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Third Circuit Holds Creditors’

Committee Has Standing to Pursue
“Deepening Insolvency” Claim, but
Dismisses Case

by Michael McLaughlin

n October 9, 2001, the

Third Circuit Court of

Appeals, in a two to one

decision in Official Com-
mittee Of Unsecured Creditors v,
R.E Lafferty & Company, Inc., held
that a creditors’ committee had
standing to pursue a “deepening
insolvency” claim on behalf of
debtor corporations, but that the
defense of in pari delicto barred
the committee vested with legal sta-
tus identical to the debtor from pur-
suit of these claims.' In the R.F Laf-
Jerty case, a creditors’ committee
was authorized by a stipulation to
assert claims against third-party pro-
fessionals who had been hired by
two debtors in the lease financing
business for their actions in
enabling the debtors to orchestrate
a Ponzi scheme.?

A major contention set forth in
the creditors’ committee complaint
was a deepening insolvency claim
that the Shapiro family and its chief
instigator, William Shapiro, caused
entities known as Walnut Equipment
Leasing Company, Inc. and its wholly
owned subsidiary, Equipment Leas-
ing Corporation of America (ELCOA)
to issue fraudulent debt certificates
that were in turn purchased by indi-
vidual investors. The debtors were
alleged to have fraudulently regis-
tered debt certificates while insol-
vent with no intent or ability to
repay investors. The companies,

heavily burdened by the debt creat-
ed by the fraudulent scheme, resort-
ed to Chapter 11 filings,

The creditors’ committee’s law-
suit was filed in the district court,
and raised claims for violation of
federal securities law, along with
numerous state law causes of
action including fraud, negligence,
misrepresentation, mismanage-
ment, and breach of fiduciary.* The
district court severed the commit-
tee’s claims against two entities,
Cogan Sklar LLP, the former
accounting firm for Walnut and
ELCOA, and R.E Lafferty & Compa-
ny, Inc., the underwriters whose
professional opinions served as a
pre-requisite for recognition of the
public offering of stock sold by
the debtor entities.

Cogan was alleged to have issued
audit reports on the debtors that
knowingly or recklessly misrepre-
sented the debtor’s financial status,
The committee complaint alleged
Lafferty, as a qualified independent
underwriter, failed to undertake suf-
ficient due diligence of the debtors’
financial position in rendering their
fairness opinion.

The R.E Lafferty decision in the
Third Circuit, while affirming the
district court’s decision, left inno-
cent creditors with no remedy
against entities whose role was
essential to initiate and perpetuate
the fraud and the Ponzi scheme.

The issues discussed in the dis-
trict court opinion’ were raised
before the court in the context of a
motion to dismiss a complaint of
the creditors’ committee by 16
defendants who were joined in the
action.® Essentially, the district
court case, with the exception of a
single federal securities law count
in the complaint, alleged only state
law claims on behalf of the debtors.
The essence of the deepening insol-
vency claim was defined by the
court as follows:

In other words, the committee alleges
an injury to the debtor’s corporate
property from the fraudulent expan-
sion of corporate debt and prolonga-
tion of corporate life. This type of
injury has been referred to as ‘deep-
ening insolvency.”®

The Third Circuit was required
to éxamine whether a cause of
action under deepening insolvency
would be recognized by the Penn-
sylvania Supreme Court and may
give rise to a cognizable injury.’ The
essence of a deepening insolvency
claim is that a company, by incur-
ring debt rather than dissolving
itself in a timely manner, can dam-
age the corporate body through
increased liability to creditors.
Shareholders, had they been aware
of the corporate insolvency, may
have chosen to exercise a right to
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dissolve the company in order to
mitigate any losses. The Third Cir-
cuit, explaining the legal theory,
stated “prolonging an insolvent cor-
poration’s life through bad debt
may cause a dissipation of corpo-
rate assets.”®

GENERAL FACTUAL BACKGROUND
ON DEBTOR ENTITIES AND PONZI
SCHEME

In order to understand the caus-
es of action that arose as a result of
the operation of the insolvent enti-
ties Walnut and ELCOA, that were
central to the Ponzi scheme, it is
necessary to review the inter-rela-
tionship of companies under the
dominion and control of the
Shapiro family. Both Walnut and
ELCOA were part of a network of
businesses owned and controlled
by William Shapiro and the Shapiro
family. Once Walnut ran into finan-
cial difficulties and needed to raise
working capital, ELCOA, a limited
purpose financing subsidiary, was
formed to sell “debt securities
through a new company with a
clean financial picture”® ELCOA
was organized solely to acquire
leases from Walnut and then to sell
debt certificates to raise funds for
the benefit of Walnut, The contin-
ued issuance of debt securities,
while Shapiro and their companies
siphoned salarics and fees, exacer-
bated the financial position of the
insolvent entities, Ultimately, the
Ponzi scheme collapsed, causing
substantial losses to numerous
investors.

The Shapiros, without the assis-
tance of their third-party profes-
sionals, R.E Lafferty & Company,
Inc., whose written opinion was
necessary to register the public
offering, would have been unable
to operate the fraudulent scheme,
The misrepresentation of ELCOA’s
and Walnut’s financial position nec-
essary to register the public offer-
ings gave rise to numerous state
law and one federal cause of action
raised by the creditors’ committee,
ELCOA was a wholly owned sub-
sidiary of Walnut who provided the

Platform to sell securities through
a new company with a clean finan-
cial picture. Walnut was unable to
sell its debt certificates because of
its financial problems.The opinions
of R.E Lafferty were alleged to con-
tain “multiple fraudulent misstate-
ments and material omissions con-
cerning Walnut and ELCOA’s finan-
cial statements.”’®

Upon filing of the Chapter 11
petitions, the debtor’s manage-
ment, including the Shapiro family
and various entities under their
control, were removed, Under 11
U.S.C. 1102, a creditors’ committee
was formed, Approximately a year
and a half after the bankruptcy
petition was filed, the committee
was authorized by stipulation to
commence litigation on behalf of
the debtor estates. The stipulation
empowered the committee by its
express terms with all legal attrib-
utes of a bankruptcy trustee.! The
case was commenced against the
debtor’s officers, directors, affiliat-
ed companies, outside profession-
als and certain directors who were
alleged to have breached their
fiduciary duties to oversee their
debtors’ affairs.

All defendants, with the excep-
tion of one individual who had
defaulted, moved to dismiss the
committees’ amended complaint
and for summary judgment. The dis-
trict court dismissed claims against
outside professionals, Cogan and
defendant R.E Lafferty, holding that
the creditors’ committee lacked
standing because the equitable doc-
trine of in pari delicto barred the
claim. The motion to dismiss with
respect to other defendants was
denied on the grounds that the
defense did not bar claims against
corporate insiders."”” The commit-
tees’ claims against Cogan and Laf
ferty were severed, and Cogan set-
tled its claims.

Simply stated, the equitable doc-
trine of in pari delicto prevents a
plaintiff from asserting claims
against a defendant if the plaintiff
bears some fault for the claim. In
Lafferty, the creditors’ committee

stepped into the shoes of the
Walnut and ELCOA corporations.
The committee was then tainted
with the same knowledge as the
Shapiros and other insiders who
had instigated the fraud in the first
instance.

Application of the in pari delic-
to doctrine required the court to
impute the conduct of the Shapiro
family and the debtors to the com-
mittee who had, by written stipula-
tion, acquired all legal attributes of
the debtor.™

LEGAL ANALYSI5 OF STANDING
ISSUE BY THIRD CIRCUIT COURT OF
APPEALS

In adjudicating the standing of
the creditors’ committee, under
Article III of the Constitution, the
district court, in its preliminary dis-
cussion of the parties standing to
proceed with the lawsuit, consid-
cred the equitable defense of in
pari delicto. The Third Circuit Court
of Appeals concluded that the
standing analysis does not “include
an analysis of equitable defenses,
such as in pari delicto.”"" The court
reviewed the general proposition
that standing requires a “distinct
and palpable injury” Appellant Laf-
ferty had argued to the district
court unsuccessfully that a bank-
ruptcy trustee had no standing to
assert claims on behalf of an estate’s
creditors as held by the U.S.
Supreme Court in Caplan v. Marine
Midland Grace Trust Company.'
This argument was rejected by the
district court.

At the early stage in a case adju-
dicating a motion to distniss, the
court drew a distinction hetween
the injuries suffered by creditors,
i.e. the purchasers of debtor certifi-
cates, and the debtor as separate
legal injuries. Appellant Lafferty
argued that injuries suffered by
claimants as victims of a Ponzi
scheme belong only to creditors.
However, the court concluded the
committee’s injuries could be con-
sidered separate and distinct.

The committee’s complaint
alleged the debtors had wrongfully
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expanded their debt out of
proportion with their ability to
repay creditors. This scheme ulti-
mately caused the debtors to seek
bankruptcy protection. The court
did not believe the committee was
attempting to recover for injuries to
creditors.

In discussing under Pennsylvania
state law that the committee could
assert a separate claim than that of
creditors, the court stated “a corpo-
ration can suffer an injury onto itself,
and any claim it asserts to recover
for that injury is independent and
separate from the claims of share-
holders, creditors and others.'

The court then shifted its analysis
to whether Pennsylvania state law
recognizes the legal theory of deep-
ening insolvency, and whether the
injury sustained by the creditors’
committee was illusory which
would not meet the prudential
requirement of the standing analysis.
The court, predicting Pennsylvania's
Supreme Court ruling, if confronted
with the issue, concluded the deep-
ening insolvency claims gave rise to
cognizable injuries that were not
illusory. The court examined cases
outside the jurisdiction’ recognizing
the deepening insolvency theory,
but also discussed in its opinion the
basic legal maxim under common
law that where a legal injury arises,
the law provides a remedy.

In considering the issue of
whether the injury to the debtor
was illusory, the Third Circuit
boiled appellant lLafferty’s argu-
ment down to a request to invoke
the “piercing the corporate veil”
doctrine, treating the shareholders
of ELCOA and Walnut as identical
for the purpose of suit.'"® The court
believed that Walnut's corporate
existence could not be ignored,
thus the purported injury to the
debtors was not illusory."

APPLICATION OF /N PARI DELICTO
EQUITABLE DEFENSE AS AN
AFFIRMATIVE DEFENSE AGAINST THE
COMMITTEE’S CLAIMS

Having resolved the standing
question in favor of the creditors’

commiittee, the court moved to con-
sideration of the in pari delicto
affirmative defense. Application of
the defense necessitated that the
court impute the Shapiro control-
ling entities” conduct of the
debtors, Walnut and ELCOA, to the
creditors’ committee, who under
the stipulation authorized in the lit-
igation acquired the legal attributes
of the debtor. The court believed
that the committee’s argument that
the in pari deticto defense would
produce an inequitable result
required the resolution of two relat-
ed questions. These were:

First, we must decide whether in eval-
uating a claim brought by a bankrupt-
cy trustee, a court of law may consid-
er post-petition events that may
affect an equitable doctrine such as in
pari delicto. Second, we must decide
whether in light of our answer to the
first question the Shapiro family's
conduct should in fact be imputed to
the debtors, such that the doctrine of
in pari delicto bars the committee’s
claims.®

In undertaking the analysis on
these two claims, the court looked
to the explicit language of 11
U.5.C. 541 that requires a court to
evaluate defenses that exist at the
commencement of the bankruptcy.
Based upon the plain language of
541, the court rejected the commit-
tee’s argument that the post-peti-
tion events including the removal
of the Shapiro family and co-con-
spirators from the debtor’s man-
agement, and the status of the com-
mittee as a blameless successor
should play a role in the analysis of
the in pari delicto defense. Thus,
the court found the bankruptcy
estate and the creditors’ committee
succeeded only to the rights pos-
sessed by the debtor as of the date
of the filing of the Chapter 11
bankruptcy petitions.

The court examined the 10th
Circuit opinion In re Hedged
Investments Associates, Inc.?
in which the court held that in
pari delicto defense barred a

bankruptcy trustee’s suit against
an investor to recover funds
received by that investor in
excess of their contribution. The
Hedged Investments case also
involved a Ponzi scheme where
one individual, through a solely
owned corporation and several
limited partnerships, drove these
entities into bankruptcy. Claims
were brought by the debtors
against third-party investors who
profited from the Ponzi scheme.
The court held that the rights of
the trustee could not achieve any
higher status than those pos-
sessed by the debtor. The court
also cited recent opinions of the
Second Circuit Court of Appeals
and the Sixth Circuit Court of
Appeals that have applied the in
pari delicto doctrine to Dbar
claims of a bankruptcy trustee
who held the same legal status as
the debtor and did not take into
consideration the trustee’s status
as an innocent successor.”?

IMPUTATION OF SHAPIRO FAMILY
CONDUCT TO DEBTORS UNDER /N
PAR! DELICTO TO BAR COMMITTEE’S
CLAIMS

The Third Circuit’s analysis of
whether the Shapiro family’s mis-
conduct should be imputed to
debtors ELCOA and Walnut, and
hence to the creditors’ committee,
applied the substantive state law
of Pennsylvania. Citing precedent
from prior Third Circuit and dis-
trict court opinions from Pennsyl-
vania, imputation or the fraud of
an officer to the corporation will
occur when; (1) the actions occur
in the course of employment, and
(2) the actions are for the benefit
of the corporation.™ Next, the spe-
cific allegations of the creditors’
committee complaint were exam-
ined, including the core allegation
that the Shapiros’ conduct perpet-
uated their fraudulent scheme
through affiliated companies,
including ELCOA and Walnut.

The court had little difficulty
concluding that the first part of
the imputation test was satisfied.
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In  examining whether the
Shapiros’ conduct was for the
benefit of the ELCOA and Walnut
corporations, the court next under-
took an analysis of the adverse
interest exception. The court
explained “under this exception,
fraudulent conduct will not be
imputed if the officers’ interest[s]
were adverse to the corporation
and ‘not for the benefit of the cor-
poration.””* The committee argued
that the Shapiros’ actions were not
for the benefit of the debtors, and
thus their conduct should not be
imputed to the corporations.

Analysis of the adverse interest
exception to the imputation test
to determine whether an individ-
ual’s conduct was for the benefit
of the corporation also contains
another exception — the sole
actor exception.® The sole actor
exception has as its rationale that
“the sole agent has no one to
whom he can impart his knowl-
edge, or from whom he can con-
ceal it, that the corporation must
bear the responsibility for allow-
ing an agent to act without
accountability.”#

In examining the corporate
structure of ELCOA and Walnut,
William Shapiro was the sole share-
holder for both corporations. The
Third Circuit applied the sole actor
exception in its adverse interest
analysis since the domination of
both entities and the control
asserted by Shapiro justified appli-
cation of the sole actor exception.
The court rejected the commit-
tee’s argument that some of the
debtor’s directors did not partici-
pate in, and were innocent of, any
fraudulent conduct.” The court
cited the lack of any connection to
be fraud, and the possible exis-
tence of an independent director
did not change the Shapiros’
dominion and control of the
debtor corporations.®™ In conclu-
sion, the court had little difficulty
imputing the fraudulent conduct
of the Shapiros to ELCOA and Wal-
nut that fatally barred the commit-
tee who had acquired the standing

of the debtors from asserting their
claims against Lafferty.*

DISSENT OF JUSTICE COWEN

In a separate dissent, Justice
Cowen indicated that he agreed
with the outcome reached by the
majority, that a creditors’ commit-
tee had standing to sue. Nonethe-
less, Justice Cowen believed the
reasoning of the majority opinion
improperly interpreted the Bank-
ruptcy Code, resulting in a loss of
recovery for innocent creditors
that would insulate those with civil
liability from their fraud.* Justice
Cowen looked to the definition of
in pari delicto in Black’s Law Dic-
tionary and quoted the definition
as “a plaintiff who has participated
in wrongdoing may not recover
damages resulting from the wrong-
doing.*" Justice Cowen looked to
the policy reasons of an equitable
doctrine, which is to avoid the
injustice created by overly inflexi-
ble rules. Further policy considera-
tions discussed in the dissent
include the problem that those
individuals who facilitated the
fraud and professional misconduct
will go unpunished, while their vic-
tims recover nothing.

In applying the equitable doc-
trine of in pari delicto, Justice
Cowen states

an equitable doctrine like in pari delic-
to is highly sensitive to the facts and
readily adapted to achieve equitable
results. What is sufficient to satisfy the
doctrine in other words, need not be
parsed like a statute®

The dissent disagrees with the
hard and fast rule set forth by the
majority, that a trustee is restricted
to the debtor’s causes of action and
subject to the same defenses as the
debtor, with no consideration of
post-petition events in evaluating
the causes of action and defenses.

CONCLUSION

The R. E Lafferty & Company,
Inc. case holding, despite its in-
depth reasoning and legal conclu-

sions based on precedent, left the
committee frustrated in its ability
to recover losses suffered by the
debtor corporations caused by its
culpable professionals. This is a
case where the strong language in
the dissent by Justice Cowen -
that the majority’s decision “need-
lessly thwarts recovery for inno-
cent creditors to insulate those
from civil liability those to help
perpetrate fraud” — has particular
resonance.® The object lesson of
the opinion is that prior to under-
taking the time and expense to ini-
tiate complex litigation, a full
analysis of the potential plaintiff's
standing, and the in pari delicto
defense, must be carefully evaluat-
ed. W
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