Portfolio Media. Inc. | 860 Broadway, 6th Floor | New York, NY 10003 | www.law360.com
Phone: +1 646 783 7100 | Fax: +1 646 783 7161 | customerservice@law360.com

Defending Malpractice Claims Against A Trustee Or Receiver
Law360, New York (November 25, 2015, 11:00 AM ET) --

Defending a law firm, accounting firm or other professional against a malpractice
suit can be complicated enough, but when a former client is insolvent or has
declared bankruptcy and is under the control of a receiver or trustee, there are a
number of substantive and procedural wrinkles that may further complicate the
defense. If the bankruptcy is a Chapter 7 filing, a trustee will be appointed. If the
bankruptcy is a Chapter 11 filing, a trustee may be appointed or the company may
continue to operate as a debtor in possession. In other circumstances, a receiver
may be appointed.[1] The type of proceeding can affect the course of the litigation
and the defenses that are available.

Thomas G. Ward

Discovery in the Bankruptcy Context

Litigators who are called upon to defend a professional in a malpractice case involving a client in
bankruptcy should be cognizant that the professional may be subject to discovery more than once. Most
notably, Rule 2004 of the Bankruptcy Code authorizes pre-lawsuit discovery to be taken from practically
any party with a connection to the bankrupt entity. Rule 2004 allows any interested party, including the
debtor, trustee or creditors committee, to issue subpoenas for documents and oral testimony.[2] As
long as the Rule 2004 examination request relates to the property, liabilities or financial condition of the
debtor, it is likely to be allowed.[3] In a Chapter 11 case where the claims and dollar amounts at issue
may be substantial, the bankruptcy court can also appoint an examiner to take evidence and identify
potential claims. If fraud played a part in the downfall of the client, professionals who provided services
to the now-bankrupt entity are likely to come under scrutiny during this process as potential sources of
recovery.

Adversary Proceedings and Other Actions

Following Rule 2004 discovery or the issuance by an examiner of a report detailing the results of its
investigation and identifying potential targets for future litigation, former professionals who
represented the bankrupt entity may find themselves on the receiving end of adversary proceedings in
bankruptcy court or other state or federal litigation outside of the bankruptcy court.

Such claims are often brought by litigation trusts, which may be set up in the bankruptcy plan of
liguidation or reorganization to pursue claims that were owned by the estate for the benefit of
creditors. The bankruptcy plan, implementing documents (such as litigation trust agreements) and
confirmation order generally provide the authority for the litigation trust to pursue claims formerly held
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by the debtor, including against professionals. It is important to carefully review those documents to
understand the powers and standing of a trust to pursue such claims, who is controlling the trust, and
who the beneficiaries of the trust will be.

There are considerations specific to the receivership or trustee contexts that make defending
professionals more difficult. First, if the company’s management has been replaced by a receiver or
trustee, any goodwill that existed during the course of the professional relationship almost certainly will
be gone. The receiver or trustee will view himself as responsible for maximizing the recovery on any
claims, not for maintaining good relationships with the company’s former professionals, especially if the
company is to be liquidated.[4]

Second, in the case of law firm defendants, the receiver or trustee steps into the shoes of the client and
therefore controls the attorney-client privilege, at least for pre-bankruptcy communications.[5] A
receiver or trustee may have little incentive to protect the attorney-client privilege and may not hesitate
to affirmatively and publicly quote statements by its former professionals that it will seek to spin to its
advantage. The potential privilege-waiver consequences that may ordinarily deter a client from suing its
lawyers are much less relevant once the claims are owned by a receiver or trustee.

The In Pari Delicto Defense in the Insolvency Context

In defending against a trustee or receiver claim, a number of defenses may be investigated, including in
pari delicto, contributory fault, statutes of limitations and causation.

The application of in pari delicto in the receiver or trustee context is particularly important to
understand as professional defendants rely heavily on that defense to resist claims brought by a former
client — or by a litigation trust to whom the former client’s claims have been assigned. In pari delicto
means, in short, that one cannot recover from another when one is equally or more at fault. Thus, if the
former client is alleged to have engaged in fraud, in pari delicto can be a powerful defense for the
professional.

Receivers — as opposed to bankruptcy trustees — have sometimes succeeded in defeating the
imposition of in pari delicto by arguing that they are “innocent successors,” especially when pursuing
actions for fraudulent or preferential transfers, and so should not be bound by the prior wrongdoing of
the defunct corporation. For example, in Scholes v. Lehmann, 56 F.3d 750, 754-55 (7th Cir. 1995), the
Seventh Circuit held in a fraudulent transfer case that “the defense of in pari delicto loses its sting when
the person who is in pari delicto is eliminated.” The Scholes court colorfully compared corporations
engaged in malfeasance to “evil zombies,” as to whom in pari delicto no longer should apply once the
corporation is “[f]reed from [the] spell” of the wrongdoers in management. Id. at 754.

Likewise, in another receiver case, Janvey v. Democratic Senatorial Campaign Committee Inc., 712 F.3d
185, 190-92 (5th Cir. 2013), the Fifth Circuit, applying Scholes, held that the conduct of the wrongdoers
would not be attributed to the company, freeing the receiver to pursue alleged fraudulent transfers
without being subject to in pari delicto. In these cases, courts expressed reluctance to hold a corporate
entity responsible for the wrongdoing of its former management when doing so would harm creditors
who had not engaged in such conduct.[6]

Notably, some courts — including the Seventh Circuit — have held or suggested that the “innocent
successor” exception in the receivership context should be applied only to claims involving fraudulent
transfers. Peterson v. McGladrey & Pullen LLP, 676 F.3d 594, 596 (7th Cir. 2012). Other courts, however,



have suggested that in pari delicto does not apply to receivers as a general matter, even outside the
fraudulent or preferential transfer context.[7]

In the bankruptcy trustee context, in contrast, courts have widely accepted the in pari delicto defense,
and rejected the innocent successor argument, at least where the claims at issue are state law tort
claims where in pari delicto ordinarily would apply.[8] Courts frequently reason that because, under §
541 of the Bankruptcy Code, the bankruptcy estate owns the property (including claims) of the debtor,
those claims in the hands of a trustee are coextensive with the claims that the debtor corporation could
have pursued. As such, courts find such claims to be subject to defenses such as in pari delicto. Official
Comm. of Unsecured Creditors v. R.F. Lafferty & Co., 267 F.3d 340, 355-58 (3d Cir. 2001) (rejecting
“innocent successor” argument pursuant to Bankruptcy Code § 541).

Even the Seventh Circuit, which decided the leading innocent successor case in the receivership context,
found that claims by bankruptcy trustees are different and that in pari delicto is available in response to
such claims to the extent available under state law for state law tort claims. Peterson, 676 F.3d at 599.
Note, however, that where the bankruptcy trustee is pursuing fraudulent transfer, preference or other
claims created by the Bankruptcy Code, a number of courts have held that in pari delicto does not

apply.[9]

A number of courts have expressly distinguished between receivers and bankruptcy trustees in terms of
the applicability of the innocent successor rule.[10] However, practitioners should be aware that there
are some cases that tend to lump together the two categories of successor entities in a way that may
result in uncertainty as to the availability of the in pari delicto defense.[11]

Thus, in evaluating the availability of the important in pari delicto defense, practitioners should be
aware of the distinction that courts draw (or don’t) between receivership and trustee cases, and also
that courts may distinguish between claims based on state tort law, as opposed to claims created by the
Bankruptcy Code or that implicate preferential distributions among creditors.

Defenses Specific to the Bankruptcy Context

In addition to the in pari delicto defense, practitioners should also know that there are a number of
potential defenses with unique application in the bankruptcy context that may help their clients.

First, the doctrine of judicial estoppel may bar pursuit of unscheduled or undisclosed claims. As part of a
bankruptcy case, a debtor must file a “schedule of assets and liabilities.”[12] Claims against third parties
must be listed on the schedule.[13] In addition, debtors in Chapter 11 bankruptcy cases are required to
file a “disclosure statement” that describes the estate’s assets.[14] The schedule and disclosure
statement are representations to the court that certain assets do and do not exist. The debtor obtains a
discharge in bankruptcy or confirmation of a plan based in part on those representations. Thus, if the
debtor, trustee or post-confirmation entity (such as a reorganized debtor or liquidating trust) brings a
claim that was not properly scheduled and disclosed, the court may find that claim barred by judicial
estoppel.[15]

Second, there may be defenses based on res judicata. A Chapter 11 bankruptcy ultimately results in the
bankruptcy court’s confirmation of a plan of reorganization or a plan of liquidation. That plan binds
interested parties to the bankruptcy.[16] Courts have held that if a matter is settled in the plan, a party
to the bankruptcy is barred from subsequently relitigating those matters.[17] Therefore, in defending
against suits following the confirmation of a bankruptcy plan, it is important to read the plan carefully to



see if an action or claim conflicts with the plan or another court order, was properly assigned to the
trust or other entity bringing it, or has been brought in the correct forum.[18]

Finally, bankruptcy plans may contain releases or exculpation provisions to facilitate confirmation of a
plan. Such provisions may run to the benefit of the professionals and provide finality. Plan exculpation
provisions are often included to protect the professionals retained to serve the bankruptcy estate and
successor entities, and thus may be limited to decisions or conduct occurring during the bankruptcy.
Release provisions, however, often sweep more broadly. These provisions should be reviewed carefully
to determine whether they provide defenses because they may be binding against the party pursuing
the claim.[19]

Conclusion

Litigating against receivers and trustees involves consideration of issues different from those in a
standard professional liability case. For example, there are lines of cases that may limit the availability of
certain defenses like in pari delicto, particularly in the receivership context. And practitioners should be
alert to the fact that there are other defenses — such as those provided in and arising from the
bankruptcy plan and disclosure schedules — that are unique when dealing with bankrupt or insolvent
entities. In defending against malpractice claims in the bankruptcy and receivership contexts, it is thus
important to research and review the availability and limitations on these types of defenses.
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