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UNI TED STATES BANKRUPTCY COURT

NORTHERN DI STRI CT OF CALI FORNI A

MORPHEUS LI GHTS, | NC.

Debt or .

VARI ABLE- PARAMETER FI XTURE
DEVELOPMENT CORPORATI ON,

Pl aintiff,
VS.
COVERI CA BANK- CALI FORNI A, a
corporation, and PETER
DALTON,
an i ndi vi dual ,
Def endant .
| . | NTRODUCTI| ON
Before the court is Defendant

Case No. 96-54222-JRG

Chapter 11

Adversary No. 98-5089

ORDER GRANTI NG COMERI CA’ S
MOTI ON TO DI SM SS CLAI M5 FOR
EQUI TABLE SUBORDI NATI ON AND
CONSPI RACY TO BREACH

FI DUCI ARY DUTY AND DENYI NG
MOTI ON TO DI SM SS CLAI M FOR
UNFAI R COVPETI TI ON

Conerica-Bank California's

Motion to Dismss the Conplaint filed by Plaintiff Variable-

Par anet er

Vari abl e, a general

! The hearing was held concurrently with Peter Dalton's notion to dismss.

Fi xture Devel opnent Corporation.?

unsecured creditor

On March 6, 1998,

of the debtor in

Bot h

noti ons were taken under subm ssion at that hearing and the court is issuing decisions on

the notions concurrently as well.
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possessi on, Morpheus Lights, Inc., filed a conplaint for: (1)

equi t abl e subordination; (2) breach of fiduciary duty; (3)

conspiracy to breach fiduciary duty; and (4) unfair conpetition.

The conpl ai nt

nanes two defendants, Conerica, a | ender of the

debtor, and Peter Dalton, the President and CEO of the debtor.

The essence of the conplaint is that Conmerica and Dalton have

engaged in a

Conerica and

pattern of inproper post-petition conduct whereby

Dal t on have taken control of the debtor and the

bankruptcy case for their own benefit. Such conduct allegedly

constitutes a breach of Dalton’s fiduciary duties, renders

Conerica liable for enabling such a breach, constitutes unfair

conpetition,

cl ai m

and justifies equitable subordination of Comerica’s

The conplaint alleges three clains for relief against

Conerica: Claiml is for equitable subordination under 11 U S.C.

8§ 510(c); Claimlll is for conspiracy to breach fiduciary duty;

and ClaimlV

this notion t

is for unfair conpetition. Conerica has brought

0 dismss all three cl ai ns.

1. EQUI TABLE SUBORDI NATI ON

Claim|
510(c). Vari

clainms to all

is for equitable subordination under 11 U . S.C. 8§
abl e requests equitabl e subordination of Comerica's

general unsecured creditors due to Conerica's

al | eged m sconduct. Conerica contends that Claim| should be

di sm ssed under Rule 12(b) (1) for lack of jurisdiction over the

subj ect matter because Variable | acks standing to assert the
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claim? The court agrees.

A. A GENERAL UNSECURED CREDI TOR DOES NOT HAVE STANDI NG TO
BRI NG AN EQUI TABLE SUBORDI NATI ON CLAI M

Conerica contends that there is no clear authority in the
Ninth Circuit in support of the proposition that an individual
creditor has standing to assert a claimfor equitable
subordi nation. Variable contends that there is no authority
whi ch woul d support a finding that Variable | acks standing to
sue for equitable subordination. The court agrees that there

are very few cases in any circuit discussing the issue.?

2 Comerica al so argues that the claimfor equitable subordination should be dism ssed
because it fails to allege inequitable conduct on the part of Conerica, and it fails to
allege any injury to unsecured creditors or unfair advantage to Comerica. Because Variable
has no standing at this tine, the court does not need to address the additional argunents
made by Comeri ca.

3 There are a few cases which discuss a creditor’s standing to bring an equitable
subordi nation claim

In 1981, a New York bankruptcy court held that the trustee is the proper party to bring an
equi tabl e subordination claim The court stated that the trustee is the representative of
the creditors and not the debtor. |In re Lockwood, 14 B.R 374 (Bankr. E.D.N. Y. 1981).

In 1983, an Ckl ahona bankruptcy court held that the debtor does not have standing to pursue
an equitabl e subordination claim The court stated that the proper party is the creditor
or the trustee acting as representative of the creditor. |n re Weks, 28 B.R 958, 960
(Bankr. WD. &l a. 1983).

In 1990 the Fifth Grcuit addressed whether an individual creditor has standing to seek
equi t abl e subordi nati on under § 510(c). In In re Vitreous Steel Products Co., 911 F. 2d
1223 (5th Gr. 1990), the court refused to allow an unsecured creditor the right to pursue
certain counts in an adversary conplaint relating to the affirmative recovery of assets for
the estate. 1d. at 1230-31. The court did, however, allow the unsecured creditor standing
to seek equitabl e subordination under § 510(c). 1d. at 1231. Unfortunately, the decision

| acks any discussion of the standards that should be applied in determning whether the
granting of standing is appropriate. The court makes a distinction between equitable
subordination and actions that would affirnatively recover assets. The court stated that:

However, [the unsecured creditor] does have standing to seek equitable
subordinati on of the Bank's claimin bankruptcy under § 510(c). Equitable
subordination is not a benefit to all unsecured creditors equally, at

| east where the creditor whose claimis objected to is at |east partially
unsecured; it is a detrinent to the creditor whose debt is subordinated.
Thus, when a party seeks equitable subordination, it is not acting in the
interests of all the unsecured creditors. Wile the Trustee nmay find that
it isinthe best interests of the estate to seek equitabl e subordination

3
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Whet her an individual creditor can bring an equitable
subordi nation cl ai m agai nst another creditor turns on whet her
the creditor-plaintiff is the holder of the claim If the
creditor-plaintiff holds the claim then the creditor-plaintiff
has standing to pursue its claim |f, for exanple, the estate
holds the claim then a representative of the estate, such as
the trustee or debtor in possession, is the proper party to
bring the claim Such an analysis is necessary to pronote the
orderly and equitable adm nistration of the bankruptcy estate by
preventing individual creditors from pursuing separate actions
to the detrinent of other creditors and of the estate as a

whole. See Solow v. Stone, 994 F. Supp 173 (S.D.N. Y. 1998).

The anal ysis begins with whether the claimconstitutes
property of the bankruptcy estate. A creditor-plaintiff only
has standing if the claimis not property of the estate because
property of the estate does not belong to any individual
creditor. See Kalb Voorhis & Co. v. American Financial Corp., 8

F.3d 130, 132 (2™ Cir. 1993).

Whet her a claimis property of the estate or of an

i ndi vi dual creditor depends on whether the claimis general or

i ndi vidual creditors have an interest in subordination separate and apart
fromthe interests of the estate as a whole. The individual creditor
shoul d have an opportunity to pursue its separate interest.

The court has held that equitable subordination should be viewed differently than an
affirmati ve recovery because equitabl e subordination benefits all creditors except the
creditor subordinated and an affirmative recovery benefits all creditors except the
creditor being sued. It has been argued that the court has created a distinction wthout
a true difference. See Oraig H Averch, The Ability to Assert dains on Behalf of the
Debtor: Does A Creditor Have a Leg to Stand On?, 96 CommL.J. 115, 126 (1991) (criticizing
the court’s reasoning in ln re Vitreous Steel Products Co..) W thout guiding standards to
determine when it is appropriate to grant standing to an unsecured creditor, the court does
not find this case determnative.
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particular. "If a claimis a general one, with no
particularized injury arising fromit, and if that claimcould
be brought by any creditor of the debtor, the trustee is the
proper person to assert the claim and the creditors are bound

by the outcone of the trustee's action.” 1d. quoting St. Paul

Fire and Marine Ins. Co.., v. PepsiCo, Inc., 884 F.2d 688, 700-01

(2d Cir.1989) (citations omtted). Wen no trustee has been
appointed, as in this case, a debtor in possession has all the
ri ghts and powers, and shall performall the functions and
duties of a trustee. See 11 U.S.C. § 1107(a). For purposes of
deci ding the standing i ssue, an unsecured creditors commttee
asserting claim on behalf of Chapter 11 debtor also stands in a
position anal ogous to that of a trustee and, thus, could be

treated as though it were a trustee. See Matter of Mediators,

Inc., 190 B.R 515 (Bankr. S.D.N. Y. 1995). In this case an
O ficial Unsecured Creditor’s Commttee (creditor’s conmttee)
has been forned. Hence, any generalized clains should be
brought by the debtor in possession or creditor’s commttee.
If it could be shown that Variable has been particularly
harmed by inequitable conduct of Conerica, Variable would have
standing to assert a claimfor equitable subordination.
However, Variable has not alleged any injury particular to it.
Vari abl e does all ege that "Comerica and Pacific Western Bank
have exercised control over the Morpheus’ settlenment of a
pendi ng patent infringenment |awsuit by Variabl e-Paraneter..."”
See Complaint § 14, p. 5. However, the injury that Variable

al l eges is a general one. Variable alleges that "during the
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pendency of this case, Conerica has worked with Dalton toward
acqui sition of Mrpheus, and use of its assets, for the sole or
princi pal benefit of Conerica and Dalton, to the detrinment of
Mor pheus’ unsecured creditors.”™ See Conplaint § 16, p. 5.
Vari able alleges that all unsecured creditors have been injured
ali ke and that any indebtedness of the debtor to Conerica shoul d
be equitably subordinated to that owed all general unsecured
creditors. Because Variable has not alleged a particularized
injury, Morpheus or the creditor’s committee are the proper
parties to assert a claimfor equitable subordination.
However, the question remains: if the proper party to bring
the claimhas not instituted a claim or refuses to institute a
claim can a general creditor then bring an equitable
subordi nati on cl ai nf?
B. | F THE PROPER PARTY TO BRI NG AN EQUI TABLE SUBORDI NATI ON
CLAI M DOES NOT BRI NG THE CLAIM AN UNSECURED CREDI TOR
DOES NOT HAVE STANDI NG TO PURSUE THE CLAI M ABSENT COURT
APPROVAL
As a practical matter, bankruptcy |law views the managenment
of a debtor as a neutral party who is the maxi m zer of value for
all parties-in-interest. See Craig H Averch, The Ability to
Assert Clainms on Behalf of the Debtor: Does A Creditor Have a
Leg to Stand On?, 96 Comm L.J. 115 (1991). However, in sone
cases, managenent of the debtor is not a neutral party and has
its own agenda. This is especially true when the debtor is
cal |l ed upon to recover assets of the estate in the form of
cl ai s agai nst current nmanagenent. |d. WManagenent of the
debtor may al so be reluctant to bring a | awsuit agai nst

managenent-friendly | enders or sharehol ders for equitable
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subordi nati on or other affirmative actions. | d.

In First Bank Billings v. Feterl Mqg. Co. (Iln re Parker

Mont ana Co.), 47 Bankr. 419 (D. Mont 1985), the district court

affirmed a bankruptcy court judgnment dism ssing an equitable
subordi nation claimasserted by a creditor. The court held that
if a general creditor applied to the trustee to object to
anot her creditor’s claim and the trustee refused to object, and
the court authorizes the creditor to proceed, a general creditor
may have standing to object. However, barring perm ssion, the
creditor could not proceed. Thus, the creditor is required to
seek court perm ssion to bring a claimon behalf of the estate.
The Ninth Circuit Bankruptcy Appell ate Panel has consi dered
the issue of creditor standing in an avoi dance action, which by
statute should be brought by the trustee or debtor in
possession. The BAP held that creditors generally have no
remedy to institute an avoi dance action except through the

trustee or debtor in possession. See In re Curry and Sorenson

Inc., 57 B.R 824, 828 (9" Cir. BAP 1986). |If a creditor is

di ssatisfied with the inaction of the trustee or debtor in
possession, its renmedies include noving for replacenent of the
debtor in possession with a chapter 11 trustee, for conversion
of the case to one under chapter 7, for dism ssal of the chapter
11 case, for an order conpelling the debtor in possession to
take action or conferring standi ng upon the creditor to
institute the action. 1d. at 828. Thus, the BAP found that a
creditor may seek the court’s permssion to institute an action.

In addition, inln re LMJ, Inc., the court held that the
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proper remedy of a creditor when confronted with a debtor in
possessi on who declines to performfiduciary duties, such as to
nove to set aside an alleged fraudulent transfer, is to petition

for appointment of trustee. [In re LM, Inc., 159 B.R 926, 928

(Bankr. D.Nev. 1993) citing In re Baugh, 60 B.R 102 (Bankr.

E.D. Ark.1986). An alternative option m ght be to seek
perm ssion fromthe trustee or bankruptcy court to commence such

an action. See In re Minoz, 111 B.R 928 (Bankr. D. Col . 1990).

Hence, a creditor does not have standing to intervene due to a
trustee or debtor in possession’s inaction w thout court
approval .

The court finds that requiring a creditor-plaintiff to seek
the court’s perm ssion before bringing a claimon behalf of the
estate i s supported by sound policy reasons. The requirenent
pronotes the orderly and equitable adm nistration of the
bankruptcy estate. If individual creditors were permtted to
pursue separate actions to the detrinment of other creditors and
of the estate, the adm nistration of the bankruptcy estate woul d
be chaotic.

Thus, the court concludes that the debtor in possession or
the creditor’s committee are the hol ders of the equitable
subordination claim If Variable is dissatisfied with the
parties’ inaction, it can request an order conpelling the
parties to take action or request court permission to institute
the claim The court concludes that absent court perm ssion,
Vari abl e does not have standing to pursue the claimfor

equi t abl e subordination. The notion to dismss is granted as to
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Claiml.
. CONSPI RACY TO BREACH FI DUCI ARY DUTY

Claimlll is for conspiracy to breach fiduciary duty
agai nst Conerica and Dalton. |In the conplaint, Variable alleges
that Conerica and Dalton have conspired to cause a breach of
Dalton’s fiduciary duty owed to Variable and other unsecured
creditors. Although Conerica has not requested di sm ssal of
this claimon the basis of lack of standing, the issue of
standi ng nust be addressed at the outset.?

As the court found above, a plaintiff only has standing if
it is the holder of the claim If the claimis property of the
estate, the estate is the holder of the claim \hether a claim
is property of the estate or of an individual creditor depends
on whether the claimis general or particular. \Were it could
be shown that Variable has been individually harmed by
Conerica’ s conspiracy to breach the fiduciary duty owed by
Dal t on, Variable has standing to assert a claim However,

Vari abl e has not alleged any injury particular to it. Because
Vari abl e has not alleged a particularized injury, Mrpheus or
t he unsecured creditor’s commttee are the proper parties to
assert a claimfor conspiracy to breach fiduciary duty.

Al t hough Peter Dalton is the responsible person for Morpheus,
Variable is not without a renmedy. Variable may seek court
perm ssion to bring the claim Thus, because Variabl e | acks

standing, the notion to dismss Claimlll is granted.

4 Coneri ca argues that the conspiracy to breach fiduciary duty claimshould be
di sm ssed because it fails to state a clai mupon which relief may be granted and it is
barred by the litigation privilege. Because Variable |acks standing at this tine, the
court does not need to address the argurments made by Conerica

9
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V. UNFAI R COVPETI TI ON

ClaimlV is for unfair conpetition under California
Busi ness and Professional Code § 17200. Vari able contends that
it and the general public have been injured by Conerica's unfair
busi ness practices. Variable has standing to bring an action on

its own behalf or on behalf of the general public. Conmmittee on

Children's Television, Inc. v. General Foods Corp., 35 Cal.3d

197, 209 (1983). Conerica does not dispute the issue of
standing. Conerica contends that Claim 1V should be dism ssed
because: (1) the claimis barred by the litigation privilege;
and (2) the conplaint fails to state a clai mupon which relief
can be granted under Rule 12(b)(6).

A LI TI GATI ON PRI VI LEGE

The Litigation Privilege is codified in California Civil
Code 8 47 which in pertinent part provides that "a privil eged
publication or broadcast is one made... in any... judicial
proceeding..." The California Supreme Court has held that:

[T]he privilege applies to any communi cation (1) made

in judicial or quasi-judicial proceedings; (2) by

litigants or other participants authorized by |aw

(3) to achieve the objects of the litigation; and (4)

t hat have sone connection or logical relation to the

action [citations omtted.]

Silberg v. Anderson, 50 Cal.3d 205, 212 (1990). The purpose of

the privilege is to allow litigants "the utnost freedom of
access to secure and defend their rights.” 1d.

Conerica contends that the actions conplained of in the
conplaint are all barred fromsuit by the litigation privilege.
Conerica states that the follow ng alleged acts of nm sconduct

are based on Conerica’s conduct in the bankruptcy proceedi ng:

10
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(1) Conerica settled its notion to appoint a chapter 11 trustee;
(2) Conerica exercised substantial control over the operations
of Morpheus; (3) Conerica exercised control over Morpheus’

settl ement of a pending patent infringement |awsuit; (4)
Conerica agreed to nove Morpheus’ operations to Redding; (5)
Conerica controlled Mrpheus.

Conerica has separated out those actions that Variable
conmpl ai ns of which do have a substantial connection to the
bankruptcy proceedi ngs. However, the crux of the allegations
agai nst Conerica is that it has exceeded its role as a nere
| ender to the debtor and has exercised control through a pattern
of wrongful acts and unfair practices which has injured the
debtor, creditors and estate. This type of conduct is separate
and distinct fromconduct typically found within even the nost
litigious court proceedings. The litigation privilege does not
bar suits addressing such injurious conduct.

B. FAI LURE TO STATE A CLAI M

A Rule 12(b)(6) notion tests the |egal sufficiency of the

clains stated in the conplaint. De La Cruz v. Torney, 582 F.2d

45, 48 (9th Cir 1978). Under Rule 12(b)(6) any defendant may
nove to dismiss for failure to state a clai mupon which relief
can be granted. The party nmoving for dism ssal has the burden
of proving that no claimhas been stated. To prevail, the
novant must show "beyond a doubt that the plaintiff can prove no
set of facts in support of his claim[that] would entitle himto

relief." Loral Terracomyv. Valley National Bank, 49 F.3d 555,

558 (9" Cir. 1995) (quoting Conley v. G bson, 355 U S. 41, 45-46

11
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(1957)). This |l anguage enphasi zes the limted applicability of
Rule 12(b)(6) as the predicate for final dism ssal of the
action, a disposition courts generally disfavor because it
summarily term nates cases on their nmerits. During this
threshold review, "[t]he issue is not whether a plaintiff wll
ultimately prevail but whether the claimant is entitled to offer

evidence to support the clains.” Cervantes v. City of San

Di ego, 5 F.3d 1273, 1274-1275 (9'" Cir. 1993) gquoting Scheuer v.
Rhodes, 416 U.S. 232, (1974).

For Rule 12(b)(6) purposes, the court nust accept the
plaintiff’s factual allegations as true, drawi ng all reasonable

inferences in plaintiff’s favor. Anderson v. Clow, 82 F.3d 1480,

1485 (9t Cir. 1996); Walleri v. Federal Hone Loan Bank of
Seattle, 83 F.3d 1575, 1580 (9'" Cir. 1996) quoting Scheuer, 416

U S at 236.
The court should construe a plaintiff’'s allegations
i berally, because the rules require only general or "notice"

pl eadi ng, rather than detailed fact pleading. Leathernman v.

Tarrant County Narcotics Intelligence and Coordination Unit, 507

U S 163, 168 (1993). The test is whether the facts pled would
support any valid claimentitling plaintiffs to relief under any
t heory, even if plaintiff erroneously relied on a different

| egal theory. Bowers v. Hardw ck, 478 U.S. 186, 201 (1986);

Haddock v. Board of Dental Exam ners, 777 F.2d 462, 464 (9th

Cir. 1985). However, conclusory allegations or |egal
concl usi ons masquer adi ng as factual conclusions will not suffice

to prevent a notion to dism ss. See Epstein v. Washington

12
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Energy Co., 83 F.3d 1136, 1139 (9'M Cir. 1996)

The Unfair Business Practices Act defines unfair
conpetition as "any unlawful, unfair or fraudul ent business
practice and unfair, deceptive, untrue or m sl eadi ng
advertising." The Legislature intended that this "sweeping
| anguage"” include "anything that can properly be called a
busi ness practice and that at the sane tine is forbidden by

| aw. " Manufacturers Life Insurance Co. v. Superior Court, 10

Cal . 4th 257, 268 (1995) citing Barquis v. Merchants Collection

Assn., 101 Cal .Rptr. 745 (1972). The broad | anguage enabl es
courts to deal with the innumerable "new schenes which the
fertility of man’s invention would contrive." Bar qui s, 101
Cal .Rptr. at 112.

The common law rule for unfair conpetition is grounded in

injury to conpetitors. Nationw de Miutual v. Dynasty Solar, 753
F. Supp 853 (1990). However, under the Business and Professional
Code, an unfair conpetition claimis aimed to protect the
general public as well as conpetitors. To state a clai munder
the Act, one need not plead and prove the elenents of a tort.

| nstead, one need only show that nenbers of the public are

likely to be deceived. Mnufacturers, 10 Cal.4th at 257.

An unfair business practice occurs when the practice
"of fends an established public policy or when the practice is
i mmoral , unethical, oppressive, unscrupul ous or substantially

injurious to consuners."” Podolsky v. First Healthcare Corp., 50

Cal . App. 4th 632, 647. To test whether a business practice is

unfair involves an exam nation of that practices’s inpact on its

13
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all eged victim bal anced agai nst the reasons, justifications and
notives of the alleged wongdoer. 1d. In brief, the court nust
wei gh the utility of the defendant’s conduct against the gravity
of the harmalleged to the victim |d.

Thus, the issue before the court on this notion to dism ss
i's whet her Conerica has shown beyond a doubt that Variable can
prove no set of facts in support of a claimfor unfair
conmpetition which would entitle Variable to relief.

Variable alleges in the conplaint that Conmerica has engaged
in unfair business practices by: "(a) inmposing confirmation of
a plan of reorganization as an event of default under the stock
pl edge; (b) otherw se controlling Mrpheus; (c) obtaining an
equity interest in Vari-Lite and (d) comm tting other w ongful
acts and conduct as aforesaid [in the conplaint.]" See
Conplaint § 31, p.9-10. O her wongful acts that Variable has
al l eged in the conplaint include discouraging other investors
from purchasing the debtor’s assets by refusing to nake
i nformation avail abl e about the debtor to prospective investors
on reasonabl e terns.

The court finds that Conerica has not net its burden to
show beyond a doubt that Variable can prove no set of facts in
support of a claimfor unfair conpetition which would entitle
Variable to relief. Variable has alleged facts sufficient to
survive a motion to dismss and is entitled to offer evidence to
support its claimof unfair conpetition. The notion to dism ss
ClaimlV is denied.

V. CONCLUSI ON

14
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Thus, based on the foregoing, the court grants Conerica's
notion to dismss Claim|l for equitable subordination and Claim
[1l for conspiracy to breach fiduciary duty based on Variable’'s
| ack of standing at this point. Variable may bring these clains
again if it obtains court approval. The court denies Conerica’s

notion to dismss ClaimIV for unfair conpetition.

15
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