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Def endant s.

DECI SI ON REGARDI NG MOTI ONS TO DI SM SS SECOND AMENDED COVPLAI NT

This proceeding relates to the bankruptcy cases of Doctors
Communi ty Heal thcare Corporation (“DCHC’) and affiliated debtors

who were its subsidiary hospital corporations.® SamJ. Al berts,

! The affiliated debtors are G eater Southeast Hospital
Corporation-1 (“Greater Southeast Corp.”), PACI N Healthcare-
Hadl ey Menorial Hospital Corporation (“Hadley Corp.”), M chael
Reese Medi cal Center Corporation (“Mchael Reese Corp.”), Pine
G ove Hospital Corporation (“Pine Gove Corp.”), and Pacifica of
the Valley Corporation (“Pacifica Corp.”).



the trustee for the DCHC Liquidating Trust, seeks to recover $242
mllion fromPaul Tuft, Steve Dietlin, Erich Munce, Donna

Tal bot, Susan Engel hard, Rebecca Parrett, and George Krauss,
former directors and officers of DCHC (collectively the “D & O
Def endants”),? and Epstein Becker & Geen P.C. (“Epstein Becker”)
and Kutak Rock LLP (“Kutak Rock”), who served as forner counse

to DCHC and its subsidiary hospital corporations. Alberts

all eges that the D & O Defendants worked in tandemw th Epstein
Becker and Kutak Rock (collectively the “Law Firm Defendants™) to
further a Ponzi schenme perpetrated by National Century Financi al
Enterprises (“NCFE’), who, along with its subsidiary entities
(the “NCFE Entities”), provided virtually all of the financing
for DCHC s acquisitions and the debtors’ operations.?

In a I engthy opinion reported as Alberts v. Tuft (In re

Greater Southeast Cmy. Hosp. Corp. 1), 333 B.R 506 (Bankr.
D.D. C. 2005), and acconpanying order, the court granted in part

and denied in part various notions to dismss Alberts’ s First

2 Even though Melvin Redman was sued in the Second Anended
Complaint, the references in this decision to the “defendants”
and the “D & O Defendants” do not include Redman. This
proceedi ng has been stayed as to Rednman as expl ained in n.4,
infra, and the decision accordingly does not address the clains
agai nst him

3 Al of the D & O Defendants except Parrett and Krauss are
protected by a partial release provided in the debtors’ joint
pl an of reorganization. The plan caps the liability for the
former defendants at $10 mllion. The court will refer to these
defendants as the “Partially Rel eased Def endants” where necessary
to distinguish themfromParrett and Krauss.
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Amended Conpl ai nt, but granted Al berts | eave to anend his
conplaint to correct certain technical pleading defects.
Al berts’s Second Amended Conpl ai nt has once agai n pronpted
mul tiple notions to dismss raising nunerous (and occasionally
over | appi ng) argunents concerning a | abyrinthine conplaint.
I

The court described the pertinent background facts in this
case in sone detail in its previous opinion regarding the
defendants’ earlier notions, and wll not recapitul ate them here.

See In re Geater Southeast Cnty. Hosp. Corp. |, 333 B.R at 514-

15. Suffice to say, Alberts is the trustee of the DCHC
Li quidating Trust, an entity created pursuant to the debtor’s
pl an of reorganization and charged with prosecuting all causes of
action fornerly belonging to DCHC or its affiliated debtors.

In the instant proceeding, Al berts alleges that the D & O
Def endants breached their fiduciary duties of care and loyalty by
allowing DCHC and its subsidiary hospitals to undertake
additional debt in a fiscally irresponsi ble manner and by
m susi ng corporate assets. He further alleges that the Law Firm
Def endants either aided and abetted sonme of these fiduciary
breaches or commtted nal practice by signing off on various
opinion letters that contained factual statenments the Law Firm
Def endant s knew or shoul d have known to be false and that all owed

the debtors and the NCFE Entities to close on their transacti ons.



In its prior opinion, the court dism ssed alnost all of the
counts alleged in the First Arended Conpl aint against the D & O
Def endant s because the conplaint did not connect those defendants
to the decisions made by DCHC s subsidiaries or the allegedly
wast ef ul deci sions made by DCHC itself. 1d. at 522-27. Only
Count 1l of the First Amended Conplaint, in which Al berts alleged
that the D & O Defendants breached their fiduciary duties of care
and loyalty by allowing Tuft and Redman to use corporate charter
jets instead of commercial air lines, survived the defendants’
notions to dismss, and that count survived only with respect to
Tuft in his capacity as an officer. 1d. at 527.* The court also
dism ssed all of Alberts’s clains against DCHC s forner directors
because those clains alleged breaches of the fiduciary duty of

care and DCHC s directors were shielded fromliability for

4 Count Il also survived as to Rednman, id. at 527 n. 24, but
thi s deci sion does not address the clainms agai nst Rednman. Redman
and his wife filed for bankruptcy relief in the District of
Arizona, forcing Alberts to file a separate adversary proceedi ng
in that court. Alberts v. Redman (In re Redman), Adv. Pro. No.
05- 00313 (Bankr. D. Ariz.). By a twst of fate, that adversary
proceedi ng has been transferred to this court so that it can
resolve a notion to approve a settlenent agreenment reached by the
Redmans and Al berts. Alberts v. Redman (In re Rednan), Adv. Pro.
No. 06-10040 (Bankr. D.D.C.). The court’s determ nation of the
reasonabl eness of that agreement will alnost certainly turn at
| east in part on the conclusions reached in the instant decision
because the all egations nmade agai nst Rednman in the conpl ai nt
against himmrror those nade against the D & O Defendants in
this proceeding. Nonetheless, the fact remains that Rednman is
protected by the automatic stay arising fromhis own bankruptcy
case unless and until Al berts successfully noves for relief from
the stay in the Arizona bankruptcy court.
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fiduciary breaches of that nature under the terns of the articles
of incorporation of DCHC s predecessor. |d. at 527-28.

Wth respect to the Law Firm Def endants, the court held that
Al berts could pursue a cause of action for mal practi ce based on
the Law Firm Defendants’ all egedly negligent preparation of
opinion letters used by DCHC to secure additional financing from
the NCFE Entities, but concluded that he could not pursue a claim
agai nst those defendants based on busi ness advice given by the
Law Fi rm Def endants because attorneys owe no special duty of care
with respect to financial advice. |[|d. at 528-31.° Finally, the
court preserved Al berts’ s fraudul ent conveyance cl ains, which are
prem sed on the sanme underlying facts as his nal practice claim
Id. at 531-32.°

Because Al berts filed his First Amended Conplaint prior to

> The court pondered whether the Law Fi rm Def endants’
failure to warn DCHC of the breaches of fiduciary duty allegedly
commtted by its officers and directors could itself be construed
as mal practice, but held that the question was noot because
Al berts did not allege properly that the D & O Defendants
breached any fiduciary duties relating to the financing provided
by the NCFE Entities. In re Geater Southeast Crty. Hosp. Corp
I, 333 BBR at 530. The court dismssed Al berts’s “aiding and
abetting” count for the sanme reason. |d. at 529.

® In reaching these conclusions, the court rejected the Law
Firm Def endants’ affirmative defenses of res judicata and
judicial estoppel, In re Geater Southeast Crty. Hosp. Corp. |
333 B.R at 532-34, held that Al berts could invoke the
protections of 11 U S.C. 8 108(a) to extend the deadline to raise
his clainms of breach of fiduciary duty and mal practice, id. at
534-38, and declined to consider whether Al berts was barred from
asserting mal practice cl aims agai nst the Law Fi rm Def endant s
under the doctrine of in pari delicto. 1d. at 538-39.
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the filing of the D & O Defendants’ notions to dismss, the court
granted himleave to anend his conplaint with respect to those
defendants. The court also invited the Law Firm Defendants to
file a notion for a nore definite statenent pursuant to Fed. R
Cv. P. 12(e) (as incorporated by Fed. R Cv. P. 7012)--an
invitation the Law Firm Defendants eventual |y accept ed.
Followi ng the filing of the Second Anended Conpl ai nt, which
i ncluded Al berts’s response to the Law Fi rm Def endants’ Rul e
12(e) notions, the defendants filed the instant notions.
[

The | egal standard governing the defendants’ notions is the
sane as that in the last go-round. Under Fed. R Cv. P.
12(b)(6) (as incorporated by Fed. R Bankr. P. 7012), the court
must di sm ss the Second Anended Conplaint if it “fail[s] to state
a clai mupon which relief can be granted,” but the “conplaint
need only set forth ‘a short and plain statenment of the claim’
Fed. R Cv. P. 8(a)(2), giving the defendant fair notice of the

cl aimand the grounds upon which it rests.” Kingman Park G vic

Ass'’n v. WIllians, 348 F.3d 1033, 1040 (D.C. Cr. 2003).

“However, the court need not accept inferences drawn by
plaintiffs if such inferences are unsupported by the facts set

out in the conplaint.” Kowal v. MJ Comunications Corp., 16

F.3d 1271, 1276 (D.C. Cr. 1994). Finally, affirmative defenses

“may be raised by pre-answer notion under Rule 12(b) when the



facts that give rise to the defense are clear fromthe face of

the conplaint.” Smth-Haynie v. District of Colunbia, 155 F.3d

575, 578 (D.C. Cir. 1998).

Because the clains alleged by Al berts against the Law Firm
Def endants depend in part on the viability of his clains against
the D & O Defendants, the court will look to the propriety of the
|atter clains before assessing the sufficiency of his clains
agai nst Epstein Becker and Kutak Rock. Before proceedi ng any
further, however, the court nust address the theory of harm
espoused by Al berts (i.e., that the defendants increased the
debtors’ insolvency) in light of the Third Crcuit’s recent

decision in Seitz v. Detweiler, Hershey & Associates, P.C. (In re

GitX Corp.), 448 F.3d 672 (3d Gir. 2006).

A Deepeni ng I nsol vency Revisited

Many of the clains raised by Al berts assune that DCHC and
its subsidiary conpanies were harnmed by the progressive increase
in the conpanies’ debt during the tenure of the D & O Defendants.
Because the debtors were insolvent for much of this tine
(according to Al berts, sone of them were never solvent), the main
victimof the defendants’ conduct was not DCHC, but its
creditors, whose chances of recovering on their clains | essened
with each new debt. Alberts |acks standing to pursue causes of
action held by the debtors’ individual creditors. See In re

G eater Southeast Cnty. Hosp. Corp. |, 333 B.R at 517-21. Thus,




he must articulate an injury separate and apart fromthe nere

exi stence of the debtors’ debt to pursue the instant proceeding.
Al berts attenpts to resolve this dilenma by resorting to the

theory of damages known as “deepening insolvency.” This theory

hol ds that the acquisition of debt by an insolvent corporation

can harmthe corporation as well as its creditors by making it

nmore difficult for the corporation to run a profitabl e business

W thout resorting to bankruptcy. See Oficial Comm of Unsecured

Creditors v. RF. Lafferty & Co., 267 F.3d 340, 349-50 (3d Gr.

2001) (“Lafferty”).” 1t also forces conpanies to expend their
resources in the repaynent of debt, thereby heightening the risk
of corporate dissolution through a chapter 7 or so-called
“liquidating chapter 11" bankruptcy case. I|d.

The parties argued at length in the previous round of

briefing about the validity and nature of the deepening

”  The harm occurs only where the corporation |acks the
assets or incone to pay off the loan. As at |east one
coment ator has noted, a conpany’s acquisition of debt, by
itself, is a “balance sheet neutral” transaction for the conpany
because the conpany receives cash or other assets equal to the
debt incurred (not accounting for interest). See generally Sabin
Willett, The Shallows of Deepening |Insolvency, 60 Bus. Law. 549
(2005). The harmto the corporation conmes fromthe artificial
prol ongation of the defective business nodel enployed by the
conpany, which ultimtely causes the conpany to go further “into
the red” rather than dissolve or reorganize itself to be a
productive, profitable business. Were the corporationis
capabl e of paying off the loan, there is no undue prolongation of
t he conpany’s current business nodel at the expense of its future
potential and therefore no real “deepening” of the conpany’s
i nsolvency. See In re Geater Southeast Cnty. Hosp. Corp. 1, 333
B.R at 523 n.17.




i nsolvency theory. Utimately, this court, relying heavily on
the Lafferty decision as well as Chief Judge Bernstein s decision

in Kittay v. Atlantic Bank of New York (In re dobal Serv. G oup,

LLC), 316 B.R 451 (Bankr. S.D.N. Y. 2004), and District Judge

Kapl an’s decision in Bondi v. Bank of Anerica Corp. (In re

Parmalat), 383 F. Supp. 2d 587 (S.D.N. Y. 2005), held that the
deepeni ng of an insolvent corporation’s debt could be harnful to
the corporation as well as its creditors, but declined to
recogni ze a separate tort to address this harm when other, pre-

exi sting causes of action work just as well. Inre Geater

Sout heast Cnty. Hosp. Corp. |, 333 B.R at 516-17.

Since the court issued its opinion in Cctober, the Third
Crcuit has had occasion to reflect on its ruling in Lafferty.
In CGtX, the Third Circuit considered whether an accountant for
an internet conpany could be held |iable for the deepening
i nsol vency of the conpany where the accountant was all egedly
negligent in his review of the conpany’s finances. 448 F.3d at
674. The Third Crcuit clarified that, notwithstanding its
descriptions of deepening insolvency as a “type” or “theory” of

injury in Lafferty, id. at 677 (quoting Lafferty, 267 F.3d at

349), it had never held that deepening insolvency was “a valid
t heory of damages for an i ndependent cause of action.” |[d. at
677. The court also concluded that “a clai mof negligence cannot

sustain a deepening[]insol vency cause of action.” 1d. at 681.



These concl usions give the court serious pause.® Although
GtX involved different facts,® and al though the decision is not
binding on this court, the Third Crcuit’s reinterpretation of
Lafferty contradicts the conclusions reached by this court inits
earlier opinion, thereby calling into question the court’s
reliance on that case in that opinion. The court has therefore
been especially careful inits review of the CGtX decision.

Havi ng conducted this review, the court remains convinced
that it reached the right result in its prior opinion. There is
no way to make sense of Lafferty w thout concluding that the
deepeni ng of a conpany’s insolvency can be harnful; otherw se,

the Lafferty court could not have concl uded that fraudul ent

8 Epstein Becker filed a line attaching the G tX decision
on May 31, 2006, but neither it nor any other defendant has noved
for reconsideration of the court’s prior opinion. The court’s
consideration of the GtX decision is made out of an abundance of
caution and a desire to ensure that the court reaches the right
result and provides the parties with a sufficient understandi ng
of its views regarding the vexatious topic of deepening
i nsol vency.

° In GtX, the debtor conpany’s accountant supposedly
deepened the debtor’s insolvency by approving financi al
statenments that allowed the debtor to solicit funds from
investors despite its financial distress, which allowed the
struggling conpany to continue operating and, through the
subsequent machi nations of its managenent, acquire nore debt.
The Third Circuit found this theory of harmtoo attenuated to
state a claimfor negligence, concluding that “[a]ny increase in

i nsolvency (i.e., the several mllion dollars of debt incurred
after the $1, 000,000 investnent) was wought by GtX s
managenent, not by [the defendant].” CtX, 448 F.3d at 677. 1In

contrast, Alberts alleges that the D & O Defendants, with the
assi stance of the Law Firm Defendants, directly increased the
debt | oad of the debtors.
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conduct | eading to the deepening of a company’s insolvency
constitutes tortious activity. Nor is this court aware of any
comon | aw principle holding that an injury sustained as a result
of one tort (fraud) is sonehow not an injury when it is caused by
a different tort (negligence), as the GtX court seens to
suggest. The cause of an injury m ght determ ne whether a tort
occurred, but it does not determ ne whether the injured person
suffered an injury in the first place.

The court is equally unnoved by the Third G rcuit’s decision
to restrict recoveries for deepening insolvency to actions
involving fraud. |If deepening insolvency were treated as a
separate cause of action rather than as a theory of harm it
woul d make sense to require a higher threshold of scienter than
mere negligence lest the tort expose directors and third parties
to a standard of care that they otherw se woul d never have owed

inthe first place. Cf. Drabkin v. L &L Constr. Associ ates,

Inc. (Inre Latin Inv. Corp.), 168 B.R 1, 4-5 (Bankr. D.D.C

1993).1° CGitX attenpted to resolve this inherent problem(i.e.

t he danger that the scienter requirement for the “tort” of

0 1f athird party gives advice that encourages corporate
managenent to deepen the corporation’s insolvency, the third
party ought to be held responsible for an i ndependent tort of
deepening the corporation’s insolvency only if that third party
knows that her advice will further a tort. See Restatenent
(Second) of Torts 8§ 876(b) and comment d. To the extent that the
court suggested in Latin Investnent that know edge of a
fraudul ent (versus negligent) tortious act is required, it went
too far. 168 B.R 1 at 4-5.
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deepeni ng i nsol vency woul d be unduly broad) by inposing a
fraudul ent intent requirenment instead.

The Lafferty court, however, did not fix its star upon the
noti on that deepening insolvency was a tort. |Instead, it
concl uded that the accunul ation of debt by an insolvent entity
could, in certain circunstances, be harnful to the corporation.
Lafferty, 267 F.3d at 349-50.! These injuries can occur as a
result of managenent’s negligence just as easily as they can due
to managenent’s fraud, and managenent (unlike a third party with
no special relationship to the conpany) owes a duty of care to
its corporate client. The link made by the G tX court between
deepeni ng i nsol vency and fraudulent intent is therefore an
arbitrary one unless one nakes the equally arbitrary
determ nation that deepening insolvency is a (hitherto unknown)
tort of its own, in which case officers and directors who,

w t hout engaging in fraud, breach--even grossly breach--their

1 The Lafferty court described this harmas foll ows:

[ T] he incurrence of debt can force an

i nsol vent corporation into bankruptcy, thus
inflicting | egal and adm nistrative costs on
the corporation. . . . Wen brought on by
unwi el dy debt, bankruptcy al so creates
operational limtations which hurt a
corporation’s ability to run its business in
a profitable manner. . . . In addition,

prol ongi ng an insolvent corporation’s life

t hrough bad debt may sinply cause the

di ssi pati on of corporate assets.

Lafferty, 267 F.3d at 349-50 (citations omtted).
12



duty of care in a harnful manner would be insulated fromtheir
wr ongdoi ng.

Rat her than attenpt to “di scover” a separate common |aw tort
whi ch nust then be neutered, this court prefers to treat
deepeni ng i nsol vency as the theory of harmthat it was al ways
meant to be, and will rely on other, nore established (not to
mention | ess convol uted) common | aw causes of action to ascertain
whet her the defendants in this case have engaged in a | egal wong
for which Alberts is entitled to recover. Unless and until this
court is told differently by a higher court inits own circuit,
deepening insolvency will remain a viable theory of damages in
this jurisdiction regardl ess of whether the injury occurred as a
result of negligence or fraud.

This is not to suggest that the damages sought by Al berts
are an accurate gauge of the injuries suffered by the debtors due
to their alleged deepening insolvency. Alberts seeks to recover
for “the increased anount of insolvency suffered by the
[d]ebtors” (Conpl. q 370). This calculation m ght have
represented a fair valuation of the harmcaused to the creditors
of DCHC (assum ng that the debt was never repaid), but Al berts
has no standing to protect creditors’ interests. Instead, he
wll need to prove that DCHC and its subsidiary corporations were

actually harned by the defendants’ allegedly excessive borrow ng

13



habits, and then quantify that harm ! The damages arising from
these injuries (if proven) may be larger or smaller than the
anount of excess debt acquired by the debtors, but they wll

al nost certainly not be the sane.?®

B. Cl ains Agai nst the D & O Def endants

Havi ng resol ved the question of harm the court now turns to
the all egations of wongdoing against the D & O Defendants.
Unli ke the First Amended Conplaint, where Alberts attenpted to

hol d each and every D & O Defendant liable for any and all of the

2 Put another way, Al berts will need to quantify the
i npact of the debt accunul ated by the debtors due to the
def endants’ actions on the debtors’ business operations, not the
anount of debt incurred. Specifically, he will need to show that
the debtors’ chances of falling into bankruptcy increased due to
t he defendants’ actions (and then quantify the costs of
bankruptcy for the debtors), that the defendants’ conduct
prevented the debtors fromperformng in a profitable manner (and
then quantify the cost to the debtors caused by that inpairnent),
or that the defendants’ actions forced the debtors to dissipate
corporate assets that woul d have been retained otherw se (and
then quantify the value of those assets). As the court noted in
Latin Investnent, these cal culations “pose serious problens” for
a plaintiff like Alberts, 168 B.R at 5, “but should not in

[thenmsel ves] affect the decision as to dismssal.” 1d. Although
Al berts does not spell out the specific harns caused by the
debtors’ excessive deepening insolvency (see, e.qg., Conpl.

19 240-292 (referring only to proximate injury); id. at f 319
(“injury this significant debt would cause”)), the court can

i nfer such harns for purposes of the defendants’ notions fromthe
all eged fact that the debtor filed bankruptcy only after its
debts reached massive | evel s.

13 1f the evidence shows that the debtors would have been a
failure no matter how well DCHC s nmanagenent behaved (an
admttedly unlikely prospect given that all but one of the
debt ors have successfully reorgani zed), Al berts may not be able
to recover anything at all.
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wrongs all egedly done to any of the debtors, the Second Anended
Conpl aint is much nore precise. Nevertheless, the D & O

Def endants’ argunents, if conpletely successful, would result in
the dism ssal of all counts against themw th the exception of
Count Il as it applies to Tuft, which this court has already
concluded is a valid claim

1. Clains relating to the debtors’ deepening
i nsol vency

Count | of the Second Anended Conpl ai nt seeks to inpose
liability on various D & O Defendants for their alleged breaches
of their duty of care in driving DCHC and its subsidiary
hospital s deeper into debt to the NCFE Entities, but is limted
to those D & O Defendants who all egedly breached their fiduciary
duties as officers of the various debtors. Count I1Il, alleging
breach of the fiduciary duty of loyalty, also relates to the
fundi ng provided by the NCFE Entities, but includes Parrett and
Krauss, who served only as directors for DCHC, as well as other
D & O Defendants in their capacities as officers and as
directors. The D & O Defendants nove to dism ss both counts with
respect to every nanmed def endant.

(a) Breach of the fiduciary duty of care

(Count 1)

“The directors of Delaware corporations have a triad of

primary fiduciary duties: due care, loyalty, and good faith.”

15



Enerald Partners v. Berlin, 787 A .2d 85, 90 (Del. 2001).%** “Wth

respect to the obligation of officers to their own corporation
and its stockholders, there is nothing in any Del aware case which
suggests that the fiduciary duty owed is different in the
slightest fromthat owed by directors.” David A Drexler et al.,

Del. Corp. Law and Practice 8 14.02 (Rel. No. 16, 2003) (quoted

inlnre Walt Disney Co., 2004 W 2050138, *3 (Del. Ch. Sept. 10,

2004)). Thus, officers as well as directors may be |iable for
harnms suffered by a corporation if the harmwas caused by an

officer’s breach of fiduciary duty. See, e.q., Stanziale v.

Nachtom (In re Tower Air, Inc.), 416 F.3d 229, 239-41 (3d Cr

2005) (holding that conplaint properly alleged clains for breach
of fiduciary duty by corporation’s officers as well as its
directors).

“[Gross negligence is the applicable | egal standard for a
corporate director’s breach of the duty of care under Del aware

law.” O ficial Comm of Unsecured Creditors of Teu Hol di ngs,

Inc. v. Keneny (In re Teu Holdings, Inc.), 287 B.R 26, 32

(Bankr. D. Del. 2002) (citing Brehmv. Eisner, 746 A 2d 244, 259

(Del. 2000)). This standard “appears to be synonynous with

engaging in an irrational decisionmaking process.” [In re Tower

14 Because DCHC was incorporated in Delaware, the fiduciary
duties of its officers and directors are defined by the | aws of
that jurisdiction. See Pagonis v. Donnelly, 929 F. Supp. 459,
460 (D.D.C. 1995).
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Air, Inc., 416 F. 3d at 241. It “signifies nore than ordinary

i nadvertence or inattention[,]” Jardel Co. v. Hughes, 523 A 2d

518, 530 (Del. 1987), but “is neverthel ess a degree of

negl i gence, while reckl essness connotes a different type of

conduct akin to the intentional infliction of harm” 1d.
“I'n Delaware, the nmerits of a business decision are

consi dered separately fromthe process used to reach that

decision.” In re Tower Air, Inc., 416 F.3d at 240. “Due care in
t he deci si onmaki ng context is process due care only.” Brehm 746
A . 2d at 264 (enphasis in original). “The [threshold] question is

whet her the process enployed [in making the decision] was ‘either

rational or enployed in a good faith effort to advance corporate

interests.”” In re Teu Holdings, Inc., 287 B.R at 33 (quoting

In re Caremark Int’l, Inc., 698 A 2d 959, 967 (Del. Ch. 1996))

(enmphasis in original).

Al berts repeatedly alleges that Tuft, Tal bot, and Munce
si gned docunents in their capacity as officers of the various
debtors without fully inform ng thensel ves of the consequences of
t hose actions and at a time when the defendants knew or shoul d
have known that their actions would harm the conpani es they
purported to represent (Conpl. 9T 239-62, 264-67, 269-73, 275-
91). Viewed in isolation, these allegations are perhaps too
conclusory to support a cause of action for breach of fiduciary

duty. But there is plenty of detail in earlier paragraphs, which

17



describe at length the circunstances surroundi ng and consequences
of the actions taken by these defendants.

For exanpl e, paragraphs 42 through 74 of the conpl aint
describe the incurring of debt by DCHC subsidiary Hadl ey Corp.
under the aegis of Tuft and Talbot, resulting in a negative net
equity position for Hadley Corp. of $46 mllion by July of 2001
(Conpl. 9 72) conpared to a purchase price of $8.8 nmillion in
1992 (Conmpl. T 42). First, Hadley Corp. allegedly decided to
sell certain equipnment and then | ease that equi pnment back from
NCFE at a cost of $6,980,475.00 in required paynents over 60
nont hs as a neans of repayi ng $3, 300, 000. 00 due to NCFE--an
arrangenment that required Hadley Corp. to pay over tine
$3, 680, 475. 00 nore than the $3,300,000.00 in debt originally owed
(Compl . 91 46-47). After all but 8 nonths were left on the first
equi pnent | ease (that is, after all but $930, 730. 00 of the
$6, 980,475 in nonthly paynents had cone due), Hadl ey Corp.
extended the | ease at a cost of $3,206,522.40 in required
paynents over 60 nonths, a net additional cost of $2,275,792. 40
(that is, $3,206,522.40 | ess $930, 730.00) (Conpl. § 48). In sum
Hadl ey Corp. incurred $5, 956, 267.40 nore debt through its two

| ease agreenents with NCFE than it owed prior to the signing of
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t hose agreenents.® Even w thout taking into account that the
effective interest rates that the | ease-back paynents represented
appear to have been exceedi ngly high, ! the conplaint can be read
as alleging that the increased debt obligations, when conbi ned
with other debts incurred, served artificially to prolong an
unprofitable operation well past the point of insolvency, and to
drive Hadl ey Corp. deeper and deeper into insolvency.

Second, Hadley Corp. allegedly sold its accounts receivabl es
to an NCFE subsidiary in exchange for advances on those
recei vables (Conpl. 9 50). The NCFE subsidiary charged “Program
Costs” as well as incidental fees relating to its adm nistration
of the funding program?!” Rather than pay off the difference
bet ween t he amobunts advanced by the NCFE subsidiary and the
anmounts coll ected on the receivabl es (which could never totally

satisfy the debt owed to the NCFE subsidiary due to the Program

1 Hadley Corp. entered into a separate | ease agreenent
with an NCFE subsidiary at a cost of $130, 403.28 (Conpl. T 59).
Thi s agreenent was al so anended for an additional cost of
$169, 596. 72 (Conpl .  60).

' For exanple, the first |ease back arrangenent’s required
paynents equate to $3.3 million required to be repaid over 5
years with interest at a rate exceedi ng 34. 6% per annum By
March 31, 1999, the anmount of principal owed, assum ng | ease
paynments had been kept current, would have stood at roughly
$820, 250. 00. The required paynents under the second | ease back
arrangenment equate to $820, 250.00 repaid over 5 years with
interest at a rate exceeding 76% per annum

7 A berts alleges that the NCFE Entities charged on 12% of
their purchase conm tnents per annumin “Program Costs” and
anot her 1% per annumin “conmm tment fees” (Conpl.  52).
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Costs and incidental fees), Hadley Corp. sat by while successive
NCFE Entities assuned Hadl ey Corp.’s debt and then entered new
agreenents with the successor entities to continue the funding
program (Conpl. 9 57-58, 61). |Indeed, Alberts alleges that the
agreenents were extended and expanded froman initial purchase
commitment of $2.5 million to a final conmitment of $209.7
mllion, nore than forty tinmes the bal ance of Hadley Corp.’s
accounts receivable and nore than ten tines its yearly net
revenues (Conpl. 17 63-64).18

Third, between Cctober 14, 1999, and July 16, 2001, Hadl ey
Corp. allegedly borrowed funds from NCFE Entities on three
occasions, and the nost plausible reading of the conplaint is
that these |oans started at $7,585,986.00, with each loan rolled
over into the next |oan, and with the | oan bal ance standing at
$7,503,332.60 in July of 2001 when the | ast |oan was nmade (Conpl .
17 68-69, 71).!® The first | oan from NCFE was secured by Hadl ey
Corp. and DCHC common stock; the second note included a cross-
obligation clause making all of Hadley Corp.’s affiliates |liable

for Hadley Corp.’s debts (Conpl. q 70). These | oans were

8 Bearing in mnd that Hadley Corp. was not repaying its
debt, and assuni ng an aggregate purchase of $209.7 mllion by the
NCFE Entities, the 13% per annumin fees owed woul d have
resulted, in a one-year period, in an additional $27,261, 000
being owed to the NCFE Entities, nore than three tines the $8.8
mllion purchase price of Hadl ey Hospital.

19 However, the conplaint mght be read as all eging that
t hree separate | oans aggregati ng $20, 153, 650. 00 were made.
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under secured because all of the debtors, including Hadley Corp.
were insolvent by this point in tine.

Al berts alleges simlar and, in sonme instances, nore
egregi ous conduct with respect to the other debtors. He alleges
that all of DCHC s subsidiaries entered into accounts receivabl es
funding agreenments with the NCFE Entities |like the ones entered
into by Hadley Corp., only that, with respect to Pacifica Corp.
the NCFE Entities extended at |east $19, 800, 000.00 nore than the
accounts receivables provided in available collateral.? He
al l eges that Pine Gove Corp. borrowed $3, 806,663.89 directly
fromthe NCFE Entities,? that Mchael Reese Corp. borrowed
upwards of $50 million fromthe NCFE Entities (when the hospital

itself was worth less than $40 mllion),? that G eater Southeast

20 The $19, 800,000 figure is conposed of the $16.3 million
and $3.5 mllion figures derived from respectively, paragraphs
80 and 81 of the Second Anended Conpl ai nt.

2l Pine G ove Corp. allegedly purchased Pine G ove Hospital
for only $4.9 million (Conmpl. § 88). The direct |oans nade by
NCFE al one woul d have consuned approxi mately 78% of the
hospital’s total val ue.

22 Al berts alleges that M chael Reese Corp. borrowed $4

mllion fromone of NCFE s subsidiaries outright, then issued a
cognovit promi ssory note in the anount of approximately $1.2
mllion to the same subsidiary that was anmended | ess than seven

nmonths later to increase the liability on the note to $50 mllion
(Conpl. 99 117, 122-23). Al berts also alleges that M chael Reese
Corp. obtained a $2, 765, 000.00 letter of credit through the

machi nati ons of NCFE and obtained a $12 mllion | oan and $2
mllion line of credit fromthird party |enders in exchange for a
subordi nation of clains held by one of the NCFE Entities (Conpl.
7 124 and 125).
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Corp. borrowed $26 mllion fromthe NCFE Entities, and that DCHC
itself borrowed $5 mllion directly from NCFE and entered into a
$75 mllion revolving prom ssory note with one of the NCFE
Entities (Conpl. 1Y 93, 96, 101, 104, 117, 122-23, 134, 141, 143-
45). Finally, he alleges that all of the debtors except for Pine
Grove Corp. executed equipnent |eases simlar to the |eases
executed by Hadley Corp. For exanple, in the case of M chael
Reese Corp., equiprment was sold for $10.8 mlIlion and | eased back
for 60 nonthly paynments aggregating $14, 381,677.00--a net |oss of
$3,581,677.00 (Conpl. § 115)--around the sane tine that Tuft
executed a cross-default agreenent in favor of NCFE Entities
maki ng M chael Reese Corp. liable for the debts of all of its
affiliates (Conpl. ¥ 116).%

According to Alberts, the NCFE Entities advanced
approximately $216 million to the debtors pursuant to accounts
recei vabl es fundi ng agreenents when the value of the debtors’
accounts receivabl es was approximately $42 mllion at the tine of

the G eater Southeast Community Hospital (“Geater Southeast”)

2 The equi pnent | ease represents $10.8 million required to
be repaid over 60 nonths at an interest rate of 11.9% per annum
Al t hough that may not have been an excessive interest rate, the
anount of debt paynents nust be considered in light of the
addi ti onal debt that managenent was causing M chael Reese Corp.
to incur. Alberts alleges that Mchael Reese Corp. also executed
separate “l easeback” agreenents with the NCFE Entities totaling
$1, 891, 312. 10, but he does not list the value of the equipnent,
| eaving the court to guess as to whether and to what extent
M chael Reese Corp. m ght have suffered a | oss through these
agreenents (Conpl. 97 119, 126).
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pur chase, made fraudul ent paynents to the debtors of al nbst $280
mllion based on intentionally erroneous val uations of the
debtors’ accounts receivables, and overfunded DCHC and its
subsidiaries with uncoll ateralized advances totaling $486 nillion
by July of 2002 (Conpl. 19 138, 147, 149). The debtors’ joint
i nsol vency all egedly ball ooned froma net deficit of $205 nmillion
on Decenber 1, 1999, to a staggering $460 mllion as of Decenber
31, 2002 (Conpl. 11 151-54). Because nmany of the notes executed
by individual debtors made those debtors liable for the debts of
all the DCHC subsidiaries, the deepening insolvency of the
debtors as a whole increased the liability of each individual
debt or.

Any reasonabl e busi nessperson worth her salt woul d have
carefully considered the obvious negative consequences of
i ncurring additional debt of the magnitude acquired by each and
every one of the debtors, yet this is precisely what Tuft,
Tal bot, and Mounce allegedly failed to do when they signed the
agreenents and notes--sonme of which required the issuance of
patently fal se “solvency certificates” (Conpl. 1Y 62, 78, 81, 83,

100, 133, 241, 249-50, 257)--that plunged the debtors deeper and
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deeper into insolvency.? Moreover, many of these alleged
actions were taken at a tinme when the debtors’ relationship with
NCFE was descri bed by others associated with the debtors as
“Incestuous” and “a black hole” (Conpl. § 161).

Such conduct, if it actually occurred, cannot be excused as
“ordinary inadvertence or inattention,” Jardel Co., 523 A 2d at
530, but rather constitutes gross negligence of the highest
order.? Alberts alleges facts sufficient to state a claimfor
breach of the fiduciary duty of care by Tuft, Tal bot, and Munce.

Because Al berts has stated a claimfor breach of the

fiduciary duty of care with respect to Tuft, Tal bot, and Munce,

2 Odinarily, the fiduciary duties of the director or
of ficer of a wholly-owned subsidiary corporation run to the
parent corporation, not the subsidiary itself. Trenw ck Anerica
Litig. Trust v. Ernst & Young LLP, 2006 W. 2333201, *27 (Del. Ch.
Aug. 10, 2006) (“Trenwick”). Once the subsidiary corporation is
i nsol vent, however, those duties transfer to the subsidiary and
its creditors. daybrook v. Mrris (In re Scott Acquisition
Corp.), 344 B.R 283, 286-88 (Bankr. D. Del. 2006); accord
Trenw ck, 2006 W. at *28 & n. 96

2 The D & O Defendants argue that a corporation’s
directors and officers are under no affirmative obligation to
force a conpany into bankruptcy and |liquidate. The court agrees
that directors and officers have no “blanket duty to |liquidate
upon insolvency[] untenpered by the business judgnent rule,”
Oficial Conm of Unsecured Creditors of RSL Com Prinecall, Inc.
v. Beckoff (Inre RSL ComPrinecall, Inc.), 2003 W 22989669, *8
(Bankr. S.D.N. Y. Dec. 11, 2003), but a director or officer who
behaves so irresponsibly as to breach a fiduciary duty is not
protected by the business judgnent rule. Enerald Partners, 787
A.2d at 91. Under those circunstances, the court has an
obligation to ascertain whether the transactions entered into by
t he defendants were fair to the debtors, and, if not, hold the
def endants responsible for the damages arising fromtheir
m sconduct .
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t he busi ness judgnent rule does not apply, at least at this stage

of the proceeding. Enerald Partners, 787 A 2d at 91.2° Assum ng

that Al berts can produce evidence in support of his allegations,
the burden will rest with these three defendants to show that the
transactions caused by their actions were “entirely fair” to the

respective debtors. 1d.; accord Wllians v. Geier, 671 A 2d

1368, 1384 (Del. 1996); Cede & Co., 634 A 2d at 361

Susan Engel hard presents a nore conplicated situation

Unli ke the ot her defendants naned in Count |, Engelhard is not

all eged to have violated any fiduciary duties by “failing to
informherself” of the consequences of the debtors’ deepening

i nsol vency, nor does Alberts allege that she failed to stop these
transactions due to sonme oversight on her part or out of any
self-interest (which would have stated a claimfor breach of the
fiduciary duty of loyalty). Instead, Alberts finds fault in
Engel hard’s failure to stop the transactions causing the debtors’

deepeni ng i nsol vency fromoccurring after review ng the docunents

26 “The business judgnent rule is a presunption that ‘in
maki ng a busi ness decision the directors [and officers] of a
corporation acted on an informed basis, in good faith and in the
honest belief that the action taken was in the best interests of
the conpany [and its shareholders]’.” Enerald Partners, 787 A 2d
at 90 (quoting Aronson v. Lewis, 473 A 2d 805, 812 (Del. 1984)).
“The rule posits a powerful presunption in favor of actions taken
by the directors [and officers] in that a decision nade by a
| oyal and informed board [and the corporation’s officers] wll
not be overturned by the courts unless it cannot be ‘attributed
to any rational business purpose.’” Cede & Co. v. Technicolor,
Inc., 634 A 2d 345, 361 (Del. 1993).
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consunmmati ng those transactions (Conpl. 91 274, 292), w thout
alleging that she failed to informherself of the consequences of
her decision or overlooked critical aspects of that decision.
This amounts to a challenge to the substance of her decision not
to prevent the conpany fromacquiring nore debt--a challenge that
t he busi ness judgnent rule does not permt.?’

It m ght seemcounterintuitive to conclude that Tuft,
Tal bot, and Mounce, who are alleged to have failed to consider
t he consequences of the debtors’ accumul ation of debt while
i nsol vent, are not protected by the business judgnent rule, while
Engel hard, who is alleged to have consi dered these consequences
and permtted the transactions anyway, would be protected. But
this just underscores how narrow Alberts’s claimtruly is.
Al berts does not allege that Tuft, Tal bot, and Mounce breached
their fiduciary duties by causing the debtors to acquire
addi tional debt while insolvent; he alleges that they breached
their fiduciary duties by engaging in this conduct wthout fully

considering the inpact of their actions. It is their alleged

2" Engel hard may be di sm ssed on an alternative ground as
well. Oher than making the conclusory allegation that Engel hard
failed to stop the transactions, Al berts fails to allege facts
establishing that Engel hard’s powers and duties as an officer
gave her control of the transaction, thereby enabling her to
prevent the transaction. As discussed in part I1.B.2, infra
(“Cher clainms of breach of fiduciary duty”), this court already
held that with respect to Counts Il and IV a breach of fiduciary
duty does not lie unless the officer had the power to prevent the
transaction. In re Greater Southeast Cnty. Hosp. Corp. I, 333
B.R at 526.
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procedural shortcom ngs, not the wi sdom of their substantive
deci sions, that make out a claimfor breach of the fiduciary duty
of care.

| f Al berts cannot produce any evidence after the cl ose of
di scovery that Tuft, Talbot, and Mounce failed to inform
t henmsel ves adequately of the consequences of their decisions to
sign the various instrunents that allegedly deepened the debtors’
i nsol vency, his clainms against themfor breach of the fiduciary
duty of care wll be susceptible to a notion for summary judgnent
because the business judgnent rule will apply. For today, his
all egations are sufficient. The court will dismss Count | with
respect to Susan Engel hard, but not with respect to Paul Tuft,
Donna Tal bot, or Erich Munce. ?®

(b) Breach of the fiduciary duty of loyalty
(Count 111)

“Corporate officers and directors are not permtted to use
their position of trust and confidence to further their private

interests.” @ith v. Loft, Inc., 5 A 2d 503, 510 (Del. 1939).

28 (One question that cannot be resolved at this stage in
the proceeding is whether any of the naned defendants coul d have
actually prevented these transactions fromoccurring in their
capacity as officers. |If the docunents allegedly signed by Tuft,
Tal bot, and Mounce were done at the behest of the board of
directors for their respective conpanies, it could be argued that
the actions of these defendants in their capacity as officers
were not the cause of the harmsuffered by the debtors. For now,
the court nust take Alberts at his word when he all eges that each
of the named defendants coul d have stopped the transactions
consummat ed by their signatures had that been their desire.
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| nstead, “the best interest of the corporation and its

sharehol ders [nust] take precedence over any interest possessed
by a director, officer[,] or controlling sharehol der and not
shared by the sharehol ders generally.” Cede & Co., 634 A 2d at
361. For that reason, “Delaware |aw distinguishes between the

duty of loyalty and the duty of care.” Gahamv. Taylor Capital

Goup. Inc. (Inre Reliance Sec. Litig.), 91 F. Supp. 2d 706, 732

(D. Del. 2000).

“A breach of loyalty claimrequires sone formof self-
dealing or m suse of corporate office for personal gain.” 1d.
“The classic exanple . . . is when a fiduciary either appears on

both sides of a transaction or receives a personal benefit not

shared by all shareholders.” 1nre Walt Disney Co. Derivative
Litig., 2005 W. 2056651, *33 (Del. Ch. Aug. 9, 2005). 1In

addi tion, consciously naking a decision that is not in the
corporation’s best interests--abdicating one’s directori al
duties--is a breach of the fiduciary duty to act in good faith,

see Inre Walt Disney Co. Derivative Litig., 2006 W. 1562466,

**26-27 (Del. June 8, 2006), which is just another pernutation of

the fiduciary’s duty of loyalty. Cede & Co., 634 A 2d at 363.

In this case, Alberts alleges that the D & O Defendants engaged
in self-dealing in their capacities as officers and directors of

vari ous debtors.
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(i) Breach of duty of loyalty by officers

In Count |1l of the Second Amended Conpl aint, Al berts
all eges essentially the sane bad acts by Tuft, Tal bot, and Munce
in their capacity as officers for the various debtors that he
alleged in Count |, but adds the new allegation that these
defendants intentionally abdicated their fiduciary duties to the
debtors in favor of the NCFE Entities. The D & O Defendants
argue that Count |1l should be dismssed inits entirety because
Al berts fails to plead the necessary el enent of self-dealing.
They argue that Count 111 seeks to hold the nanmed defendants
responsi ble for their failure to informthensel ves of necessary
informati on, which states a claimfor negligence rather than
disloyalty. See part I1.B.1.a, supra.

The court finds this reading of the Second Anended Conpl ai nt
unduly narrow. Earlier in the conplaint, Alberts alleges that
“DCHC and the [s]ubsidiaries operated through a centralized cash
managenent system whereby receivables collected at the operating
affiliate level were immedi ately swept up to DCHC,” where they
were used to “pay [DCHC s] managenent expenses” (Conpl. § 39).
He then alleges that “these funds also went to pay[] the undue
| oans and ot her inproper consideration” received by sone of the
D & O Defendants (Conpl. T 39), which neant that “[w]ithout NCFE
the D & O Defendants could not have received such excessive

sal aries, bonuses[,] and gift loans” (Conpl. ¥ 40). In other
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wor ds, the debtors’ managenent benefitted personally fromthe
very sanme | oans that harned the debtors thensel ves.

Vi ewed agai nst the backdrop of these earlier allegations,
Al berts’s refrain that the defendant officers nanmed in Count II
“abdicat[ed] [their] responsibilities in favor of NCFE" (Conpl.
9 315) suggests that the officers acted intentionally and for
their owm financial benefit: the act of prioritization itself
requires intent. And while Al berts’s description of the officer
defendants’ failures to informthenselves is typically associated
wi th breach of care allegations, the description as a whole could
be read to allege that the officer defendants refused to consider
the effects of their actions on the debtors because of their own
selfish interests, a conscious act of disloyalty that anpunts to
an abdication of directorial duties. Wether franed as a breach
of the duty of loyalty or the duty of good faith, count II
states a cause of action with respect to Tuft, Tal bot, and Munce
in their role as officers of the various debtors.

(ii) Breach of duty of loyalty by directors

“When a board of directors’s loyalty is questioned, Del aware
courts determ ne whether a conflict has deprived stockhol ders of

a ‘neutral decision-making body.”” G nerama, Inc. v. Technicolor,

Inc., 663 A 2d 1156, 1170 (Del. 1995) (quoting Qoerly v. Kirby,

592 A 2d 445, 467 (Del. 1991)). Consequently, “the [p]laintiff

must ‘plead facts denonstrating that a nmpjority of a board that
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approved the transaction in dispute was interested and/or | acked
i ndependence’” to state a claimfor breach of the fiduciary duty

of loyalty by a board nenber. Continuing Creditors Comm of Star

Tel ecomm Inc. v. Edgeconb, 385 F. Supp. 2d 449, 460 (D. Del.

2004) (“Edgeconb”) (enphasis in original).?® “[I]t is usually
necessary to show that the director was on both sides of a
transaction or received a benefit not received by the
sharehol ders” for a particular director to be considered
“interested.” 1d.

Al berts does not allege that a majority of the directors for

the various subsidiaries of DCHC were interested parties (or

2 Alberts takes issue with this rule, citing Wlt D sney
for the proposition that “[w] here a director consciously ignores
his or her duties to the corporation, thereby causing econom c
injury to its stockholders, the director’s actions are either
‘not in good faith’ or involve ‘intentional m sconduct.’”” In re
Walt Disney Co. Derivative Litig., 825 A 2d at 290. The quoted
| anguage actually refers to the duties of a hypothetical director
in general, and does not inply that the rule set forth in
Edgeconb is wong. Nor is this rule sone random bit of Del aware
arcanum It is an extension of the basic principle of tort |aw
that an alleged tortfeasor nust be the proximte cause of the
harmalleged for liability to attach

It is of course conceivable that a single director could,
under the right circunmstances, breach her fiduciary duty of
loyalty (e.qg., if an interested director conceal ed perti nent
i nformation fromdisinterested nenbers of the board prior to a
vote). But nost of the tinme, the only way that a director can
breach one of her fiduciary duties is by voting in a disloyal or
grossly negligent manner. |If one director votes in such a
manner, but the other directors vote in the same way w thout
conprom sing their fiduciary duties, then the one interested
director’s vote is not the proxi mate cause of the harm caused by
the board s collective vote because the other, disinterested
directors woul d have voted the sanme way even if the interested
di rector had not voted at all.

31



consciously abdicated their fiduciary duties), nor does he
provide a list of those directors.3® Thus, his allegations
against Tuft in his capacity as a director for Hadl ey Corp.
Pacifica Corp., Pine G ove Corp., Mchael Reese Corp., and
Greater Southeast Corp. nust fail (Conpl. 97 315-19).3 Alberts
does al l ege, however, that “Krauss and Tuft, who were both
interested and | acked i ndependence with respect to Kutak Rock and
NCFE respectively, always constituted a majority of the Board of
Directors of DCHC' (Conpl. T 312). These allegations appear to
sati sfy the Edgeconb requirenent that a ngjority of a board be
i nterested.

Appear ances can be deceiving. It is true that Al berts
alleges that a majority of the DCHC board was “al ways”
i nterested; however, the interests of the various directors and,

nore inportantly, the actions allegedly taken in pursuit of those

30 Alberts provides a list of directors and officers for
each debtor in his opposition to the Law Firm Def endants’ notion
to dismss, but the list is obviously either inconplete or wong,
as it does not include Krauss, and in any event was not
i ncorporated by reference in the Second Amended Conpl ai nt.

3. Alberts tried to avoid simlar pleading deficiencies in
his First Amended Conpl aint by arguing that DCHC “dom nated” its
subsidiaries and that the court should pierce the corporate veil
of these subsidiaries. See In re Geater Southeast Cnty. Hosp
Corp. 1, 333 B.R at 522. The court rejected that argunent
because the “facts” supporting the argunent were presented in
Al berts’s opposition to the D & O Defendants’ notion to dism ss
the First Amended Conplaint rather than in the conplaint itself.
Id. at 523. Notwithstanding this ruling, Al berts has once again
omtted the factual allegations necessary to warrant a piercing
of the corporate veil
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interests are not entirely the same as between Tuft and Krauss.
Al berts alleges that Krauss violated his fiduciary duty of
loyalty, first, “by sending |legal transactional work to Kutak
Rock . . . only because of his affiliation with that firnf
(Conmpl. q 334). Because Al berts does not allege that a
controlling majority of DCHC s board of directors held a self-
serving interest in contracting with Kutak Rock for the
performance of |egal work, this aspect of Count II1 nust be
di sm ssed as to Krauss.

Al berts further alleges that “Krauss approved NCFE-fi nancing
agreenent after financing agreenent while a board nenber of DCHC,

creating substantial business for Kutak Rock, but w thout

considering the consequences that those agreenents had on DCHC. ~
(Compl . T 226) (enphasis added). These facts suffice to permt
an inference that Krauss was an interested party with respect to
the NCFE Entities’ lending practices. Alberts alleges that Tuft
violated his fiduciary duty of loyalty by executing various notes
securing loans from NCFE in favor of his own financial interests
in seeing NCFE's wi shes satisfied (Conpl. § 320). Accordingly,
both Tuft and Krauss were interested parties regardi ng the NCFE

| oans such that the board’ s decisions regarding those | oans were
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not by a disinterested majority.*

The al |l egati on agai nst Krauss regarding his approval of NCFE
financing fails to state that Krauss knowi ngly or intentionally
di sregarded the consequences of his conduct out of his own self-
interest. The closest Alberts conmes to nmaking this latter
allegation is in Count 111, where he alleges that Krauss
“abdi cated his responsibilities to DCHC in favor of Kutak Rock”
(Compl . 9 334), but this “abdication” concerns Krauss’' s deci sion
to “send[] legal transactional work to Kutak Rock” (Conpl. 9§ 334)
(enphasi s added), not his decision to vote in favor of “financing
agreenent after financing agreenment” so that he could generate
| egal work

Neverthel ess, it suffices that Krauss had a self-interest
even though he is not alleged to have consciously acted on that
self-interest in voting to approve NCFE financi ngs:

[Where a self-interested corporate fiduciary
has set the terns of a transaction and caused
its effectuation, it will be required to
establish the entire fairness of the
transaction to a reviewing court’s

sati sfaction.

MIls Acquisition Co. v. Macnmillan, Inc., 559 A 2d 1261, 1279

n.27 (Del. 1989) (quoting AC Acquisitions v. Anderson, Cayton &

Co., 519 A 2d 103, 111 (Del. Ch. 1986) (internal citations

32 Parrett and Krauss dispute Alberts's allegation that
Tuft and Krauss together constituted a magjority of DCHC s board,
but that is a factual argument better left for resolution at the
summary judgnent stage.
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omtted)).3 As the Del aware Suprenme Court explained in

Wei nberger v. UOP, Inc., 457 A 2d 701 (Del. 1983):

When directors of a Delaware corporation are
on both sides of a transaction, they are
required to denonstrate their utnost good
faith and the nost scrupul ous inherent
fairness of the bargain. . . . The

requi renent of fairness is unflinching inits
demand t hat where one stands on both sides of
a transaction, he has the burden of
establishing its entire fairness, sufficient
to pass the test of careful scrutiny by the
courts.

Id. at 710 (citations omtted). “In such circunstances, a
di rector cannot be expected to exercise his or her independent
busi ness judgnment wi t hout being influenced by the [favorable or]

adver se personal consequences resulting fromthe decision.”

3 Although nmuch of the Del aware case | aw on breach of the
fiduciary duty of loyalty by directors arises in the context of
actions to set aside nergers or other transactions, breaches of
fiduciary duty are addressed in equity even when damages are the
ultimate appropriate formof relief, Harman v. Masoneilan Int’l,
Inc., 442 A 2d 487, 499-500 (Del. 1982), and the rules regarding
application of the “entire fairness” requirenent do not appear to
vary depending on the formof relief ultimtely inposed.
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Rales v. Bl asband, 634 A 2d 927, 936 (Del. 1993).3%* Al that is

necessary is that the director is aware of his self-interest, and
that is fairly inferred fromthe conplaint in the case of Krauss.
There are other problenms with the all egations made agai nst
Tuft in his capacity as a director at DCHC. Al berts refers only
to supposedly burdensone | endi ng arrangenents executed by Tuft in
his capacity as president of DCHC (Conpl. ¥ 320), and all eges
el sewhere in the Second Anended Conplaint that Tuft was
aut hori zed by the DCHC corporate bylaws to execute at |east one
of these agreenents w thout board approval (Conpl. 9§ 144).
Nevertheless, it is possible to construe the allegations agai nst
Tuft as stating that he violated both his duties as a director
and as an officer or violated one or the other in the
alternative. Count IIl wll not be dism ssed against Tuft.
That | eaves Rebecca Parrett, the final ex-DCHC director
named in Count II1l1. At the relevant tinmes, Parrett was a

director of NCFE (Conpl. 9 228). Alberts alleges that she was

34 See also Aronson v. Lewis, 473 A 2d 805, 812 (Del. 1984),
overrul ed on other grounds by Brehm 746 A 2d at 253 (for
busi ness judgnent rule to apply “directors can neither appear on
both sides of a transaction nor expect to derive any personal
financial benefit fromit in the sense of self-dealing”); GQuth v.
Loft, Inc., 5 A 2d 503, 510 (Del. 1939) (“The rule that requires
an undi vided and unselfish loyalty to the corporation demands
that there shall be no conflict between duty and self-
interest.”); cf. Harman v. Masoneilan Int'l, Inc., 442 A 2d at
500 n.25 (in contrast to a claimof deceit or fraud, a claimfor
breach of fiduciary duty does not require an actual intent to
decei ve when one is placed in an advant ageous position to
anot her).
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appointed to DCHC s board of directors “to ensure that the DCHC
Board of Directors conplied with the demands and concerns of
NCFE, whether or not those demands and concerns were consi stent
with the best interests of DCHC' (Conpl. 9§ 227). This falls
short of alleging that Parrett viewed that as the purpose and
acted pursuant to that purpose, but as a director of both
corporations, she had a duty to act in the best interests of both
corporations. Alberts further alleges that Parrett harmed DCHC
by (1) approving the purchase of G eater Southeast Comrunity
Hospital “through its subsidiary, G eater Southeast Corp,
i ncl udi ng vari ous NCFE-financing agreenents related thereto,” (2)
approving the sale of real property fromDCHC to NCFE, and (3)
“approving a limted cognovit guaranty for the debts of a DCHC
affiliate to an NCFE Entity” (Conpl. 9§ 228).

This is the second tinme that Al berts has found fault in
Parrett’s all eged vote in favor of the purchase of Geater
Sout heast Community Hospital. The court dism ssed this claimin
the First Anended Conpl ai nt because the purchase of G eater
Sout heast Community Hospital, by itself, could not have harned

any of the debtors unless Al berts alleged that the hospital was

not worth its purchase price. |In re Greater Southeast Cnty.
Hosp. Corp. 1, 333 B.R at 523 n.17. Despite giving Al berts the
opportunity to anend his conplaint, this crucial detail is stil
m Ssi ng.
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| nstead, Al berts now alleges that the “asset purchase
agreenent” for the G eater Southeast purchase “included onerous
terms and unreasonable fees” (Conpl. § 330). The only agreenents
described earlier in the conplaint regarding the purchase are the
agreenents wth NCFE regarding the financing of the purchase.

The primary financi ng agreenent was between G eater Sout heast
Corp. and NCFE, not DCHC and NCFE (Conpl. § 134). As the court
has noted on several occasions now, the directors of DCHC cannot
be held responsible for the actions of DCHC s subsidi ari es absent
factual allegations that would allow the court to pierce the
corporate veil. See n.31, supra. Allegations concerning

deci sions nmade by G eater Southeast Corp. about the purchase
cannot give rise to a claimagainst Parrett for breaching her
duty of loyalty to DCHC, the only debtor of which she was a
director.

However, DCHC was involved in the G eater Southeast purchase
by way of its collateralized guaranty and stock pl edge agreenent
(Conpl. q 135).3% Alberts further alleges that the D & O
Def endants (including Parrett) “could have stopped the NCFE
Entities fromloaning noney to DCHC and the Subsidiaries” and

that they “knew or should have known that further |oans would

% It may be inferred that execution of those instrunents
was a predicate to the purchase being financed by NCFE, and
presumably it is in that sense that Al berts alleges (Conpl. ¢
228) that Parrett approved the purchase as a director of DCHC.
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harm DCHC t hr ough, anong ot her things, the cross
collateralization of debts” (Conpl. { 236).

Wil e those allegations do not go so far as to all ege that
Parrett knew (as opposed to nerely should have known) that the
| oans woul d harm DCHC, and thus does not establish that Parrett
knowi ngly favored NCFE to the detrinment of DCHC, Parrett’s self-
interest (as a board nenber of NCFE) requires that she show t he
entire fairness of any DCHC transaction with NCFE that she voted
to approve (and that a disinterested majority of the DCHC board
did not approve).3¢ Accordingly, Al berts has established a
breach of loyalty with respect to Parrett’s votes as a DCHC
director regarding decisions relating to NCFE

Parrett clainms that pursuant to the settl enent agreenent
executed by the debtors and the NCFE Entities (and their
respective creditors’ commttees) incident to the confirmation of
the plan in the debtors’ bankruptcy cases (the *“Settl enment
Agreenent”), the debtors and their creditors rel eased her from
the clains now asserted against her. Alberts contends that the
Settl ement Agreenent released Parrett only fromclains asserted

agai nst her in her capacity as a director of NCFE. Paragraph 8

3 Al berts does not need to allege facts establishing a
| ack of entire fairness. See part I1.B.1l.c, infra. It is thus
premature to address whet her | ack of know edge of the adverse
consequences of a transaction is relevant to the “entire
fairness” inquiry or to the nature of damages to be awarded if
the transactions was not entirely fair.
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of the Settlenment Agreenent, provided in relevant part:

The DCHC Debtors . . . hereby rel ease .
(y) the NCFE Debtors and each of their
former . . . directors, . . . parent

corporation(s), subsidiary corporation(s),
any affiliate corporation(s), and any

di vision(s), and each of their respective
successors and assigns (but only in such
respective capacities) and (z) [certain
others]. . . of and fromall . . . causes of
action what soever of every name, nature, and
description .

(Enphasi s added).

The use of “and” twice in the opening part of the clause (y)
list of released entities requires as a matter of plain nmeaning
that there are two sets of released entities: first,

“former . . . directors, . . . parent corporation(s), subsidiary
corporation(s), any affiliate corporation(s), and any
division(s),” and, second, each of the first set’s “respective
successors and assigns (but only in such respective capacities).”
In other words, as a matter of grammar, the clause “only in such
respective capacities” nodifies only the second set of rel eased
entities—the successors and assigns of the first set of rel eased
entities. Accordingly, the |anguage is plain and unanbi guous.

See United States v. Ron Pair Enterprises, Inc., 489 U S. 235,

242-43 (1989) (interpreting the effect of a comma on whether a
statutory provision was plain and unanbi guous). Beyond that, the
second use of the word “respective” (in the phrase “but only in

such respective capacities”) can be read as referring to the
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first use of the word “respective (in the phrase “respective
successors and assigns”), thus reinforcing the plain and
unanbi guous neaning of the limtation. The Settlenment Agreenent
el sewhere used limting parentheticals that were nore explicit in
speci fyi ng who was excluded from prior |anguage. For exanple,
clause (z) of paragraph 8 listed as rel eased entities:

the NCFE Comm ttees and their attorneys,

advi sors and agents and each of the nenbers

of the NCFE Conmittees (but only in their

capacity as nenbers of the NCFE

Committees)|[.]
However, that does not suffice to surnount the plain neaning of
clause (y), arising fromordinary principles of grammar, as
restricting the critical clause “but only in such respective
capacities” to successors and assigns. Indeed, the limting
parenthetical in clause (z) applies only to the preceding
subgroup, thus reinforcing the interpretation of the limting
parenthetical in clause (z) as applying only to successors and
assigns. Furthernore, the limting paragraph in clause (y) only
serves to reinforce the notion that the parties were aware of the
need to limt their releases to the capacity by which a rel eased
entity was described if the release was to be limted to that
capacity.

The natural reading of clause (y) is thus that the

successors and assigns of the first set of released entities were

to be released only in their capacities as successors and
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assigns, but that the release of the first set of rel eased
entities (the NCFE Entities and fornmer directors of the NCFE
Entities) was not so |imted, and thus applied to whatever
capacity in which such entities mght be sued. The |[imtation of
the release in the case of the second set of released entities
was necessary to make clear that such an entity (for exanple, a
conpany acquiring the assets of NCFE) woul d not escape DCHC
clainms that existed agai nst such a successor or assign
i ndependent of the entity’s status of being a successor or
assign. Moreover, the phrase “but only in such respective
capacities” would not nake sense when applied to a “subsidiary
corporation” or a “division” (which are both part of the first
set of entities listed in clause (y)).

Furthernmore, when it canme to NCFE Entities rel easi ng DCHC
debtors and their forner directors, paragraph 11 of the
Settl ement Agreenent included | anguage identical in pertinent
part to paragraph 8, but added a proviso that “the foregoing does
not release . . . clains . . . against any
former . . . directors . . . of the NCFE Debtors.” That proviso
woul d have been unnecessary had the | anguage “but only in such
respective capacities” been applicable to the rel ease of DCHC
debtors and their fornmer directors as well as to the rel ease of
their successors and assigns.

The parties, in other words, viewed the |anguage “but only
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in such respective capacities” in paragraph 11 as inapplicable to
rel eased directors, with the consequence that, in the absence of
a proviso to the contrary, the NCFE debtors’ rel ease of a DCHC
director released the director even if he was sued as an NCFE
director (a director of a debtor granting the release). The
mrror-imge | anguage in paragraph 8 nust be construed the sane
way: the DCHC debtors’ release of a fornmer director of NCFE

rel eased the director even if the director was sued as a DCHC
director (a director of a debtor granting the release). This
interpretation of paragraph 8 is particularly required because
par agraph 10 of the Settl enment Agreenent acknow edged that the
DCHC debtors had consulted with | egal counsel and “execute[d]
this Agreenent[] with the intent of effectuating the

extingui shnent of the [rel eased clains] and of having this

release be interpreted as broadly as possible” (enphasis added).

Finally, Alberts does not dispute that if Parrett is held
liable for her acts as a DCHC director, NCFE would be required to
indemmify Parrett. Because NCFE was entitled to a rel ease “as
broad[] as possible,” it is doubtful that the parties intended
t hat NCFE be exposed to indemification clainms arising from DCHC
claims against Parrett as a DCHC director that would indirectly
expose it to a DCHC claim The intention that there was to be no
such potential for indemification clainms is denonstrated by the

i nclusion in paragraph 11 of the proviso that NCFE retained the
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right to sue a released director of DCHC to the extent it sued
himas a director of NCFE as contrasted with paragraph 8, which
did not include a simlar provision preserving a right in DCHC to
sue a released NCFE director if it sued the director as a
director of DCHC. NCFE naturally would have viewed paragraph 8
as releasing Parrett fully such that there were no | onger any
claims against Parrett that could inpose an indemification
obligation on NCFE.®* For all of the foregoing reasons, the

Settl enment Agreenent released Parrett fromany clains agai nst

her.

(c) Statute of limtations

The Partially Rel eased Defendants argue that nost if not al
of the wongdoing allegedly conmtted by Tuft, Tal bot, and Myunce
in Counts | and Ill fall outside the three-year statute of

[imtations for breach of fiduciary duty actions in the D strict

3% Additionally, interpreting the Settlenent Agreenent as
fully releasing Parrett is consistent, at least in the case of
the disloyalty claim with the spirit of the release of Parrett
as a director of NCFE. The disloyalty claimagainst Parrett
ari ses fromher sinmultaneously being a director of NCFE, the very
capacity for which even Al berts concedes there was a rel ease, and
for which there was no carve-out when Parrett m ght be sued as a
di rector of DCHC.
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of Colunbia. D.C. Code 8§ 12-301(8) (2001).3% Alberts tries to
get around this obstacle to liability by relying on the so-called
“adverse dom nation” doctrine.® “Under the doctrine, a cause of
action will be tolled during the period that a plaintiff

corporation is controlled by wongdoers.” Resolution Trust Corp.

v. Gardner, 798 F. Supp. 790, 795 (D.D.C 1992) (“Gardner”).
Gardner applied the adverse dom nation rul e using federal
common | aw rul es of accrual and tolling to resolve a federal
guestion case. 1d. at 794 n.4. Al though a subsequent district
court decision relied on Gardner in applying the rule to an

action arising under District of Colunbia |aw, see BCCl Hol di ngs

(Luxenbourqg), S.A v. difford, 964 F. Supp. 468, 480-81 & n.9

(D.D.C. 1997) (“BCO Holdings”), it is unknown whether D.C.

% Al berts suggests that other states’ statutes of
[imtations mght apply to sone of the conduct alleged in his
conplaint, but “[b]ecause the District of Colunbia choice-of-I|aw
rules treat statutes of limtations as procedural, the rules
require application of the District of Colunbia statute of
[imtations.” Jin v. Mnistry of State Security, 254 F. Supp. 2d
61, 68 (D.D.C. 2003) (citing A.l. Trade Fin., Inc. v. Petra Int’|
Banki ng Corp., 62 F.3d 1454, 1458 (D.C. Cr. 1995)); see also
DiCello v. Jenkins (Inre Int’l Loan Network, Inc.), 160 B.R 1,
17 (Bankr. D.D.C. 1993) (applying forumstate' s choice-of-1aw
rules). Even if the rules were considered substantive, the
applicable statute of limtations would be that of Del aware,
whi ch also bars filings nore than three years after an all eged
breach of fiduciary duty occurs. Pagonis, 929 F. Supp. at 460;
10 Del. Code 8§ 8106.

3% Al berts also argues that the statute of limtations in
this case was tolled by the so-called “continuing tort” doctrine.
The court does not need to address this argunment because of its
ruling on Alberts’s adverse dom nation argunent.
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courts woul d recogni ze the doctrine as an exception to the
running of the statute of limtations. The court concludes that
t hey would for two reasons.

First, the theory of adverse dom nati on has been accepted in

an i npressive nunber of jurisdictions. See Gardner, 798 F. Supp.

at 794-95 (collecting cases).* This list includes Maryl and,
whi ch shares its common |law with the District of Colunbia. West

v. United States, 866 A.2d 74, 79 n.1 (D.C. 2005). In Hecht v.

Resolution Trust Corp., 635 A 2d 394 (M. 1994), the Maryl and

Court of Appeals held that “the doctrine of adverse domnation is
not inconsistent wwth Maryland | egislation or with the previous
decisions of this [c]Jourt” in applying the rule to the facts
before it. 1d. at 406. The court based its conclusion in part
by | ooking at “Maryland agency law,” id. at 405, and cited

Lohnuller Bldg. Co. v. Ganble, 154 A 41 (1931), a case decided

before the D.C. Court of Appeals was a twinkle in Congress’s eye.
Hecht, 635 A . 2d at 405. This suggests that the principles
informng the court’s decision in Hecht have the sane force in

the District of Col unbi a.

40 See also, e.qg., Inre American Cont’|l Corp./Lincoln
Savings and Loan Sec. Litig., 794 F. Supp. 1424, 1453 (D. Ariz.
1992); Loranger Mg. Corp. and the Comm of Unsecured Creditors
of Loranger Mg. Corp. v. PNC Bank (In re Loranger Mg. Corp.),
324 B.R 575, 581-82 (Bankr. WD. Pa. 2005); Resolution Trust Co.

v. Scaletty, 891 P.2d 1110, 1112 (Kan. 1995); Resolution Trust
Co. v. Grant, 901 P.2d 807, 814 (kla. 1995); dark v. Mlam 452
S.E. 2d 714, 718 (W Va. 1994).
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Second, the court finds the rational e behind the adverse
dom nation rule, particularly as set forth by the Maryl and Court
in Appeals in Hecht, to be persuasive. As the Hecht court
expl ai ned:

A corporation can act only through its
agents. . . . And notice to an officer or
agent is notice to the corporation “where the
officer or agent in the line of his duty
“ought, and coul d reasonably be expected, to
act upon or conmuni cate the know edge to the
corporation.”” . . . In an adverse dom nation
situation the agent cannot reasonably be
expected to act upon or comruni cate know edge
of his own wongdoing to the corporation.
Therefore, in nost cases, corporate board
menbers and officers control the corporation
and constitute an insuperable barrier to a
corporation’s ability to acquire the

knowl edge and resources necessary to bring
suit against the directors and officers.

Id. (quoting Int’'|l Bankers Life Ins. Co. v. Holloway, 368 S. W2d

567, 580 (Tex. 1963) (quoting 3 Wlliam M Fletcher, Fletcher
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Cyclopedia of Corporate Law 8 793 (Perm Ed. 1986))).*

In other words, the doctrine serves as a practical extension
of | ong-established principles of agency |law. “Because, in nost
cases, the defendants’ control of the corporation will make it
i npossi ble for the corporate plaintiff independently to acquire
t he know edge and resources necessary to bring suit,” the adverse
dom nation rule “presunes that actual notice will not be

available until the corporate plaintiff is no |onger under the

4 There is sone authority for the proposition that the
i mput ati on of an agent’s know edge is an irrebuttable presunption
under D.C. common | aw, which “cannot be avoi ded by show ng that
the agent did not in fact communi cate his know edge.” Bowen V.
Mount Vernon Sav. Bank, 105 F.2d 796, 799 (D.C. Cr. 1939);
accord Kraner-Tolson Mdtors, Inc. v. Horowitz, 157 A 2d 625, 626
(D.C. 1960). This rule undercuts the notion that the same common
| aw woul d recogni ze a presunption agai nst inputation based on the
theory that a mapjority of a corporation’s board of directors
woul d not give actual notice of their wongdoing to the
corporation. Nonetheless, even courts construing the inputation
principle to be “irrebuttable” refuse to apply it when the agent
acts outside the scope of her authority. See Bowen, 195 F.2d at
799 (“Where an agent common to two parties betrays one in favor
of the other the second, of course, cannot charge the first with
t he agent’s know edge.”); NB Specialty Products, Inc. v. BMR
Inc., 1987 W. 13963, *8 n.3 (D.D.C. July 6, 1987) (agent acting
out si de scope of authority “is not irrebuttably presunmed to know
what its purported agent was doing”). Wongdoing for personal
gai n unquestionably falls outside the scope of an agent’s
authority.

Whet her described in terns of the Iikelihood of actual
notice to the corporate principal or in ternms of the agent’s
scope of authority, the general rule of inputation in the
District of Colunbia, as in Maryland, is that know edge is not
imputed if the agent is acting in a manner adverse to the
interests of the principle. Therefore, the sanme reasons that
argue in favor of a presunption of adverse interest when a
majority of the conmpany’s board engages in wongdoi ng shoul d
apply regardl ess of the rational e underlying the general
i nput ati on doctrine.
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control of the erring directors.” 1d. “This prevents the
cul pable directors frombenefitting fromtheir |ack of action on
behal f of the corporation.” [d. at 408.

The Partially Rel eased Defendants fall back on the argunent
that the doctrine of adverse dom nation should not be applied in
this case regardless of its general validity. They may be right
eventual |y, though not for the reasons advanced. The Partially
Rel eased Def endants argue that Al berts fails to allege that the
D & O Defendants “have been active participants in w ongdoing or

fraud, rather than sinply negligent,” EDI C v. Dawson, 4 F. 3d

1303, 1312 (5th Gr. 1993) (“Dawson”), when in fact Count |1l of
t he Second Anended Conpl ai nt describes “active . . . wongdoi ng”
in sone detail. It is not clear fromthe Second Amended

Conmpl ai nt, however, that Al berts can prevail on this point
because he fails to name all of the necessary parties in
describing this “w ongdoing.”

Under Hecht, the adverse domi nation presunption cannot be
i nvoked unless a majority of the board of directors is interested
in concealing the directors’ and officers’ harnful conduct. See
Hecht, 635 A . 2d at 408 (adopting the “disinterested majority”
version of the adverse dom nation doctrine). This is because
“actual notice of a claimw |l not be possible until the

corporate plaintiff is no |onger under the control of the
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[interested] board nenbers.” 1d. at 405.4 Once a disinterested
majority of directors arrive on the scene, normal |aws of agency
apply, and the directors’ know edge is inputed to their corporate
principal. 1d. at 408.

Al berts does not allege that nost of the directors for
DCHC s subsidiary conpanies were a party to the D & O Defendants
al | eged wongdoing. Instead, he conflates the separate corporate
identities of the various debtors as though they were a single
corporation under DCHC s control and argues that a majority of
DCHC s directors were “interested” (Conpl. ¥ 312). But w thout
any allegations that would permt the court to pierce the
debtors’ corporate veils, there is no basis for the court to
treat these actions as occurring agai nst one defendant. See
Trenwi ck, 2006 W. at *22 (holding that a “[l]itigation [t]rust
may not assert clains on behalf of [subsidiary corporation]
agai nst [the parent corporation’s] board of directors w thout
piercing [the parent corporation’s] veil in sone manner”).

I f the instant proceeding were at the summary judgnent
stage, Alberts’'s failure to adduce these facts woul d forecl ose
his use of the adverse dom nation rule. Fortunately for him the
case is not yet at that point, and Alberts is not required by the

Federal Rules of Cvil Procedure or their bankruptcy analog to

42 Correspondingly, the board as a whole will continue to
act outside the scope of its agency so long as a ngjority of the
board is adversely interested to the corporate principal.
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pl ead exceptions to affirmati ve defenses rai sed by defendants in

a notion to dism ss. Deckard v. Gen. Mtors Corp., 307 F.3d 556,

550 (7th Gr. 2002); Dawson, 4 F.3d at 1308. The court wll
defer ruling on the validity of the statute of limtations
defense at least until Alberts has a chance to provide affidavit
and docunentary evidence in support of his adverse dom nation

t heory.

2. O her clains of breach of fiduciary duty

Counts Il and IV of the Second Anmended Conpl aint are breach
of duty and waste clains specific to Tuft and Dietlin.* Count
Il alleges that these defendants violated their fiduciary duties
of care by allowng DCHC to enter into contracts with a private
air line created by Tuft and Redman (the eponynous Tuft-Rednman
Enterprises) to provide on-demand chartered transportati on, and
(in the case of Dietlin) by failing to enforce the | oan agreenent

bet ween DCHC and Tuft-Redman Enterprises. Count IV alleges that

4 Count Il also nanmes Redman as a defendant, but the
automatic stay in place in Redman’s own bankruptcy case
forecl oses any consideration of it at this tine. See n.4, supra.

51



DCHC engaged in “corporate waste”* by forgiving mllions of
dollars in loans to various DCHC officers, and seeks to hold Tuft
and Dietlin responsible for this waste. The Partially Rel eased
Def endants argue that these counts should be dism ssed with
respect to Dietlin because (in their view) he is not alleged to
have been responsible for either of these decisions.

The court attenpted to make clear in its prior opinion what
al l egations nust be nmade to state a claimagainst Tuft and
Dietlin for breach of fiduciary duty and waste:

Unl ess a specific defendant officer had the
power to prevent DCHC from contracting with
Tuft - Redman Enterprises or forgiving mllions

of dollars in |oans to corporate executives,
that officer cannot be held responsible for

4 As set forth in the court’s prior opinion:

This theory of fiduciary breach refers to “an
exchange of corporate assets for

consi deration so disproportionately small as
to Iie beyond the range at which any
reasonabl e person mght be willing to
trade.”” Wite v. Panic, 783 A 2d 543, 554
(Del. 2001) (quoting Brehmv. Eisner, 746

A 2d 244, 263 (Del. Ch. 2000)). “To prevail
on a waste claim. . . , the plaintiff nust
overcome the general presunption of good
faith by show ng that the board s decision
was sO egregious or irrational that it could
not have been based on a valid assessnent of
the corporation’s best interests.” 1d. at
554 n.36. “[T]he decision nust go so far
beyond t he bounds of reasonabl e busi ness
judgment that its only explanation is bad
faith.” Stanziale v. Nachtom (In re Tower
Air, Inc.), 416 F.3d 229, 238 (3d Cr. 2005).

In re Greater Southeast Cnty. Hosp. Corp. |, 333 B.R at 524.
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those actions. Sinply being an officer of
t he conpany is not enough.

[ T]here is nothing in the [First Amended]
Conmpl ai nt specifying that either [Tuft or
Dietlin] issued or could have issued the
challenged loans . . . . DMre inportantly,
there is nothing in the [First Anended]

Compl aint indicating that M. Tuft or M.
Dietlin authorized the forgiveness of their
own | oans or that they had the authority to
do so. Wthout these allegations, [Al berts’s
corporate waste clain] nust be dism ssed with
respect to M. Dietlin and M. Tuft

In re Geater Southeast Cnty. Hosp. Corp. |, 333 B.R at 526

The court went on to conclude that Count Il of the First
Amended Conpl aint stated a claimfor breach of fiduciary duty
agai nst Tuft because it alleged that Tuft “made the decision to
use Tuft-Redman Enterprises rather than travel on comerci al

carriers even though he knew commercial flights were cheaper and

wi t hout obtai ning approval fromthe board of directors.” 1d. at
527. It dism ssed Count Il with respect to Dietlin for the sane
reason that it dism ssed the corporate waste count in totum

Al berts did not allege proxinate cause.

The court addresses Count |V of the Second Anmended Conpl ai nt
first. This count is nore specific in its description of Tuft’s
and Dietlin"s wongdoing than its analog in the First Amended
Complaint. As to Tuft, Alberts repeatedly alleges that the DCHC
presi dent issued and forgave |oans to hinself and other D & O

Def endants totaling mllions of dollars for no consideration
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what soever (Conpl. 19 202-12).4% These new all egations in Count
|V suffice to state a claimagainst Tuft for corporate waste.
Contrary to the Partially Rel eased Defendants’ contentions,

Al berts does not need to take the extra step of spelling out the
obvious inplication of his allegation that these | oans were
forgiven--the term*“forgiven” itself inplies that the | oans were

rel eased gratis, and Al berts describes the forgiven |oans

4% Al berts does not allege that Tuft issued |oans w thout
regard to whether they could be repaid. Instead, he alleges that
t he approved | oans “were not supported by valid consideration”
(Compl . 91 207-08). The court gives no credence to these
conclusory | egal assertions, particularly given the elenmentary
principle of contract |aw that a borrower’s prom se of repaynent
is itself valid consideration for a |oan. Restatenent (Second)
of Contracts 8 71 and comment c. Tuft can only be held
responsi bl e for the forgiveness of |oans, not their nere
i ssuance, although the danmages caused by the wasteful act of
forgi veness nmay anount to the total anmount of the loan itself.
Thus, allegations that Tuft approved | oans to his stepdaughter
and ol der brother do not state a claimfor corporate waste
because there is no good faith allegation that the | oans were
forgiven (Conpl. § 212).

Anot her deficient aspect of Alberts’s waste allegations,

t hough not one flagged by the D & O Defendants, is that nany of
the allegations nmade by Al berts refer vaguely to the fact that
certain loans “were forgiven” w thout ever specifying who forgave
the loans. It is the court’s job to adjudicate the D & O

Def endants’ notion, not wite it, so the allegations will stand
for now, but if Alberts cannot produce any evidence denonstrating
that Tuft was responsible for the forgiveness of the |oans that
he issued after the conpletion of the discovery process, he wll
be susceptible to sunmary judgnent for the anpbunts listed in
connection wth such all egations.
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el sewhere as “gifts” (Conpl. § 344).% A decision to sinply wash
away a multi-mllion dollar debt is about as “exceptionally one-
sided” as a business decision can get. Wite, 783 A 2d at 554.

As regards Dietlin s liability under Count 1V, paragraph 213
of the Second Amended Conplaint states in pertinent part:

Steve Dietlin, as DCHC CFO, was in charge of
provi di ng the paperwork for these “officer

| oans,” including the prom ssory note, the
check, the | oan paynent schedul e[,] and,
ultimately, the |l oan forgiveness schedul e.

As CFO, he was al so responsible for ensuring
that the required paynments under the

prom ssory notes were nade, and, if they were
not, M. Dietlin was responsible for
enforcing the default provisions of the

prom ssory notes, including |ate paynent
charges and default interest rate provisions.
Steve Dietlin ignored those responsibilities.
Upon information and belief, he did not
enforce these notes agai nst any of the
borrowi ng parties. M. Detlin created

prom ssory note after prom ssory note, with
the full know edge that many, if not all of

4 The Partially Released Defendants cite Wite and In re
Walt Disney Co. Derivative Litig., 2005 W 2056651 (Del. Ch. Aug.
9, 2005), for the proposition that |oans issued or paynents nade
to corporate officers do not suffice to state a claimfor waste
unl ess the claimant can all ege specific facts denonstrating that
no consi deration was received for these transactions. Neither
Waite nor Walt Disney involved the forgiveness of nmulti-mllion
dollar loans: in Wite, the alleged corporate waste was the
i ssuance of a loan to a corporate officer, not its forgiveness,
see White, 783 A 2d at 554-55, while Walt Disney did not involve
corporate loans to officers at all. See In re Wlt D sney Co.
Derivative Litig., 2005 W. at **38-39 (holding that paynent of
non-fault term nati on package was not wasteful where directors
believed it to be in conpany’s best interest to term nate
presi dent but grounds did not exist to termnate the CEO for

cause). It is the (alleged) fact that certain | oans were
forgiven by Tuft that is tantanount to a transfer of property for
no consi deration and therefore wasteful. See n.45, supra.
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them would never be repaid. CFO Deitlin
recogni zed that this |lending practice was
wrong, yet he continued to do it.

These all egations suffice to state a claimagainst Dietlin
for breach of his fiduciary duty of care, albeit not as to al
aspects of the loan transactions. Alberts does not set forth a
claimfor corporate waste against D etlin because he fails once
again to allege that Dietlin authorized the forgiveness of these
| oans. Further, Al berts has not alleged sufficient facts to
establish a viable claimthat Detlinis liable for executing the
| oan papers and failing to object to the continued maki ng of
|l oans. Alberts’s allegations fail to establish that in so acting
Dietlin was not sinply inplenmenting decisions of superiors that
he | acked responsibility or authority to decline to follow or to
question. Nothing in the conplaint, therefore, establishes that
Dietlin s duties and powers required himnot to execute the |oan
papers or required himto object to the continued maki ng of
| oans.

However, Al berts’s allegations concerning Dietlin's
del i nquent oversight and pursuit of those |oans sets forth a
claimfor breach of the fiduciary duty of care.* Alberts may
have applied the wong legal theory in describing Dietlin's

conduct, but he has alleged facts that, if true, are worthy of

47 That Dietlin had no oversight and enforcenent
responsibility if a |oan was forgiven does not relieve himof the
duty to oversee and enforce the | oan before it was forgiven.
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| egal recourse. Simlarly, in Count Il of the Second Amended
Compl aint, Alberts alleges that Dietlin “oversaw the financi al
side of DCHC' (Conpl. § 343), but never attenpted to collect on
the | oan between DCHC and Tuft-Redman Enterprises, breaching his
duty to consider the best interests of DCHC (Conpl. § 305). That
states a viable claimagainst Detlin.

On the other hand, Al berts’'s inclusion of Dietlin in the
remai nder of Count Il (alleging breach of the fiduciary duty of
care in entering into an airline contract wth Tuft-Redman
Enterprises and utilizing its expensive on-demand chartered
transportation) is woefully unsupported by the facts all eged
therein. Alberts alleges only that Dietlin “negotiated the | oan
for DCHC' and “draft[ed] the | oan agreenent between DCHC and
Tuft-Redman Enterprises” (Conpl. 1Y 215, 305).% This
all egation, by itself, does not state a claimfor breach of the
fiduciary duty of care. To do that, Alberts would need to all ege
in good faith that Dietlin failed to fully informhinself of the
consequences of his decision to negotiate or draft such a | oan or

otherwise carried out his duties as CFOin a grossly negligent or

4 Al berts alleges that the chartering of flights from
Tuft - Redman Enterprises “was often made by M. Tuft” (Conpl.
1 219), but he never alleges that Dietlin chartered those
flights. Although Al berts alleges that Dietlin oversaw the
financial side of DCHC, he does not allege sufficient facts to
establish that this placed a duty to inquire as to the
wast ef ul ness of Tuft’s decision to Tuft-Redman Enterprises upon
Dietlin.
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di sl oyal way. Alberts has already had one chance to anend his
conplaint to correct this error and has chosen not to do so.
Further, Alberts does not allege that Dietlin made the decision
for DCHC to enter into the transaction with Tuft-Redman, and he
has once again failed to establish that Dietlin was not sinply

i npl enmenting the instructions of superior officers who decided to
enter into the transacti on between DCHC and Tuft - Redman.

C. Cl ai n8 Agai nst the Law Firm Def endants

Al berts asserts essentially four causes of action agai nst
the Law Fi rm Def endants based on the sanme conduct: |egal
mal practice (Counts VI and VI1),% a claimin the alternative for

aiding and abetting breach of fiduciary duties (Count V), a

“ |In Count VIl, entitled “Breach [o]f Fiduciary Duty--
Violation [o]f D.C. Rules [0]f Professional Conduct and the
Nebr aska Code of Professional Responsibility,” Al berts alleges
that the Law Firm Defendants violated the D.C. and Nebraska rul es
of professional conduct. This is really just argunent in support
of Al berts’s mal practice count (Count VI), and will be treated as
such. To the extent that the count sets forth allegations that
could serve as a basis for a separate cause of action, the court
will dismss the count because Alberts did not obtain | eave from
the court to amend his conplaint in this fashion. Fed. R Bankr.
P. 7015(a); WIllianms v. Spring/United Mgnt. Co., 232 F.R D. 388,
391 (D. Kan. 2005)

0 Alberts does not state that Count Vis pled in the
alternative, but that is the only sensible interpretation of his
conplaint. The aiding and abetting count is |largely duplicative
of the malpractice count(s). It is useless unless the Law Firm
Def endants are found not to owe a duty of care to the debtors to
prevent the alleged m sconduct of the D & O Defendants, in which
case they mght still be liable for knowi ngly assisting the D & O
Def endants in the latter defendants’ breach of their fiduciary
duti es.
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claimfor the recovery of fraudulent transfers under 11 U S C
88 544, 548, and 550 (Counts VIII-XII1), and separate requests
for disallowance or equitable subordination of clainms filed by
the Law Firm Defendants (Counts XIV and XV). Al of the clains
turn on the Law Firm Def endants’ all egedly negligent preparation
of opinion letters used to obtain financing fromthe NCFE
Entities and alleged failure to adequately warn the debtors of

t he consequences of their deepening insolvency. The Law Firm
Def endants di spute each and every claim including a few that
survived their last round of notions to dism ss.

1. Legal mal practice clains (Counts VI and VI1)

(a) Legal advice

Al berts alleged in his First Arended Conplaint that the Law
Firm Def endants were negligent in their representation of the
debtors in part because they failed to advise the debtors of the
consequences of their deepening insolvency. The court held that
these allegations did not state a claimfor mal practice because
law firnms owe no duty to their clients to provide sound business
advi ce and because Al berts did not plead facts that would all ow
the court to infer that DCHC s officers and directors breached
their fiduciary duties with respect to overfundi ng by the NCFE

Entities. In re Geater Southeast Cnty. Hosp. Corp. |, 333 B.R

at 529-30. Such allegations m ght have supported an inference

that the Law Firm Defendants commtted mal practice by failing to
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informthe debtors of those breaches of fiduciary duty. 1d.

Al berts now al |l eges facts that state a claimfor breach of
fiduciary duty by at |east sone of the D & O Defendants with
respect to the debtors’ deepening insolvency. See part |1.B.1,
supra. Alberts does not, however, state that the Law Firm
Def endants knew or shoul d have known that certain D & O
Def endants breached their fiduciary duties when they approved
all egedly harnful transactions with the NCFE Entities. |Instead,
he alleges only that the Law Firm Defendants knew or shoul d have
known of the effects of the debtors’ deepening insolvency. As
the court explained in its prior opinion, “a conpany’s
acqui sition of additional debt, by itself, is not a |egal

wong . . . .” lInre Geater Southeast Cnty. Hosp. Corp. I, 333

B.R at 530. Deepening insolvency is not a tort, and a | aw
firms know edge that a corporate transaction is going to deepen
the corporation’ s insolvency does not nean that the law firm
knows that the corporation’s fiduciaries are breaching their
duties of care or loyalty in approving such transactions. Erqgo,
the failure to advise the debtors of the consequences of
acquiring excess debt is not mal practi ce.

(b) Opinion letters

The bul k of the allegations nade by Al berts against the Law
Fi rm Def endants concerns opinion |letters allegedly prepared by

the defendants that were necessary for the debtors to close on
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various | ending arrangenents reached between them and t he NCFE
Entities. The allegations as re-stated in the Second Anended
Conpl aint are a far cry fromthe sensational accusations nmade in
the First Amended Conplaint that the letters were basically

witten by the NCFE Entities, see In re Geater Southeast Cnty.

Hosp. Corp. |, 333 B.R at 530, which this court held to state a

claimfor malpractice inits prior decision. 1d.

VWiile Al berts relies upon the ruling of the court inits
prior decision to justify his malpractice claim the Law Firm
Def endants | ook to the reasoning of that decision in arguing for
dismssal. They urge the court to viewthe alleged errors in the
opinion letters as errors relating to business advice, which does
not fall within the scope of the attorney-client rel ationship.
See id. at 529. They also argue that the errors in the opinion
letters provided by the Law Fi rm Def endants coul d not have been
the proxi mate cause of the debtors’ deepening insol vency.

The letters in question fall into three categories. First,
there are three letters prepared by Kutak Rock that, according to
Al berts, should not have been prepared wi thout prior notification
to the corporate clients for each letter of the harns arising
fromthe decisions of the corporations’ respective fiduciaries to
deepen the insolvency of the conpanies (Conpl. Y 194-96). The

court has said it before and will say it again: |awers are not

responsi ble for the busi ness decisions of their clients. See
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Kan. Public Enpl oyees Ret. Sys. v. Kutak Rock, 44 P.3d 407, 416-

18 (Kan. 2002). They may have a duty to informcorporate clients
of any fiduciary breaches commtted by the conpany’s officers and
directors, but they are neither obligated nor expected to second-
guess the business judgnents nmade by those fiduciaries, and it
bears repeating that deepening insolvency itself does not
constitute a tort.

Second, there are two letters prepared by Epstein Becker
that purport to rely on factual assunptions that Epstein Becker
al l egedly knew or should have known were wong, which Al berts
characterizes as a breach of Epstein Becker’s duty of care
(Compl . 191 168, 172). The court disagrees. Wen a | awer
prepares | egal opinions on the basis of assuned or hypot hesi zed
facts, she puts her client and anyone el se readi ng the opinion on
notice that she is not vouching for the veracity or accuracy of
those facts. That is the point of warning the reader that the
facts are assuned in the first place. No reasonabl e person could
rely on such “facts.”

Finally, Alberts alleges that there are several letters
stating that the opinion’ s author had no reason to suspect that
the information contained in the various certificates and
agreenents underlying each | oan was i naccurate when the author
knew or shoul d have known that the information in those docunents

was false (Conpl. § 174 (relating to one letter prepared by
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Epstein Becker), id. at T 192, 197 (relating to several letters
prepared by Kutak Rock)). These allegations have nore bite to
them |If an attorney certifies that certain facts are accurate
to the best of the attorney’s know edge when the attorney knew or
shoul d have known that the facts were wong, and her client
subsequently relies upon those facts to the client’s detrinent, >
the attorney is responsible for that harm In this respect, and
in this respect alone, the opinion letter “prong” of Alberts’s
mal practice clai msurvives the Law Firm Defendants’ notions to

di sm ss unless an affirmati ve def ense nmandat es di smi ssal . %2

°1  Epstein Becker contends that the debtors could not have
relied upon its opinion letters because the letters were witten
for NCFE or one of its subsidiaries. The letters nay have been
witten for NCFE, but Epstein Becker was acting as counsel for
the debtors when it wote them and both sides allegedly relied
upon themto close the transactions that deepened the debtors’
i nsol vency. Epstein Becker’s suggestion that the debtors could
not have relied upon the facts certified in these |letters because
t he debtors thensel ves knew that this certification was in error
is virtually indistinguishable fromits in pari delicto argunent,
whi ch the court addresses bel ow.

52 To be sure, if the malpractice claimwere to survive
the affirmative defenses di scussed |later, Al berts would have a
tough row to hoe. He would need to show that the Law Firm
Def endants did not exercise a reasonable standard of care in
reviewi ng the docunents described in the supposedly erroneous
opinion letters, that the debtors relied on this specific
guarantee to close their deals with NCFE and its subsidiaries
(i.e., that the deals could not have cl osed had these
certifications not been there), and that these transactions
actually inpaired the business operations of the debtors to sone
degree. This task mght or mght not prove to be possible in the
Il ong run, but the court’s duty under Rule 12(b)(6) is to
det erm ne whether Al berts could succeed at trial, not
prognosti cate whether he will succeed.
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(c) Oher conduct

Finally, Alberts alleges that Epstein Becker “sponsored” the
“m sl eading and fal se” testinony of NCFE CEO Lance Poul sen at a
hearing before this court on Novenmber 11, 1999, and that Epstein
Becker “assist[ed]” the D & O Defendants in their pursuit of a
contract wiwth the District of Colunbia for mllions of dollars
that inured to the benefit of the D & O Defendants through their
sel f-serving use of those funds (Conpl. 1Y 175-80, 182-83).°%3
There are no all egations that Epstein Becker knew that Poul sen’s
testinmony was false or that it knew that the D & O Defendants
were wasting their fiduciary s noney, and therefore no
al | egati ons of w ongdoi ng.

In sum Count VI survives the Law Firm Def endants’ notions
to dismss (unless barred by one of the affirmative defenses
di scussed below) but only with respect to all egations concerning
the preparation of those select opinion letters described above.
Al'l other allegations relating to the Law Fi rm Def endants’
supposed nal practice will be di sm ssed.

2. Al di ng and abetting breach of fiduciary duty

(Count V)
In Count V of the Second Anended Conpl aint, Al berts alleges

% Alberts also alleges that Epstein Becker enployed
Francis Smth, the fornmer executive director of the D.C. Control
Board, at DCHC s direction, and that DCHC actually paid Smth’s
salary (Conpl. § 181). Although the court finds this alleged
arrangenment puzzling, the necessary allegations of harm arising
fromthe relationship are m ssing.

64



that the Law Firm Defendants aided the D & O Defendants in the
breach of the latter defendants’ duties of care and loyalty to
the debtors. *“Aiding and abetting the breach of fiduciary duty
occurs when the defendant ‘knows that the other’s conduct
constitutes a breach of duty and gives substantial assistance or

encouragenent to the other’ nonetheless.” Ehlen v. Lews, 984 F.

Supp. 5, 10 (D.D.C. 1997) (quoting Hal berstamv. Wlch, 705 F.2d

472, 477 (D.C. Gr. 1983)). Wen the underlying tort is breach
of fiduciary duty, the third party nust have “know ngly
participated in and substantially assisted the fiduciary s breach

of trust” through “affirmative conduct.” COverseas Private |nv.

Corp. v. Industrial de Pesca, N.A. , Inc., 920 F. Supp. 207, 210

(D.D.C. 1996). *“‘[A]ssisting[] and failure to prevent[] are not

the sane thing.”” [d. (quoting EEOC v. Illinois, 69 F.3d 167,

170 (7th Cir. 1995)); see also lvanhoe Partners v. Newnont M ning

Corp., 535 A 2d 1334, 1344 (Del. 1987) (know ng participation in
breach of fiduciary duty required).
Al t hough paragraph 353 of the Second Amended Conpl ai nt

al l eges that the Law Firm Defendants “know ngly assisted and
participated in the[] breaches [of fiduciary duty] through their
representation of and action taken on behalf of DCHC and the

ot her Debtors whomthey represented,” that allegation falls short
of alleging that the Law Firm Def endants knew that the D & O

Def endants were breaching their fiduciary duties. The court has
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al ready noted that while Al berts alleges repeatedly that the Law
Fi rm Def endants “knew or shoul d have known” about the debtors’

i nsol vency and the effects of the NCFE Entities’ |ending
practices on that insolvency--which does not equate to know edge
of the comm ssion of a tort because deepening insolvency alone is
not a tort--he never alleges that the Law Firm Def endants knew
that the D & O Defendants were breaching their fiduciary duties
(or engaged in any other tortious activity) when they decided to
sign off on the allegedly harnful |oans and agreenents. See part
I1.C.1.a, supra (holding that such |l ack of know edge bars a

mal practice claimfor failure to advise the debtors regarding
their deepening insolvency). Wthout that necessary el enent,
Count V nust be di sm ssed.

3. Fr audul ent _conveyance and di sal | owance cl ai ns
(Counts VIII-XV)

Counts VIII-XV of the Second Amended Conpl aint are based on
the sane factual allegations that underpin Al berts’s mal practice
and ai ding and abetting clainms. The counts state a claimonly
insofar as they refer to the third category of opinion letters
referenced above, but not with respect to the first category,
whi ch involved only a failure to advise the client of the
i nsol vency effects of transactions, or the second category,
whi ch, the court concluded, could not support a claimfor
mal practi ce because no reasonabl e person could have relied upon

the all egedly erroneous assunptions of fact contained therein,
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and whi ch contained no erroneous opinion of |aw >

By and | arge, the Law Firm Defendants nove to dism ss these
counts only to the extent that the court dism sses Al berts’s
mal practice claim?® The only novel argunent is Kutak Rock’s
contention that Count XV should be dism ssed to the extent that
it seeks equitable subordination of Kutak Rock’s clai magainst
the debtors pursuant to 11 U.S.C. § 510(c).

“Under 11 U.S.C. 8 510(c)(1), the court nmay apply principles
of equitable subordination to ‘subordinate for purposes of
distribution all or part of an allowed claimto all or part of

another allowed claim’” In re Garfinckels, Inc., 203 B.R 814,

825 (Bankr. D.D.C. 1996). Alberts nust plead three elenments to
warrant relief under § 510(c):

(1) the claimnt nust have engaged in sone
type of inequitable conduct;

(2) the m sconduct nust have resulted in
injury to the creditors or conferred an
unfair advantage on the claimnt; and

(3) equitable subordination of the claimnmnust
not be inconsistent with the provisions of

54 Because Al berts only alleges a breach of a duty of care

in the preparation of certain opinion letters, those sane letters
are the only possible basis for the recovery of attorneys’ fees
under 8 544 and 8 548. Consequently, the only fees that could be
recovered pursuant to those statutes would be those fees deriving
fromthe generation of the contested letters.

5> Epstein Becker requests a nore definite statenment from
Al berts with respect to Count XIV. 1In light of the instant
deci sion, which winnows the allegations agai nst Epstein Becker
significantly, it should be easier for Epstein Becker to
under stand what allegations are made against it. The court wll
deny the request at this tine.
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t he Bankruptcy Code.

Al berts pl eads each of these elenments. Assum ng arguendo
t hat Kutak Rock breached its duty of care and caused the debtors
to increase their debt |load in a manner di sproportionate to the
assets and i ncone avail able for repaynent of that debt, Kutak
Rock injured the debtors’ other creditors by increasing the
i kelihood that they would never be repaid while at the sane tine
expanding the size of its own claimagainst the debtors through
the creation of additional |egal work.> Alberts may not be
entitled to sue on behalf of the estate’'s creditors, but that
does not nean that these creditors are not victinms of Kutak
Rock’s al |l eged wrongdoing as well. The court will not dismss
the request for equitable subordination to the extent that it is

based on al |l egati ons establishing mal practice. ®’

%6 Accordingly, the equitable subordination renedy may
apply to a |larger anount of fees than the fees that woul d be
di sal | oned based on nal practi ce.

> Counts XIV and XV were not a part of the First Anended
Conmpl ai nt, nor were they added by | eave of the court. The court
would be within its rights to strike them See note 46, supra.
But as there is notime |imt on Alberts’s right to request
di sal | owance or subordi nation of the Law Firm Defendants’ clai ns,
the court sees no benefit in dism ssing the counts given that
Al berts would then need to either anend his conpl aint yet again
or conmence anot her adversary proceeding, further entangling the
court and the parties in procedural red tape.
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4. Law Firm Defendants’ affirmati ve def enses

The court did not decide whether the affirmati ve def enses of

tineliness and in pari delicto barred Alberts’ s clains against

the Law Firm Defendants in whole or in part in its |ast opinion
because those issues were not ripe for review *® They are now,
and the court is duty-bound to consider them even at this
(procedurally) early stage in the case.

(a) In pari delicto

“[T]he legal principle of in pari delicto . . . holds that

if the parties are in equal fault, the laww Il help neither of

8 Al'though the court did not address the substance of the
Law Firm Defendants’ in pari delicto argunents, it did concl ude
that the D & O Defendants could not invoke the in pari delicto
under Del aware state | aw because they were corporate insiders at
the tinme of their wongdoing. 1n re Geater Southeast Cnty.
Hosp. Corp. 1, 333 B.R at 538-39. The court also noted that
courts have held that causes of action arising under 8§ 544 or
8 548 of the Bankruptcy Code are not subject to the in par
delicto defense because these causes of action are created in the
first instance by federal bankruptcy |aw and are not assuned by
the estate representative pursuant to 11 U. S.C. 8 541. 1d. at
531. The defense is inapplicable to Alberts’s request for
equi tabl e subordination of the Law Fi rm Defendants’ clains for
the sane reason, but its applicability to Alberts’ mal practice
clainms (and obj ections seeking disall owance of the Law Firm
Def endants’ cl ai ns based on nmal practice) renmains an issue.
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them” Wager v. Pro, 575 F.2d 882, 884 (D.C. Cr. 1976).° The

defense is “limted to situations where the plaintiff bore at
| east substantially equal responsibility for his injury, and
where the parties’ culpability arose out of the sane ill egal

act.” Pinter v. Dahl, 486 U S. 622, 632 (1988) (internal

guotation omtted). |In the corporate context, the w ongful

actions of an officer or director are inputed to the corporate
principal unless “the wongdoing is done primarily for personal
benefit of the officer and is ‘adverse’ to the interest of the

conpany.” Baena v. KPMG LLP, 2006 WL 1703822, *5 (1st Cir. June

22, 2006) (interpreting Massachusetts law); accord BCCl Hol dings,

964 F. Supp. at 478.

(1) “lnnocent successor” exception

Al berts argues that he should not be subject to the defense

of in pari delicto because he is an i nnocent successor to the

debtors and his claimis on behalf of the debtors’ creditors, not
the debtors thenselves. Virtually every circuit court that has

considered this argunment has rejected it as contrary to 11 U S. C

 Only the nmal practice clainms (and the objections to the
Law Firm Defendants’ clainms based on mal practice) remain at issue
with respect to the in pari delicto defense, and Al berts has not
di sputed that District of Colunbia | aw governs the defense in
that regard. Al though Wager is not binding authority on the
| ocal courts of the District of Colunbia, its fornmulation of the
in pari delicto doctrine conmes fromHunter v. Weate, 289 F. 604
(1923), which is controlling precedent for both federal and | ocal
D.C. courts. Hunter v. Bortolussi, 667 A 2d 1362, 1364 (D.C
1995) .
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8 541(a)(2), which vests in the representative of the estate
“IT'a]ll interests of the debtor . . . as of the commencenent of
the case,” thereby ensuring that the estate representative has no
greater rights than those of the debtor pre-petition. See Baena,

2006 WL at **7-8; Oficial Comm of Unsecured Creditors of PSA,

Inc. v. Edwards, 437 F.3d 1145, 1150-52 (11th G r. 2006)

(“Edwards”); Grassnmueck v. Anerican Shorthorn Ass’n, 402 F.3d

833, 837 (8th Cr. 2005); Lafferty, 267 F.3d at 356-57; Terl ecky
V. Hurd (Inre Dublin Sec.), 133 F.3d 377, 381 (6th Cr. 1997);

Sender v. Buchanan (Il n re Hedged-1lnv. Associates), 84 F.3d 1281,

1285 (10th Cir. 1996).°% These decisions accord with this

court’s own precedent. See In re Psychotherapy and Counseling

Center, Inc., 195 B.R 522, 531-32 (Bankr. D.D.C 1996) (“[T]he

bankruptcy estate’'s rights are limted to those had by the debtor
at petition, which are determ ned by reference to state and

federal law.”); In re Latin Inv. Corp., 168 B.R at 5 (“Because

the principals were stealing for the benefit of the debtor, their
conduct would be inputed to the debtor, which would be estopped
fromsuing other participants in the fraud.”).

Al berts attenpts to rebut this veritable nmountain of

precedent by relying on Tolz v. Proskauer Rose LLP (In re Fuzion

% While it did not rule specifically on the § 541(a)
i ssue, the Second Circuit has applied the in pari delicto defense
to a bankruptcy trustee. Oficial Comm of Unsecured Creditors
of Color Tile v. Coopers & Lybrand, LLP, 322 F.3d 147, 158-66 (2d
Cr. 2003).
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Technologies Goup, Inc.), 332 B.R 225 (Bankr. S.D. Fla. 2005),

which held that the in pari delicto doctrine should not apply to

bankruptcy trustees, see id. at 232-34, and a recent article

condeming the application of the in pari delicto rule in the

bankruptcy context. See generally Jeffrey Davis, Ending the

Nonsense: The In Pari Delicto Doctrine Has Nothing to Do with

What Is § 541 Property of the Bankruptcy Estate, 21 Enory Bankr.

Dev. J. 519 (2004-2005). Fuzion Technol ogies was effectively

overruled by the Eleventh Crcuit in Edwards, and Professor
Davis’s article has been rejected by every court that has
considered it.®% Nonetheless, the court will consider the nerits
of their respective positions.

I n Fuzion Technol ogi es, the bankruptcy court relied on Perma

Life Mufflers, Inc. v. Int’l Parts Corp., 392 U S. 134 (1968),

for the proposition that the in pari delicto doctrine was subject

to a public policy exception. 1n re Fuzion Technol ogies G oup,

Inc., 332 B.R at 233-34. In the bankruptcy court’s view, “to

raise the in pari delicto defense as a barrier to relief by

bankruptcy trustees would thwart the inportant public purpose

served by the framework of the bankruptcy code.” 1d. at 234.

61 See Edwards, 437 F.3d at 1152 (noting the “fl awed
argunents about |egislative history” raised by Professor Davis in
his article); HIll v. Gbson, Dunn & Crutcher, LLP (In re MS55,
Inc.), 338 B.R 883, 893 n.4 (Bankr. D. Colo. 2006) (noting that
Prof essor Davis’s analysis of 8 541 “has been expressly rejected
by the Tenth Crcuit” and that “[t]he Tenth Crcuit is joined by
t he Second, Third, Sixth, and Eleventh Crcuits”).
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The court held that as a consequence the doctrine should not

apply under the rule announced in Pernma Life.?®?

The bankruptcy court’s application of Perma Life in Fuzion

Technol ogi es turns the public policy exception on its head. In

Perma Life, the Suprene Court crafted an exception to the common

| aw defense of in pari delicto to ensure that federal securities

| aws were upheld. |In other words, the Suprene Court held that
federal priorities trunped common | aw doctrines. In Fuzion

Technol ogi es, the court decided not to apply federal |aw

(8 541(a) of the Bankruptcy Code) based on its interpretation of
general bankruptcy “policy.” This strikes the court as nore of

an effort tore-wite the Code than to protect it fromcontrary

62 Prof essor Davis al so advances a policy argunent, though
he justifies it in a different way. He argues that “what is
property of the estate remains a matter of federal |aw to be
resolved in light of bankruptcy policy.” Davis, 21 Enory Bankr.
Dev. J. at 537. The court has no quarrel with the observation
that the issue of whether rights created under non-bankruptcy | aw
rise to the level of property of the estate under 11 U S. C. § 541
is a federal question, see In re Guardian Realty Goup, L.L.C
205 B.R 1, 4 (Bankr. D.D.C. 1997), but it does not follow that
“courts are then enpowered to view the in pari delicto defense in
light of its effect on federal bankruptcy policy.” Davis, 21
Enmory Bankr. Dev. J. at 538. To the contrary, bankruptcy courts
have an obligation to analyze the property interests of the
estate, including causes of action, by reference to state | aw
unl ess the Bankruptcy Code explicitly preenpts it. Nobelman v.
Am Sav. Bank, 508 U. S. 324, 329 (1993) (“In the absence of a
controlling federal rule, we generally assune that Congress has
left the determ nation of property rights in the assets of a
bankruptcy’ s estate to state law.”); Butner v. United States, 440
U S 48, 54 (1979) (stating “the basic federal rule . . . that
state | aw governs” the analysis of the property interests held by
the estate).
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common | aw doctri nes.
The court also takes issue with the notion that applying the

in pari delicto doctrine in a bankruptcy case sonehow damages the

public interest. Enforcenent of the securities laws at issue in
Pernma Life benefitted the public at large as well as the
plaintiff because those | aws di scourage specific types of conduct
harnful to |large segnents of the population. The mal practice and
rel ated causes of action asserted by Alberts benefit the estate’s
creditors, who already have the ability to sue a third party
def endant on their own or together by using the class action
procedures set forth in Fed. R Gv. P. 23.

| f anything, overlooking the requirenments of 8§ 541(a) would
only provide an incentive for conpanies that woul d ot herw se

stand in pari delicto wwth respect to third parties to file for

bankruptcy. Congress has nmade clear, particularly through its
enact nent of the Bankruptcy Abuse Prevention and Consuner
Protection Act of 2005, Pub. L. 109-8 (generally effective Cct.
17, 2005) (“BAPCPA’), % that bankruptcy should be an option of
|ast resort. See HR Rep. No. 109-31 at 2 n.1 (2005), as

reprinted in 2005 U S.CC. AN 88, 89 n.1 (“Bankruptcy is a noral

8 As its title inplies, BAPCPA was enacted primarily to
st em percei ved abuses of the bankruptcy process by consuner
debtors, but the approach adopted by the court in Fuzion
Technol ogi es and advanced by Al berts here would presumably apply
wi th equal force to consuner debtors in chapter 7 (or, for that
matter, chapter 11).
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as well as an economc act. . . . It is a decision not to
reci procate a benefit received, a good deed done on the prom se

that you wll reciprocate.” (quoting Bankruptcy Reform Joint

Heari ng Bef ore the Subcomm on Commercial and Adm nistrative Law

of the House Comm on the Judiciary and the Subcomm on

Admi nistrative Oversight and the Courts of the Senate Comm on

the Judiciary, 106th Cong. 98 (1999) (statenent of Prof. Todd

Zywi cki))).® Any reading of the Bankruptcy Code that nakes
bankruptcy nore appetizing to a potential debtor than what the
text of the Code explicitly permts should be viewed with
skepticism®

This court will not turn a blind eye to the laws actually

64 Al 't hough BAPCPA went into effect after this adversary
proceedi ng commenced, and therefore does not apply to the instant
di spute, it is helpful to the court in ascertaining Congress’s
under standing of the goals and priorities of the Bankruptcy Code.

6  For exanple, a person with a large but potentially
manageabl e secured debt | oad and a potential action against a
third party subject to the defense of in pari delicto mght very
wel | choose to file for bankruptcy relief to allow the trustee to
pursue the otherw se barred cause of action (at no cost to the
debtor), use the recovery fromthat action to pay off a portion
of the clains against the estate, and exit bankruptcy with a
|ighter secured credit |oad than when she began. Simlarly, a
corporate debtor-in-possession could use the availability of an
ot herwi se barred cause of action to | everage the acqui escence of
creditors to a plan of reorganization, making it easier for the
debtor-in-possession to energe fully reorgani zed on favorable
terms. The point is that permtting an estate representative to
do what the debtor could not prior to filing for bankruptcy may
very well benefit the wongdoing debtor as well as the estate’s
creditors. The court fails to see any public good in permtting
what anobunts to a perversion of the in pari delicto doctrine for
the sake of creditor expediency.
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written by Congress out of msguided fealty to the imagi ned
policies informng it. Just as “[t]he executor stands in the
shoes of the deceased and can have no greater rights than the

deceased hinself,” In re Hanson, 210 F. Supp. 377, 385 (D.D.C

1962), so too is a representative of the estate bound by the sane
defenses that woul d have succeeded agai nst the debtor prior to
the “civil death” of bankruptcy. The court knows of no federal
policy contravening this venerable common | aw rul e, and declines
to invent one based on the rum nations of a single court or
coment at or . ®°

In addition to his public policy argunent, Professor Davis

6  Prof essor Davis argues that “[t]wo inportant federal
policies are furthered” by the abolition of the in pari delicto
defense in bankruptcy cases: “fair treatnent to creditors and
investors and the pronotion of a high standard of business ethics
anong the professionals who serve and participate in the affairs
of corporate managers.” Davis, 21 Enory Bankr. Dev. J. at 542.
As the court noted above, creditors and sharehol ders have the
ability to enforce their own rights against a third party who
harnms the estate, so there are no fairness concerns there unl ess
one considers Fed. R Cv. P. 23 to be unfair. The val ue of
creditor expediency is a policy decision for Congress, not the
courts, to decide--a point this court nmade enphatically in its
prior opinion when it held that Al berts could not sue on behalf
of the estate’s creditors due to the Supreme Court’s ruling in
Caplin v. Marine Mdland G ace Trust Co., 406 U S. 416 (1972).

The latter “polic[y]” (good corporate governance) is a
potential reason not to inpose the in pari delicto defense
agai nst corporations at all, but it has nothing to do with
federal bankruptcy law. Contrary to Professor Davis’'s
supposi tions, the Bankruptcy Code was not witten to protect
investors or creditors fromthe wongdoing of their corporate
fiduciaries. Such protections already exist at common | aw
t hrough the “adverse interest” exception to corporate inputation,
whi ch the court discusses at |ength bel ow.
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argues that courts construing 8 541(a) to bar the “innocent
successor” defense by estate representatives do not effectuate
the intent of Congress as revealed by the |legislative record.
This court agrees with the courts in Edwards and Lafferty that
the plain | anguage of 8§ 541(a) obviates the need for any inquiry

into the congressional record. See Edwards, 437 F.3d at 1150-51;

Lafferty, 267 F.3d at 356. The phrase “all |egal or equitable
interests of the debtor in property” in 8 541(a) enbraces rights
only as they exi st under non-bankruptcy | aw and subject to
[imtations that non-bankruptcy |aw i nposes on such rights, see
n. 62, supra, including state law affirmati ve defenses to the
assertion of such rights.

Even if the court were to consider the |egislative history
of § 541(a), it would conclude that the record as a whole
supports the plain | anguage interpretation of that provision.
The Senate Report to the Bankruptcy Reform Act of 1978 is clear
on this point:

Though [section 541] will include choses in
action and cl ainms by the debtors agai nst
others, it is not intended to expand the
debtor’s rights against others nore than they
exist at the commencenent of the case. For
exanple, if the debtor had a claimthat is
barred at the tinme of the commencenent of the
case by the statute of limtations, then the
trustee would not be able to pursue that
claim because he too would be barred. He

coul d take no greater rights than the debtor
hi nsel f had.

S. Rep. No. 95-989 at 82 (1978), as reprinted in 1978
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US CCAN 5787, 5868 (enphasis added); see also H R Rep. No.

95-595 at 367-68 (1977), as reprinted in 1978 U S.C. C. A N 5963,

6323 (sane).

Prof essor Davis suggests that this passage was not neant to
apply to personal affirmative defenses. He relies upon the
follow ng floor remarks from Congressman Edwar ds:

[A]s section 541(a)(1l) clearly states, the
estate is conprised of all legal or equitable
interests of the debtor in property as of the
commencenent of the case. To the extent such
an interest is limted in the hands of the
debtor, it is equally limted in the hands of
the estate except to the extent that defenses
whi ch are personal against the debtor are not
effective against the estate.

124 Cong. Rec. H11096 (daily ed. Sept. 28, 1978) (enphasis

added); see also id. at S17413 (daily ed. Oct. 6, 1978) (remarks

of Sen. DeConcini) (sane).

Upon cl oser inspection, the remarks transcri bed above do not
sustain their usage by Professor Davis. They were made in the
context of an explanation of 8 541(d) of the Bankruptcy Code,
whi ch provides that property to which the debtor held | egal but
not equitable title pre-petition beconmes property of the estate
only to the extent of the debtor’s pre-petition title. The floor
statenents clarified that “[t]o the extent such an interest is
limted in the hands of the debtor;” i.e., is a legal interest
only, the estate is not bound by any defenses that could have

been asserted agai nst the debtor’s person.
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These statenents nmake sense when restricted to § 541(d).
That sub-section was witten specifically to maintain the status
quo of bona fide secondary nortgage narket transactions, where
the initial nortgagee would often retain title to the note and
t he purchaser of the nortgage would record its interest in the

nortgage. S. Rep. No. 95-989 at 83-84; as reprinted in 1978

US CCAN at 5879-80. As the Edwards court explained, “[i]n
the I aw of commercial paper, personal defenses are affirnmative
def enses that may not be asserted agai nst a hol der-i n-due
course.” 437 F.3d at 1150. The floor statenents made by
Congressman Edwards and Senator DeConcini nmerely reflect this
principle of commercial |aw

In contrast, Professor Davis's reading of these floor
statenents as sonehow applying to property of the estate in
general makes no sense at all. Setting aside the fact that these
statements were nmade in reference to a different part of § 541
t he speakers articulate no rationale for distinguishing
“personal ” affirmative defenses from“real” defenses outside the
commerci al paper context. They do not explain why the Senate and
House Judicial Commttees felt it necessary to explain that a
representative of an estate in bankruptcy takes the debtor’s
causes of action subject to all of the defenses thereto, yet
failed to nention that this rule only applied to certain

defenses. They do not explain why Congress would set forth a
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schenme different fromthat of comon |aw inheritance and
assignnment rights. They are, in short, totally inapplicable to
8 541(a).

Finally, Alberts asks the court to anal ogize the role of the
estate representative to that of a receiver appointed pursuant to

state law. In Scholes v. Lehman, 56 F.3d 750 (7th G r. 1995),

the Seventh Circuit held that the defense of in pari delicto

shoul d not be applied to such an entity because “the appoi nt nent
of the receiver renoved the wongdoer fromthe scene.” |[d. at
754. Witing for the mgjority, Judge Posner explained this
reasoni ng further in nmenorable fashion:

[ T] he wrongdoer must not be allowed to profit
fromhis wong by recovering property that he
had parted with in order to thwart his
creditors. That reason falls out now t hat
[the wongdoi ng agent] has been ousted from
control of and beneficial interest in the
corporations. . . . The appointnment of the
recei ver renoved the wongdoer fromthe
scene. The corporations were no nore [the
agent’s] evil zonbies. Freed fromhis spel
they becane entitled to the return of the
noneys--for the benefit not of [the agent]
but of innocent investors--that [the agent]
had made the corporations divert to

unaut hori zed purposes. Put differently, the
defense of in pari delicto |loses its sting
when the person who is in pari delicto is

el i m nat ed.

Scholes is easily distinguishable fromthe instant case
because a receiver is not subject to the restrictions of

8§ 541(a). Edwards, 437 F.3d at 1151; In re Hedged-Inv.
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Associ ates, 84 F.3d at 1285 & n.5. But the court is far from

convinced that the “evil zonbie” theory of in pari delicto holds

wat er even with respect to court-appointed receivers. To the
extent that the theory applies only where the agent uses
corporate resources for “unauthorized purposes,” it is really
just a colorful repackaging of the so-called “adverse interest”

exception, not a “new exception to the in pari delicto doctrine.

See part I1.C 4.a.ii, infra. |If the wayward agent does not hold
interests adverse to the corporate principal, then her w ongdoi ng
by definition benefits the supposedly “innocent” investors in the
corporation as well. In other words, the “evil zonbie” approach
of Scholes only makes sense insofar as it echoes the inputation
rules already provided at common law. It is either redundant or
just plain wong.

(11) Adverse interest exception

“As a general rule, know edge acquired by a corporation’s
officers or agents is properly attributable to the corporation

itself.” BCCl Holdings, 964 F. Supp. at 478.°% “No such

presunption can arise, however, where the agent is dealing with

the principal in the agent’s own interest . . . and in such a

7 Unlike a state’s statute of limtations, the in par
delicto defense is a type of “substantive” |aw subject to the
District of Colunbia’ s choice-of-law rules. As neither party
di sputes the application of D.C. |aw, however, the court wll
apply that jurisdiction’s common |aw. ABB Dainler-Benz Transp
(North Anmerica) v. Nat’'l R R Passenger Corp., 14 F. Supp. 75, 88
(D.D.C. 1998).
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case the doctrine does not apply.” Fletcher, supra at § 819. At
the sane tinme, “this presunption . . . should not be carried so
far as to enable the corporation to becone a neans of fraud or a
neans to evade its responsibilities.” |d. at § 821.°

This court is not the first to westle with the application
of the adverse interest exception to third-party actions where
the harmalleged is the deepening of a conpany’ s insolvency. In
Baena, the First Crcuit considered the exact sane issue in the
context of a litigation trustee’s suit against the debtor’s
accounting firmfor unfair trade practices. 2006 W. at **1-2.
The court concluded that the exception did not apply:

A fraud by top managenent to overstate

earnings, and so facilitate stock sal es or
acquisitions, is not in the long-term

%  The diligent reader m ght wonder why the court does not
sinply apply the “adverse dom nation” doctrine invoked with
respect to the D & O Defendants’ statute of limtations argunent.
See part I1.B.1.c, supra. The short answer is that the adverse
domnation rule is used solely for the purpose of determ ning
when a claimagainst a conpany’s directors and officers accrue,
not for determ ni ng whether the conpany stands in pari delicto
with respect to a third party. See Martin Marietta Corp. v.
&ould, Inc., 70 F.3d 768, 772 (4th Cr. 1995).

The I ong answer is that the doctrines concern two different
rel ati onships and two different types of injury. |In determ ning
when a corporation first discovered its own injuries suffered at
the hands of its controlling fiduciaries, the court presunes that
the fiduciaries failed to actually informtheir corporate
principal of the injury during their tenure because they have an
obvious (self-)interest in concealing the harm In determning
when a corporation knew of its own wongdoing against a third
party, a presunption of conceal nent makes no sense because the
wrongdoi ng may have benefitted the conpany in sone sense. It
therefore falls upon the court to determ ne whet her the conpany
did in fact receive sonme benefit fromits own w ongdoi ng.
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interest of the conpany; but, |ike price-
fixing, it profits the conpany in the first
i nstance and the conpany is still civilly and
crimnally liable[.] . . . Nor does it matter
that the inplicated nanagers al so may have
seen benefits to thensel ves--that al one does
not meke their interests adverse.

Id. at *5 (enphasis in original).

Baena involved slightly different facts than those all eged
by Alberts. In that case, the managenent of the debtor m sstated
t he debtor’s earnings, thereby raising revenues from unknow ng
investors and artificially preserving the conpany’ s exi stence.
Id. The conplaint did not allege that the debtor’s managenent
acted out of self-interest, but rather “attenpt[ed] primarily to
benefit . . . the conpany through their behavior.” 1d. at *6.

In contrast, Alberts alleges that NCFE, not the debtors,
defrauded i nvestors, and he alleges that the D & O Defendants
acted solely out of self-interest.

Nonet hel ess, the court finds the rational e advanced by the
court in Baena to be both applicable and persuasive in this case.
The crux of the First Crcuit’s ruling is that the bad acts
perpetrated by the debtor’s managenent, while ultimtely
injurious to the debtor itself, provided an i medi ate benefit to
the debtor at the expense of innocent third parties. 1d. at *5.
The harm suffered by the debtor was like the “harnf suffered by a

robber who is |ater caught and inprisoned for his crimnal

m sconduct: painfully real, but sinply the price of having
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enjoyed the tenporary benefit of his ill-gotten gains. By
accepting the benefits of its wongdoing, the debtor (and its
sharehol ders, and its creditors) put itself on the hook for that
wr ongdoi ng as wel | .

The sane principle applies to this case. The debtors
recei ved hundreds of mllions of dollars in financing fromthe
NCFE Entities at the expense of those entities’ innocent
investors. By Alberts’s own adm ssion, these infusions of cash
kept the debtors going long after they should have been dissol ved
or reorgani zed. They may have injured the debtors in the | ong
run, but the infusions provided a short-termbenefit that the
debtors (and their shareholders, and their creditors) eagerly
accepted. As Professor Fletcher explains in his treatise on
corporate | aw

When the act of an officer of a corporation
constitutes a fraud upon a third person, or
upon anot her corporation of which he or she
is also an officer, the first-nmentioned
corporation is chargeable with notice of the
nature of the transaction, although the fraud
is perpetrated for the officer’s own benefit,
where the officer also represents the
corporation in the transaction. Fraud on
behal f of a corporation is not the sanme thing
as fraud against it. Fraud against the
corporation usually just hurts the
corporation; the sharehol ders are the
principal if not the only victins. But the
sharehol ders of a corporation whose officers
commt fraud for the benefit of the
corporation are beneficiaries of the fraud.
The primary costs of a fraud on the
corporation’s behalf are borne not by the
shar ehol ders but by outsiders to the
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cor porati on.

Fl etcher, supra at 8§ 829 (footnotes omtted).

This principle forecloses application of the adverse
i nterest exception where the only harm all eged by the corporate
plaintiff is the deepening of that conpany’s insolvency. No
matter how nmuch evi dence of wrongdoing Al berts produces, there
sinply are no set of facts under which a conpany that is harned
by the artificial prolongation of its existence does not al so
benefit to sone degree by that same prol ongation at the expense

of innocent third parties.® The adverse interest exception does

9 As the First Circuit noted properly, the adverse
i nterest exception mght apply where the corporate principal’s
agent loots the corporation of all its assets, thereby depriving
the corporation of any benefit fromthe fraud perpetrated agai nst
i nnocent investors. Baena, 2006 W. at *6. But this is not a
| ooti ng case, and Al berts cannot show that the debtors received
no benefit fromtheir dealings with the NCFE Entities.
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not and cannot apply in this case.’”

(rit) O her argunents

Al berts makes other, |ess colorable argunents against the

inmposition of the in pari delicto defense in this case. He

argues that the doctrine only applies where the parties are at
equal fault and that the Law Firm Defendants were sonehow nore at
fault for the debtors’ injuries than the D & O Defendants. But
the only all eged wongdoing of the Law Firm Defendants was their
facilitation of the m sconduct of the debtors, who well knew that
they were insolvent. Based on the allegations in the Second
Amended Conpl aint, the fault of the Law Firm Defendants coul d not

have been greater than the fault of the debtors. 1n re Dublin

Sec. Inc., 133 F.3d at 380.

0 Appear ances notw t hstanding, this conclusion is
consistent wwth the court’s application of the adverse dom nation
presunption to the statute of limtations defense raised by the
Partially Rel eased Defendants. Wile the debtors’ collusion with
the NCFE Entities to defraud those entities’ investors provided
i mredi ate benefits to the debtors, the (alleged) failure of Pau
Tuft, Donna Tal bot, and Erich Munce to adequately inform
t hensel ves of the | ong-term consequences of that fraud or put the
debtors’ interests above their own did the debtors no favors. It
is this latter wongdoing that is at stake where the statute of
limtations is concerned, whereas the in pari delicto defense
concerns harns against third parties. It is this sane difference
in harnms that has |led courts to conclude that corporate insiders
cannot invoke the in pari delicto defense with respect to their
own w ongdoings. See In re HealthSouth Corp. Sharehol ders

Litig., 845 A 2d 1096, 1107-08 & n.20 (Del. Ch. 2003) (“The
reality that [the corporate debtor] itself mght be liable to
third-parties due to the failure of its managers . . . does not

mean that [the debtor] has no right to seek reconpense fromthose
managers for the harmthey caused it."”).
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Al berts al so suggests that the Law Fi rm Def endants ought not

be allowed to invoke the in pari delicto defense because | awers

owe a special duty of care to their clients. Watever one thinks
of this notion as a policy argunent, it is clearly not good | aw.
See id. (rejecting public policy argunment in holding that |egal
mal practice clai mwas barred because the plaintiff was in pari

delicto); accord Quick v. Sanp, 697 N.W2d 741, 745-48 (S.D

2005); Evans v. Caneron, 360 N.W2d 25, 29 (Ws. 1985); Tillman

v. Shoffner, 90 P.3d 582, 584-86 (kla. C&. Cv. App. 2004).

Finally, Alberts points out that the defense of in pari
delicto is factually intensive and cannot be resolved on a notion
to dismss. Odinarily, the court would agree, but in this case
there are no set of facts under which the debtors would not be
subj ect to the defense because the very harmthat they allegedly
suffered at the hands of the Law Firm Defendants (i.e., the
deepeni ng of the debtors’ insolvency) presupposes inputable
wr ongdoi ng by the debtors’ managenent. The court will dismss
the remai ning portions of Counts VI and VII (the mal practice

clains) by applying the defense of in pari delicto. Any

objection by Alberts in Counts XIV and XV to the Law Firm

Defendants’ clainms that is based solely on mal practice is
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simlarly barred by the defense of in pari delicto.”

(b) Tineliness

At this point, aside from Counts XV and XV (seeking
di sal | owance or subordination of clains) as limted by the
court’s discussion above, the only clainms in the Second Anended
Compl aint that remain are Counts VIII-XI1, which seek to avoid
and recover paynents of attorneys’ fees to the Law Firm
Def endants for their allegedly negligent preparation of opinion
| etters under federal and state fraudul ent conveyance | aws. See
11 U.S.C. 88 544, 548, 550. These clains nay not be subject to

t he defense of in pari delicto, see McNamara v. PFS (In re

Personal & Bus. Ins. Agency), 334 F.3d 239, 245-47 (3d G

2003), but they are bound by special restrictions of their own,
nost notably a statute of Iimtations not subject to the
conti nuous m srepresentation doctrine.

Section 548 of the Bankruptcy Code allows a representative

" Like his affirmative mal practice claimheld pursuant to
11 U.S.C. 8 541, Alberts’s state | aw defenses available to him
pursuant to 11 U.S.C. 8 558, including the defense of
mal practice, are limted by the in pari delicto defense.
However, Counts XV and XV survive as disallowance clains to the
extent that they are based on a ground not turning solely on
mal practice (nanmely, an inplicit objection under 11 U. S.C
8 502(d) for failure to disgorge a conveyance avoi dabl e under 88§
544 or 548 based on i nadequate val ue having been given for the
conveyance because of nmalpractice). Counts XV and XV al so
survive as equitable subordination clainms notw thstanding the
court’s ruling with regards to Alberts’s mal practice claim
because equitabl e subordination, unlike disallowance of a claim
depends on bankruptcy rather than state | aw.
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of a debtor’s estate (in this case, Alberts) to avoid certain
transfers of interests by the debtor if those transfers were
“made or incurred on or wthin one year before the filing of the
date of the petition. . . .” 11 U S.C § 548(a)(1l).”® Section
544 of the Bankruptcy Code allows an estate representative to
i nvoke the fraudul ent conveyance | aws of any state available to
any creditor of the estate. Al berts invokes Arizona s Fraudul ent
Transfer Act, which extinguishes any claimfor relief not raised
“Wthin four years after the transfer was nmade or the obligation
was incurred.” Ariz. Rev. St. 8 44-1009. This latter tine
[imtation is a separate statute of limtations, whereas the one-
year period set forth in 8 548 is an el enent of the claimthat
must be pled by Al berts.

Al berts does not allege that the debtors paid the Law Firm
Def endants for their allegedly defective letters within one year
of the petition date. Consequently, his cause of action under
8 548 nust be dism ssed. The tineliness of Al berts's clains
under Arizona’s Fraudul ent Transfer Act (as incorporated by
8 544) will require disposition at a | ater stage because they are
an affirmati ve defense that need not be addressed in the Second

Amended Conplaint. The two counts involving 8§ 548, Counts Xl |-

2 As part of BAPCPA, Congress anended § 548 to pernmit an
estate representative to pursue transfers made within two years
of the petition date, but this case pre-dates the effective date
of that amendnent.
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XI'll,” and the objections in Counts XIV and XV based on § 502(d)
in conjunction with 8 548 will be dismssed in their entirety,
but counts VIII-X (seeking avoi dance and recovery under 11
U.S.C. 88 544 and 550) will not be dism ssed. Counts XIV-XV w ||
not be dism ssed to the extent that Al berts’s equitable
subordi nation clainms and § 502(d) objections to clains based on
avoi dability under § 544. 7
11

In light of the foregoing analysis, the court will grant in
part and deny in part the defendants’ notions to dismss. As
Count | is the only count |evied agai nst Susan Engel hard and the
court has concluded that it fails to state a clai magainst her,
the court will dismss the Second Arended Conplaint in its
entirety with respect to her. Finally, the court will stay Count
Il with respect to Melvin Redman unl ess and until Al berts
successfully noves for relief fromthe automatic stay in Redman’s
bankrupt cy case.

An order foll ows.

 Count XIIl is not limted to conveyances avoi ded under
8 548, but Counts I X and Xl already seek recovery of conveyances
avoi ded under 8§ 544. Accordingly, Count X Il will be dismssed
as surplusage to the extent it addresses conveyances avoi ded
under 8§ 544.

“ Simlarly, Alberts’s clains for equitable subordination
and di sal | owance under § 502(d) are unaffected by the affirmative
defense of in pari delicto; however, objections to clains in
Counts XIV and XV based solely on the Law Firm Def endant s’
al l eged mal practice will be dism ssed.
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[ Signed and dat ed above. ]

Copies to: Al counsel of record.
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