Presenting a live 90-minute webinar with interactive Q&A

Litigation Trustee and Committee Claims
Against Insiders, Auditors, and Other Third
Parties in Asset Sale Cases
Addressing Limitations on Recovery Such as In Pari Delicto, Standing, D&O Policies as Property of the
Estate and the Insured vs. Insured Exclusion in D&O Policies
TUESDAY, OCTOBER 15, 2019
1pm Eastern

|

12pm Central | 11am Mountain

|

10am Pacific

Today’s faculty features:
Robert J. Keach, Partner, Bernstein Shur, Portland, Maine
Michael P. Richman, Partner, Steinhilber Swanson, Madison, WI

The audio portion of the conference may be accessed via the telephone or by using your computer's
speakers. Please refer to the instructions emailed to registrants for additional information. If you
have any questions, please contact Customer Service at 1-800-926-7926 ext. 1.

Tips for Optimal Quality

FOR LIVE EVENT ONLY

Sound Quality
If you are listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, you may listen via the phone: dial
1-877-447-0294 and enter your Conference ID and PIN when prompted.
Otherwise, please send us a chat or e-mail sound@straffordpub.com immediately
so we can address the problem.
If you dialed in and have any difficulties during the call, press *0 for assistance.
Viewing Quality
To maximize your screen, press the ‘Full Screen’ symbol located on the bottom
right of the slides. To exit full screen, press the Esc button.

Continuing Education Credits

FOR LIVE EVENT ONLY

In order for us to process your continuing education credit, you must confirm your
participation in this webinar by completing and submitting the Attendance
Affirmation/Evaluation after the webinar.
A link to the Attendance Affirmation/Evaluation will be in the thank you email
that you will receive immediately following the program.
For additional information about continuing education, call us at 1-800-926-7926
ext. 2.

Program Materials

FOR LIVE EVENT ONLY

If you have not printed the conference materials for this program, please
complete the following steps:
•

Click on the link to the PDF of the slides for today’s program, which is located
to the right of the slides, just above the Q&A box.

•

The PDF will open a separate tab/window. Print the slides by clicking on the
printer icon.

Robert J. Keach
Bernstein Shur
rkeach@bernsteinshur.com
207.228.7334

Michael P. Richman
Steinhilber Swanson LLP
mrichman@steinhilberswanson.com
608.709.5998

5



Since “reorganization” takes many forms –including liquidation or,
colloquially, “sell and sue”– the post-petition, pre-confirmation bankruptcy
“estate” may morph into various entities: liquidating trust, litigation trust,
reorganized debtor, retained estate.



When a post-confirmation entity brings causes of action that were, preconfirmation, assets of the estate, a question often arises:
◦ Is the litigation sufficiently “related to” the bankruptcy case such that
bankruptcy jurisdiction exists?
◦ Recent decisions make this a critical question for the trustee of litigation or
liquidating trusts formed pursuant to confirmed plans. We will explore the stillconfused and confusing law of post-confirmation jurisdiction.
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Fourteen years after Boston Reg'l Med. Ctr., Inc. v. Reynolds (In re Boston
Reg'l Med. Ctr., Inc.), 410 F.3d 100 (1st Cir. 2005), the law regarding postconfirmation jurisdiction remains unsettled as it relates to actions brought by
litigation trusts.
◦ The Seventh Circuit stands alone with its highly restrictive approach to post-confirmation
jurisdiction.
◦ Most circuits, including the Third (and therefore Delaware), still apply some version of the
“close nexus” test of Binder v. Price Waterhouse & Co., LLP (In re Resorts Int'l, Inc.),
372 F.3d 154 (3d Cir. 2004), although courts differ in the application of the test.
◦ The First and Second Circuits have embraced the more liberal approach for liquidating
trusts of Boston Regional, at least as to the prosecution of the causes of action assigned to
the litigation trust pursuant to the confirmed plan, as have numerous lower court opinions.



In this context at least, assuming proper and sufficiently specific retention
language, the distinction may be one without a difference: under both tests,
“related to” jurisdiction will exist as to the prosecution of such actions. Beyond
that context, results may vary widely depending on the applicable test, and how the
test is applied.
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A related question that has divided the courts is how much detail a plan and
disclosure statement must contain as to reserved or retained causes of
action to enable a litigation trustee to prosecute claims against third parties
that arose prior to confirmation. The inquiry implicates issues of res
judicata, judicial estoppel, claims preclusion and standing, as well as –
increasingly- subject matter jurisdiction.
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The specificity required to preserve causes of action also varies by circuit.
While most circuits still allow description by category to suffice, more is
required in the Third Circuit—at least as to actions other than avoidance
actions (where categorical description may be sufficient)—and much more
may be required in the Fifth.



The safest practice is to use, in both the plan and disclosure statements,
broad “all actions” language, including retention by categories of claims,
and also use, without limitation and with full disclaimers, the most detailed
lists possible, including the names of the target defendants, key allegations
and the possible theories of liability. The possible targets should be told
that they will be sued (or at least that they should vote on the assumption
that they will be).
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In Stern v. Marshall, 564 U.S. 462 (2011), the Supreme Court held that although bankruptcy
courts have statutory authority to enter final judgment on state-law counterclaims, that they
lack the constitutional authority to do so under Article III—significantly narrowing the scope
of bankruptcy court authority.



In the wake of Stern, courts were perplexed on how to handle Stern claims—those claims that
bankruptcy courts have the statutory but not the constitutional authority to adjudicate.



The Supreme Court revisited the issue in Executive Benefits Insurance Agency v. Arkison,
573 U.S. 25 (2014), where the Court held that Stern claims were to be treated like non-core
claims, meaning that when faced with such claims, bankruptcy courts could issue proposed
findings of fact and conclusions of law for de novo review by the district court.



The following year, the Court issued its opinion in Wellness International Network, Ltd. v.
Sharif, 135 S. Ct. 1932 (2015), holding that Article III permits bankruptcy courts to fully
adjudicate Stern claims if the parties knowingly and voluntarily consent.
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Since Wellness, courts have continued to explore the limits of bankruptcy
court jurisdiction over Stern claims.



In the context of fraudulent transfer claims brought under section 548,
there is a split of authority whether, absent consent of the parties, a
bankruptcy court can enter a final judgment.
◦ Compare In re Daniel, 556 B.R. 722, 724 (Bankr. M.D.N.C. 2016) (noting that,
pursuant to Stern, bankruptcy courts lack authority to adjudicate fraudulent
transfer claims); with In re Paragone Offshore PLC, 598 B.R. 761, 774-75
(Bankr. D. Del. 2019) (holding that bankruptcy courts have the authority to enter
final judgment on fraudulent transfer claims).
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The court held that notwithstanding Stern v. Marshall, the court had subject matter
jurisdiction to consider a settlement term sheet which had been incorporated into
the debtor’s plan of reorganization and to define the scope of the exculpation clause
in the debtor’s plan. As articulated by the Yellowstone Mountain Club court, “to
support jurisdiction, there must be a close nexus connecting a proposed postconfirmation proceeding the bankruptcy court with some demonstrable effect on
the debtor or the plan of reorganization.” Id. at *25. Interpretation of the
settlement term sheet and exculpation clause directly impacted the debtors, their
estates, and implementation of the plan such that the court’s retention of
jurisdiction was appropriate.
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The court found that it lacked subject matter jurisdiction to hear a state law breach
of contract claim and related collection action because the “only possible nexus”
between the adversary proceeding and the debtor’s bankruptcy case was the
possibility that resolution of the proceeding could affect distributions under the
plan.
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The court held that it lacked subject matter jurisdiction over a post-confirmation
adversary proceeding asserting takings and breach of contract claims. Although the
causes of action arose pre-confirmation, the adversary proceeding was not brought
until after confirmation and thus the “close nexus” test applied. The fact that
distribution to creditors might be affected by the litigation was not sufficient to
establish a close nexus.
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In Sirius, the debtor’s plan contained retention of jurisdiction provision which
provided that the bankruptcy court would retain jurisdiction over all “Litigation
Claims.” The plan defined “Litigation Claims” as the potential litigation in relation
to a failed computer system installation and named Sirius as a potential defendant.
The court held that the bankruptcy court retained jurisdiction over the adversary
proceeding brought post-confirmation against Sirius, as the litigation brought
against Sirius “could conceivably have an impact on the amount of money in the
bankruptcy estate available to satisfy creditors’ claims” and was the primary means
for effectuating the plan. Id. at *3.



The Sirius court noted that the Eleventh Circuit has not yet adopted any test,
including the close nexus test, for evaluating post-confirmation jurisdiction, but
that the litigation brought against Sirius would satisfy even the close nexus test. Id.
at *3 fn. 1.
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In Allstate Insurance, the district court for the Southern District of New
York rejected the plaintiffs’ argument that, because the debtors had
originated only a small minority of the mortgage loans at issue in the
adversary proceeding, and because the potential payout to the plaintiffs
from the debtors’ bankruptcy estates would be miniscule, that the requisite
close nexus was lacking. The court observed that “[t]he ‘close nexus’ test
focuses upon the effect of the matter on ‘the interpretation, implementation,
consummation, execution, or administration of the confirmed plan,’ not the
significance of the bankruptcy entities in the matter itself.” Id. at *5. That
the potential recovery might be small was “immaterial,” as the payouts
would be commensurate with the payouts to other claimants and thus affect
the rights of those claimants in the implementation of the plan. Id.
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The district court for the Northern District of California in Charles Schwab
held that the close nexus was lacking where the debtor had originated only
5.5% of the mortgage loans implicated in the adversary proceeding; as
described by the court, “the connection between this case and the
bankruptcy proceedings in Delaware is very, very remote.” Id. at *3.
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In a memorandum opinion supplementing its February 22, 2011 opinion, the ACandS court
dealt with whether it had jurisdiction to interpret a provision in the ACandS Asbestos
Settlement Trust’s Trust Distribution Procedures, which provision would arguably affect the
outcome of a discovery dispute. In analyzing whether it had subject matter jurisdiction to
interpret the Trust Distribution Procedures, the ACandS court asked: “[d]oes the fact that the
resolution of this dispute requires a court to interpret a provision in a plan document, by itself,
create a close nexus to the bankruptcy plan or proceeding sufficient to uphold ‘related to’
jurisdiction?” Id. at *4. The court answered that question by stating that “[t]he critical
inquiry is not strictly whether the plan must be interpreted to resolve the dispute, it is rather
whether the resolution of the dispute will have any affect [sic] on the interpretation,
implementation, consummation, execution, or administration of the confirmed plan.” Id.
(internal citations omitted). If interpretation of plan documents alone were enough to confer
subject matter jurisdiction over an action, the ACandS court noted that plan retention of
jurisdiction provisions would always create jurisdiction, as such provisions are effective only
against parties bound by the plan and the court would have to interpret the plan documents to
determine whether the party is bound by the plan. Id. at *5. Accordingly, the court held that
it lacked the requisite subject matter jurisdiction.
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The court in ML Liquidating Trust held that post-confirmation jurisdiction existed
over malpractice and negligence causes of action brought by a plan-created
liquidating trust against the debtor’s former accountants and auditors. The court
stated that “the scope of ‘related to’ bankruptcy jurisdiction should not change
when a plan-created liquidating trust pursues a debtor cause of action” and cited
with approval the First Circuit’s decision in Boston Regional. Id. at 787. The court
further noted that the litigation in question was a debtor cause of action for which
the liquidating trust had been created and which had been property of the estate
under § 541 when the bankruptcy estate was still in existence.
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In Park Avenue, the court held that it did not have subject matter jurisdiction over
claims brought by debtor against its former employee because the claims did not
have the requisite close nexus to the bankruptcy case and because the plan’s
retention of jurisdiction provision did not encompass such claims. Although the
claims included both state law causes of action and avoidance actions arising under
the Bankruptcy Code, none of the claims arose under the plan or required the court
to interpret the plan. Additionally, the plan’s retention of jurisdiction provision
encompassed only those adversary proceedings pending on the plan’s effective
date; the adversary proceeding in question was filed after the effective date.
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The Fifth Circuit affirmed the bankruptcy court’s decision that the debtor’s plan
adequately preserved the debtor’s claims against its former shareholders. The Fifth
Circuit determined that, taken together, the debtor’s plan and disclosure statement
specifically and unequivocally retained avoidance claims against the debtor’s
former shareholders; the plan and disclosure statement identified the prospective
defendants as “various prepetition shareholders of the Debtor” who might be sued
for “fraudulent transfer and recovery of dividends.” Id. at 552.
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The Crescent Resources court agreed with the test set forth in Spicer v.
Laguna Madre Oil & Gas, LLC (In re Texas Wyoming Drilling, Inc.), 422
B.R. 612 (Bankr. N.D. Tex. 2010), for the requisite specificity of a plan’s
retention of jurisdiction provision. Specifically, the court asks “whether
the language in the plan was sufficient to put creditors on notice that the
debtor anticipated pursuing the claims after confirmation.” Id. at *14
(internal citations omitted). The Crescent Resources court held that
because the plan retained jurisdiction over causes of action arising under
chapter 5 of the Bankruptcy Code, and specifically §§ 544, 547, 548, 549,
550 and 551, that such retention clause was “specific and unequivocal.”

24



In Brandt, the court held that the debtor’s chapter 11 plan had properly
retained causes of action under 11 U.S.C. §§ 548 and 550 as well as under
the Illinois fraudulent transfer statute, where the plan specifically retained
jurisdiction over “avoidance actions” (defined as actions under §§ 548 and
550 as well as any action under state fraudulent transfer law). Although the
debtor’s disclosure statement limited preservation of claims only to those
claims included in the debtor’s disclosure statement and schedules, and the
defendant was not identified in either of these documents, the court
nevertheless held that the language of the plan prevailed and the debtor’s
actions against the defendant under §§ 548, 550 and state fraudulent
transfer law were not barred. The court did hold, however, that the debtor
could not bring an action under § 544 because § 544 was not explicitly
included in the definition of “avoidance action.”
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The Kimball Hill court held that the plan’s broad and categorical retention of
causes of action under sections 544 through 550 of the Bankruptcy Code
constituted the requisite express and specific identification. As stated by the court,
“even though broadly stated, a retention provision with a categorical description is
a specific identification, and, because it is also in writing, is express.” Id. at 777.
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The Antioch court recommended that the district court find a retention of
jurisdiction sufficient where the disclosure statement described the potential
defendants, the plan and confirmation order described potential causes of action
and the plan clarified that such potential causes of action and defendants were not
exhaustive.
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The Second Circuit in DPH Holdings affirmed the lower district court’s decision
that the bankruptcy court had proper jurisdiction over a post-confirmation
adversary proceeding regarding workers’-compensation claims. First, the court
held that a post-confirmation adversary proceeding that involved a mixture of both
prepetition and postpetition workers’-compensation contracts was a core
proceeding and directly affected a core bankruptcy function. The court further
observed that there was a close nexus with the resolution of the workers’
compensation claims and the bankruptcy plan, as the claims would impact the
implementation, execution, and administration of the confirmation plan. Finally,
the plan itself also provided for the retention of the bankruptcy court’s jurisdiction
over these kinds of disputes.
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The 9th Circuit in Wilshire Courtyard reversed the holding of the bankruptcy
appellate panel (BAP) which had held that a bankruptcy court did not retain
jurisdiction over an action involving the post-confirmation tax consequences of the
confirmed bankruptcy plan on certain partners of the debtor. The 9th Circuit
instead determined that the bankruptcy court had “related to” jurisdiction over the
dispute, noting that the BAP had distilled “too narrow a version of the ‘close nexus’
test. Id. at 1288. Emphasizing that it reaffirmed “that a close nexus exists between
a post-confirmation matter and a closed bankruptcy proceeding sufficient to support
jurisdiction when the matter ‘affect[s] the interpretation, implementation,
consummation, execution, or administration of the confirmed plan,’” the 9th Circuit
rested its conclusion on the fact that (1) the ultimate merits question of the present
dispute depends on the interpretation of the confirmed Plan; (2) contrary to the
holding of the BAP, the present dispute involved a federal question as well as state
law claims; and (3) post-confirmation jurisdiction in the case was consistent with
the “equitable objectives of the Bankruptcy Code.” Id. at 1289-92 (internal
citations omitted).
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The court in MPC Computers addressed whether it had jurisdiction over an
adversary proceeding commenced pre-confirmation and adjudicated postconfirmation. The court held that the timing of the commencement of the action
was significant; because the case was initiated pre-confirmation, it needed only
meet the “related-to” standard instead of meeting the post-confirmation “nexus”
test. Moreover, the court that the court had jurisdiction even under the heighted
post-confirmation nexus test, as the language of the confirmed plan was specific
enough as to include the instant case.
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In determining whether it had subject matter jurisdiction to adjudicate a postconfirmation breach of contract claim, the court in Ener1 held that the breach of
contract claim failed to satisfy the close nexus test for several reasons. First,
because the plan of reorganization was fully funded and all other creditors had been
fully paid and the old equity had been extinguished, the plan and its
implementation would be unaffected by the success or failure of the breach of
contract claim. Second, the conduct giving rise to the breach of contract claim
occurred after the plan confirmation -- meaning that there was a greater distance
between the breach of contract claim and the bankruptcy case itself.
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Describing a split amongst courts, the LBHI court explained that the Second Circuit
had not determined whether to apply the “close nexus” test or the “conceivable
effects” test—broader than the close nexus test—in the post-confirmation context
(noting that the Second Circuit had applied the close nexus test in DPH Holdings,
but clarifying that DPH Holdings was a non-precedential opinion). The court
avoided deciding between the two tests because it determined that the cases easily
satisfied the close nexus test. The court explained that “the basis for ‘related to’
jurisdiction in these cases is not only that any damages that LBHI recovers will
benefit its creditors, but also that the cases arise directly out of the allowed claims
under LBHI’s bankruptcy plan.” Id. at *6.
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The Centrix court declined to narrow its post-confirmation jurisdiction when
dealing with a liquidating plan. Citing to Boston Regional and DPH Holdings in its
application of a standard broader than the close nexus test, the court determined
that the plaintiffs’ claims at issue relate to the ongoing, underlying bankruptcy case,
and thus determined that it had jurisdiction over the claims.
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Many bankruptcies include substantial allegations of fraud or malfeasance on the
part of key corporate actors. This conduct is alleged to have been a substantial
cause of loss of value to the stakeholders in the bankrupt enterprise and, as a
consequence, litigation is commenced, typically by the creditors’ committee or a
post litigation trust, seeking to recover damages from the parties who participated
in the fraud.
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A substantial impediment to recovery in these situations is the fact that the claims
made may need to be brought (derivatively) in the name of the bankrupt company.
In that circumstance, the alleged tortfeasors will defend by asserting the defense of
in pari delicto, which translates into “at equal fault.”



This equitable defense developed based upon the theory that joint wrongdoers
should not be able to use a court to resolve disputes between them concerning their
elicit enterprise.



These issues are generally not present in actions created for the benefit of trustees
and creditors by virtue of a bankruptcy filing since, in those instances, the trustee
does not step into the shoes of the debtor.
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While the applicability of the doctrine in cases involving individuals is
straightforward, frauds committed by corporations create a substantial layer of
complexity, since corporations can only act through their agents and their agents
are frequently the wrongdoers who perpetrated the fraud.



Accordingly, the cases which deal with in pari delicto in the corporate context must
first determine whether the agent’s act should be imputed to the Debtor, and if so,
whether the action is of equal or greater fault and there sufficient problematic to
deny the Debtor’s creditors recovery under the asserted theory of fraud against the
corporation.



The case law, as it has recently developed, has made the automatic application of
the agent’s fraud to the corporation very difficult to avoid.
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The only real defense to the imputation of the agent’s actions to its principal is the
“adverse interest” exception which precludes the imputation of the agent’s actions
to its principal when the agent is action solely for its own benefit. Under the cases,
this rule is narrowly applied since any benefit to the company, even unintended,
will be enough to overcome the exception. See, e.g., In re Lehr Constr. Corp., 528
B.R. 598, 609-10 (Bankr. S.D.N.Y. 2015); In re Liberty State Benefits of Del., Inc.,
541 B.R. 219, 235-36 (Bankr. D. Del. 2015).



There is an exception to the adverse interest rule know as the “sole actor”
exception where the interests of the principal and agent as identical. In those
instances, there is no adverse interest and accordingly no exception. See, e.g.,
Official Comm. of Unsecured Creditors v. R.F. Lafferty & Co., 267 F.3d 340, 35560 (3rd Cir. 2001); In re Lehr Constr. Corp., 528 B.R. 598, 610 (Bankr. S.D.N.Y.
2015); In re Norvergence, Inc., 405 B.R. 709 (Bankr. D.N.J. 2009).
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Query whether the application of the pari delicto rule is reasonable in cases where
the wrongdoers are no longer controlling the bankrupt enterprise and will not
benefit from the recovery.



Should the current application of the rule, which treats the corporation as
responsible for all of the actions of its agents, be an absolute defense or as
plaintiff’s lawyers have urged, should the rule not apply until after the wrongdoers
have been deposed?
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In Kirschner v. KPMG, 2009 WL 1286326 (S.D.N.Y. Apr. 14, 2009) (“Kirschner I”),
the district court dismissed the litigation trustee’s complaint KPMG’s outside auditors
and professional advisors alleging fraud in collusion with KPMG’s management. The
auditors and advisors raised in pari delicto, arguing that the company could not recover
for the actions of its own executives and the district court agreed.



On appeal, the Second Circuit certified the following questions to the New York Circuit
Court of Appeals regarding the scope of the adverse interest exception (which precludes
the application of the in pari delicto doctrine): (1) whether the “adverse interest
exception,” which precludes application of in pari delicto, is satisfied by showing that
the insiders intended ultimately to benefit themselves by their misconduct; (2) whether
this exception is available only when the insiders’ misconduct harmed the corporation;
and (3) whether the exception is precluded where the misconduct conferred some, albeit
unintended, benefit on the corporation. 590 F.3d 186 (2d Cir. 2009) (“Kirschner II”).
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The New York Court of Appeals held that the adverse interest exception is reserved
for cases of “outright theft or looting or embezzlement” where the company’s
agent’s misconduct benefits only himself or a third party. Kirschner v. KPMG
LLP, 15 N.Y. 3d 673, 938 N.E.2d 941, 950-51 (N.Y. 2010). The court thus upheld
the in pari defense and refused to widen the scope of its exceptions. Following the
New York State court’s clarification, the Second Circuit Court of Appeals affirmed
the district court ruling dismissing the complaint. Kirschner v. KPMG, 626 F.3d
673 (2d Cir. 2010) (“Kirschner III”).



[for a discussion of and reference to Kirschner and other in pari delicto decisions,
take a look at the briefs that have been filed with the Second Circuit Court of
Appeals in the Bernard Madoff Litigation by defendants JP Morgan Chase, USB
Fund Securities and HSBC Bank that are available in the program reference
material section]
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The Third Circuit also certified similar questions regarding the scope of the in pari
delicto defense to the Pennsylvania Supreme Court in Official Committee of
Unsecured Creditors of Allegheny Health, Education & Research Foundation v.
PricewaterhouseCoopers, 2008 WL 3895559 (3d Cir. July 1, 2008).



The Pennsylvania Supreme Court provided the following guidance:
I. “The proper test to determine the availability of defensive imputation in scenarios
involving non-innocents depends on whether or not the defendant dealt with the
principal in good faith. While one of the primary justifications for imputation lies in the
protection of innocents, in Pennsylvania it may extend to scenarios involving auditor
negligence, subject to an adverse-interest exception, as well as other limits arising out of
the underlying justifications supporting imputation. Imputation does not apply, however,
where the defendant materially has not dealt in good faith with the principal.”

41

II. “The in pari delicto defense may be available in its classic form in the auditorliability setting, subject to ordinary requirements of pleading and proof (including
special ones related to averments of fraud where relevant), and consideration of
competing policy concerns. However, imputation is unavailable relative to an auditor
which has not dealt materially in good faith with the client-principal. This effectively
forecloses an in pari delicto defense for scenarios involving secretive collusion between
officers and auditors to misstate corporate finances to the corporation's ultimate
detriment.”
Official Committee of Unsecured Creditors of Allegheny Health, Educ. &
Research Found. v. PriceWaterhouseCoopers LLP (“AHERF III”), 989 A.2d 313,
339 (Pa. 2010).
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Applying these clarifications to the facts of AHERF, the Third Circuit Court of Appeals
vacated and remanded the case to the District Court for a determination of whether
PWC acted in good faith in its dealings with AHERF, stating in relevant part:

◦ “While [AHERF III] maintained the potential availability of in pari delicto in the
auditor-liability setting, that defense is conditioned on the auditor dealing materially
in good faith with the client-principal.
The District Court's analysis did not consider whether PwC dealt with AHERF in
good faith, and it is appropriate for it to consider the issue in the first instance...”
Official Comm. of Unsecured Creditors of Allegheny Health, Educ. and Research
Foundation v. PricewaterhouseCoopers, 607 F.3d 346, 355 (3rd Cir. 2010).
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On July 19, 2011, the District Court for the Western District of Pennsylvania
granted in part and denied in part PWC’s renewed motion for summary judgment.
Specifically, the Court granted PWC’s motion as to the plaintiff’s breach of
contract claim, and denied the motion in all other respects.

Official Comm. of Unsecured Creditors of Allegheny Health, Educ. & Research
Found. v. PriceWaterhouse Coopers, LLP, No. 2:00-cv-684, 2011 WL 13228198
(W.D. Pa. July 19, 2011).

44



In USACM Liquidating Trust and USA Capital Diversified Trust Deed Fund LLC
v. Deloitte & Touche LLP, 764 F.Supp.2d 1210 (D. Nev. 2011), Deloitte raised the in
pari delicto defense in response to a fraudulent-transfer claim by the liquidating trustee
alleging aiding and abetting a breach of fiduciary duty enabling the debtor company’s
former executives to operate a Ponzi scheme.



In determining whether to impute the criminal acts and knowledge of the debtor
company’s former executives onto the corporation, the court concluded that because
those executives were the sole relevant actors for the company, then imputation of those
acts was proper, and the in pari delicto doctrine would bar the company from pursuing
recovery for the executives’ fraud. The court rejected the trustee’s argument to apply the
innocent-insider exception and the adverse-interest exception.



After concluding imputation of the misconduct onto the debtor company was proper, it
considered Deloitte’s in pari delicto defense. Since the court found that Deloitte was
less culpable than the debtor company, the in pari delicto defense applied to bar the
trustee’s recovery against Deloitte.
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A significant source of recovery for 11 trustees, official creditors’ committees and
post-confirmation liquidating trustees is proceeds from the debtor’s directors and
officers (“D&O”) insurance policy.



However, a significant hurdle to recovery is the “insured vs. insured” exclusion in
most D&O policies which bars recovery by the policy owner, the debtor, against
other insured parties such as the debtor’s present or former officers, directors and
other insiders.



In the absence of the existence of any substantial individual assets of the debtor
company’s director and officers, the insured vs. insured exclusion may present a
significant hurdle to the estate representative’s ability to obtain any meaningful
recovery on claims against the debtor’s insiders.
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The insured v. insured exclusion was developed in response to lawsuits by
companies against their own directors for losses caused by imprudent,
wasteful or unauthorized actions. It was intended to prevent collusive
lawsuits in which the insured company could put its insurer on the hook for
the poor business decisions of its own officers and directors.



See Township of Ctr. v. First Mercury Syndicate, Inc., 117 F.3d 115, 119
(3d Cir. 1997); Stratton v. National Union Fire Ins. Co. of Pittsburgh,
2004 WL 1950337, *5 (D. Mass. Sept. 3, 2004) (purpose of the insured vs.
insured exclusion is to protect insurers from collusive suits by companies
trying to recoup corporate losses by attributing them to the wrongdoing of
directors/officers who, if insured, have nothing to lose by taking the
blame).
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Insurers take the position that the exclusion bars coverage for claims brought
against insiders by either the DIP, a creditors’ committee, a bankruptcy trustee or
other estate representative as the successor to the rights of the debtor company.
Since the exclusion bars the pre-filing debtor and the individual insureds from
recovering under the policy, the estate representation stands in the shoes of the prefiling debtor company and is likewise barred from recovery.



Courts are split on the application of the insured vs. insured exclusion in the
bankruptcy context. While many courts bar recovery, others have reached a
contrary conclusion. Not surprisingly, courts that hold the exclusion inapplicable to
bankruptcy trustees or committees reason that the estate representative, though
asserting claims that belonged to the pre-filing debtor, are separate and distinct
legal entities different from the debtor, and these claims do not implicate any
“collusion” between the debtor company and its directors and officers.
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Cases holding that the insured vs. insured exclusion bars coverage for claims
brought by estate representatives against a company’s former directors and
officers:
•

National Union Fire Ins. Co. v. Olympia Holding Corp., 1996 WL 33415761 (N.D.
Ga. June 4, 1996) (Trustee in bankruptcy can only assert claims against insureds that
belong to the debtor company; there is no legal distinction between trustee and debtor
company; trustee “stands in the shoes of the debtor corporation in prosecuting a cause of
action belonging to the debtor”).

•

Reliance Ins. Co. of Illinois v. Weis, 148 B.R. 575, 583 (E.D. Mo. 1992), aff’d in part
without opinion, 5 F.3d 532 (8th Cir. 1993) (no legal distinction between debtor
corporation and its bankruptcy estate).

•

Federal Ins. Co. v. Surujon, 2008 WL 2949438 (S.D. Fla. July 29, 2008) (reorganized
post-confirmation company was same entity as pre-bankruptcy debtor under plain terms
of policy and reorganized company was asserting rights of pre-bankruptcy entity).
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In re R.J. Reynolds-Patrick County Memorial Hospital, Inc., 315 B.R. 674, 682
(Bankr. W.D. Va. 2003) (exclusion prohibited coverage for lawsuit against former
directors and officers where plan provided for creation of trust and debtor
voluntarily assigned claims to the trust; “The Trustee in this case is a mere
assignee. His rights arise by virtue of provisions in the plan …. The concerns
about collusion remain ….”).



Stratton v. National Union Fire Ins. Co. of Pittsburgh, 2004 WL 1950337 (D.
Mass. Sept. 3, 2004) (straightforward application of insured vs. insured exclusion,
where exclusion applied under policy to any “successor” of insured company; postemergence reorganized debtor was successor in accordance with “the plain
meaning of the term;” distinguishing cases finding that exclusion did not bar suit
because “the lawsuits were brought nominally on behalf of a defunct entity [and]
the real party-in-interest was the bankruptcy trustee and not an ongoing debtor
company”).
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Biltmore Associates, LLC v. Twin City Fire Ins. Co., 572 F.3d 663, 668,
671, 673-74 (9th Cir. 2009) (exclusion barred coverage for claims asserted
by DIP because it was acting in the same capacity as the pre-bankruptcy
debtor. Mere fact that DIP had additional fiduciary responsibilities to
creditors did not make it a different entity for purposes of the exclusion,
observing that the “suit is for the benefit of the creditors, but on behalf of
the pre-bankruptcy corporation.”).



Indian Harbor Ins. v. Zucker, 860 F.3d 373 (6th Cir. 2017) (concluding
that the DIP was the same company that entered the insurance contract and
thus holding that the exclusion barred a liquidating trustee’s lawsuit
asserting D&O claims against three officers because the liquidating trustee,
as assignee of the DIP, stands in the company’s shoes and is subject to the
same defenses).
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Cases finding the insured vs. insured exclusion inapplicable to claims
brought by trustees or other estate representatives against former
officers and directors:


Alstrin v. St. Paul Mercury Ins. Co., 179 F.Supp.2d 376 (D. Del. 2002) (claims of
former D’s and O’s against insurance company (suits by bankruptcy estate
representative) not precluded by exclusion because estate representative and debtor
are separate entities; “[w]hile it is true that the company itself could have brought
such claims against its directors and officers, the Estate’s claims are asserted on
behalf of the Debtor’s creditors and not on behalf of the Debtor itself. Thus, the
Estate Representative is acting as a genuinely adverse party to the Debtor’s former
directors and officers”).



Cirka v. National Union Fire Ins. Co. of Pittsburgh, 2004 WL 1813283 (Del.
Ch. Aug. 6, 2004) (“[A] creditor’s committee, authorized to sue derivatively by a
bankruptcy court, brings suit on behalf of the estate, not on behalf of the debtor in
possession. The Court, therefore, finds that the [] Exclusion is not triggered.”).
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Cohen v. Nat’l Union Fire Ins. Co. of Pittsburgh, Pa. (In re County Seat
Stores, Inc.), 280 B.R. 319 (Bankr. S.D.N.Y. 2002) (trustee is legally distinct entity
from debtor and does not assume debtor’s identity for purposes of exclusion; “a
bankruptcy trustee charged with a statutory duty and endowed with special
statutory powers, is an independent and disinterested entity, separate and distinct
from the debtor, as well as the pre-petition company, and as such does not strictly
‘stand in the shoes’ of the debtor.”).



Rieser v. Bauderistal (In re Buckeye Countrymark, Inc.), 251 B.R. 835 (Bankr.
S.D. Ohio 2000) (exclusion did not apply to claim brought by trustee because, as
representative of the estate, he does not represent the debtor nor owe it a fiduciary
obligation; “When the plaintiff is not the corporation but a bankruptcy trustee
acting as a genuinely adverse party to the defendant officers and directors, there is
no threat of collusion.”).
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Narath v. Executive Risk Indem., Inc., 2002 WL 924231 (D. Mass. Mar. 14,
2002) (exclusion does not apply to trustee’s claim against insiders. “There is no
question that [the debtor’s] Chapter 11 trustee is an adverse party with respect to
the plaintiffs…. This is largely because the parties are adverse, and the purpose of
the exclusion -- to prevent collusion between insured parties -- is defeated.”).



Gray v. Executive Risk Indem., Inc. (In re Molten Metal Tech., Inc.), 271 B.R.
711 (Bankr. D. Mass. 2002) (exclusion not triggered when trustee seeks recovery;
trustee not legal equivalent of debtor because both entities co-exist “side-by-side,
having different powers and rights,” trustee’s duty is to the estate, while debtor’s
duty is to company’s shareholders, the trustee is not governed by prepetition
company’s officers/directors, and claims brought by trustee belong to the
bankruptcy estate which is separate from the debtor and as a beneficiary of those
claims, “the Debtor stands last in priority”; policy definition of “Company”
included only debtor and its subsidiaries and not successors or assigns).
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In re Laminate Kingdom, LLC, 2008 WL 1766637 (Bankr. S.D. Fla. Mar. 13,
2008) (“[Upon the trustee’s appointment,] the debtor does not own the claims and
cannot bring the claims in this action. Rather, the bankruptcy trustee is prosecuting
the claims on behalf of the estate and for the benefit of creditors … and he is not
prosecuting these claims ‘by, on behalf of, in right of the Insured Entity.’…. Thus,
for all intents and purposes, … the [chapter 7] Trustee in this case is a legal entity
separate and distinct from the Debtor, prosecuting claims that are not the Debtor’s,
therefore, the ‘insured vs. insured exclusion’ in the Policy does not apply…. Here,
the plain language of the definitions and the exclusion do not include the
bankruptcy trustee.”).



FDIC v. Continental Casualty Co., 2006 WL 3386625 (W.D. Pa. Nov. 22, 2006)
(litigation trust created under confirmed plan continued lawsuit originally
commenced by the creditors’ committee against debtors’ directors and others; held
that reference to the “Insured” covered only debtor corporation, but not the DIP,
which under the plan assigned its claims to the trust, or any “successor,”
“assignee,” “trustee” or like; DIP a different entity than prefiling debtor, relying
largely on binding precedent holding that DIP is a distinct entity from prepetition
debtor in different contexts).
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Cox Comms., Inc. v. Nat’l Union Fire Ins. Co. of Pittsburgh, PA, 708 F.Supp.2d
1322 (N.D. Ga. 2010) (distinguishing the case from the 9th Circuit Biltmore
decision in finding that the “outside entity exclusion” did not apply, because (1) the
exclusion clause in the instant case was more narrowly drafted than in Biltmore,
and (2) the bankruptcy court had appointed an official bondholders committee to
pursue recovery actions, which was a different entity than the DIP that had filed the
claims in Biltmore).



Willson v. Vanderlick (In re Central Louisiana Grain Cooperative, Inc.), No.
10-08009, 2012 WL 293173 (Bankr. W.D. La. Jan. 31, 2012) (where a trustee
brought an adversary proceeding against the former board of directors, evaluating
the split in case law and ultimately agreeing that the trustee is a separate entity
enforcing rights that belong to the estate instead of the debtor, and holding that the
exclusion does not apply).

57

Another issue surrounding D&O policies is whether the proceeds of such policies are
property of the bankruptcy estate. Generally, courts are in agreement that when a
D&O policy provides direct, indemnity, and/or entity coverage, the proceeds of that
policy may be property of the estate to the extent that the bankruptcy court will
manage the distributions of those proceeds:








In re Licking River Mining, LLC, 2016 WL 3251890 (Bankr. E.D. Ky. June 6, 2016)
In re Allied Digital Techs. Corp., 306 B.R. 505 (Bankr. D. Del. 2004)
In re Focus Capital, Inc., 504 B.R. 296 (Bankr. D.N.H. 2014)
In re Petters Co., 419 B.R. 369 (Bankr. D. Minn. 2009)
In re Arter & Hadden, L.L.P., 335 B.R. 666 (Bankr. N.D. Ohio 2005)
In re Adelphia Comm. Corp., 298 B.R. 49 (S.D.N.Y. 2003)

However, at least one court has held the opposite, determining that despite indemnity
coverage, the proceeds of D&O insurance was not property of the estate.


La. World Exposition, Inc. v. Fed. Ins. Co. (In re La. World Exposition, Inc.), 832 F.2d 1391
(5th Cir. 1987) (holding that the insurance policy proceeds were not property of the estate
when the policy at issue did not provide liability coverage to the debtor itself, only to its
directors and officers).
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