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The court sua sponte raised the issue of the plaintiff’ s sanding at the uly 27, 2005 hearing.* The
parties submitted post-hearing briefs and the defendant filed amotionto dismissfor lack of standing.® The
defendants have previoudy argued the sanding issue to the digtrict court. See Didtrict Court’s June 20,
2002 Order Regarding Pending Motions and Order of Stay Pending Arhbitration fo Debtor Clams, Civil
ActionNo. SA-01-CA-583-FB (“June 20,2002 Order”). Becausereevant caselaw hasdevel oped after
the district court’s June 20, 2002 Order, the court submits this report and recommendation.*

Report

The plaintiff’ scause of action is knowing participation in breaches of fiduciary duties. The plaintiff
successfully argued in the summary-judgment context that the fiduciary duties are based on the zone-of -
insolvency theory and the broker-client relationship. See Doc. # 201 (memorandum opinion on
defendants mations for summary judgment). The defendants now move to dismissthe plaintiff’ szone-of -
insolvency cause of action. The defendants argue that the plaintiff does not have standing to assert that the

zone-of-insolvency cause of action. Doc. # 268 at 8-10.°

! Standing is an essentid component of federa subject-matter jurisdiction. U.S. v. Hays, 515
U.S. 737, 742 (1995); Sample v. Morrison, 406 F.3d 310, 312 (5th Cir. 2005). Federa courts may
rase the issue of subject-matter jurisdiction suasponte. Grupo Dataflux v. Atlas Global Group,
L.P., 541 U.S. 567, 593 (2004).

2Docs. # 267, # 273, and # 274.
3 Doc. # 268, which is the same document as Doc. # 267.

4 See Didrict Court's March 9, 2004 Order Referring All Pre-Trid Matters to the Bankruptcy
Court, Civil Action No. SA-01-CA-583-FB.

®> When deciding a Rule 12(b)(1) motion, the court “accept[s] as true [the plaintiff’' ]
uncontroverted alegations, and resolve[g] in [the plaintiff’s| favor dl conflicts between the facts
contained in the parties affidavits and other documentation.” Nuovo Pignone, SpA v. Storman Asia
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According to bankruptcy courts in Texas, the zone-of-insolvency theory states that when a
corporation enters the zone or vicinity of insolvency, the fiduciary duty of directors and officers shifts or
expandstothecorporation’ screditors. See Weaver v. Kellogg, 216 B.R. 563, 583-84 (S.D. Tex. 1997)
(“expands’)®; In re Brentwood Lexford Partners, LLC, 292 B.R. 255, 272-73 (Bankr.N.D. Tex. 2003)
(“shifts’). Weaver and Brentwood ultimatdy rely onasemind Delaware Chancery case, Credit Lyonnais
Bank Nederland, N.V. v. MGM-Pathe Communications Co., 1991 WL 277613 at * 34 n.55 (Dd. Ch.
Dec. 30, 1991).” The Delaware Chancery court recently acknowledged that courts have read Credit
Lyonnais“asauthorizing creditorsto chdlenge directors busnessjudgments as breaches of fiduciary duty
owed to them [the creditors].” Production Resources Group, L.L.C. v. NCT Group, Inc., 863 A.2d
772, 789 n.55 (Del. Ch. 2004) (pointing to Weaver). According to the Production Resources court,
that reading of Credit Lyonnais is wrong. Creditors may assert breaches of that duty when the
corporation isin the zone of insolvency, but the fiduciary duty is dways owed to the corporation. 1d. at
789-92. Thecreditors causeof actionisthereforederivetive. Inthewordsof theProduction Resources
court:

[T]he transformation of a creditor into aresidua owner does not change the nature of the

harm in atypica damfor breach of fiduciary duty by corporate directors. . . . Thefirm's

insolvency smply makes the creditors the principa congtituency injured by any fiduciary
breaches that diminish the firm’'svaue and logicaly gives them standing to pursue these

M/V, 310 F.3d 374, 378 (5th Cir. 2002) (interna quotation marks omitted).

6 “[1]t appears that under both Delaware and Texas law, corporate insiders.. . . may have a
fiduciary duty to the corporation’s creditors [in the zone of insolvency].” (emphasis added).

" See Weaver, 216 B.R. at 583 (citing Credit Lyonnais); and Brentwood, 292 B.R. at 272
(cting In re Hechinger Inv. Co. of Del., 280 B.R. 90, 92 (D. Ddl. 2002), which in turn cites Credit
Lyonnais).
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cdamsto rectify that injury. . . . [T]he dam againg the director isill one belong to the
corporation.

Id. at 792. Thisunderstanding of the zone-of-insolvency theory —that any breach-of-fiduciary-duty cause
of action brought by creditors is necessarily derivative — has been reaffirmed by courts looking at New
York and Tennessee state law. Seelnrel Successor Corp., 321 B.R. 640, 660 n.6 (Bankr. S.D.N.Y.
2005); In re Adelphia Communications Corp., 323 B.R. 345, 386 n.140 (Bankr. S.D.N.Y. 2005); In
re Del-Met Corp., 322 B.R. 781, 817-818 (Bankr. M.D. Tenn. 2005). Under Production Resources
gpproach, the plaintiff in our case would not have standing to assert the zone-of-insolvency dam. The
Chapter 11 Trusteewould be the proper party to bring that daim, and it alreadylogtitsdams inarbitration.
See Doc. # 268, Exh. K.

The Fifth Circuit hasnot had the opportunity to directly address the standing questioninthe zone-
of-insolvency context, and the relevant Ffth Circuit case law is muddled. In Carrieri v. Jobs.com, the
Fifth Circuit stated in dicta that “[o]fficersand directorsthat are aware that the corporation isinsolvent, or
within the * zone of insolvency’ asin this case, have expanded fiduciary duties to include the creditors of
the corporation.” See Carrieri v. Jobs.com Inc., 393 F.3d 508, 534 n.24 (5th Cir. 2004) (emphesis
added; citing Weaver with approva). Eventhough Carrieri was decided after Production Resour ces,
Carrieri does not mention Production Resour ces.

Putting asdethe question of what it means for officers and directors to owe fiduciary dutiesto the

corporation’s creditors,® the Fifth Circuit’ s use of the word “ expanded” remains problematic. Doesit mean

8 For example, if the best course of action for creditors isto liquidate the corporation, would it
be a breach of fiduciary duty to not liquidate? Several courts have stated that directors do not have a
duty to liquidate in the zone of insolvency. See In re Ben Franklin Retail Sores, Inc., 2000 WL
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that it rejected Brentwood's framework in which the fiduciary duty is shifted to creditors, instead of
expanding to indudecreditors? If so, that would imply that a debtor-corporation’ s officersand directors
owefiduciary dutiesto boththe corporationand the corporation’s creditors. If fiduciary duties are owed
to the corporation and the corporation’s creditors, does that meanboth the trustee and the creditors have
standing to bring breach-of-fiduciary-duty causes of action? Orisit ill a cause of action that the trustee
has exclusve standing to assert?

Ffth Circuit case law before Carrieri suggests that the trustee has exdusve standing. In
Schimmel penninck, the Fifth Circuit set out three kinds of actions: (1) actions by the estate that belong to
the estate; (2) actions by individud creditors asserting a generdized injury to the debtor’ s estate, which
ultimatdly affectsdl creditors, and (3) actions by individud creditorsthat affect only that creditor persondly.
The trustee has standing to assert the first two types of clams, and the creditor has standing to assert the
third. Inre Schimmelpenninck, 183 F.3d 347, 360 (5th Cir. 1999). It would beastrangeresultif, when
the beneficiaries of the fiduciary duty expands from the debtor-corporation to include creditors, a breach
of that expanded fiduciary duty is somehow morphed into a cause of action that affectsonly one creditor
(or aparticular group of creditors). This suggests that breach of (expanded) fiduciary duty would not fdl
inthe third category, whichmeans the trustee has excdlusve standing to assert the zone-of-insolvency cause

of action.®

28266 at *3 (N.D. Ill. Jan. 12, 2000); In re RSL COM Primecall, Inc., 2003 WL 22989669 at * 8
(Bankr. S.D.N.Y. Dec. 11, 2003).

° The plaintiff’s poor choice of wordsin describing his damages modes does not help his
argument: “[the plaintiff] has two dternative damages modds (i) generalized harm damages
representing 11 fraudulent transactions involving approximately $21.9 million, wherein monies were
wired out from IGS but provided no benefit to IGSIWG,; and (ii) individud investor losses. . .." Doc.

-5-



TheFifth Circuit has dso explained that the * genera bankruptcy policy of ensuring that dl amilary-
Stuated creditors are treated fairly requires that the trustee have the first opportunity to pursue estate
actions without interference from individud creditors” In re Educators Group Health Trust, 25 F.3d
1281, 1284 (5th Cir. 1994) (internd quotations omitted), citing In re SI. Acquisition, Inc., 817 F.2d
1142, 1153-54 (5th Cir. 1987). Allowing creditors and the trustee standing to assert a breach of
(expanded) fiduciary duty violates that generd bankruptcy policy.

Of course, amply because it may be difficult to undersand how the dicta in Carrieri fits
andyticaly with prior Ffth Circuit case law does not mean that the Fifth Circuit would necessarily regect
that dictawhen directly confronting the sanding questioninthe zone-of-insolvency context. Nor does the
possibility that the Fifth Circuit misread the Delaware Chancery Court cases necessarily mean that it dso
misread Texas |law.

The Fifth Circuit used the word “expanded” intentiondly. See Carrieri, 393 F.3d a 534 n.24
(citing two cases that also use the word “expanded”). That terminology presumes afiduciary duty owed
directly to creditors, abreach of whichcreditorswould possessadirect action. Lower courtscannot lightly
ignore dicta at the circuit leved. See Van Blaricomv. Forscht, 511 F.2d 615, 618 (5th Cir. 1975).
Recommendation

Thedigrict court should find that the plaintiff has standing under current Fifth Circuit case law, and

# 264 a 20 (emphasis added). The plaintiff’ s first damages modd sounds suspicioudly like the sort of
damages that one would seek in asserting a fraudulent-transfer cause of action, which is the type of
action that belongs to the estate. See In re Educators Group Health Trust, 25 F.3d 1281, 1285 (5th
Cir. 1994).
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deny the defendants’ motion to dismiss for lack of standing.*®

HH#t#

10 |f the district court decides that the plaintiff does not have standing to assert his zone-of -
insolvency dam, the plaintiff will have one remaining cause of action: knowing participation in breach of
fiduciary duty, the source of duty being the broker-client relaionship.
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