aircraft had its principal
(indeed its sole) place of business at the Aurora Municipal
Airport in Sugar Grove, Illinois (the "Airport"). On or about
December 1, 1977 Smith Aircraft was involuntarily dissolved by
the Illinois Secretary of State. Thereafter Smith continued to
carry on Smith Aircraft“S'actiQities at the same location in
the same corporate name despite such dissolution.

4. At all relevant times Smith, an Illinois citizen, was
the sole owner and president of Smith Aircraft. Smith has been
in the aircraft business for over 20 years. Until April 1977
Smith Aircraft was a fixed base operator ("FBO") at DuPage
County Airport. As an FBO, Smith Aircraft leaséd and sold new
and used aircraft, operated a flight school and a charter
service and provided aircraft maintenance services.

5. Before April 22, 1977 Harry Weber ("Weber") was the
sole owner of Philko Aviation, Inc., an Illinois corporation
("Philko Illinois™). Philko Illinois was then an FBO operating
out of the Airport, engaging in all the same kinds of activities
then conducted by Smith Aircraft at the DuPage County Airport,
as well as in the sale of aviation fuel and lubricants. Philko
Illinois conducted its operations at the Airport pursuant to a
lease with the City of Aurora.

6. In December 1976 Smith approached Weber as to the

potential acquisition of Philko Illinois. They discussed the
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terms, including the purchase price, of that possible
acquisition. Because Smith was not himself financially capable
of acquiring Philko Illinois, Smith then approached Illinois
citizen Edward McArdle ("McArdle"), president of McArdle Ltd.
(McArdle's holding company for ownership of various business
subsidiaries), with the idea that McArdle or one of his
companies would purchase Philko Illinois and would in turn
lease the facilities opératedISy Philko Illinois to Smith
Aircraft. Smith's testimony during the trial clearly disclosed
he had not then thought through the economics of the transaction
or just how it would function--his mistaken perception was that
Smith Aircraft would be able to fund, out of future operations,
its financial obligations incurred in acquiring the business.

7. McArdle, an experienced businessman with a wide
variety of holdings, calculated the amount of investment he or
his company would be required to make to acquire Philko
Illinois and the amount of yield he would want to justify that
investment. Based on his analysis he told Smith the required
monthly rental from Smith Aviation to McArdle or his company
would be $4,000 absolutely net (that is, free and clear of any
expenses), and he asked if Smith Aircraft could handle that
amount of rent. Smith responded Smith Aircraft could: It was
already paying about $3,200 per month at DuPage Airport, with
fewer spaces for aircraft tiedowns and without having any right
to make fuel sales. What Smith (obviously a far less

experienced businessman than McArdle) did not realize was that
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he had failed to take into account the added financial burdens
imposed by (a) the lease (a net lease, with the tenant required
to bear all the burdens of ownership), (b) the payments on
Weber's noncompetition agreement (see Findings 8 and 9) and

(c) the need to build up a replacement inventory of parts (see
Finding 12) at the same time thaf Smith Aircraft was required
to pay off its account payable for the original parts inventory
to McArdle or his company. Ffbm the outset Smith Aviation was
hopelessly undercapitalized for the needs of the FBO transaction
at the Airport. Though McArdle may not have fully realized
that when the transaction was consummated, Philko's personnel
(who maintained the financial records of Smith Aircraft's
operations at the Airport) certainly became aware of that fact
long before the transaction involving the Aircraft, and not
later than the end of 1977 McArdle himself also became aware of
Smith Aircraft's financial difficulties when Smith had to ask
McArdle for still further financing (provided by Pheasant Run,
another of McArdle's companies).

8. On April 21, 1977 McArdle caused McArdle, Ltd. to
organize Philko as a wholly-owned subsidiary. On April 22
Philko contracted to purchase all the common stock of Philko
Illinois for $141,600, subject to certain adjustments that
brought the total purchase price over $200,000. In part the
purchase agreement obligated Philko to assume the obligations
of Philko Illinois under the City of Aurora lease at the

Airport. Through the agreement and the subsequent dissolution
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of Philko Illinois (which caused its assets to be transferred
to Philko), Philko acquired an inventory of aircraft, aviation
fuel, replacement parts and sundry items associated with an FBO
operation. Contemporaheously with execution of the purchase
agreement, Philko also contracted to pay Weber an additional
$50,000, in monthly installments over the course of five years,
under a noncompetition agreement.-

9. On April 28 Philko and Smith Aircraft entered into a
five-year agreement (the "Lease") with a variety of
provisions--both usual and unusual in conventional leasing
arrangements. In addition to its $4,000 monthly net rental
obligation to Philko, Smith Aircraft assumed (a) all Philko's
obligations (formerly those of Philko Illinois) under the City
of Aurora lease and (b) Philko's payment obligations under the
Weber noncompetition agreement. All Philko employees became
employees of Smith Aircraft as of April 28. Smith Aircraft was
required to and did maintain insurance for the operations,
naming Philko as a co-insured. Smith Aircraft further agreed
to operate in Philko's name various of the businesses
previously conducted by Philko Illinois: the purchase (also in
Philko's name) and sale of aviation fuel and lubricants, the
sale of new Piper aircraft; the leasing of aircraft, the
operation of a charter school and flight school and the
rendering of aircraft maintenance services. Indeed the only
activity the Lease permitted Smith Aircraft to carry on in its

own name was the purchase and sale of used aircraft. Though
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labeled a lease, the transaction in substantial part rendered
Smith Aircraft an agent for Philko. And as later Findings
reflect, the manner of actual operation of the Airport-based
business after the McArdle acquisition of Philko Illinois and
the entry into the Lease created an even closer linkage between
Smith and Smith Aircraft on the one hand and McArdle and Philko
on the other than was required under the Lease. Each of the
matters identified in Findings;10-13 bespeaks a relationship
far different from the purely arm's length one Philko has
sought to portray during this litigation. It is impermissible
for Philko, given that relationship and its possession of
information as to Smith Aircraft's troubled finances, to assert
its entry into the transaction relating to the Aircraft was
that of a bona fide purchaser or bona fide lender without
notice.

10. At the request of Anastasios Agnos ("Agnos”"),
McArdle's controller and treasurer, Smith initially verified
the values of the used aircraft acquired by Philko through its
transaction with Philko Illinois. From time to time thereafter
while Smith Aircraft continued its FBO operation at the
Airport, it bought and sold aircraft on behalf of Philko,
including the used aircraft acquired by Philko in its
acquisition of Philko Illinois. Smith signed bills of sale for
those aircraft as Vice President of Philko, though he was not
an elected officer of Philko. Neither McArdle nor Agnos signed

bills of sale for Philko aircraft sold by Smith, although both
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knew of such sales. Philko therefore necessarily knew of
Smith's thus holding himself out as a Philko officer, 2/ but
Philko made no objection or complaint in that respect.

11. Despite Smith Aircraft's nominally independent status
as FBO and as lessee under the Lease, in accordance with the
Lease terms all funds received by Smith Aircraft for activities
required to be carried on in Philko's name were deposited into
an account in Philko's name at:the Sugar Grove Bank. Philko
had full control over the funds in that account. Under the
Lease Philko was permitted to retain from those deposits an
amount sufficient to cover the cost of the fuel sold, the taxes
and other payments due to the City of Aurora and other expenses
incident to cash sales, together with the $4,000 monthly rental
owed to Philko by Smith Aircraft. Any remaining balance of
such funds was supposed to be remitted to Smith Aircraft and
accounted for via monthly operation reports, but such payments
to Smith Aircraft were not in fact made regularly or on a

timely basis. In any case, Philko's control of Smith

2/ Philko's response to Shackets' proposed Finding 12 says

"[n]either McArdle nor Agnos was aware of Smith's use of
such title, but they were aware that Smith Aircraft was
handling the sale of inventory aircraft on Philko's
behalf, pursuant to the parties' agreement." That is
disingenuous. All the inventory aircraft were titled to
Philko. Just how was title to be conveyed to a purchaser,
except by Smith (who had been entrusted with possession of
the title documents) acting in some authorized capacity on
Philko's behalf? Certainly Philko put Smith into a
position to do exactly what he did, and the assertion that
neither McArdle nor Agnos individually observed him doing
so is quite irrelevant.
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Aircraft's operating receipts kept it fully informed as to the
continuing deterioration of Smith Aircraft's financial
condition (the inevitable result of its improvident deal with
McArdle and its undercapitalization, see Finding 7).

12. Smith Aircraft was also given the right under the
Lease, in conducting its aircraft maintenance and repair
operations, to utilize the parts inventory Philko had purchased
from Philko Illinois. ‘Because Smith Aircraft was supposed to
pay Philko for that inventory as it was used, it did not
represent an initial capital requirement on the part of Smith
Aircraft, but Smith Aircraft's need to maintain a parts
inventory necessitated replaéement of the initial inventory as
it was used up--another cash outlay Smith had not thought
through at the outset. Smith Aircraft did not, in fact pay for
the inventory on an ongoing basis. Instead, on the books
maintained by Philko covering its operations and its
relationship with Smith Aircraft, the entire value of the
inventory was booked as an account receivable from Smith
Aircraft.

13. At the time the Lease was executed, McArdle
personally guaranteed $100,000 of Smith Aircraft's line of
credit with Commercial Credit Equipment Corporation ("CCEC").
Months later, after Smith Aircraft found itself in substantial
financial difficulties as a result of the improvident
transaction it had entered into with Philko, Smith sought

further financial assistance from McArdle. On December 19,
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1977 McArdle caused another McArdle, Inc. subsidiary, Pheasant
Run, to lend Smith Aircraft $80,000 to repay a loan from the
Downers Grove National Bank to Smith Aircraft (a loan the bank
was unwilling to renew). That loan from Pheasant Run, due to
mature in six months, Qas secured by the personal guaranties of
Smith and his wife and by their pledge of the stock of Smith
Aircraft. Upon McArdle's demand $20,000 of that $80,000 loan
was repaid by Smith Airbraft'iﬁ early April 1978, and McArdle
was also then and thereafter pressing for payment of the
$60,000 balance.

14. By early 1978 Smith Aircraft was in perilous
financial condition. Philko, which was maintaining the books
and records of the FBO operations at the Airport (see
Finding 11), was fully aware of Smith Aircraft's inadequate
cash flow. And as already indicated, Philko was also aware of
Smith Aircraft's topheavy burden of indebtedness--as well as
its lack of substantial noncash assets. In sum, Philko was
clearly in possession of sufficient adverse information as to
Smith Aircraft's financial situation as to put it on inquiry
when confronted with any proposed transaction with suspicious
or out-of-the-ordinary-course-of-business aspects.

15. Shackets also seek to draw unfavorable inferences
from some of the irreqularities disclosed by Philko's
recordkeeping as to Smith Aircraft. For example, Shackets'

proposed Finding 18 accurately states:
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As reflected in the books and records of Philko

Aviation, Smith Aircraft was designated as an

affiliate of Philko Aviation and Smith Aircraft was

also designated as a manager for Philko Aviation.
Though such treatment does not bear the full weight Shackets
seek to attribute to it, what it does confirm once again is the
unconventional and hybrid nature of the Philko-Smith Aircraft
relationship--a relationship Philko's personnel could not
comfortably fit into the established categories in their
computer program for acCountih§ purposes. Although Smith
Aircraft and Philko were not partners as Shackets contend, this
Court credits Smith's testimony that McArdle led him to believe
Smith could become a 50% shareholder in Philko once (a) Smith
Aircraft had completed all the noncompetition payments to
Weber, (b) McArdle had effectively recouped the cost of his
acquisition of Philko (including a theoretical interest payment
on that investment) through the payments of net rent under the
Lease and (c¢) Smith Aircraft had paid Philko for the aircraft
parts inventory acquired from Philko Illinois. This Court
credits McArdle's contrary testimony only to the extent he
denied having made any firm contractual commitment to that
effect. What controls for current purposes is that so many
aspects of the transactions between the parties reflect much
less than an arm's length relationship--instead, Philko and
Smith Aircraft clearly had a relationship that would also put
Philko on inquiry under the circumstances referred to in

Finding 14 and related prior Findings.
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16. On or about November 7, 1977 Shackets entered into a
written contract with Smith Aircraft for the purchase of the
Aircraft (1978 Piper Navajo Serial No. 31-7812074) for a
stipulated price of $289,781, payable by the trade-in of the
plane then owned by Shackets plus $126,000 in cash. At that
time Shackets paid Smith Aircraft a $20,000 deposit towards the
purchase price. That contract was entered into in Southfield,
Michigan, with Smith Aircraft sales manager Roy Levitt signing
on behalf of Smith Aircraft.

17. Because it was not an authorized Piper dealer, in
December 1977 Smith Aircraft placed Shackets' order with
authorized dealér Clark Aviatibn, Inc. ("Clark Aviation").
Ultimately the price Smith Aircraft agreed to pay to Clark
Aviation was $238,579 (the Aircraft's wholesale cost plus a
$2,500 profit plus the $350 delivery fee payable to Piper
distributor North States Aviation, Inc. ("North States")).
Smith Aircraft paid $2,500 upon placing the order for the
Aircraft, later paid another $5,000 and still later sent Clark
Aviation a check (which proved to be NSF) in the amount of
$25,000.

18. 1In December 1977 Shackets requested of Smith Aircraft
that a special N number be assigned to the Aircraft (N numbers
serve to identify aircraft and thus function much as a license
plate does for a car). N numbers usually consist of a
combination of five or six digits or alphabet characters

following the letter N. Shackets instead requested N78MS, a

i
%
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special N number much like a vanity license plate. On
January 13, 1978 Roy Levitt of Smith Aircraft wrote Shackets
the Federal Aviation Administration ("FAA") had reserved the
requested N number for the Aircraft.

19. Sometime in December 1977 Shackets learned from North
States that Smith Aircraft had placed the order for the
Aircraft through Clark Aviation.  Shacket telephoned Clark
Aviation's President Kenneth‘ﬁittenhousé ("Rittenhouse") to
inquire about modifications to the original order. That was
Shacket's first communication with Rittenhouse.

20. As part of the agreed-upon purchase price for the
Aircraft, in March 1978 Shackets delivered their 1972 Piper
Navajo B (with registration number N72MS) to Smith Aircraft.

At the time of that delivery, Shackets did not deliver a bill
of sale for N72MS to Smith Aircraft. Shackets later delivered
that bill of sale to the purchasers of the 1972 Piper Navajo B.

21. Shacket spoke with Rittenhouse in about the second
week of April 1978 to ask about the delivery date for the
Aircraft. Rittenhouse then séid he wanted to be present at the
closing between Shackets and Smith Aircraft, to make sure Smith
Aircraft paid Clark Aviation at or before the closing
(Rittenhouse had previously told Shacket that Smith Aircraft
gave him a check that bounced). Shacket assured Rittenhouse he
would inform him of the scheduled closing.

22. On April 17 Rittenhouse telephoned Shacket and told

him the Aircraft was available to be picked up at the Piper
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factory in Lakeland, Florida. Smith Aircraft then told Shacket
the Aircraft would be flown to the Airport and the closing
would occur April 19.

23. On April 18 Piper issued a bill of sale for the
Aircraft to North States, and North States in turn issued its
bill of sale for the Aircraft to Clark Aviation. On or about
April 19 Rittenhouse brought the Aircraft to Smith Aircraft at
the Airport, and Clark Aviation executed and delivered its bill
of sale for the Aircraft to Smith Aircraft, together with the
other bills of sale referred to in this Finding. Contemporan-
eously with that delivery, Smith Aircraft paid $84,000 to Clark
Aviation, leaving an unpaid balance of $147,079 owed to Clark
Aviation.

24. Shackets had arrived at the Airport on April 19, the
date of the scheduled closing. When Shackets first arrived at
the Airport, the Aircraft was having a clock installed, which
Smith said would delay the closing. Because it was late in the
day, Shackets decided to stay overnight in Aurora and close the

following day. 3/

3/ There is considerable confusion in the record as to the

specific date on which the Shackets closed their purchase
of the Aircraft--Philko would have it that took place
April 19 rather than 20, in which event all the dates in
this and the next several Findings would be one day
earlier. That difference, however, would be wholly
nonmaterial even if Philko's version were accepted. What
is relevant is (a) that Shackets closed their purchase in
reliance on Rittenhouse's assurance (an assurance that
necessarily implied Smith Aircraft had the ability to
convey good title to the Aircraft), (b) that Smith
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25. On April 20 Shackets stood ready to close the
purchase of the Aircraft. Because Smith was not prepared to
close in the morning, he suggested Shackets have lunch and
return to the Airport in the afternoon. At that time Shacket
telephoned Rittenhouse to inform him the closing would be that
afternoon. When Shackets returned to the Airport after lunch,
they met Rittenhouse and Shacket asked Rittenhouse if it was
okay to close the tranéaction.: Rittenhouse responded it was
(he did not tell Shacket Smith Aircraft had not yet fully paid
for the Aircraft). Shacket then tendered two cashier's checks
to Smith, one in the amount of $50,000 payable to Shacket and
endorsed to Smith Aircraft and the other in the amount of
$56,000 and payable to Smith Aircraft.

26. Smith told Shacket the title paperwork was not yet
complete but he would "take care of the paperwork."™ Although
Smith did not specifically refer to recording, Shacket
understood Smith's comment to include that task. Shacket had
never dealt with FAA recordings because such tasks were
ordinarily hanaled by Charbonneau on their jointly-owned used
aircraft. 1In fact, it was common practice in aircraft

transactions for the dealer to handle the paperwork, including

Footnote Continued
Aircraft in fact then had a good chain of title to the
Aircraft and (c¢) that Shacket reasonably relied on Smith
Aircraft to handle the FAA registration. All those things
would be equally true on Philko's version of the dates
(its disagreement as to the reasonableness of Shacket's
reliance is a function of Shacket's conduct itself and not
at all of the timing).

b




reéording the title documents with the FAA--much in the same
manner that automobile purchasers do not themselves handle the
filing of their title transfer papers with the Secretary of
State, leaving that to the dealer (Rittenhouse's testimony
specifically confirmed that when Clark Aviation sells directly
to customers rather than to dealers, Clark Aviation sends the
documents to the FAA for registration, a procedure Rittenhouse
termed "common practice"). If was reasonable for Shackets to
rely on Smith Aircraft for that purpose. At the closing
Shacket was given (a) two copies of the original purchase order
marked "paid in full,"™ (b) the pink carbon copy of the
temporary registration (valid for 90 days), (c) copies of the
bills of sale from Piper to North States, North States to Clark
Aviation and Clark Aviation to Smith Aircraft and (d) the
original purchaser's copy of the bill of sale from Smith
Aircraft to Shackets. Finally, Rittenhouse gave Shacket the
Aircraft log and the warranty slips. Rittenhouse reviewed the
operation of the Aircraft with Shacket and placed the pink
temporary registration form in the Aircraft. Rittenhouse left
the Airport that evening.

27. Shackets stayed overnight in Aurora because the
Aircraft was not ready to be flown to Detroit. Next day
(April 21) Shackets returned to the Airport and were told by
Smith the paperwork was not yet complete. Rather than wait for
whatever portions of the documentation were to be prepared for

delivery to them, Shackets picked up the Aircraft and flew home
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to Detroit.

28. Jack Hamburg ("Hamburg"), a business partner of
Shacket, was also in Aurora during the period April 19 through
April 22. Hamburg had purchased a used aircraft from Smith
Aircraft and was{at tﬁe Airport to close that transaction.
Hamburg did not leave with Shackets but rather left the Airport
a few days after Shackets and flew his aircraft to the Dakotas.
There was no agreement or undefstanding that Hamburg would
return to Detroit with the title documents that had remained to
be completed by Smith at the time Shackets left for home.
Though Hamburg testified Shacket had asked him to get some
papers from Smith when Hamburg stayed over in Aurora after
Shacket's departure, and though Smith promised Hamburg he would
mail those papers to Shacket (they were not ready when Hamburg
left), this Court (a) credits Hamburg's understanding those
papers were "something to do with the financial breakdown" of
the purchase transaction and (b) specifically finds those
papers were not the title documents themselves. To view that
testimony (as Philko would) as relating to the Aircraft's title
documents would be wholly inconsistent with the uncontradicted
testimony--which Philko also credits--that Shacket was relying
on Smith to handle the recording of those documents. This
Court does not find the Hamburg events put Shacket on inquiry
as to any problem with the procedure of Smith "tak{ing] care of

the paperwork," as Shacket had agreed to.

3
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29. Approximately one week after the closing Shacket
called Smith to inquire as to the status of his regiétration.
Smith responded he was taking care of the paperwork and Shacket
should be getting it in the mail shortly. After the passage of
a few more weeﬁs, Shacket called Smith again regarding
permanent registration. Smith responded the FAA was backlogged
with work (an accurate statement, see Finding 34) but again
said Shacket should get the tégistration shortly. At that time
Shacket directed his employee, Charbonneau, to call the FAA to
inquire about his permanent registration. On May 15, by a
letter from the Aircraft Owner and Pilots Association ("AOPA"),
Shacket learned the FAA showéd Aircraft N78MS in an unregistered
status. Shacket again called Smith, who assured him (again
accurately) the FAA had a substantial backlog of five to six
weeks in recording instruments.

30. In early June 1978 Shacket again attempted to call
Smith to inquire about his permanent registration but found
Smith's telephone line had been disconnected. Shacket
immediately called Rittenhouse as to Smith's whereabouts.
Rittenhouse responded Shacket should call Richard Andrews
("Andrews") of the Sandwich State Bank ("Bank"). Shacket then
telephoned Andrews. Andrews told Shacket (a) Bank wés claiming
a security interest in Aircraft N78MS and (b) McArdle of
Pheasant Run was the owner of the Aircraft. Andrews demanded

possession of the Aircraft on Bank's behalf. Shacket refused.
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31. Shacket then located a phone number for Pheasant Run
and telephoned McArdle. McArdle told Shacket "you owe us money
on the airplane,” said if Shacket had any questions he should
call McArdle's attorney and promptly hung up on Shacket.

32. Shacket immediately located his copy of the temporary
registration form and instructed Charbonneau to send it to the
FAA. 1In response to Charbonneau's filing of the temporary
registration, the FAA wrote that in order to show registration
in Shackets' name the FAA would need a bill of sale from Philko
to Maurice and Sylvia Shacket.

33. Only one title document relating to the Aircraft was
in Shacket's possession after the closing: the signed
purchaser's copy of Smith Aircraft's bill of sale to Shackets.
That bill of sale would have been a recordable document for FAA
purposes (just as the FAA would have accepted for recording the
original signed seller's counterpart of the bill of sale, the
counterpart that Smith had retained and had represented to
Shacket he would transmit to the FAA with the other bills of
sale in the chain of title--the "paperwork" that Smith had said
he would handle for Shackets and that Shackets had reasonably
relied on Smith to handle). If it were coupled with the chain-
of-title bills of sale from Piper through mesne transferees to

Smith Aircraft, 4/ the purchaser's copy of the bill of sale

4/ Those were the documents reasonably entrusted by Shackets
to Smith as part of the "paperwork" for transmittal to the
FAA, but then wrongfully delivered by Smith to Andrews
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would have been effective to put Shackets in title to the
Aircraft for FAA purposes. But it would have been futile for
Shacket to tender the signed purchaser's copy of the Smith
Aircraft-to-Shackets bill of sale to the FAA. As Finding 32
reflects, that agency had taken the position, in response to
Shackets' application for registration, that a bill of sale had
to be obtained by Shackets from Philko. Accordingly Shacket's
not having sent the purchaser's copy to the FAA does not
reflect any lack of reasonable diligence on his part at that
stage.

34. During May 1978 a search of FAA records would have
revealed Aircraft N78MS to be in an unregistered status.
During that time period there was a lag of six to eight weeks
between the filing of documents with the FAA and their
recordation.

35. Maurice and Sylvia Shacket have been in continuous
possession of the Aircraft since April 21, 1978.

36. To return to the events immediately following
Shackets' purchase of the Aircraft, on April 21, 1978 (after
the Shacket transaction had closed and Shackets had taken
possession of the Aircraft) Smith visited McArdle at McArdle's

office at Pheasant Run. 8Smith told McArdle he had contracted

Footnote Continued
acting for Philko. Those same documents were later sent
by Andrews (acting for Philko) to the FAA in late May
1978, after Philko was already aware of Smith's wrongful
conduct.
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to sell a 1978 Piper Navajo (in fact, the Aircraft) to Krueger
Aviation ("Krueger"), showing McArdle a purported aircraft

purchase order with Smith Aircraft as seller and Krueger as

_purchaser of Aircraft N78MS. Smith said the sale price was to

be approximatelf $290,000, but he needéd financing to pay his
Piper dealer, Clark Aviation, for the aircraft previously
delivered to Smith Aircraft. Smith described the Aircraft,
saying it was in Michigan having avionics equipment installed
at North States, the Piper distributor. Smith showed McArdle
copies of the bills of sale, which McArdle,believed were the
original bills of sale. 3/ Smith told McArdle he had exceeded
his line of credit with CCEC and Bank had refused to extend a
loan. Smith asked McArdle to obtain a loan to enable Smith

Aircraft to acquire the Aircraft. McArdle agreed to provide

3/ Philko Proposed Finding 42 would have it Smith had in his
possession and showed McArdle all the original bills of
sale establishing a clear chain of title from Piper
through the mesne transferees to Smith Aircraft. If that
was in fact the case, under all the circumstances then
known to Philko (including Smith Aircraft's troubled
financial circumstances) that would equally--if not to an
even greater extent--have put McArdle on inquiry notice
that there was something irregular about the transaction
as described by Smith. If Smith Aircraft already had a
good chain of title to the Aircraft, it did not need
financing to complete its sale to Krueger. Smith's very
need to obtain immediate financing in such a large amount,
coupled with the unpaid $60,000 on the loan from Pheasant
Run (despite McArdle's pressure for payment), and coupled
with what Philko already knew about the deterioration of
Smith Aircraft's financial condition since it began FBO
operations at the Airport, operated strongly to put
McArdle (that is, Philko) on inquiry as to the real status
of the Aircraft and as to Smith Aircraft's interest in it.
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such financing, obtaining a loan from Bank for that purpose.
37. Smith had brought certain loan documents to the
meeting with McArdle. After telephoning Andrews at Bank,
McArdle partially completed and signed some documentation
(dated April 24, 1978) for the proposed transaction (including
a note from Philko to Bank, to be secured by the Aircraft) and
instructed Smith to complete the documentation with Andrews.
McArdle called Andrews and told him Smith would deliver the
executed documents to Bank. McArdle never attempted to
communicate with Clark Aviation to verify the version of the
transaction Smith had given him, or to communicate with Krueger
or North States to verify either the purported sale to Krueger
or the location of the Aircraft. Any one of those inquiries
would quickly have uncovered Smith's fraud and would have led
to McArdle's (and hence Philko's) actual knowledge of Shacket's
prior ownership of the Aircraft. Nor did McArdle inquire of
Smith as to the custom N number assigned to the Aircraft. 8/
38. Smith and McArdle agreed that when Smith Aircraft

consummated its sale of the Aircraft to Krueger:

&/ Unlike the entire situation described in Findings 10-14,
36 and 39 and n.5, the assigned N number is not a matter
that would itself put McArdle and Philko on inquiry--it
was not the kind of fact to whose significance a party
inexperienced in aircraft transactions would be expected
to be alerted. However, had Philko inquired (as it should
have) because of all the other warning signals, the
assigned number would have proved to be an added (really
an incremental) piece of evidence as to the irreqularity
of the entire transaction.
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(a) Philko would be repaid the $152,000 it was
borrowing from Bank to turn over to Smith Aircraft.

(b) Smith Aircraft would apply the excess of the
sale proceeds to repay the outstanding $60,000 balance on
the $80,000 note owed to Pheasant Run. That understanding
(in total contrast to the position, urged by Philko during
the course of this actioq, that the $60,000 was additional
consideration paid. by Philko for the Aircraft) follows

from the very nature of the Smith-McArdle agreement and is

reconfirmed by the fact that in July 1978 Pheasant Run, by

its and McArdle's attorneys Bishop & Crawford, made a

demand on Smith and Smith Aircraft for repayment of the

$60,000.

(c) Smith Aircraft was entitled to retain all

remaining proceeds of the sale of the Aircraft.
Although Philko received a bill of sale from Smith Aircraft in
connection with the transaction, it never intended to take
possession of the Aircraft. 1In fact, its only intention with
respect to the Aircraft was to hold the bill of sale as
security for (1) the $152,000 loan it was then obtaining from
Bank (the only new consideration Philko was providing to Smith
Aircraft) and (2) for repayment of the antecedent $60,000 debt
owed by Smith Aircraft to Pheasant Run, another McArdle
company. |

39. Through its receipt of various statements of account

and financial reports, Philko was well aware during the relevant
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period of the financial condition of Smith Aircraft, which was
insolvent in both the equity sense (inability to pay its debts
as they matured) and the balance sheet sense (liabilities
substantially in excess of assets). Philko assuredly had
actual knowledge of the first type of insolvency on the part of
Smith Aircraft, and there is equally no doubt the facts then
known to Philko gave rise to either its actual knowledge or its
inquiry notice of the second type of involvency as well.

40. Smith took the loan documents to Bank on or about
April 22. At that time Andrews completed the paperwork and
filled in the information on the note previously executed by
McArdle in Bank's favor. Smith turned over to Andrews all the
original bills of sale (Piper to North States, North States to
Clark Aviation and Clark Aviation to Smith Aircraft). 1/
Andrews caused an original bill of sale from Smith Aircraft to
Philko to be prepared from blank bills of sale Bank kept on
hand. McArdle had already filled in the dates and principal
amount on the note from Philko to Bank. After completing the
paperwork (including a Trust Receipt and Security Agreement
executed by Philko in Bank's favor), Andrews issued to Smith

Aircraft a cashier's check payable to Clark Aviation in the

1/ There is confusion in the record as to whether Smith
previously had the original documents in his possession or
whether he obtained them from Rittenhouse after meeting
with McArdle. Once again, for the same reasons as stated
in n.5 the resolution of that question is really irrelevant
to the issues as between Shackets and Philko.
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amount of $152,000, showing Smith Aircraft rather than Philko
as the remitter.

41. Smith took the cashier's check and flew to Clark
Aviation in Bloomington, Illinois on the afternoon of April 22.
At that time Smith tendered to Rittenhouse the $152,000 check
as the final payment for the Aircraft (actually an overpayment
of some $4,921 on the balance -of the agreed-upon purchase
price). N

42. From the outset of this litigation through the Trial
(a period of some eight years!) Philko has asserted it
purchased the Aircraft as the result of the transaction
described in the preceding Findings. 8/ Even at trial both
McArdle and Bank's Andrews characterized what Philko did in
those terms (Andrews testified McArdle told him on the day the
deal was made, April 21, 1978, he was "interested in purchasing

it"). Philko's attempted proof of damages during the Trial was

8/ Indeed Paragraph 2 of Philko's Amended Counterclaim--its
final pleading--alleged in part:

On or about April 22, 1978 Smith Aircraft agreed to
sell the aircraft to Philko in exchange for the
payment of One Hundred Fifty-two Thousand ($152,000)
Dollars.

Philko's prior position had been that it paid $212,000 (by
adding the unpaid $60,000 on the preexisting Smith
Aircraft note to Pheasant Run), but its counsel obviously
finally realized that assertion was wholly inconsistent
with the continued attempts by Pheasant Run (through the
same law firm!) to demand payment of that $60,000 from
Smith and Smith Aircraft months after the "sale" to
Philko.
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based on that theory as well. 3/ Only post-trial, in its
proposed Findings and Conclusions, when it obviously realized
its "purchaser" position was fatal to it on the "actual notice".
issue, has Philko shifted its position to a claim that it has a

security interest (on the theory its $152,000 payment with Bank

funds was a loan from Philko to Smith Aircraft, and it is also
entitled to recover for Pheasant Run's loan to Smith Aircraft).
43. Philko's position that it purchased the Aircraft is
untenable both in fact and in law (see this Court's original
oprinion, 497 F.Supp. 1262, 1269-71 (N.D. Ill. 1980), aff'd, 681
F.2d 506, 512 (7th Ccir. 1982) 10/), 1If Philko were a
"purchaser," it could not be a bona fide purchaser: 1Its
payment of $152,000 was grossly and patently inadequate and

disproportionate to the fair value of the brand-new Aircraft,

9/ Both in its Amended Counterclaim 910 and at the Trial,
Philko's alleged damages were asserted in terms of
(1) depreciation in value of the Aircraft while in
Shackets' possession plus (2) net rental value for the
number of hours Shackets have flown the Aircraft--a total
of some $370,000. Astonishingly enough, Philko saw no
inconsistency between the notion that an aircraft could be
purchased for $152,000 in 1978 and the assertion that it
could have depreciated in value in the ensuing eight years
by slightly more than that figure (some $153,356) to a
"current fair market value...which is $110,344" (Philko
Proposed Conclusion of Law 937), and no inconsistency
between the same notion and the assertion that the
Aircraft's net rental value for 940 hours of usage during
the same period was an added $214,312 (id.).

10/ Nothing in the Supreme Court's opinion casts any doubt on
that holding. 1Instead the Supreme Court simply assumed,
without deciding, Philko was an "innocent third partl[yl]"
(462 U.S. at 414)--a question open on this remand.
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which on the uncontradicted evidence was worth a full $250,000
even at wholesale (Piper, the manufacturer, was charging its
distributor well over $200,000). Indeed Philko's own Amended
Counterclaim 99 alleges:

On June 16, 1978, the aircraft had a fair market value
of about $263,700.00.

Nor is this a matter of hindsight--a matter of which Philko
(McArdle) did not know or should not have known. McArdle was
apprised by Smith of the~purpoited sale to Krueger for nearly
twice the $152,000, and all the circumstances of the
transaction preclude Philko from claiming it was (in the
Supreme Court's adjective, 462 U.S. at 409, 410, 412, 414) an
"innocent" purchaser.

44. Even if Philko were entitled to assert such a total
shift in its claimed position post-Trial, from that of a
purported "purchaser" at a grossly inadequate price to that of
a secured lender, 1ll1/ it cannot claim as an "innocent" lender.
All the circumstances of the transaction, coupled with Philko's

preexisting knowledge of the insolvency of Smith Aircraft,

11/ considerable doubt exists as to the propriety of such a
switch, when Philko has conducted itself throughout the
litigation on the "purchaser" theory, thereby leading
Shackets and their counsel to defend their own position on
that basis. See the discussion of this subject in the
Conclusions. There is another important corollary to
Philko's attempted shift in position: It would directly
give the lie to McArdle's testimony at the Trial that he
had agreed to purchase the Aircraft. That testimony's
inherent incredibility reinforces the discrediting of
McArdle's testimony, as described in later Findings.




0000000273

29

preclude Philko from asserting that status. It was certainly
put on inquiry at the very least, and even‘the most minimal
inquiry would have disclosed the fraud being perpetrated by
Smith and Smith Aircraft.

45. Despite the extent of Philko's knowledge and
obligation to inéuire as referred to in the preceding Findings,
at no time in connection with the transaction between Smith
Aircraft and Philko regarding the Aircraft did McArdle, or
anyone else associated with Philko, call or attempt to call
either Krueger, North States or Clark Aviation. Nor did either
McArdle or anyone associated with Philko inspect or ask to
inspect the Aircraft before entering into the transaction with
Smith Aircraft. As Finding 37 reflects, any such inquiry would
quickly have led to actual knowledge of Shacket's prior
ownership of the Aircraft.

46. According to Smith's testimony:

(a) Sometime during the middle or latter half of May
1978, he called and then met with McArdle about Smith's
(and Smith Aircraft's) financial problems.

(b) Smith then told McArdle he had improperly
refinanced aircraft belonging to Philko but still needed
additional financing from Philko to conduct the Smith
Aircraft business.

(c) Without resolving the situation, McArdle agreed
to meet with Smith again the following day.

(d) Next day Smith met in McArdle's office with
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McArdle and his lawyer, Leslie Bishop. Smith again spoke
of his having liened aircraft owned by Philko and, in
response to McArdle's questions ("Is this everything? 1Is
it all out on the table?"), also told McArdle and Bishop
that aircraft N78MS was a $290,000 plane with a $152,000
note that had to be paid off because the Aircraft had
already been sold to a fellqw in Detroit.

(e) 1In response to Bishop's question about where the
titles and recordé Qere, Smith said they were being held
at Bank as security. Bishop then said the documents
should be filed with the FAA.

McArdle denied any such meeting before June 1, 12/ but he did
testify he had received a telephone call from CCEC May 24 or 25
"saying Smith Aircraft was in arrears on loans guaranteed by
McArdle and that [CCEC] planned to call upon McArdle to pay out
under his guaranty agreement" (Philko proposed Finding 60).
This Court finds it highly likely that such a notification

would have triggered an immediate inquiry from McArdle to

Bishop denied having been in such a meeting at all, but
his time records show he spent extensive time on McArdle
matters on each of the days, and the time records of his
partner John Dore show 6.8 hours spent on "Philko Aviation
v. Roger Smith Aircraft™ May 26. Dore testified he then
knew of McArdle's having been notified of having to make
payments on CCEC indebtedness. For the reasons stated in
this Finding 46, this Court cannot credit Bishop's
recollection (though it does not find Bishop deliberately
misstated the situation).
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Smith, 13/ and that renders Smith's version more plausible than
McArdle's. It also provides a more credible explanation of the
filing referred to in Finding 47 than the sheer coincidence
that would otherwise be required to reconcile the timing of
that filing with Andrews' testimony (see n.l4).

47. On May 26 Andrews, as agent for Philko, mailed for
filing with the FAA the original bills of sale from Piper to
North States, North States t07Clark Aviation, Clark Aviation to
Smith Aircraft and Smifh Aircraft to Philko. Those documents
were received by the FAA May 31 and recorded June 13, 1978.
That filing was triggered by Philko's knowledge of problems
with Smith and Smith Aircraft. 14/

48. On June 1 McArdle received formal notification from

CCEC that Smith Aircraft was in default under its lines of

13/ According to McArdle he made no effort to talk to Smith
until after he received a formal letter from CCEC (Philko
Ex. 24) on June 1 or 2, specifying an entire group of
defaulted loans aggregating nearly $43,000 (see
Finding 48). That simply does not ring true. Both from
this Court's observation of McArdle and from the natural
reaction to be expected to the initial CCEC telephone
call, McArdle would certainly have gotten in touch with
Smith immediately as to what was going on.

14/ BAndrews testified Bank's standard procedure in 1978 was to

defer the filing of aircraft title documents for not more
than 30 days where the party involved was a dealer and a
sale of the aircraft was likely. That may well have been
true in general terms, but the "coincidence" of timing
that ties the May 26 filing of the Aircraft's chain-of-
title documents (something more than 30 days after the
April 22 closing) to the time (May 25 or 26) McArdle
acknowledges having learned of Smith's defaults to CCEC
makes the text conclusion, as stated in Findings 46 and
47, the more likely explanation.

3
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credit. On or about June 2 McArdle, Bishop and Dore went to
the Airport to meet with Smith. McArdle, through his attorneys,
demanded that Smith and Smith Aircraft vacate the premises.
Smith did so June 7, and Philko assumed the operations
previously handled by Smith Aircraft. On June 7 most of the
employees of Smith Aircraft were rehired by Philko. On June 9
Smith Aircraft obtained a preliminary injunction order
prohibiting Philko from denyihg Smith and Smith Aircraft
possession of the Airpbrf premises. That order was then
superseded by a June 12 agreed order in which Smith and Smith

Aircraft were given a 10-day period to wind up operations and

~vacate the Airport premises. They did so.

49, No findings are made with respect to Philko's claimed
damages under its Counterclaim for two reasons:

(a) As the Conclusions will reflect, Philko is not
entitled to prevail on its Counterclaim in any event.

(b) Even if Philko were to prevail in this
litigation, it could not do so as the purchaser of the
Aircraft: It was never intended to become, and never was,
a purchaser (let alone a bona fide purchaser) even on its
own version of the facts. All of Philko's proof of
damages (claimed diminution in fair market value of the
Aircraft from June 1978 to the time of the Trial [Philko
proposed Finding 80] and claimed reasonable rental value
of Shackets' usage of the Aircraft [Philko proposed

Finding 81]) would have been relevant only on the basis of
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a determination Philko had purchased the Aircraft in 1978.
It should however also be made clear Philko's attempted proof,
even on its own terms, was not credible as to either asserted
component. 15/ Finally on the issue of Philko's claimed
damages, its proposed Conclusion 34 is based on a theory never
advanced by Philko from the‘beginning of this action to and
including the Trial--and it too fails as a matter of proof, as
well as a matter of law. |

Conclusions of Law

Though the preface to the Findings identified the issues
now under consideration a bit differently, the mandate from our
Court of Appeals characterized this Court's function in these
terms (drawing on the statement of issues by the Supreme Court,
462 U.S. at 414):

That the case be REMANDED to the district court for

proceedings consistent with the Supreme Court's opinion,

for development of any required record, and for
determination of at least:
(1) Whether the district court had so considered
and dismissed count II (involving notice) as to
justify a holding of waiver or res judicata
because there was no cross appeal.

(2) Whether Philko's conveyance instruments were
valid under Illinois law.

(3) wWhether the Shackets exercised diligence to
record their conveyance.

These Conclusions will address each of the relevant issues.

15/ Given the nature of this Court's analysis, it has elected
not to spell out the fallacies in Philko's proof of
damages--a moot issue.
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Jurisdiction

Shackets (the sole plaintiffs from the beginning) have
been and are citizens of the State of Michigan. Philko is a
Delaware corporation with its principal place of business in
Sandwich, Illinois. Though only Shackets and Philko remain the
active litigants, none of the other parties joined as defendants
or third-party defendants was a Michigan citizen. There is no
question this Court had and has jurisdiction under diversity of
citizenship under 28 U.S.C. §1332.

Effect of Count II Dismissal

Post-remand this Court issued an opinion (590 F.Supp. 664
(N.D. Ill. 1984)) deciding that Shackets' failure to appeal the
original summary judgment in favor of Philko and McArdle on
Complaint Count II had rendered that a final judgment, "with
full res judicata and collateral estoppel effects" (id. at
667). But that meant Shackets were "foreclose[d from]
relitigation of Philko's claimed actual knowledge [of Shackets'
interest in the Aircraft], but not of its claimed 'actual
notice' based on less than outright knowledge" (id. at 668,
emphasis in original).

These Conclusions will therefore deal with the open
"actual notice"™ question. In that respect it should be
emphasized the picture developed from the full Trial is
dramatically different from the\capsule version on the basis of
which this Court had taken its "brief separate look" (id. at

669~70) -~for example, though this is not exhaustive:
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1. Philko's and McArdle's knowledge of Smith
Aircraft's financial situation proved to be much more
extensive, and much more damaging to them on the "actual
notice" issue, than this Court had before it at the
earlier,post-remand stage.

2. Smith did not in fact represent himself as Clark
Aviation's broker or agent in the Aircraft transaction
(the alleged "fact" tendered to this Court at the time of
Philko's motion, iQ; at 665, 670). Because Smith Aircraft -
purported to be acting for itself and not for Clark
Aviation, its possession of the original bills of sale--
despite the large sum McArdle claims Smith sought as
purportedly necessary to resell the Aircraft to Krueger
Aviation--was a highly suspicious circumstance, as
discussed in the Findings.

But before the entire question of "actual notice" is addressed,
this Court will examine thé question our Court of Appeals
described in its remand order as "{w]lhether Philko's conveyance
instruments were valid under Illinois law."

State Law and the Validity of Philko's Interest

Philko filed its bill of sale with the FAA before
Shackets--that is undisputed. But that is not conclusive as to
the validity of Philko's interest in the Aircraft, for among
other reasons (462 U.S. at 614) (footnote omitted):

[I]1£f, under state law, Philko failed to acquire or

perfect the interest that it purports to assert for
reasons wholly unrelated to the sale to the Shackets,
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Philko would not have an enforceable interest and the

Shackets would retain possession of the aircraft.

Shackets urge the December 1, 1977 corporate dissolution
of Smith Aircraft by the Staté of Illinois renders void its
post-dissolution conveyance of the Aircraft to Philko (see
former Ill. Rev. Stat. ch. 32, 99157.79 et seq., now id.
912.30). That however ignores the concept of de facto
corporate activity recognized both by Illinois statute (see
former id. 9157.150, now id. %3.20) and case law (see, e.g.,

Richmond Wholesale Meat Co. v}-Hughes, 625 F.Supp. 584, 587-89

(N.D. Ill. 1985); Steve's Equipment Service, Inc. v. Riebrandt,

121 I1l.App.3d 66, 70, 459 N.E.2d 21, 23-24 (24 Dist. 1984)).

Accordingly, when title to the Aircraft was taken in the
name of Smith Aircraft despite its then-existing lack of
corporate capacity, as a matter of law Smith acquired that
title as a sole proprietor. 1In turn the Smith Aircraft bill of
sale to Shackets was effective to transfer title from Smith (as
sole proprietor) to Shackets. And by the same token, if the
later Smith Aircraft bill of sale to Philko were otherwise
valid and binding, it too would have been effective (in state
law terms) as a conveyance from Smith (as sole proprietor) to
Philko. |

There is still another concept that would ordinarily be a
function of state law: whether Philko was a bona fide purchaser
of the Aircraft without notice of adverse claims (as it has

maintained from the outset of this litigation through the
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Trial), or perhaps whether it was a bona fide secured lender,
again without notice (as it has now attempted to shift its
stance). On that score our Court of Appeals--in a holding
seemingly left untouched by the Supreme Court--affirmed this
Court's conclusion (497 F.Supp. at 1269-71) by saying (681 F.24
at 512):

Philko's claim under state law is twice flawed: it

cannot be a buyer in ordinary course; and its failure

to take possession precludes acquisition of good title

as a good faith purchase::for value.
After its confirmationnbf this Court's analysis of the Philko- -
Smith Aircraft transaction and a review of the applicable
provisions of the Uniform Commercial Code, the Court of Appeals

concluded (id.):

Accordingly, under state law, Philko acquired no title
to the aircraft.

That certainly sounds like a decision adverse to Philko on
the question "[w]lhether Philko's conveyance instruments were
valid under Illinois law"--or, in the language of the Supreme
Court (462 U.S. at 414), whether "under state law, Philko
failed to acquire or perfect the interest that it purports to
assert for reasons wholly unrelated to the sale to the
Shackets....”™ If so, this Court certainly agrees fully and
adheres to that position (indeed, there is a good deal to be
said for viewing it as law of the case, though that question
and the effect of the Supreme Court's silence on the issue are
matters not addressed by the parties). But in case the Supreme

Court somehow intended the question to be viewed as a function
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of notice to Philko at the time it acquired its purported
interest, in which event the question of "notice" in state-law
terms would be mirrored in Section 503's "actual notice"
exception, these Conclusions will turn to the latter issue.

"Actual Notice"

Cases construing Section 503 have consistently held
"actual notice" includes not only actual knowledge of the
unrecorded interest, but.also¥circumstances that should have
provoked further investigation or inquiry. See, e.g., this
Court's post-remand opinion, 590 F.Supp. at 667 & n.6 and

authorities cited; Lockheed v. G.A.C. Finance Corp., 6 Ariz.

App. 539, 434 P.2d4 655, 658 (1967). Ingquiry notice exists
where a person has knowledge of such facts as would lead a fair
and prudent person using ordinary care to make further
inquiries. Where the person does not take those added steps,
he or she is chargeable with knowledge that would have been

acquired through diligent inquiry. Application of County

Collector (Burdash v. Olsen), 48 Ill.App.3d 572, 588, 362

N.E.2d 1335, 1346-47 (lst Dist. 1977).

"Actual knowledge"™ needs no elaboration--for as this
Court's post-remand opinion has held, that question is no
longer open to Shackets. But as for the "inquiry notice"
branch of "actual notice," in this case that depends upon
whether or not Philko and its president, McArdle, by virtue of
their relationship with Smith and Smith Aircraft, had such

knowledge as placed them under an obligation to conduct a

H
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reasonable investigation, which in turn would have revealed
Shackets' interest in the Aircraft.

Either of two dates might perhaps be the relevant date for
determining the presence or absence of such "actual notice" on
Philko's part:

1. the date on which Philko paid $152,000 for an
interest in the Aircraft, in exchange for delivery to Bank
(acting on Philko's behalf) of the chain-of-title bills of
sale; or

2. the later date on which Bank (still acting on
Philko's behalf) sent the bills of sale to the FAA for
recording.

If the latter date applied, Philko unquestionably then had
actual knowledge (and hence actual notice) of Shackets'
interest in the Aircraft--see Findings 46-47. But Shackets
offer nothing on that score other than to say (proposed
Conclusions at 20):

The fact is, under the Supreme Court's opinion in this

case, there is a serious question as to when actual

notice of an interest is to apply. 1Is it to be applied

at the time of the actual transaction, or is it to be

applied at the time that the party actually attempts

to record its interest in the aircraft?

Shackets tender no authority to answer that question.
Philko correctly draws on the general proposition that a buyer
or mortgagee is entitled to priority based on whether he, she

or it acquires an interest and gives value for it before

receiving notice of prior unrecorded interests. Life Savings &
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Loan Association of America v. Bryant, 125 I1l.App.3d 1012,
1019, 467 N.E.2d 277, 282 (st Dist. 1984). This Court
concludes that principle applies here. Hence Philko's
acquisition of actual knowledge of Shackets' interest before
Bank sent the papers to the FAA, though such knowledge has been
established despite McArdle's contrary testimony and Bishop's
inaccurate recollection, becomes irrelevant. Instead the focus
must be on the extent of Philko's knowledge when it caused Bank
to pay Smith Aircraft‘$152,006 in April 1978.

In that respect both Shackets and Philko have sought to
overreach in factual terms--Shackets by again argquing Smith
Aircraft and Philko were partners, so as to impute the former's
knowledge to the latter, and Philko by arguing it bought the
Aircraft for $212,000, then shifting ground to argue it bought
the Aircraft for $152,000 (after the evidence had unquestionably
established Philko's lawyers, acting for Pheasant Run and
McArdle, had continued to press for repayment of the $60,000
loan), and finally--post-Trial--shifting ground once again to
urge Philko had not bought the Aircraft at all, but had merely
acquired a security interest. Though neither litigant's
position in those respects is therefore tenable, each bears
significantly on the decision here.

First, the absence of an actual partnership relationship
between Philko and Smith Aircraft is not the critical fact for
current purposes. Instead the facts referred to in the

Findings of which Philko had actual knowledge, both (1) as to
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Smith Aircraft and its precarious financial position and (2) as

to the suspicious nature of Smith Aircraft's claimed transaction

regarding the Aircraft itself, really cried out for further

investigation by Philko--rather than Philko's having the right

to play ostrich as it now contends.

Even the most minimal investigation by Philko, reasonably

required in light of what Philko actually knew, would have

unraveled the skein of Smith's misrepresentations and led to

Philko's actual knowledge of the fraudulent scheme:

l. Whether or not Smith really had possession of the
original bills of sale when he met with McArdle, McArdle
certainly believed that to be so. And of course such
possession was inconsistent with Smith's statement that
the $152,000 he sought was needed to pay the rest of the
purchase price of the Aircraft to enable Smith Aircraft to
resell it to Krueger (it will be remembered that contrary
to the presentation Philko made to this Court when it
ruled on the post-remand Philko motion for summary
judgment, Smith did not represent Smith Aircraft to be
Clark Aviation's broker or agent--Smith instead put the
deal to McArdle and Andrews as that of Smith Aircraft
itself). That suspicious circumstance certainly should
have put Philko and McArdle on notice that something was
wrong--at a minimum causing them to inquire of Clark
Aviation as to how and why Smith had the original bills of

sale.

-
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2. On McArdle's own testimony saying Philko
purchased the Aircraft for $152,000 (which McArdle
shifted, in a blatant display of opportunism, from a
claimed purchase for $212,000 only after it had developed
McArdle's lawyers had continued post-"purchase" to seek
payment'of the $60,000 due on the note to Pheasant Run),
that fact alone would haQe put Philko on notice to
investigate further. McArdlg claimed Smith Aircraft was
selling to Philko, for $i$2,000, an aircraft Philko itself
says had a fair m&rkét value of at least $263,000 at that °
time in 1978--an aircraft purportedly being resold to
Krueger for $292,000. That type of highly suspicious
circumstance is dealt with in cases dealing with the
analogous question of the receipt of stolen property,
where courts look to facts from which knowledge of the
"hot"™ nature of the goods can be inferred. Understandably
the most probative of such facts is the payment of much
less than the fair market price for the goods (see, e.g.,

United States v. McCullah, 745 F.24 350, 354 (6th Cir.

1984); People v. West, 60 Ill.App.3d 570, 572, 377 N.E.2d

124, 126 (1lst Dist. 1978)).

3. Although Philko's intimate knowledge of Smith
Aircraft's precarious financial condition might not alone
have put Philko on inquiry notice, when coupled with the
other suspicious circumstances of the time-pressured

transaction for the Aircraft it certainly had that effect.
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These Conclusions have already dealt with the problematic
fact of Smith's possession of the bills of sale. Suppose
however that could have had a legitimate explanation--even

so, at a minimum Smith Aircraft would have had to pay a

very substantial amount down on the Aircraft before Smith

came to McArdle (the difference between Smith Aircraft's
wholesale purchase price.and the $152,000 Smith told

McArdle still remained unpaid). Under the hand-to-mouth

existence Philko knew Smith Aircraft to be living (both

from Philko's handling of the funds derived from Smith

Aircraft's operations at the Airport, and from the

inability of Smith Aircraft to respond fully to McArdle's

demands for repayment of the original Pheasant Run $80,000
loan), the fact of Smith Aircraft'é having somehow
obtained a substantial sum to pay toward the Aircraft was
itself a circumstance célling for further inquiry.

Those matters, individually and collectively, clearly
operated to place Philko on inquiry notice. Though the ease of
inquiry on Philko's part, and the number of avenues of available
inquiry, are not themselves additional matters putting Philko
on notice, those factors do bear importantly on the
reasonableness of Philko's conduct in hiding its head in the
sand despite the red flags already identified in these
Conclusions:

1. Most directly, a simple call to Clark Aviation

(Rittenhouse) would have disclosed Smith's entire
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fraudulent scheme. That was both thé most obvious and
most direct inquiry, and it would have obviated this
entire expensive and seemingly endless litigation.

2. During their April 21, 1978 conversation, Smith
told McArdle he had a sale of the Aircraft to Krueger for
the sum of $292,000. No attempt was made by McArdle or
Philko (as they should have made under the circumstances)
to communicate with Krueger to verify that story. Had
they done so, they wouldrimmediately have learned Smith's
statement was not»tfue.

3. Smith also said the reason the Aircraft was not
in his possession was because it was having avionics
installed at the factory in Grand Rapids. McArdle or
Philko never inquired further (as they should have under
the circumstances) to learn the identity of the factory:
Smith would have responded "North States Aviation." Had
McArdle or Philko so inquired and then followed up with
North States, he or it would have found North States was
only a Piper distributor and had never installed avionics.

Reasonable Diligence

This Court has concluded:

1. To quote our Court of Appeals, 681 F.2d4 at 512,
"under state law, Philko acquired no title to the
aircraft.”

2. Even were that not of itself dispositive, Philko

had statutory "actual notice"™ of the Shackets' interest in
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the Aircraft not only before Philko recorded its own

interest with the FAA but, more importantly, before Philko

even acquired its interest.
Under those circumstances Philko's interest--acquired with
notice--should never be able to take priority over Shackets'
unrecorded interest. Hence Shackets' reasonable diligence (or
lack of it) in aﬁtempting to record their interest in the
Aircraft with the FAA should be irfelevant. Nonetheless,
because the issue of Shackets‘:diiigence was one of those
identified as open on féﬁand, both by the Supreme Court and by
the Court of Appeals, these Conclusions will deal briefly with
the subject.

Nothing in the Supreme Court's opinion suggests a special
legal standard for appraising Shackets' diligence in this
context. This Court turns to the long-established meaning of

that concept, as exemplified in Nixon v. Wevhrich, 20 I11. 600,

606 (1858):
Due diligence means reasonable diligence; it means
such diligence as a prudent man would exercise in the
conduct of his own affairs.
In like manner (and of like vintage), due diligence has been
said to be such diligence as a careful, prudent man of

reasonable sense and judgment might reasonably be expected to

take. Jones v. McGuirk, 51 Il1l1. 382, 387 (1869).

In the context of this case, Shackets satisfy that
standard. When they took possession of the Aircraft, they

believed they were leaving the bills of sale with the dealer,
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Smith Aircraft, to have them recorded with the FAA. That was
entirely reasonable, and the reliance they placed in the dealer
for that purpose was reasonable reliance (Rittenhouse's
uncontroverted and wholly impartial testimony as to that same
common practice being followed when Clark Aviation sold to its
own retail customers, rather than to dealers, is confirmatory
and persuasive on that score). Reasonable diligence required
no more from the Shackets.

However, Smith did not record the bills of sale with the
FAA on behalf of the Shéékets;-but rather obtained $152,000
from Philko in a fraudulent transaction (which this Court has
held Philko entered into with statutory "actual notice" of
Shackets' prior interest in the Aircraft) and turned over the
bills of sale to Bank, together with a bill of sale from Smith
Aircraft to Philko for the Shackets' Aircraft. Neither Philko
nor Bank made any effort to record Philko's purported interest
in the Aircraft until on or about May 26, 1978.

In the meantime, Shackets had made a number of telephone
calls to Smith to determine the progress of recording the bills
of sale. They were assured by Smith the FAA was backlogged in
recording their interest and it would take some period of time.
Those statements as to the then-existing FAA delays were
truthful (Andrews of Bank, who engaged in numerous aircraft
financing transactions, testified the recording of an interest
in an aircraft with the FAA during 1978 often took five to six

weeks before it became a matter of record). Shacket did not
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merely take Smith's statements‘at face value as time passed
without the return of title papers from the FAA. Shacket had
his friend, Charbonneau, have AOPA do a title search on the
Aircraft on May 15, 1978. AOPA confirmed there was no recorded
interest in Shackets' Aircraft at the time of that title
search. Thus Shackets were still exercising reasonable
diligence in the factual and legal sense.

Shackets continued to make inquiries of Smith and were
again advised not to worry-—it:tobk time to have the interest
recorded with the FAA.'-fndeed, Shacket made calls to
Rittenhouse of Clark Aviation as to recording. It was of no
moment that some period of time had elapsed from the date
Shackets took possession of the Aircraft, because the temporary
registration (the "pihk slip®™) inserted by Rittenhouse into
Shackets' Aircraft was valid for a period of 90 days.

In June 1978, after they could not reach Smith because his
telephone was out of service, Shackets attempted on their own
to record their interest in the Aircraft. They did not have
any of the chain-of-title bills of sale, but rather forwarded
their registration (which they understood gave them their
interest in the Aircraft) to the FAA for recording. By that
time it was too late from the FAA's point of view because,
unknown to Shackets, Philko's claimed interest was a matter of
record with the FAA. Shackets thereafter learned someone else

claimed title to the Aircraft, and this litigation ensued.
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In sum, this Court concludes Shéckets exercised reasonable
diligence in connection with the attempted recording of their
ownership of the Aircraft. That was true when they closed
their purchase transaction, and it continued to be true through
(and after) the time Philko (or Bank on Philko's behalf) acted
to cause its own purported interest in the Aircraft to be
recorded. |

This Court recognizes a very recent Illinois case has
taken a very different view of thé reasonable-diligence concept
in a case also involvihéAfraudulent double dealing in aircraft, .

South Shore Bank v. Johnson Hydraulic Mfg. Co., 131 Ill.App.3d

1024, 477 N.E. 2d 1 (34 Dist. 1985). There the first purchaser
slept on its rights for 14 months after having relied on its
seller (which, like Smith Aircraft, was a Piper dealer),
without making its own effort to record its own title papers.

In the course of the South Shore Bank opinion, the court

expressed a double doubt:

l. It did not find the buyer's reliance on the
dealer for recording brought the buyer within a "due
diligence exception" even if that was a customary
practice.

2. It found the l4-month lapse negated any due-
diligence argument.

As already indicated, this Court differs as to the former
factor (though it certainly agrees an unduly protracted period

of such reliance, even one far less than the 14 months in South
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Shore Bank, would not constitute reasonable diligence). But it

is unnecessary to resolve the former issue, because as said
earlier the question of reasonable diligence is not a necessary
link in the chain that defeats Philko's position:

1. Philko's own title was flawed for the reasons
stated by our Court of Appeals.

2. Even on the contrary assumption, Philko took its
position with actual notice of the Shackets' interest
within a day or two after Shackets had bought the
Aircraft. Shacke£§; later diligence (or lack of it) in
recording with the FAA would therefore make no difference
in the result--the true test of total irrelevance.

Philko's Shift of Position

This Court's resolution of the merits has really mooted
the issue of the propriety of the McArdle-Philko shift of
position as to just what their transaction with Smith Aircraft
was. Nonetheless, the prospect this case may again find its
way to higher courts appears to justify a brief look at that
question.

Even in purely intuitive terms there is something
unseemly--if not ddwnright outrageous--in a litigant's playing
fast and loose with the system as Philko has sought to do here.
But neither party has addressed the question in purely legal
terms, and this Court has been disinclined to engage in a major
search for relevant authority on its own. Accordingly this

opinion will not pause long on the subject.
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As already noted, Philko asserteé its claimed interest as
"purchaser"” of the Aircraft from the beginning, and this Court
rejected that position, 497 F.Supp. at 1269-71. Philko made
the same argument on appeal, and the Court of Appeals rejected
it too, 681 F.2d at 512. It is clear from the Supreme Court's
opinion, 462 U.S. at 408 ("Smith purported to sell the same
airplane to petitioner, PhilkorAirCraft“), that Philko had
continued to claim ownership rather than creditor status there
as well. -

Nothing if not cdﬁsistent, Philko persisted in saying it
had bought the Aircraft (just before trial, its Amended
Counterclaim alleged just that). And at the Trial McArdle, a

sophisticated entrepreneur with major business holdings and

‘experience, stuck to that story in the face of probing cross-

examination about the economic effect of the transaction.
Philko's evidence on damages was predicated entirely on the
premise of its ownership. During closing argument its lawyer
insisted on Philko's ownership despite this Court's avowed
skepticism on that score. Only in the cold light of post-Trial
preparation of proposed Findings and Conclusions has Philko's
counsel shifted ground to the security-interest claim that
Shackets' counsel did not defend against (because not called on
to do so) at the Trial.

All that might perhaps lead to rejection of Philko's new-
found (and totally belated) argument as failing to satisfy

Rule 15(b), which calls for "express or implied consent of the
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parties™ to a trial of "issues not raised by the pleadings."

See In re Prescott, Nos. 85-3162, 85-3177 and 85-3203, slip op.

at 8-9 (7th Cir. Nov. 4, 1986). Certainly that was not true as

to Shackets here; see, e.g., Campana v. Eller, 755 F.24 212,

215 (1st Cir. 1985). And it would certainly be unfair--would
prejudice Shackets--to allow Philko so to change its case after

it has conducted eight years of litigation at all three levels

of the federal system. See, e.g., McKee-Berger-Mansueto, Inc.

v. Board of Education of the City of Chicago, 626 F.2d 559, 563
(7th Cir. 1980). o

But even if Philko could surmount the Rule 15(b) hurdle,
surely equitable notions (akin to estoppel) foreclose what it
essays heré. This situation is much like the one that has led
Illinois courts to adopt the doctrine that bars a litigant from
"mending its hold": changing its litigation stance after its
opponent has mustered and expended its own forces to counter
the original theory. 1Indeed this case is startlingly similar

to Rural Electric Convenience Co-operative Co. v. Illinois

Commerce Commission, 118 Ill.App.3d4 647, 653-54, 454 N.E.2d

1200, 1204 (4th Dist. 1983), where the litigant was not
permitted to "mend its hold"‘by "chang[ing] its theory [of
recovery]...after all the evidence in the case had been heard.”

One related issue also bears passing mention: Philko's
attempted proof of damages on the purchase theory it now seeks
to abandon, and its corresponding failure of proof on the

security-interest theory it now seeks to embrace. This might
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or might not be the appropriate case to apply the strict
Illinois rule that a party that "establishes that [it] is
entitled to damages, yet fails to establish a'proper basis from
which those damages can be computed, [ ] is entitled to only

nominal damages." Brewer v. Custom Builders Corp., 42

Ill.App.34 668, 678, 356 N.E.2d 565, 573 (5th Dist.
1976) (citations omitted), relied on by this Court in Norfolk &

Western Railway Co. v. United States Railway Equipment Co., 563

F.Supp. 747, 749-50 (N.D. Ill. 1983), aff'd mem. 753 F.2d 1078
(1985) . But what is unqqestiénably true is that Philko has not
provided the predicate for what it now seeks to urge as its -
damages under its new-found reshaping of its o&n transaction.

* * *

Shackets have proved their right to the declaratory
judgment they seek: They are entitled to ownership of the
Aircraft--the series of conveyances originating with Piper and
carrying title into Smith Aircraft are valid, as is the
transfer from Smith Aircraft to Shackets, while the bill of
sale from Smith Aircraft to Philko is not valid and enforceable
against Shackets for the several reasons previously stated.
This opinion and order should alone suffice to cause the FAA to
record good title in Shackets, but if that is not the case

Philko is ordered to execute a bill of sale to Shackets

forthwith upon their demand. Philko's Amended Counterclaim is

. Milton I. Shadur
Date: November 20, 1986 United States District Judge

dismissed with prejudice.
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NORTHERN DISTRICT OF ILLINOIS 1986
Eastern _Division
MAURICE SHACKET et -
et al JUDGMENT IN A CIVIL CASE
V. '
ROGER SMITH AIRCRAFT SALES . :
INC. et al CASE NUMBER: 78 C 4284

O Jury Verdict. This action came before the Court for a trial by jury. The issues have been tried and the jury
has rendered its verdict.

a :::::i:: :ya 3::;;0,:’::: ;zteiznr ::;n:r ;:.trial or hearing before the Court. The issues have been tried or

IT IS ORDERED AND ADJUDGED that plaintiffs have proved their right to
the declaratory judgment they seek: They are entitled to ownership of
the 1978 Piper Navajo aircraft, the series of conveyances originating
with Piper and carrying title into Smith Aircraft are valid, as i®& the
transfer ffom Smith Aircraft to plaintiffs, while the bill of sale from
Smith Aircraft to Philko is not valid and enforceable against plaintiffs.
This order should alone suffice to cause the FAA to record good title
in plaintiffs, but if that is not the case, Philko is ordered to execute
a bill of sale to plaintiffs forthwith upon their demand. Philko's

amended counterclaim is dismissed with prejudice.

tov. 20,1986 H. STUART CUNNINGHAM
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