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 Claims Against Lawyers by Bankruptcy 
Trustees—A First Course on the 
 In Pari Delicto  Defense 

 By Henry S. Bryans *  

One of the most persistent and troublesome sources of claims against lawyers and 
law fi rms arises in the context of the client or former client that fi les a petition in bank-
ruptcy.  Claims by bankruptcy trustees and others having standing to pursue the debtor’s 
pre-petition professional advisors can be expensive and challenging to defend.  The in 
pari delicto doctrine—under which courts generally refuse to adjudicate claims between 
wrongdoers—has produced a number of successful defenses to claims against the debt-
or’s pre-petition professionals.  This article outlines some relatively common scenarios 
in which trustees bring claims against parties providing professional services to a debtor 
prior to bankruptcy and the most common types of claims asserted.  It then examines the 
source of a bankruptcy trustee’s right to pursue these claims as well as the in pari delicto 
defense, including three relatively recent decisions that have produced sharp differences 
in the defense’s application. The article ends with some common sense risk management 
steps that law fi rms might take to mitigate their exposure to these types of claims.

  In pari delicto potior est conditio defendentis —“Where both parties are equally in 
the wrong, the position of the defendant is the stronger.” 1  

 I. INTRODUCTION 
 One of the most persistent and troublesome sources of claims against lawyers 

and law fi rms arises in the context of the client that becomes insolvent. If the 
client’s fi nancial reversals were caused by management’s negligence, gross mis-
management, or fraud, a bankruptcy trustee will view all pre-petition service 
providers—including former counsel—as potential contributors to the bankrupt’s 
estate for the benefi t of its creditors. To the extent the trustee’s claims are grounded 
on malpractice—professional negligence—they may be made in a context where 
insolvency arose for reasons unrelated to management’s acts or omissions. 

 A cursory examination of reported decisions in the last seven years refl ects over 
forty claims brought by bankruptcy trustees against debtors’ pre-petition lawyers. In 
several of these cases, the trustee brought claims against more than one fi rm. Because 
many of these matters are settled early or never result in a reported decision, the 
actual number of these claims is likely substantially higher. Although the debtor’s 

 * Senior Vice President, Global Professions Group, Aon Risk Services Northeast, Inc. J.D., Univer-
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 1.  BLACK’S LAW DICTIONARY  app. B, at 1838 (9th ed. 2009). 
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pre-petition accountants are by far the number one target of bankruptcy trustees, law-
yers vie with commercial lenders and investment bankers for the number two spot. 

 Claims by bankruptcy trustees can be challenging to defend. When brought 
as a result of fi ndings by a court-appointed examiner, the examiner may have ef-
fectively completed plaintiff’s pre-complaint investigation, and even the bulk of 
its discovery. As a result, targeted pre-petition professionals may fi nd themselves 
at a substantial disadvantage in the early stages of the litigation. Under  Commod-
ity Futures Trading Commission v. Weintraub , 2  a bankruptcy trustee in a business 
bankruptcy controls the debtor’s attorney-client privilege as to pre-petition com-
munications. Although the holding in  Weintraub  does not extend to examiners, 
at least one court granted an examiner who had, by order, broader than usual 
powers, control of the debtor’s privilege. 3  Perhaps more common, post-petition 
management of the debtor sometimes consents to an order granting the examiner 
the right to waive the debtor’s privilege in aid of the examination. 4  As a result, sub-
ject to exceptions arising under joint representation or common interest circum-
stances, an examiner will often have access to the fi les of the debtor’s pre-petition 
counsel relating to its representation of the debtor. 

 The discussion below focuses on claims by Chapter 7 or Chapter 11 (rare) 
bankruptcy trustees. In many respects, it applies to claims asserted by debtors-in-
possession, by creditors’ committees, and by trustees of litigation and liquidation 
trusts when they assert pre-petition claims of the debtor pursuant to the terms of 
a plan of reorganization or otherwise. On the other hand, much of what follows 
does not necessarily apply to receivers (acting under statutory authority, such as 
the Federal Deposit Insurance Corporation (“FDIC”), or court appointment) and 
rehabilitators and liquidators (acting under statutory authority, such as a state de-
partment of insurance) because they operate under statutes other than the Bank-
ruptcy Code and are not, in many cases, subject to all of the defenses to which the 
debtor would have been subject to if it had pursued the claim at issue. 5  

 Section 1106(a)(4) of the Bankruptcy Code directs a court-appointed examiner 
to “fi le a statement of . . . any fact ascertained pertaining to fraud, dishonesty, in-
competency, misconduct, mismanagement, or irregularity in the management of 
the affairs of the debtor, or to a cause of action available to the estate.” 6  Of course, 
an examiner may, pursuant to the statutory charge, identify one or more “causes of 
action” that the estate might pursue without necessarily concluding that the estate 
was certain to prevail on the claim. 7  

 2. 471 U.S. 343 (1985);  see  Henry Sill Bryans,  Business Successors and the Transpositional Attorney-Client 
Relationship , 64  BUS. LAW.  1039 (2009) (discussing the infl uence of the dicta in  Weintraub  in the develop-
ment of the law of attorney-client relationships in business successor situations outside of bankruptcy). 

 3.  In re  Boileau, 736 F.2d 503 (9th Cir. 1984). 
 4.  See  Martin J. Bienenstock, Sarah L. Trum, Jeffrey Chubak & Tevia Jeffries,  Response to “Routine 

Illegality in Bankruptcy Court, Big-Case Fee Practices,”  83  AM. BANKR. L.J.  549, 554 (2009). 
 5.  See, e.g ., Offi cial Comm. of Unsecured Creditors v. R.F. Lafferty & Co., 267 F.3d 340, 358 (3d 

Cir. 2001) (distinguishing cases involving FDIC receiverships, such as  O’Melveny & Myers v. FDIC , 512 
U.S. 79 (1994), from cases brought by trustees under the Bankruptcy Code). 

 6. 11 U.S.C. § 1106(a)(4)(A) (2006). 
 7.  Cf. In re  Lehman Bros. Holdings, Inc., No. 08-13555, slip op. at 2–5 (Bankr. S.D.N.Y. Jan. 16, 

2009) (order directing appointment of an examiner pursuant to section 1104(c)(2) of the Bankruptcy 
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 If the bankruptcy is a Chapter 7 liquidation, sections 701 and 702 of the Code 8  
provide for the appointment of a trustee. If the debtor proposes to reorganize 
under Chapter 11, section 1104(a) provides for the appointment of a trustee for, 
among other things, “fraud, dishonesty, incompetence, or gross mismanagement 
of the affairs of the debtor by current management . . . or similar cause” or “if such 
appointment is in the interests of creditors, any equity security holders, and other 
interests of the estate.” 9  Many, but not all, claims in Chapter 11 cases against pre-
petition counsel arise in a context in which a trustee has been appointed under 
section 1104 on the grounds provided for in that section. 10  In fact, across a large 
sample of Chapter 11 cases, the appointment of a trustee is relatively rare 11  and 
many cases commenced as a Chapter 11 reorganization are converted to a Chap-
ter 7 liquidation before a trustee is appointed. 12  

 A trustee acting under any chapter of the Code has the capacity to sue. Section 
704(a)(1) of the Code directs a trustee in a Chapter 7 liquidation to “collect and 
reduce to money the property of the estate for which the trustee serves.” 13  Thus, 
when an investigation identifi es colorable claims, a trustee may well conclude 
that he or she has a duty to pursue them. A court may take into account amounts 

Code) (directing that the examiner investigate,  inter alia , four categories of “colorable claims” against 
different classes of putative defendants). The examiner acknowledged that while at least one court 
has defi ned a “colorable claim” as one that “on appropriate proof would support a recovery,” citing 
 In re STN Enterprises , 779 F.2d 901, 905 (2d Cir. 1985), he applied the higher standard of “suffi cient 
credible evidence to support a fi nding by a trier of fact.” Report of Anton R. Valukas, Examiner at 17, 
 In re  Lehman Bros. Holdings, Inc., No. 08-13555 (Bankr. S.D.N.Y. Mar. 11, 2010),  available at  http://
lehmanreport.jenner.com/VOLUME 1.pdf. 

  8. 11 U.S.C. §§ 701, 702 (2006). 
  9.  Id . § 1104(a). 
 10. For example, the Chapter 11 trustee that asserted claims against pre-petition counsel in  Mosier v. 

Callister, Nebeker & McCullough , 546 F.3d 1271 (10th Cir. 2008), was appointed on the basis of the U.S. 
Trustee’s moving papers that alleged that the debtor and an affi liate had “operated a Ponzi scheme,” that 
the debtor was subject to civil and criminal investigations by a U.S. Attorney, and that the “[d]ebtor, 
under its managing offi cers and directors, has evidenced a suffi cient degree of fraud, incompetence 
and gross mismanagement within the meaning of § 1104(a)(1) to justify the appointment of a trustee.” 
Memorandum in Support of Motion of United States Trustee to Appoint a Chapter 11 Trustee or Alter-
natively to Convert Proceeding to One Under Chapter 7, at 2–5,  In re  Nat’l Sch. Fitness Found., No. 
04-28808 (Bankr. D. Utah June 10, 2004). The court appointed a trustee one month following the U.S. 
Trustee’s motion, “good cause appearing therefore.”  In re  Nat’l Sch. Fitness Found., No. 04-28808, slip 
op. at 2 (Bankr. D. Utah July 9, 2004) (order to appoint chapter 11 trustee). 

 11.  See, e.g ., Michelle M. Harner,  The Corporate Governance and Public Policy Implications of Activist 
Distressed Debt Investing , 77  FORDHAM L. REV.  703, 729 (2008) (“Certain parties, including debtholders, 
can seek to displace the board and management with a trustee, but the appointment of a Chapter 11 
trustee is the rare exception, rather than the rule.”); Kenneth N. Klee,  One Size Fits Some: Single Asset Real 
Estate Bankruptcy Cases , 87  CORNELL L. REV.  1285, 1293 n.31 (2002) (“It is rare for Chapter 11 trustees 
to be appointed or elected.”); Craig Peyton Gaumer & Paul R. Griffi th,  Presumed Indigent: The Effect of 
Bankruptcy on a Debtor’s Sixth Amendment Right to Criminal Defense Counsel , 62  UMKC L. REV.  277, 307 
(1993) (“Only in rare instances is a Chapter 11 trustee appointed.”); Daniel V. Goodsell, Comment, 
 Extending Post-Petition Credit to Reorganizing Debtors: Understanding the Tricks and Traps of Bankruptcy Code 
Section 364 , 1990  UTAH L. REV.  93, 95 (“court appointed trustees are rare in Chap ter 11 reorganizations”). 

 12. For example, in a sampling of 945 Chapter 11 cases fi led during 2004, a trustee was appointed 
in only sixty cases (6.4%), whereas 218 of the 862 cases in the sample that were terminated (25.3%) 
were converted to Chapter 7 without a confi rmed plan, and a trustee necessarily appointed. Stephen J. 
Lubben,  Corporate Reorganization & Professional Fees ,  82 AM. BANKR. L.J.  77, 133 tbls. 2A & 8A (2008). 

 13. 11 U.S.C. § 704(a)(1) (2006). 
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recovered by the trustee serving in a Chapter 7 or a Chapter 11 bankruptcy when 
fi xing the trustee’s compensation. Section 326(a) of the Code sets out a maximum 
fee award scheme through a waterfall of specifi c percentages of “all moneys dis-
bursed or turned over in the case by the trustee to parties in interest, excluding 
the debtor, but including holders of secured claims.” 14  Taken together, these fac-
tors arguably tilt the table in favor of a trustee identifying, and thereafter pursu-
ing, possible claims against the debtor’s pre-petition outside professionals if there 
is suffi cient evidence to support a complaint. There are various sources of inertia 
at the management and board levels of a solvent corporate client that discour-
age claims against corporate counsel, particularly when the relationship is long-
standing. A trustee shares none of those burdens and the fi nancial incentives 
described above may cause him or her to err in precisely the opposite direction. 

 Pre-petition professionals are not, however, without defenses. The law gov-
erning this area—developed largely by federal bankruptcy, district, and appellate 
courts construing state court decisional law—is complex. Reported decisions are 
frequently very long and highly fact intensive. Courts sometimes employ different 
rationales to reach similar results on indistinguishable fact patterns. The case law 
is quite arguably muddled. 

 When trustees bring claims against professionals and others who were retained 
by or worked with the debtor’s management prior to the fi ling of the petition in 
bankruptcy, courts explicitly or implicitly struggle with the question of whether 
the claim is one that the debtor could have asserted, or whether it belongs to 
the debtor’s creditors. In  Caplin v. Marine Midland Grace Trust Co ., 15  the Supreme 
Court held that trustees generally lack standing to pursue claims that creditors 
have the ability to pursue individually. The specifi c issue in  Caplin  involved a 
trustee’s effort to assert claims that the indenture trustee under which the debtor 
had issued debentures had willfully or negligently failed to fulfi ll its obligations 
under the indenture. 16  Among the issues bothering the Court in  Caplin  was that 
a suit by the trustee could prove inconsistent with any claims that the debenture 
holders could bring themselves and that direct litigation by the debenture holders 
against the indenture trustee was likely because it was unlikely that the debenture 
holders and the trustee would agree on what damages to seek or what legal theo-
ries to pursue. 17  

 While much of the case law discussed below does not expressly pause on the 
notion of identifying the proper “owner” of a claim or the trustee’s standing to 
pursue a claim—indeed, as will be seen, many courts believe that analysis is 
misguided—that issue should not be forgotten even when the court does not 
discuss it. The issue of the inherent competition between a trustee’s claim and 
a direct claim by creditors on essentially the same theory was discussed by the 
U.S. Court of Appeals for the Eleventh Circuit in  Offi cial Committee of Unsecured 

 14.  Id . § 326(a). 
 15. 406 U.S. 416 (1972). 
 16.  Id . at 419−20. 
 17.  Id . at 431–32. 
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Creditors of PSA, Inc. v. Edwards . 18  When reviewing the relevant case law, it is im-
portant to remember that if the court dismisses a trustee’s claim on the theories 
examined below, it is quite possible that the debtor’s creditors, or even equity 
holders, may attempt to assert a similar claim directly on their own behalf. 

 The  in pari delicto  doctrine—or a standing challenge based on a similar rationale—
has produced a number of successful defenses to claims by a trustee against the 
debtor’s pre-petition professionals. But those asserting the  in pari delicto  defense have 
encountered many hurdles. The U.S. Court of Appeals for the Third Circuit has 
characterized the  in pari delicto  doctrine as “a murky area of law. . . . It is an ill-defi ned 
group of doctrines that prevents courts from becoming involved in disputes in which 
the adverse parties are equally at fault.” 19  Recent decisions discussed below refl ect 
a sharp division on the public policy implications of the  in pari delicto  defense (or 
the standing equivalent) in certain contexts. This division has resulted in substantial 
variations in the application of the  in pari delicto  defense in three important—and, 
somewhat ironically, contiguous—jurisdictions. 

 This article fi rst discusses some relatively common scenarios in which trustees 
bring claims against parties providing legal services to a debtor prior to bank-
ruptcy and the most common types of claims asserted. It then examines the base-
line principle that both establishes the right of a bankruptcy trustee to pursue 
these claims and restricts the arguments available to the trustee. It next analyzes 
the building blocks for the  in pari delicto  defense, the defense itself, and counter-
arguments advanced by trustees to avoid the defense. It then discusses three rela-
tively recent decisions that have produced sharp differences in the application of 
the  in pari delicto  defense for pre-petition professionals. Finally, the article makes 
some general observations about the state of the law in this area and suggests 
some common sense steps that law fi rms might take to mitigate their exposure to 
these types of claims. 

 II. SETTING THE STAGE—FACT PATTERNS 
 Many of the claims against fi rms that advised an entity prior to bankruptcy arise 

where the bankruptcy was wholly or primarily caused by gross mismanagement 
or fraud. The fact patterns giving rise to claims against pre-petition lawyers are 
almost  sui generis . Nonetheless, the three factual scenarios set out below, resulting 
in four judicial opinions, refl ect the types of claims in which trustees and others 
asserting purported claims of the debtor sued pre-petition counsel. 

 The fi rst case 20  involved a closely held corporation engaged in placing radio 
and television advertising for clients in exchange for products and services, rather 

 18. 437 F.3d 1145, 1151 (11th Cir. 2006). One bankruptcy judge has candidly acknowledged 
that “[d]etermining under state law whether a claim belongs to the company or to its creditors can 
be tricky, particularly where the answer depends upon the application of the  in pari delicto  state law 
defense.”  In re  1031 Tax Group, LLC, 420 B.R. 178, 193 (Bankr. S.D.N.Y. 2009). 

 19. Offi cial Comm. of Unsecured Creditors of Allegheny Health, Educ. & Research Found. v. Price-
waterhouseCoopers, LLP, No. 07-1397, 2008 WL 3895559, at *5 (3d Cir. July 1, 2008). 

 20.  In re  Mediators, Inc., 105 F.3d 822 (2d Cir. 1997). 
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than cash. 21  Over the period of its operation, the sole shareholder of the corpora-
tion caused the corporation to pay an aggregate of approximately $12 million for 
a number of works of art. 22  When the business began to fail, the sole shareholder 
sought legal advice from a law fi rm on how he might protect the art collection—
now allegedly substantially appreciated in value—from the corporation’s credi-
tors. 23  A law fi rm assisted in structuring a transaction in which the shareholder 
purchased the art collection from his corporation at its original cost. 24  The pur-
chase price was almost entirely borrowed and the loan was secured by the art and 
supported by the corporation’s guaranty and cash collateral. 25  After the corpora-
tion fi led a Chapter 11 petition, an unsecured creditors’ committee, asserting a 
claim purportedly owned by the debtor, sued the law fi rm that had assisted the 
sole shareholder in structuring the purchase of the appreciated art from the cor-
poration at the corporation’s original cost. 26  The complaint asserted a claim for 
aiding and abetting the sole shareholder’s breach of fi duciary duty. 27  

 In the second case, 28  a public company, allegedly in fi nancial diffi culty, trans-
ferred substantial assets to a newly organized subsidiary. 29  The parent also caused 
the subsidiary to assume a number of obligations of the parent and to borrow 
over $500 million. 30  The subsidiary then transferred to the parent approximately 
$551 million in cash, plus senior “pay-in-kind” notes with a principal amount of 
$100 million. 31  The parent then spun off the subsidiary to its shareholders. 32  Less 
than fi ve years following the spin-off, the subsidiary—allegedly insolvent by over 
$1 billion—fi led a Chapter 11 petition. 33  Following confi rmation of the debtor’s 
plan of reorganization, the trustee of a liquidating trust, as successor-in-interest 
to the debtor, pursued claims against a number of the parent’s pre-petition pro-
fessionals, including its law fi rm. 34  The core claim against the law fi rm was that 
it aided and abetted the parent’s breach of its fi duciary duties to the subsidiary. 35  

 The third case 36  involved a limited liability company and a purported tax-
exempt foundation, operating under common control, which devised a scheme 

 21.  Id . at 824. 
 22.  Id . 
 23.  Id . 
 24.  Id . 
 25.  Id . 
 26.  Id . at 825. 
 27.  Id . 
 28.  In re  Crown Vantage, Inc., No. 02-3836, 2003 WL 25257821 (N.D. Cal. Sept. 25, 2003) 

(“ Crown I ”);  In re  Crown Vantage, Inc., No. 02-3836, 2004 WL 1635543 (N.D. Cal. July 12, 2004) 
(“ Crown II ”),  aff’d sub nom . Crown Paper Liquidating Trust v. PricewaterhouseCoopers, LLP, 198 F. 
App’x 597 (9th Cir. 2006),  cert. denied , 549 U.S. 1253 (2007). 

 29.  Crown I , 2003 WL 25257821, at *1–2. 
 30.  Id . at *1. 
 31.  Id . at *2. 
 32.  Id . at *3 n.6. 
 33.  Id . at *4. 
 34.  Id . at *1. 
 35.  Id . at *5. 
 36. Mosier v. Callister, Nebeker & McCullough, 546 F.3d 1271 (10th Cir. 2008) (“ Callister ”); Mosier 

v. Ray Quinney & Nebeker, P.C., No. 2:06-CV-519, 2007 WL 2688245 (D. Utah Sept. 11, 2007) (“ Ray ”). 
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to market fi tness equipment to public school districts. 37  The limited liability com-
pany sold the equipment to the districts and secretly kicked back 50 percent of 
the sales proceeds to the “foundation.” 38  As part of the sales arrangement, the 
“foundation” pledged to make contributions to the district suffi cient to cover the 
district’s obligations under the terms of the fi nancing that it had undertaken to 
purchase the equipment. 39  Although such contributions were supposedly derived 
from charitable contributions made to the “foundation,” the “foundation” received 
no charitable contributions; its sole source of revenue was the kickbacks that it 
was receiving from the limited liability company. 40  One court likened the structure 
to a classic Ponzi scheme that was sustainable only so long as the universe of par-
ticipating school districts grew. 41  Ultimately, the “foundation” fi led for bankruptcy, 
the limited liability company and four of the common principals were indicted, all 
pled guilty or were convicted, and the limited liability company and the “founda-
tion” paid an aggregate of approximately $45 million in fi nes and restitution. 42  

 Over the period of the fraud, the entities engaged at least two law fi rms. Firm 1 
had repeatedly advised the entities to cease the non-sustainable scheme and pay 
off as many of their outstanding obligations as they could. 43  The entities ignored 
the advice of Firm 1 and terminated the engagement. 44  Firm 2 was subsequently 
engaged to give narrow advice on the tax-exempt status of the “foundation.” 45  
Following commencement of the bankruptcy, the trustee appointed for the “foun-
dation” sued both fi rms. 46  The complaints against both fi rms alleged malpractice, 
breach of fi duciary duty, vicarious liability, and breach of the duty of good faith and 
fair dealing. 47  An additional claim of deepening insolvency was asserted against 
Firm 1, 48  and a claim of negligent misrepresentation was asserted against Firm 2. 49  
Ironically, one of the claims that the trustee asserted against the felonious managers 
in separate litigation was their failure to follow the legal advice of Firm 1. 50  

 III. SETTING THE STAGE—THE NATURE OF THE CLAIMS 
 As may now be obvious, although trustees often allege malpractice by pre-

petition counsel, these cases often center on allegations of aiding and abetting 
(1) management-orchestrated fraud, or (2) breach of fi duciary duty. The elements 

 37.  Callister , 546 F.3d at 1273. 
 38.  Id . 
 39.  Id . 
 40.  Id . 
 41.  Id . at 1273 n.2. 
 42.  Id . at 1273;  Ray , 2007 WL 2688245, at *2. 
 43.  Callister , 546 F.3d at 1274. 
 44.  Id . 
 45.  Id . 
 46.  Id .;  Ray , 2007 WL 2688245, at *1. 
 47.  Callister , 546 F.3d at 1272;  Ray , 2007 WL 2688245, at *1. 
 48.  Ray , 2007 WL 2688245, at *1 n.1. 
 49.  Callister , 546 F.3d at 1274. 
 50.  Ray , 2007 WL 2688245, at *2. 
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of a claim for legal malpractice are (1) the existence of a duty by the attorney; 
(2) the breach of that duty; (3) the breach proximately caused injury to the cli-
ent; and (4) damages resulted. 51  A claim for aiding and abetting a client’s fraud 
or breach of fi duciary duty generally requires that (1) the client commit either 
tort; (2) the commission of the tort causes injury to the plaintiff; (3) the lawyer 
knows that the client’s conduct constituted a tort; and (4) the lawyer substantially 
assisted or encouraged the wrongful conduct. 52  Reported decisions in the bank-
ruptcy context seldom analyze the applicable law so fi nely, or at least not at the 
stage when common defenses are raised, and focus instead on the trustee’s stand-
ing to assert the claim in the fi rst instance or other defenses to which the trustee is 
subject that may bar the claim. As will be seen below, the ability to prevail against 
a trustee on a motion to dismiss or on summary judgment will, in at least one 
jurisdiction, likely turn on the degree of intentional conduct—as contrasted with 
professional negligence—that the trustee is able to plead with respect to counsel’s 
pre-petition conduct. 

 IV.   IN PARI DELICTO —A PRINCIPAL DEFENSE TO 
THE TRUSTEE’S CLAIM 
 A. BUILDING BLOCKS TO  IN PARI DELICTO  

 In the context of claims by trustees, one must appreciate three foundational 
building blocks to the  in pari delicto  defense. First, section 541(a)(1) of the 
Bankruptcy Code provides that the debtor’s estate includes, subject to limited 
exceptions, “all legal or equitable interests of the debtor in property as of the com-
mencement of the case.” 53  Courts uniformly hold that section 541(a)(1) vests in 
the estate all causes of action that the debtor had immediately prior to the fi ling of 
the petition in bankruptcy and could have asserted on its own behalf immediately 
prior to the fi ling of the bankruptcy petition under applicable state law. 54  Courts 
frequently state that section 541 effectively provides that a bankruptcy trustee 

 51.  See, e.g., In re  Segerstrom, 247 F.3d 218, 224−25 (5th Cir. 2001). 
 52.  See   RESTATEMENT (SECOND) OF TORTS  § 876(b) (1979). The cited elements apply to both aiding 

and abetting a client’s fraud,  see  Oster v. Kirschner, 905 N.Y.S.2d 69, 72 (App. Div. 2010), and aiding 
and abetting a client’s breach of fi duciary duty.  See  Reis v. Barley, Snyder, Senft & Cohen, LLC, 667 F. 
Supp. 2d 471, 492 (E.D. Pa. 2009). The  Reis  court acknowledged in an earlier opinion in the same 
proceeding that the tort of aiding and abetting another’s breach of fi duciary duty has not been uni-
versally recognized in some jurisdictions. 484 F. Supp. 2d 337, 350–51 (E.D. Pa. 2007). At least one 
court has held that a lawyer acting on a client’s behalf and within the scope of the attorney-client 
relationship should be protected by a privilege and cannot be held liable for conduct that allegedly 
aids or abets a client’s breach of a fi duciary duty unless the lawyer was acting outside the normal scope 
of the attorney-client relationship. Reynolds v. Schrock, 142 P.3d 1062, 1066–72 (Or. 2006);  see also  
Spinner v. Nutt, 631 N.E.2d 542, 546 (Mass. 1994) (“An allegation that the trustees acted under the 
legal advice of the defendants, without more, is insuffi cient to give rise to a claim that an attorney is 
responsible to third persons for the fraudulent acts of his clients.”). This additional requirement is 
presently the minority rule, but it bears consideration by other courts addressing this cause of action. 

 53. 11 U.S.C. § 541(a)(1) (2006). 
 54.  See, e.g ., Bd. of Trs. of Teamsters Local 863 Pension Fund v. Foodtown, Inc., 296 F.3d 164, 169 

n.5 (3d Cir. 2002). 
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“steps into the shoes of the debtor.” 55  Section 541 does not, in fact, expressly so 
state, but it has been consistently so interpreted. 

 Second, a trustee seeking to enforce a claim owned by the bankrupt imme-
diately prior to the fi ling of the petition is subject to all of the defenses that the 
bankrupt would have been subject to if it had brought the claim immediately 
prior to fi ling the petition. 56  Although some observers have argued quite strongly 
that the legislative history of section 541(a)(1) supports the principle that the 
trustee should not be subject to defenses that are “personal to the debtor” (itself, 
of course, an ambiguous concept), 57  few appellate courts have been willing even 
to address the argument. In  Offi cial Committee of Unsecured Creditors of PSA, Inc. v. 
Edwards , 58  the court not only rejected the need to resort to legislative history to in-
terpret section 541(a)(1), but also held that the legislative history did not support 
the argument that the trustee was not subject to defenses claimed to be personal 
to the debtor. 59  

 An understanding of the third building block begins with the principle that 
the particulars of any defense to which the trustee is subject are determined by 
non-bankruptcy law, which in most instances will be  state  law. 60  With that as 
background, the fi nal building block is that, in a claim by a trustee against third 
parties in connection with pre-petition wrongful acts by the debtor’s management, 
the trustee is effectively subject to defenses that might arise if the trustee itself had 
committed the wrongful acts. 

 We have seen that the trustee would be subject to that category of defenses 
if the  debtor  would have been subject to them in an action fi led by the debtor 
immediately prior to the fi ling of the petition in bankruptcy. But why should 

 55.  See, e.g .,  In re  Advanced Telecomm. Network, Inc., No. 6:03-AP-122, 2010 WL 273428, at *5 
n.5 (Bankr. M.D. Fla. Jan. 15, 2010);  see also  Hays & Co. v. Merrill Lynch, Pierce, Fenner & Smith, 
Inc., 885 F.2d 1149, 1154 (3d Cir. 1989) (“[I]n actions brought by the trustee as successor to the 
debtor’s interest under section 541, the ‘trustee stands in the shoes of the debtor and can only assert 
those causes of action possessed by the debtor. [Conversely,] [t]he trustee is, of course, subject to the 
same defenses as could have been asserted by the defendant had the action been instituted by the 
debtor.’ ” (quoting  COLLIER ON BANKRUPTCY  ¶ 323.02[4])). 

 56.  See, e.g., Hays , 885 F.2d at 1154. 
 57.  See, e.g ., Jeffrey Davis,  Ending the Nonsense: The  In Pari Delicto  Doctrine Has Nothing to Do with 

What Is § 541 Property of the Bankruptcy Estate , 21  EMORY BANKR. DEV. J.  519 (2005). 
 58. 437 F.3d 1145, 1150 (11th Cir. 2006). 
 59.  Id . at 1150. Nor was the court persuaded that the  in pari delicto  defense was a defense personal 

to the debtor.  Id . 
 60. O’Melveny & Myers v. FDIC, 512 U.S. 79, 84, 85, 87–89 (1994) ( holding that, without an 

“explicit federal statutory provision” or special federal interest, state law “governs the imputation of 
knowledge to corporate victims of alleged negligence”). Although  O’Melveny  arose in the context of an 
FDIC receivership and did not involve a claim by a bankruptcy trustee, the principles there stated have 
been held to be equally applicable in the bankruptcy context.  See In re  Adelphia Commc’ns Corp., 365 
B.R. 24, 52 (Bankr. S.D.N.Y. 2007) (relying on the principles of  O’Melveny  in holding that the Bank-
ruptcy Code “confi rms the grant of  ownership  of causes of action to the insolvent estate representative, 
but places no federal limits on the application of state law in determining defenses”). 

 Although a claim and defense might conceivably be based upon federal law, or an implied right of 
action under federal law, all of the decided cases examined for this article involved claims and defenses 
against the debtor’s pre-petition professionals arising under state law. 
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the corporate debtor—and, therefore, the trustee—be charged with knowledge of 
management’s unlawful acts or as a participant in the wrongful acts of its manage-
ment? The answer to this question lies in two fundamental imputation principles 
of agency law. The fi rst, which is subject to exceptions discussed below, is set 
forth in section 5.03 of the  Restatement ( Third) of Agency . It provides that, subject 
to certain limited exceptions, for purposes of determining a principal’s ( here, the 
debtor’s) legal relations with a third party, “notice of a fact that an agent [here, a 
member of the debtor’s management] knows or has reason to know is imputed 
to the principal if knowledge of the fact is material to the agent’s duties to the 
principal.” 61  The comments to section 5.03 make clear that the imputation of 
knowledge from the agent to the principal “charges the principal with the legal 
consequences of having notice of a material fact.” 62  Thus, for example, if unbe-
knownst to a corporation, a member of management or an employee bribes a 
foreign offi cial to obtain a business advantage for the corporation, the corpora-
tion may well have liability even though it neither directed nor authorized the 
act. Perhaps more relevant, if prior to bankruptcy management had fraudulently 
manipulated the debtor’s fi nancial statements, section 5.03 effectively charges the 
debtor, as the principal, with knowledge of the manipulation as it occurred. With 
such imputed knowledge, the debtor is precluded from asserting claims against 
third parties based on the underlying theory that it was a victim of its own man-
agement’s fraud. 63  

 The other equally well-known concept in agency law that attributes the wrong-
ful actions of management to the debtor itself is set forth in sections 7.03 through 
7.08 of the  Restatement ( Third) of Agency . 64  Those sections establish, again subject 
to qualifi cations and exceptions, the direct or vicarious responsibility of a princi-
pal for the acts of its agent under what is generally understood as the doctrine of 
respondeat superior. 65  

 When assessing a claim by a trustee against third parties that involves, at least 
in part, the wrongful acts of pre-petition management, courts are not always clear 
about which of these principles of agency they are using to impute to the entity 
(and, by reason of the principles outlined above, to the trustee). For example, in 
 In re Parmalat Securities Litigation , 66  the court referred to  both  the imputation to the 
debtor of “acts performed and knowledge acquired” by the debtor’s offi cers, 67  and 
cited  both  comment  b  to section 5.03 of the  Restatement ( Third) of Agency  68  and to a 
decision relying on section 257 of the  Restatement (Second) of Agency  (the anteced-

 61.  RESTATEMENT (THIRD) OF AGENCY  § 5.03 (2006). 
 62.  Id . § 5.03 cmt. b. 
 63.  See generally  Deborah A. DeMott,  When Is a Principal Charged with an Agent’s Knowledge? , 13 

 DUKE J. COMP. & INT’L L.  291 (2003). 
 64.  RESTATEMENT (THIRD) OF AGENCY  §§ 7.03−7.08 (2006). 
 65.  Id . 
 66. 659 F. Supp. 2d 504 (S.D.N.Y. 2009). 
 67.  Id . at 517–18. 
 68.  Id . at 519 n.100. 
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ent of section 7.08 of the  Restatement ( Third) of Agency ). 69  In  Offi cial Committee of 
Unsecured Creditors v. R.L. Lafferty & Co ., 70  the court stated: 

 Imputation refers to the attribution of one person’s wrongdoing to another person. 
For example, in the present case, the rules of imputation determine whether or not 
the Debtors will be deemed to have participated in wrongdoing because of the acts of 
the Debtors’ management. If wrongdoing is imputed, then the  in pari delicto  doctrine 
comes into play and bars a suit. 71  

 Regardless of which imputation principle a particular court chooses to follow, a 
bankruptcy trustee bringing a claim against third parties can presume that most 
courts, applying what they believe to be applicable non-bankruptcy law, will bur-
den the debtor, and therefore the trustee, with the knowledge of, and liability for, 
the acts of the debtor’s pre-petition management. 

 B.  IN PARI DELICTO  DEFINED 
 The defense of  in pari delicto  at common law was based “on two premises: 

fi rst, that courts should not lend their good offi ces to mediating disputes among 
wrongdoers; and second, that denying judicial relief to an admitted wrongdoer is 
an effective means of deterring illegality.” 72  In general, unless the degrees of fault 
are substantially the same or the plaintiff’s responsibility is greater, the  in pari 
delicto  defense will not be allowed, and the plaintiff should be compensated. 73  
Courts have justifi ed the defense, in part, as a way to avoid engaging in “ineffi cient 
and socially unproductive accountings between wrongdoers.” 74  

 The  in pari delicto  defense is clearly related to the equitable defense of unclean 
hands. The defense of unclean hands is normally invoked only when equitable 
relief is sought and it is not generally relevant to a claim for damages. Some courts 
have confl ated the unclean hands and the in  pari delicto  defenses. 75   Bateman 
Eichler, Hill Richards, Inc. v. Berner , 76   Pinter v. Dahl , 77  and  Perma Life Muffl ers, Inc. v. 
International Parts Corp . 78  all place restrictions on the extent to which the  in pari 
delicto  defense will be permitted in private actions—express or implied—under 
federal regulatory statutes. 

 A plaintiff will be subject to an  in pari delicto  defense only if the plaintiff was 
a voluntary participant in the unlawful activity that is the subject of the suit. 79  

 69.  Id . at 518 n.97. 
 70. 267 F.3d 340 (3d Cir. 2001). 
 71.  Id . at 355. 
 72. Bateman Eichler, Hill Richards, Inc. v. Berner, 472 U.S. 299, 306 (1985) (footnote omitted). 
 73. Pinter v. Dahl, 486 U.S. 622, 632 (1988). 
 74.  In re  Am. Int’l Grp., Inc. Consol. Derivative Litig., 976 A.2d 872, 877 (Del. Ch. 2009). 
 75.  See, e.g ., Perma Life Muffl ers, Inc. v. Int’l Parts Corp., 392 U.S. 134, 151 (1968) (Fortas, J., 

concurring),  overruled by  Copperweld Corp. v. Indep. Tube Corp., 467 U.S. 752 (1984). 
 76. 472 U.S. 299 (1985). 
 77. 486 U.S. 622, 632 (1988). 
 78. 392 U.S. 134, 138 (1968) .
 79.  Pinter , 486 U.S. at 636 (“[For a] plaintiff [to be subject to an  in pari delicto  defense, it] must be 

an active, voluntary participant in the unlawful activity that is the subject of the suit.”). 
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“[T]hose who have themselves violated the law in cooperation with the defendant” 
are subject to the defense. 80  The defense of  in pari delicto  would not normally be 
available to members of management in a direct suit against them by or on behalf 
of the debtor for damage to the debtor, 81  even though it may well be available to 
third parties who allegedly advised or assisted management in wrongful acts but 
did not control the pre-petition debtor’s affairs. 

 Many courts have felled many trees on the subject of  in pari delicto  and its use 
and misuse by litigants and other courts. The requirements of voluntary partici-
pation and relatively equal or greater fault might initially appear to preclude its 
application against an “innocent” and passive bankruptcy trustee seeking redress 
from allegedly culpable pre-petition advisors to management engaged in fraudu-
lent conduct. When, however, it is combined with the doctrine of imputation 
and the principle that the trustee is subject to all defenses that could have been 
asserted against the debtor,  in pari delicto  becomes a potent defensive weapon in 
the ongoing struggle between bankruptcy trustees and the debtor’s pre-petition 
creditors. 

 C.  THE NEAR UNIVERSAL ACCEPTANCE OF  IN PARI DELICTO  AS AN 
AVAILABLE DEFENSE OF PRE-PETITION PROFESSIONALS TO THE 
TRUSTEE’S CLAIMS 

 The  in pari delicto  defense 82  was successfully raised by the defendant law fi rm in 
every case described in Part II. The  in pari delicto  defense has been recognized as a 
valid defense against bankruptcy trustees asserting claims against third parties in 
at least six circuits. 83  The cited decisions are, in most instances, representative of a 
number of similar decisions recognizing the  in pari delicto  defense in the relevant 
circuit. In fi ve of these six decisions, the court affi rmed the lower court’s grant of 
a motion to dismiss or for summary judgment on the basis of  in pari delicto . In the 
sixth,  Senior Cottages , the defendant did not press the argument on appeal but the 
concurring opinion stated that the defense remained available to the defendant on 
remand. 84  In addition, a Ninth Circuit panel, in an unpublished order, affi rmed a 

 80.  Perma Life , 392 U.S. at 153 (Harlan, J., concurring in part and dissenting in part). 
 81.  In re  Granite Partners, L.P., 194 B.R. 318, 332 (Bankr. S.D.N.Y. 1996) (“ In pari delicto  bars 

claims against third parties, but does not apply to corporate insiders or partners. Otherwise, a trustee 
could never sue the debtor’s insiders on account of their own wrongdoing. As we have stated, only 
the trustee has standing to sue insiders . . . for injuries to a corporation or a limited partnership aris-
ing from their waste, mismanagement or breach of fi duciary duty.” (footnote omitted));  see  Global 
Crossing Estate Representative v. Winnick, No. 04 Civ. 2558(GEL), 2006 WL 2212776, at *15 n.20 
(S.D.N.Y. Aug. 3, 2006) (collecting cases). 

 82. Or its Second Circuit procedural variant discussed in  infra  Part IV.D. 
 83.  In re  Senior Cottages of Am., LLC, 482 F.3d 997 (8th Cir. 2007); Baena v. KPMG LLP, 453 F.3d 

1 (1st Cir. 2006); Offi cial Comm. of Unsecured Creditors of PSA, Inc. v. Edwards, 437 F.3d 1145 (11th 
Cir. 2006); Offi cial Comm. of Unsecured Creditors v. R.F. Lafferty & Co., 267 F.3d 340 (3d Cir. 2001); 
Terlecky v. Hurd ( In re  Dublin Sec., Inc.), 133 F.3d 377 (6th Cir. 1997); Sender v. Buchanan ( In re  
Hedged-Invs. Assocs., Inc.), 84 F.3d 1281 (10th Cir. 1996). 

 84.  Senior Cottages , 482 F.3d at 1008 (Loken, J., concurring). 
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district court order dismissing claims on the basis of  in pari delicto . 85  The Second 
Circuit has its own variant of the  in pari delicto  defense that courts have used to 
dismiss numerous third-party claims by bankruptcy trustees when the court has 
held that the law of New York was applicable. 86  The Second Circuit has affi rmed 
a dismissal on  in pari delicto  grounds when it concluded that the law of a jurisdic-
tion other than New York was applicable. 87  

  Terlecky v. Hurd  ( In re Dublin Securities, Inc .) 88  exemplifi es the operation of the 
 in pari delicto  defense for the benefi t of a law fi rm defendant. Dublin Securities 
engineered a series of fraudulent IPOs over a seven-year period, raising millions 
of dollars for its “clients” and itself. 89  When the music stopped in 1992, Dub-
lin’s records were seized, it was forced to fi le a Chapter 7 bankruptcy, and many 
of Dublin’s principals were convicted on various criminal charges. 90  Terlecky, as 
Dublin’s court-appointed trustee, sued two law fi rms that had represented Dublin 
during the relevant period. 91  He alleged that the law fi rms had “prepared all legal 
documents for the securities sales, provided day-to-day legal advice for Dublin 
Securities, and even served as special counsel for the securities issuers, restructur-
ing those companies, reviewing their business transactions, fi ling forms, and ar-
ranging for the issuance of stock certifi cates and warrants certifi cates.” 92  Terlecky 
alleged that “the fi rms and the individual lawyers knew or should have known of 
the illegal nature of the activities in which the companies engaged, but failed to 
apprise the businesses of those illegalities” and that they were properly charged 
with negligence, breach of fi duciary duty, negligent misrepresentation, reckless-
ness, and common law fraud. 93  After the district court dismissed the claims on the 
basis of a standing analysis similar to that adopted by the Second Circuit in  Shear-
son Lehman Hutton, Inc. v. Wagoner , 94  Terlecky pursued a virtually identical action 
in state court against the individual lawyers in the fi rms that he had not named in 
the federal action. 95  On a motion by the state court defendants, the district court 
enjoined the state court proceeding. 96  Terlecky appealed both the district court’s 

 85. Crown Paper Liquidating Trust v. PricewaterhouseCoopers, LLP, 198 F. App’x 597 (9th Cir. 
2006),  cert. denied , 549 U.S. 1253 (2007). 

 86. Although the Second Circuit variant to  in pari delicto , discussed in  infra  Part IV.D, has largely 
been applied to cases governed by New York law, the Second Circuit has also applied it in at least 
one case governed by Connecticut law.  See  Hirsch v. Arthur Andersen & Co., 72 F.3d 1085 (2d Cir. 
1995). 

 87. Offi cial Comm. of Unsecured Creditors of Color Title, Inc. v. Coopers & Lybrand, LLP, 322 F.3d 
147 (2d Cir. 2003) (applying Texas law). 

 88. 133 F.3d 377 (6th Cir. 1997). 
 89.  Id . at 379. 
 90.  Id . 
 91.  Id . 
 92.  Id . 
 93.  Id . 
 94. 944 F.2d 114 (2d Cir. 1991);  see infra  Part IV.D. 
 95.  Terlecky , 133 F.3d at 379. 
 96.  Id . 
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order dismissing his claims for lack of standing and the order enjoining his sub-
sequent state court action. 97  

 The Sixth Circuit affi rmed both orders of the district court. 98  It declined to 
affi rm on the district court’s standing analysis. 99  Rather, it held that the trustee’s 
claims were properly barred under the  in pari delicto  doctrine and that the trustee 
was properly enjoined from pursuing the lawyers of either fi rm in any forum on 
the basis of the  in pari delicto  defense. 100  The court rejected Terlecky’s argument 
that the motion to dismiss was improperly granted in his federal court action 
prior to a factual determination that the plaintiff (for these purposes, Dublin) was 
at equal or greater fault than the lawyer defendants. 101  The Sixth Circuit held that 
because Terlecky admitted in his complaint that the acts of Dublin “were instru-
mental in perpetrating the fraud on individuals choosing to invest in [Dublin’s] 
schemes,” that purposeful conduct established “conclusively that the debtors were 
 at least  as culpable as the defendants in” the fraud. 102   Terlecky  is consistent with a 
number of  in pari delicto  decisions 103  in (1) permitting the granting of a motion to 
dismiss on the basis of the defense (rather than deferring to a motion for summary 
judgment or some later stage in the proceeding ); and (2) assessing greater or equal 
fault with a reasonably broad brush. 

 Terlecky argued that public policy should be held to trump an  in pari delicto  
argument because lawyers participated in the conduct he alleged in his complaint 
and the fraud was that of Dublin’s management, not Dublin itself. 104  As to the fi rst 
argument, the court held that many of the law fi rm defendants would be called 
upon to defend themselves in direct actions by creditors and others in which they 

  97.  Id . 
  98.  Id . at 381. 
  99.  Id . at 380. 
 100.  Id . at 380–81. 
 101.  Id . at 380. 
 102.  Id . 
 103.  In pari delicto  is “an affi rmative defense which defendants have the burden to prove.”  In re  

Parmalat Sec. Litig., 659 F. Supp. 2d 504, 530 (S.D.N.Y. 2009). In federal court, a complaint “is subject 
to dismissal under [Fed. R. Civ. P.] 12(b)(6) when its allegations indicate the existence of an affi rmative 
defense that will bar the award of any remedy; but for this to occur, the applicability of the defense 
has to be clearly indicated and must appear on the face of the pleading to be used as the basis for the 
motion.” 5A C HARLES  A. W RIGHT  & A RTHUR  R. M ILLER , F EDERAL  P RACTICE  and P ROCEDURE  § 1357, at 348–49 
(2d ed. 1990). Since the  in pari delicto  defense is based in large measure on the premise that the actions 
of the defendant were less culpable, or at least no more culpable, than those of the plaintiff (or those 
of others that are imputed to the plaintiff ), one might think that the defense is not well suited to a 
motion to dismiss. Nonetheless, many courts have been willing to permit the defense to be used as the 
basis for a motion to dismiss under appropriate circumstances.  See, e.g ., Nisselson v. Lernout, 469 F.3d 
143 (1st Cir. 2006). Other courts, faced with a more ambiguous record, have been unwilling to give 
preclusive effect to an  in pari delicto  defense at the motion to dismiss stage.  See, e.g ., Bechtle v. Master, 
Sidlow & Assocs., P.A., No. 10-5195, 2011 WL 476535, at *7 (E.D. Pa. Feb. 8, 2011) (“[W]e cannot 
ascertain whether the Receiver may be subject to the  in pari delicto  defense without a full evidentiary 
record and more extensive legal briefi ng.”). Recent developments in the law may make even motions 
for summary judgment more problematic in some jurisdictions.  See  Adelphia Recovery Trust v. Bank 
of Am., N.A., No. 05 Civ. 9050 (LMM), 2010 WL 3452374 (S.D.N.Y. Sept. 1, 2010). 

 104.  Terlecky , 133 F.3d at 380. 



Claims Against Lawyers by Bankruptcy Trustees 601

had been named as defendants. 105  As to the second argument, the court held that 
while Dublin’s management acted adversely to Dublin and that, therefore, impu-
tation of their acts to Dublin should be precluded, the trustee had conceded that 
management so dominated and controlled Dublin that it had “no separate mind, 
will, or existence of its own.” 106  

 Although the law fi rm defendants apparently had other battles to defend on 
other fronts,  Terlecky  demonstrates the force of the  in pari delicto  defense against 
the claims of a trustee attempting to recoup from counsel the wages of manage-
ment fraud. 

 D.  THE  WAGONER  RULE—THE SECOND CIRCUIT’S 
PERMUTATION OF THE  IN PARI DELICTO  DEFENSE 

 For twenty years, the Second Circuit has gone its own way on issues raised by 
the  in pari delicto  defense, viewing the question as a standing matter, rather than 
an affi rmative defense. In  Shearson Lehman Hutton, Inc. v. Wagoner , 107  the Second 
Circuit held that a bankruptcy trustee lacks standing to pursue claims against 
third parties for allegedly assisting corporate insiders in damaging the debtor. The 
underlying facts in  Wagoner  are reasonably straightforward. Herbert M. Kirschner 
was the sole stockholder, director, and president of HMK Management Corpora-
tion (“HMK”). 108  In his capacity as president of HMK, Kirschner controlled its 
securities trading and business activities. 109  HMK maintained trading accounts 
with Shearson, and Shearson, for a period of time, supplied Kirschner with offi ce 
space. 110  HMK retained investment control over the accounts that it maintained 
with Shearson. 111  The customer agreements for the accounts contained arbitration 
clauses. 112  HMK was primarily funded with the proceeds of notes that it sold to 
Kirschner’s fellow church members. 113  

 HMK suffered substantial trading losses and fi led for bankruptcy. 114  HMK’s note 
holders sued Shearson. 115  Wagoner, HMK’s bankruptcy trustee, fi led arbitration 
claims against Shearson. 116  Shearson brought an action in the federal district court 
to enjoin Wagoner’s arbitration action. 117  The district court enjoined the action on 

 105.  Id . 
 106.  Id . That concession is a formulation of the “sole actor” exception to the “adverse interest 

exception” and had the effect of reviving both imputation and the availability of the  in pari delicto  
defense. Both the “adverse interest” exception and the “sole actor” exception are discussed in  infra  
Part IV.E. 

 107. 944 F.2d 114 (2d Cir. 1991). 
 108.  Id . at 116. 
 109.  Id . 
 110.  Id . 
 111.  Id . 
 112.  Id . 
 113.  Id . 
 114.  Id . at 116−17. 
 115.  Id . at 117. 
 116.  Id . 
 117.  Id . 
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the grounds that the claims Wagoner sought to arbitrate were barred by the ap-
plicable statute of limitations. 118  

 On Wagoner’s appeal, Shearson argued that since the Supreme Court had held 
in  Caplin v. Marine Midland Grace Trust Co . 119  that a bankruptcy trustee has no 
standing to pursue claims owned by creditors, and since the claims Wagoner 
sought to arbitrate were in fact claims of HMK’s creditors, Wagoner lacked stand-
ing to pursue them. 120  The court held that Wagoner was actually pursuing two 
separate claims against Shearson in the arbitration. 121  The fi rst claim was a garden-
variety churning claim that the court believed was owned by the bankrupt estate 
and that Wagoner therefore had standing to pursue it in the arbitration. 122  The 
court identifi ed the second claim as Wagoner’s allegation that “Shearson aided, 
abetted, and unduly infl uenced Kirschner in making bad trades that dissipated 
corporate funds.” 123  The court then held that insofar as the second claim pled 
damages suffered by the note holders, it was barred by  Caplin , and insofar as the 
second claim pled damages to HMK itself, the trustee had no standing to pursue it 
because “[a] claim against a third party for defrauding a corporation with the co-
operation of management accrues to creditors, not to the guilty corporation.” 124  

 Several other circuits and many commentators have thoroughly criticized  Wag-
oner . 125  The U.S. Court of Appeals for the Third Circuit stated that an analysis 
of standing “does not include an analysis of equitable defenses, such as  in pari 
delicto . Whether a party has standing to bring claims and whether a party’s claims 
are barred by an equitable defense are two separate questions, to be addressed on 
their own terms.” 126  

 Because  Wagoner  was a review of whether the trustee’s claims were arbitrable, 
the court concluded that it was precluded from assessing “the legal suffi ciency 
of the claim[s] presented,” but that it was not similarly precluded from “determining 
the question of the trustee’s standing” to pursue the claims. 127  We will never know 
whether the law in this area might have developed differently in the Second Cir-
cuit if the  Wagoner  court had the alternative of reaching the merits of the claims; 
it is certainly conceivable that if Wagoner had not been bound by arbitration 
clauses in HMK’s customer agreements with Shearson and had, instead, brought 
his claims in the district court in the fi rst instance, the law in the Second Circuit 

 118.  Id . 
 119. 406 U.S. 416 (1972). 
 120.  Wagoner , 944 F.2d at 117–18. 
 121.  Id . at 119. 
 122.  Id . 
 123.  Id . 
 124.  Id . at 119−20. 
 125. A collection of circuit court decisions specifi cally rejecting the  Wagoner  construct and second-

ary authority critical of the decision are set forth in  In re Senior Cottages of America, LLC , 482 F.3d 997, 
1003−04 (8th Cir. 2007). 

 126. Offi cial Comm. of Unsecured Creditors v. R.F. Lafferty & Co., 267 F.3d 340, 346 (3d Cir. 
2001). 

 127.  Wagoner , 944 F.2d at 119. 
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on these issues would bear a greater resemblance to that elsewhere in the federal 
courts. 

 The  Wagoner  construct is not followed in any other circuit unless New York law 
is deemed to control. Although at least one court has suggested that the Second 
Circuit may be moving away from  Wagoner , 128  we will see fairly clear evidence 
below that, to date, it has not. Thus, cases in the Second Circuit in which New 
York state law is implicated and which would otherwise raise a defense of  in pari 
delicto  are routinely litigated on the issue of the trustee’s standing to pursue the 
claim. Courts explaining the  Wagoner  rule on standing have acknowledged its 
similarity to the  in pari delicto  defense, 129  and most of the exceptions to the  in pari 
delicto  defense apply with equal force to the application of the  Wagoner  rule on 
standing. 130  

 In light of the overwhelming authority in other circuits condemning the  Wag-
oner  construct, along with the recent decision of the New York Court of Appeals 
in  Kirschner v. KPMG LLP  131  making it clear that the  Wagoner  construct is not an 
element of New York law, 132  the Second Circuit may well take a second look at the 
 Wagoner  construct and perhaps conclude that the time has come to join the other 
circuits and virtually all state courts in analyzing these issues under the traditional 
 in pari delicto  affi rmative defense. 

 E.  ADVERSE INTEREST—AN EXCEPTION TO IMPUTATION 
AND, THEREFORE, TO THE  IN PARI DELICTO  DEFENSE 

 If the chain of imputation to the debtor of pre-petition management’s acts or 
knowledge can be broken, then neither the debtor nor a trustee standing in the 
shoes of the debtor will be subject to the defense of  in pari delicto . The primary 
vehicle for breaking imputation has been denominated the “adverse interest ex-
ception.” Insofar as imputation of  knowledge  of management’s acts to a corpora-

 128.  Senior Cottages , 482 F.3d at 1003 (“Gradually, the Second Circuit and the lower courts within 
that circuit have shifted from treating the question as one of standing to treating it as an affi rmative 
defense.” (citing cases)). 

 129.  See, e.g .,  In re  Parmalat Sec. Litig., 477 F. Supp. 2d 602, 609 n.45 (S.D.N.Y. 2007);  In re  Food 
Mgmt. Grp., LLC, 380 B.R. 677, 692–701 (Bankr. S.D.N.Y. 2008). 

 130. The following exceptions to  in pari delicto , all of which are discussed below, have all been 
applied in decisions applying the  Wagoner  analysis: adverse interest ( see, e.g .,  In re  CBI Holding Co., 
529 F.3d 432, 448 (2d Cir. 2008);  In re  Mediators, Inc., 105 F.3d 822, 827 (2d Cir. 1997)); sole actor 
( see, e.g ., Wechsler v. Squadron, Ellenoff, Plesent & Sheinfeld, L.L.P., 212 B.R. 34, 36 (Bankr. S.D.N.Y. 
1997)); and innocent decision maker ( see, e.g .,  In re  Bennett Funding Grp., Inc., 336 F.3d 94, 99–101 
(2d Cir. 2003)). 

 131. 938 N.E.2d 941 (N.Y. 2010);  see infra  Part V.E. 
 132. In  Kirschner , the court stated: 

 Although the District Court broadly characterized the Wagoner rule as “an application of the 
substantive law of New York[,]” [the  Wagoner ] rule derives in signifi cant part from federal bank-
ruptcy law, and is a prudential limitation on standing under federal law. Thus, the  Wagoner  rule 
is not part of New York law except as it refl ects the  in pari delicto  principle, and in New York,  in 
pari delicto  is an affi rmative defense, not a matter of standing. 

 938 N.E.2d at 946 n.3 (citations omitted). 
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tion is concerned, section 5.04 of the  Restatement ( Third) of Agency  provides that 
when the legal relations of a principal to a third party are at issue, notice of a fact 
known to an agent is not imputed to the principal “if the agent acts adversely to 
the principal in a transaction or matter.” 133  Section 5.04 further provides that the 
adverse interest exception does not apply when necessary to protect the rights of a 
third party dealing in good faith with a principal or when the principal has ratifi ed 
or retained the benefi ts of the agent’s wrongful acts. 134  Insofar as the imputation 
of the  acts  of management to the corporation is concerned, it is well understood 
that the corporation’s vicarious liability for the acts of its agent is conditioned on 
the agent acting within the scope of employment. 135  Section 7.07(2) provides that 
“[a]n employee’s act is not within the scope of employment when it occurs within 
an independent course of conduct not intended by the employee to serve any 
purpose of the employer.” 136  

 In cases in which a trustee faces an  in pari delicto  defense or the  Wagoner  stand-
ing variant, the trustee will invariably argue that the imputation chain should be 
broken on the basis of the adverse interest exception. In relatively rare instances, a 
court will fi nd that an adverse interest has broken the imputation chain. 137  Courts 
have set a high bar on the adverse interest exception. Most courts require that the 
trustee show that management totally abandoned the interest of the debtor and 
was acting exclusively for its own interest. 138  The Second Circuit and the New York 
Court of Appeals have recently considered whether the adverse interest can be 
proven by a showing of management’s  intent  to benefi t itself exclusively, and, con-
versely, whether a showing of actual harm to the corporation—as contrasted with 
an absence of benefi t—is necessary to establish the adverse interest exception. 139  

 Any discussion of the adverse interest exception would be incomplete without 
mention of the “sole actor” doctrine and the “innocent insider” doctrine. The sole 
actor doctrine effectively negates the adverse interest exception and revives impu-
tation even where the agent has abandoned the principal’s interests. The theory 
behind the sole actor doctrine is that where the agent dominates the principal, 
“the principal and the agent are one and the same.” 140  The sole actor doctrine 
“imputes the agent’s knowledge to the principal notwithstanding the agent’s self-
dealing because the party that should have been informed was the agent itself 
albeit in its capacity as principal.” 141  Thus, the sole actor doctrine is based on the 

 133.  RESTATEMENT (THIRD) OF AGENCY  § 5.04 (2006). 
 134.  Id . 
 135.  Id . § 7.07(1). 
 136.  Id . § 7.07(2). 
 137.  See, e.g., In re  CBI Holding Co., 529 F.3d 432, 449–53 (2d Cir. 2008);  In re  Fuzion Techs. Grp., 

Inc., 332 B.R. 225, 236–40 (Bankr. S.D. Fla. 2005) (alternative holding). 
 138.  See, e.g., In re  Mediators, Inc., 105 F.3d 822, 827 (2d Cir. 1997). 
 139.  See infra  Part V. For an excellent discussion of the adverse interest exception, and many of 

the other issues discussed herein, see Amelia Toy Rudolph,  Invoking  In Pari Delicto  to Bar Accountant 
Liability Actions Brought by Trustees and Receivers, in   ACCOUNTANTS ’  LIABILITY: LITIGATION AND ISSUES IN THE 
FINANCIAL CRISIS 547, 562 – 73 (ALI-ABA 2010).  

 140.  Mediators , 105 F.3d at 827. 
 141.  Id . 
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view that there is no reason for the adverse interest exception to exist when the 
principal is the mere alter ego of the agent and the principal and the agent are in-
distinguishable. Courts have applied the sole actor doctrine when the agent is the 
sole shareholder of the corporation, 142  or all of the corporation’s management par-
ticipated in the wrongdoing. 143  If the sole actor, or “alter ego,” doctrine is proven 
in the face of a showing of adverse interest, imputation, and therefore the  in pari 
delicto  defense, is once again available to a third party. 

 The “innocent insider” doctrine (sometimes referred to as the “innocent decision-
maker” doctrine) is simply a construct for defeating a “sole actor” argument or 
demonstrating that it is inapplicable. Under this doctrine, a trustee may be able 
to defeat the sole actor exception to the adverse interest exception if he or she can 
show that “at least one decisionmaker in a management role or amongst the share-
holders is innocent  and  could have stopped the fraud.” 144  At least one court has 
questioned whether the “innocent decision-maker” exception has been embraced 
at the appellate court level. 145  

 V.  RECENT DECISIONS EXAMINING THE  IN PARI DELICTO  
DEFENSE (OR THE  WAGONER  PERMUTATION) 

 In the past fi ve years, two federal appellate courts and the highest courts of four 
states have taken a closer look at the application of the  in pari delicto  defense to 
claims by trustees (and creditors’ committees) in cases involving substantial man-
agement fraud. The results in these decisions are far from uniform. 

 A.  NCP LITIGATION TRUST V. KPMG LLP  146  
  NCP Litigation Trust  arose from the bankruptcy of Physician Computer Network, 

Inc. (“PCN”), a publicly traded company that sold software to physicians to assist 
them in communicating with hospitals, laboratories, insurers, and group health-
care providers. 147  Management of PCN engaged in accounting fraud. 148  KPMG 
failed to detect the fraud and issued clean opinions on PCN’s 1994–1996 fi nan-
cial statements. 149  In the course of auditing PCN’s fi nancial statements for 1997, 
KPMG found some of the irregularities. 150  This discovery forced PCN to restate 

 142.  See, e.g ., Offi cial Comm. of Unsecured Creditors v. R.L. Lafferty & Co., 267 F.3d 340 (3d Cir. 
2001); FDIC v. Ernst & Young, 967 F.2d 166 (5th Cir. 1992). 

 143.  See  Terlecky v. Hurd ( In re  Dublin Sec., Inc.), 133 F.3d 377, 380 (6th Cir. 1997). 
 144.  In re  Bennett Funding Grp., Inc., 336 F.3d 94, 101 (2d Cir. 2003);  see In re  Sharp Int’l Corp., 

278 B.R. 28, 36 (Bankr. E.D.N.Y. 2002); Breeden v. Kirkpatrick & Lockhart, LLP, 268 B.R. 704, 710 
(Bankr. S.D.N.Y. 2001); Wechsler v. Squadron, Ellenoff, Plesent & Sheinfeld, L.L.P., 212 B.R. 34, 36 
(S.D.N.Y. 1997). 

 145. Baena v. KPMG LLP, 453 F.3d 1, 8–9 (1st Cir. 2006). 
 146. 901 A.2d 871 (N.J. 2006). 
 147.  Id . at 873. 
 148.  Id . at 874. 
 149.  Id . at 873–75. 
 150.  Id . 
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its previously announced results for the fi rst three quarters of 1997. 151  Thereafter, 
KPMG withdrew its opinions on PCN’s fi nancial statements for 1994–1996. 152  
PCN ultimately fi led for bankruptcy and a third party acquired its assets. 153  

 Several class actions were fi led against PCN alleging securities law violations 
and ultimately settled for $21 million. 154  A subsequent class claim against KPMG 
was dismissed with prejudice for failure to plead scienter—a necessary element of 
the claim asserted there—with particularity. 155  

 PCN’s confi rmed bankruptcy plan created the NCP Litigation Trust to pursue 
any causes of action owned by PCN on behalf of allowed equity interests in PCN 
(shareholders of PCN on the date of the fi ling of the petition in bankruptcy). 156  
The litigation trust commenced a claim against KPMG in a New Jersey state court, 
alleging claims for professional negligence, negligent misrepresentation, breach of 
contract, and breach of fi duciary duty. 157  The claim against KPMG was, in essence, 
that it failed to exercise due professional care in the performance of its audits and 
in rendering its audit reports. 158  

 KPMG moved to dismiss the claim on the grounds that management’s fraud 
should be imputed to PCN and the litigation trust, as successor-in-interest to 
PCN. 159  The trial court dismissed the claim on the grounds that management 
acts were imputable to the corporate employer. 160  In an unpublished opinion, the 
Appellate Division reversed on the grounds that “the imputation defense was not 
available to KPMG because the Trust’s complaint, fairly read, alleges that KPMG 
committed equitable fraud independent of any legal fraud committed by PCN’s 
offi cers.” 161  

 On appeal, the New Jersey Supreme Court affi rmed the Appellate Division, 
albeit on somewhat different grounds. The court held that New Jersey law did 
not support imputing management’s fi nancial statement fraud, or knowledge of 
it, in the context of a subsequent suit by a litigation trust, acting for the benefi t of 
the corporation’s shareholders, against the corporation’s auditors for negligence in 
failing to detect the fraud. 162  The court stated: 

 [T]his matter does not present the typical circumstance for which the imputation 
defense was designed because PCN’s agents did not directly defraud an innocent 

 151.  Id . 
 152.  Id . 
 153.  Id . 
 154.  Id . at 876. 
 155.  Id . 
 156.  Id . 
 157.  Id . 
 158.  Id . at 876−77. 
 159.  Id . at 877. 
 160.  Id . 
 161.  Id . at 878. In New Jersey, “equitable fraud” consists of three elements: “(1) a material misrep-

resentation of a presently existing or past fact; (2) the maker’s intent that the other party rely on it; 
and (3) detrimental reliance by the other party.” Liebling v. Garden State Indem., 767 A.2d 515, 518 
(N.J. Super. Ct. App. Div. 2001). Unlike legal, or common law, fraud, equitable fraud does not require 
scienter. In that respect, it resembles negligent misrepresentation. 

 162.  NCP Litig. Trust , 901 A.2d at 882. 
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third party. They defrauded the corporation and its creditors instead. In that respect, 
[the accounting fi rm] is not a victim of the fraud in need of protection. Further, [the 
accounting fi rm] had an independent contractual obligation, at a level defi ned by its 
agreement with PCN, to detect the fraud, which it allegedly failed to do. Allowing 
[the accounting fi rm] to avoid liability for its allegedly negligent conduct would not 
promote the purpose of the imputation doctrine—to protect the innocent. Therefore, 
by not extending the imputation doctrine to this context, we do not eviscerate it, as 
the dissent argues, but rather, we refuse to stretch it to its breaking point. 163  

 The  NCP  court summarized its holding as follows: 

 We thus conclude that when an auditor is negligent within the scope of its engage-
ment, the imputation doctrine does not prevent corporate shareholders from seeking 
to recover. A limited imputation defense will properly compensate the victims of cor-
porate fraud without indemnifying wrongdoers for their fraudulent activities. To the 
extent that shareholders are innocent of corporate wrongdoing, our holding provides 
just compensation to those plaintiffs. 164  

 New Jersey courts seemingly collapse imputation and  in pari delicto  and refer 
to the “imputation defense” as shorthand for both imputation and  in pari delicto . 
Of course, under a more traditional “uncollapsed” construct, if imputation is not 
available, one never reaches the availability of the  in pari delicto  defense. 165  

 There is much that could be said about the majority opinion in  NCP , and much 
of it is said in two vigorous dissenting opinions.  NCP  rejects the result reached 
by the Seventh Circuit on the same issue in  Cenco, Inc. v. Seidman & Seidman . 166  
 NCP  effectively adopts a qualifi cation to the imputation principles in section 5.03 
of the  Restatement ( Third) of Agency  that is found in comment  b  to that section. 167  
Comment  b  fi rst justifi es imputation, in part, on the basis that “[i]f a principal’s 
agents fail to disclose or misstate material information to a third party who pro-
vides services to the principal, the agents’ conduct may result in fl awed work 
by the service provider,” for which, presumably, the service provider should not 
reasonably bear liability. 168  The comment then states: 

 A principal may retain a service provider on terms or for tasks that make impu-
tation of agents’ knowledge irrelevant to subsequent claims that the principal may 
assert against the service provider. For example, a principal may retain a service pro-
vider to assess the accuracy of its fi nancial reporting or the adequacy of its internal 
fi nancial controls or other internal processes . . . . If the service provider fails to detect 
or report defi ciencies, the principal’s claim against the service provider  should not be 

 163.  Id . 
 164.  Id . at 890. 
 165.  See  Thabault v. Chait, 541 F.3d 512, 527–29 (3d Cir. 2008) (applying the holding in  NCP  

to an action brought by an insurance administrator, acting as receiver for an insolvent insurer based 
in New Jersey, against the insurer’s auditor and characterizing  NCP  as holding that “the  in pari delicto  
doctrine does not bar corporate shareholders from recovering against the auditor”). 

 166. 686 F.2d 449 (7th Cir. 1982). 
 167.  See   RESTATEMENT (THIRD) OF AGENCY  § 5.03 cmt. b (2006). 
 168.  Id . 
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defeated by imputing to the principal its agents’ knowledge of defi ciencies in the processes 
under scrutiny . 169  

  NCP  is arguably no more than another way station in the never-ending war 
on the extent to which independent auditors should be liable for failure to ferret 
out fraud. 170  The implications of an  NCP -type analysis to the furnishing of legal 
services are far from clear. The legal profession has, thus far, largely succeeded in 
avoiding the label of “gatekeeper,” which might impose an independent affi rma-
tive obligation to the investing public to detect and expose management fraud. 171  
 NCP  is arguably but one of many examples of why equating corporate counsel to 
gatekeepers could raise the legal profession’s exposure when a lawyer learns, or 
fails to detect when he arguably should have, that the client is perpetrating, or has 
perpetrated, a fraud on a third party. 

 B.  OFFICIAL COMMITTEE OF UNSECURED CREDITORS 
OF ALLEGHENY HEALTH, EDUCATION & RESEARCH 
FOUNDATION V. PRICEWATERHOUSECOOPERS, LLP 172  

 This case arose from fi nancial statement manipulation by senior offi cers of the 
Allegheny Health, Education, and Research Foundation (“AHERF”), a large non-
profi t hospital chain that pursued an integrated model of healthcare delivery with 
spectacularly unsuccessful results. 173  AHERF rapidly acquired a string of hospitals 
in eastern Pennsylvania. 174  It also paid premium prices for a large number of sup-
porting physician practices. 175  When management realized that the strategy was 
not working, it concealed this through the use of purposely misleading fi nancial 
statements; in simple terms, management maintained two sets of books. 176  A pre-

 169.  Id . (emphasis added). 
 170. Although not articulated in the opinion, the  NCP  court may have been infl uenced in a subtle 

way by the dismissal of a class action against KPMG in federal court. Both of the dissenting opinions 
suggested as much and would have held the equity holders to their prior bite at the apple. NCP Litig. 
Trust v. KPMG LLP, 901 A.2d 871, 891–92, 902–04 (LaVecchia, J. and Rivera-Soto, J., dissenting). 

 171. The characterization of lawyers as “gatekeepers” has been a theme largely espoused by the 
academy.  See, e.g ., Ronald J. Gilson,  The Devolution of the Legal Profession: A Demand Side Perspective , 49 
 MD. L. REV.  869, 915 (1990) (“The aspect of professionalism on which I have focused here—lawyers 
functioning as private gatekeepers to enforce a Rawlsian agreement among clients—remains a desirable 
end which seemingly cannot be duplicated by public enforcement.”); John C. Coffee, Jr.,  The Attorney 
as Gatekeeper: An Agenda for the SEC , 103  COLUM. L. REV . 1293, 1293 (2003) (arguing that “securities 
attorneys can and do perform a limited ‘gatekeeping’ function and that imposing such obligations on 
attorneys should neither chill socially desirable client communications nor reduce the attorney’s infl u-
ence over the client”). Many fi nd more reasonable the position on the issue taken in the  Report of the 
New York City Bar Association Task Force on the Lawyer’s Role in Corporate Governance—November 2006 , 
 62 BUS. LAW. 427 , 457–59 (2007) (excerpted for publication) (rejecting a “gatekeeping” obligation—
while purposely eschewing the use of that term—for several well-articulated reasons). 

 172. No. 2:00cv684, 2007 WL 141059 (W.D. Pa. Jan. 17, 2007) (“ Allegheny I ”),  questions certifi ed by  
No. 07-1397, 2008 WL 3895559 (3d Cir. July 1, 2008) (“ Allegheny II ”),  certifying questions to  989 A.2d 
313 (Pa. 2010) (“ Allegheny III ”),  answering certifi ed questions to  607 F.3d 346 (3d Cir. 2010) (“ Allegheny IV ”). 

 173.  Allegheny II , 2008 WL 3895559, at *1. 
 174.  Id . 
 175.  Id . 
 176.  Id . at *2. 
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decessor fi rm of PricewaterhouseCoopers, LLP (“PwC”) audited the manipulated 
fi nancial statements for fi scal years 1996 and 1997 and delivered clean opin-
ions. 177  When the fi nancial results continued to deteriorate, AHERF’s board be-
came aware of impending insolvency through direct contacts from employees and 
vendors. 178  The board discharged the CEO and shortly thereafter AHERF fi led for 
bankruptcy. 179  It was one of the largest non-profi t healthcare companies ever to 
fi le. 180  Three members of management were criminally charged, 181  and the SEC 
fi led injunctive actions against two members of AHERF’s management 182  and three 
partners in Coopers & Lybrand, LLP. 183  The SEC also brought administrative pro-
ceedings against members of management and AHERF. 184  

 The Unsecured Creditors’ Committee, “standing in the shoes of AHERF,” 185  
brought claims against AHERF’s independent accountants. 186  The Committee’s 
complaint charged PwC, as successor to Coopers & Lybrand, LLP, with breach of 
contract, professional negligence, and aiding and abetting a breach of fi duciary 
duty. 187  The Committee’s theory was that if PwC’s predecessor fi rm had identifi ed 
the manipulated fi nancial statements and declined to render “clean” opinions on 
its audit, rather than “knowingly assist[ing]” AHERF’s management in the fraud, 
AHERF’s board would have become aware of the true condition of AHERF at a 
time when remedial measures to avoid insolvency would have been possible. 188  

 The district court granted summary judgment for PwC. 189  It held that the acts of 
management in falsifying AHERF’s fi nancial statements were imputed to AHERF 
and that the  in pari delicto  doctrine barred recovery by the Committee, standing in 
the shoes of AHERF, against PwC. 190  In so holding, it rejected the adverse interest 

 177.  Id . 
 178.  Id . 
 179.  Id . 
 180. Lisa Goldstein,  The Failure of AHERF: 5 Important Lessons ,  HEALTHCARE FIN. MGMT. , Aug. 2008, 

at 52. 
 181. Karl Stark,  Abdelhak Gets Jail Sentence ,  PHILA. INQUIRER , Aug. 30, 2002, at A01 (Local Section). 

The CEO pled no contest, the CFO was convicted on a single count, and charges against the General 
Counsel were dismissed.  Id . 

 182. Stephen Weinstein, Attorney, Offi ce of Mun. Sec., U.S. Sec. & Exch. Comm’n, Remarks Before 
the AICPA National Healthcare Industry Conference—Understanding AHERF: Observations on the 
Recent Settlements Involving Allegheny Health, Education, and Research Foundation (Aug. 1, 2000) 
(transcript available at http://www.sec.gov/news/speech/spch406.htm). 

 183.  Commission Institutes an Administrative Proceeding to Determine if the Registration of Stan Lee 
Media, Inc.’s Securities Should Be Suspended or Revoked ,  SEC NEWS DIG.  (Aug. 12, 2004), http://www.sec.
gov/news/digest/dig081204.txt. 

 184. Weinstein,  supra  note 182. 
 185.  Allegheny II , 2008 WL 3895559, at *2. 
 186.  Id . 
 187.  Id . 
 188.  Id . 
 189.  Allegheny I , 2007 WL 141059, at *15. 
 190.  Id . at *13 (“There is also no dispute that AHERF’s senior management team created the 

fraudulent fi nancial statements, and therefore, was a primary wrong-doer. [The defendant’s] alleged 
misdeeds are based,  inter alia , upon its failure to detect the material misstatements in the fi nancial 
statements and advise AHERF of the accounting violations and the actual fi nancial condition of the 
company. AHERF bears at least substantially equal responsibility for the injury it seeks to remedy, and 
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exception to imputation, holding that there was no evidence that management 
had acted exclusively for its own benefi t. 191  

 On appeal, the Third Circuit examined the “adverse interest” exception to im-
putation both under the principles of section 5.04 of the  Restatement ( Third) of 
Agency  and under principles of respondeat superior. 192  The court noted that the 
Committee urged that the adverse interest exception to imputation should be con-
ditioned on whether the agent intended to serve the principal or itself, whereas 
PwC urged that the adverse interest exception would always be inapplicable, re-
gardless of the agent’s intent, if the principal received any benefi t from the agent’s 
acts. 193  The Third Circuit concluded that Pennsylvania case law could be read as 
justifying imputation for the protection of innocent parties and was unclear on the 
question of whether imputation was proper when the party invoking the doctrine 
was not an innocent third party but rather an alleged co-conspirator with the 
agent. 194  The Third Circuit also believed that Pennsylvania case law was uncertain 
on whether the  in pari delicto  defense would operate in the same manner on claims 
of professional negligence, breach of contract, and aiding and abetting breaches 
of fi duciary duty. 195  As a result, the Third Circuit certifi ed to the Pennsylvania 
Supreme Court two questions: 

 1.  What is the proper test under Pennsylvania law for determining whether an 
agent’s fraud should be imputed to the principal when it is an allegedly non-
innocent third[]party that seeks to invoke the law of imputation in order to 
shield itself from liability? 

 2.  Does the doctrine of  in pari delicto  prevent a corporation from recovering 
against its accountants for breach of contract, professional negligence, or 
aiding and abetting a breach of fi duciary duty, if those accountants conspired 
with offi cers of the corporation to misstate the corporation’s fi nances to the 
corporation’s ultimate detriment? 196  

 Eighteen months later, the Pennsylvania Supreme Court issued a lengthy opin-
ion reviewing Pennsylvania case law, and that of other jurisdictions, on the pur-
poses behind imputation and the  in pari delicto  defense. 197  In response to the fi rst 
question—whether an agent’s fraud should be imputed to the corporation for pur-
poses of the invocation of the  in pari delicto  defense by an allegedly non-innocent 
(i.e., alleged to have been negligent or more) third party—the Pennsylvania Su-
preme Court held that the answer turned on whether the third party seeking to in-
voke the defense had dealt with the principal “in good faith.” 198  The court stated: 

barring an equitable determination to the contrary, the  in pari delicto  doctrine bars AHERF’s, and thus 
the Committee’s, claims against PwC.”). 

 191.  Id . 
 192.  Allegheny II , 2008 WL 3895559, at *3. 
 193.  Id . 
 194.  Id . at *4. 
 195.  Id . at *5. 
 196.  Id . at *6. 
 197.  Allegheny III , 989 A.2d 313. 
 198.  Id . at 335. 
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 The proper test to determine the availability of defensive imputation in scenarios 
involving non-innocents depends on whether or not the defendant dealt with the 
principal in good faith. While one of the primary justifi cations for imputation lies 
in the protection of innocents, in Pennsylvania, it may extend to scenarios involving 
auditor negligence, subject to an adverse-interest exception, as well as other limits 
arising out of the underlying justifi cations supporting imputation. Imputation does 
not apply, however, where the defendant materially has not dealt in good faith with 
the principal. 199  

 In response to the second question—the circumstances under which an  in pari 
delicto  defense would be available to auditors—the Pennsylvania Supreme Court 
held the following: 

 The  in pari delicto  defense may be available in its classic form in the auditor-liability 
setting, subject to ordinary requirements of pleading and proof (including special 
ones related to averments of fraud where relevant), and consideration of competing 
policy concerns. However, as noted, imputation is unavailable relative to an auditor 
which has not dealt materially in good faith with the client-principal. This effectively 
forecloses an  in pari delicto  defense for scenarios involving secretive collusion between 
offi cers and auditors to misstate corporate fi nances to the corporation’s ultimate 
detriment. 200  

 Three months later, the Third Circuit issued its opinion with the benefi t of the 
Pennsylvania Supreme Court’s responses. 201  The decision is a reasonably lucid ex-
plication of the competing public policy concerns in this line of cases and frames 
the now existing divide between controlling precedent in New Jersey in  NCP , 
described above, and the result reached by the Pennsylvania Supreme Court in 
 Allegheny III . The Third Circuit, having no option in light of the Pennsylvania 
Supreme Court’s holdings, remanded the case to the district court for further 
proceedings. 202  

 These decisions, taken together, present a road map to counsel representing 
trustees in bankruptcy. To the extent an allegation can be framed, within the con-
fi nes of Rule 11 203  and other applicable pleading rules, that an accountant dealt 
with pre-petition management in a collusive fashion—that is, “other than in good 
faith”—a court applying the analysis proffered in  Allegheny III  will be bound to 
deny a motion to dismiss at the pleadings stage. It is at that stage that the  in pari 
delicto  defense is most useful. It is often a long way (in terms of effort, distrac-
tion, and potential reputational damage) from the denial of a motion to dismiss 
and an ultimate result on the merits. The absence of the availability of the  in pari 
delicto  doctrine at an early stage in the litigation will inevitably increase the cost of 
defense of these cases and, concomitantly, increase their settlement value. While 

 199.  Id . at 339. 
 200.  Id . 
 201.  Allegheny IV , 607 F.3d 346. 
 202.  Id . at 355. 
 203.  FED. R. CIV. P.  11. 
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there is some discussion in the Pennsylvania Supreme Court’s decision of the 
important role played by auditors in public fi nancial reporting, 204  there are many 
statements in the opinion that may be extrapolated to other third-party pre-
petition service providers—including counsel—and one can reasonably expect 
that trustees will invite courts to do so. 205  

  C.  KIRSCHNER V. KPMG LLP   206  
  Kirschner  involved claims by the trustee of a litigation trust established by the 

plan of reorganization of a public company against pre-petition professionals 
(two accounting fi rms, three investment banking fi rms, and a law fi rm) and oth-
ers who allegedly assisted the debtor’s management in a massive fraud on the 
corporation’s creditors and shareholders. 207  Because the case was brought in the 
Second Circuit, the court evaluated the  in pari delicto  aspect of the case as whether 
the trustee had standing to maintain the claims under the  Wagoner  rule. The dis-
trict court had held that the trustee lacked standing under  Wagoner . 208  In so hold-
ing, the district court engaged in an extended discussion of the adverse interest 
exception and concluded that because the plaintiff-trustee of a litigation trust had 
failed to show that the corporation had received no benefi t from management’s 
acts—indeed, the court concluded that the trustee’s complaint demonstrated the 
converse—the adverse interest exception was unavailable. 209  The district court 
also rejected the trustee’s argument 210  that if management  intended  to benefi t itself 
exclusively, the adverse interest exception should be available even if the pre-
petition debtor also benefi tted. 211  

 On appeal, the Second Circuit concluded that several of the parties’ conten-
tions regarding the application of the adverse interest exception to imputation 
were unresolved under New York decisional law and certifi ed eight questions to 
the New York Court of Appeals. 212  The Second Circuit requested that, if the Court 
of Appeals were unable to address all eight questions, it focus on questions 2 and 
3, which were 

 204. “[W]e are cognizant of the special—and crucial—role assumed by independent auditors as a 
check against potential management abuses.”  Allegheny III , 989 A.2d at 332. 

 205. In  Adelphia Recovery Trust v. Bank of America, N.A ., No. 05 Civ. 9050(LMM), 2010 WL 3452374 
(S.D.N.Y. Sept. 1, 2010), the court denied a motion for summary judgment made by bank defendants 
on the basis of the holding in the Third Circuit’s opinion in  Allegheny IV  applying the holdings of the 
Pennsylvania Supreme Court.  Adelphia Recovery Trust  is an early demonstration of the extent to which 
 Allegheny III  will enable trustees (and similarly situated plaintiffs) to stay in court and the willingness 
of courts to apply the holdings of  Allegheny III  to defendants other than accountants. 

 206. Kirschner v. Grant Thornton LLP, No. 07 Civ. 11604(GEL), 2009 WL 1286326 (S.D.N.Y. May 6, 
2009) (“ Kirschner I ”),  questions certifi ed by sub nom . Kirschner v. KPMG LLP, 626 F.3d 673 (2d Cir. 
2010) ( “Kirschner II” ). 

 207.  Kirschner I , 2009 WL 1286326, at *1. 
 208.  Id . at *10. 
 209.  Id . at *6. 
 210. It did so based on the Second Circuit’s opinion in  In re CBI Holding Co ., 529 F.3d 432, 449–53 

(2d Cir. 2008). 
 211.  Kirschner I , 2009 WL 1286326, at *7. 
 212.  Kirschner II , 590 F.3d at 194−95. 
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 (2) whether the adverse interest exception is satisfi ed by showing that the insiders 
intended to benefi t themselves by their misconduct; (3) whether the exception is 
available only where the insiders’ misconduct has harmed the corporation. 213  

 Some might fi nd it odd that all eight questions certifi ed to the New York Court 
of Appeals by the  Kirschner II  court related to management’s conduct and none 
related to the conduct of the defendants in the case. As we have seen, however, 
the characterization and effects of management’s conduct is the principal element 
of the  in pari delicto  defense. 

 D.  TEACHERS’ RETIREMENT SYSTEM OF LOUISIANA V. 
PRICEWATERHOUSECOOPERS, LLP 214  

  Teachers’  is not a case in bankruptcy. It is, rather, a derivative action brought by 
shareholders on behalf of American International Group, Inc. 215  Insofar as the  in 
pari delicto  defense is concerned, however, it is likely a distinction without a differ-
ence because both an action by the trustee and a derivative action seek to recover 
for damage to the entity caused by the allegedly wrongful acts of management and 
third parties. The defendants in  Teachers’  included AIG’s former chief executive 
offi cer, a large number of other high-ranking offi cers that operated AIG prior to 
its near collapse, and PricewaterhouseCoopers, LLP (“PwC”), AIG’s independent 
public accountants. 216  The operative complaint alleges widespread illegal conduct 
undertaken in large measure “to misstate AIG’s fi nancial performance in order to 
deceive investors into believing that AIG was more prosperous and secure than it 
really was.” 217  The operative complaint did not allege that PwC conspired with the 
management defendants, but rather simply that its audits, which failed to detect 
the alleged fraud, fell below standards required by the auditing profession and 
were therefore actionable. 218  

 The chancery court dismissed the derivative complaint as to PwC, reluctantly 
and without prejudice, holding that the court would “apply  Wagoner  and its prog-
eny because I must, and not because that rule represents a cogent, well-thought 
out approach that Delaware should adopt. ”  219  In doing so, Vice Chancellor Strine, 
in a footnote that exceeds 2,200 words, leveled a lengthy criticism of the  Wagoner  
line of cases 220  and invited the Delaware Supreme Court to certify the issue to the 
New York Court of Appeals. 221  

 213.  Id . 
 214.  In re  Am. Int’l Grp., Inc., 965 A.2d 763, 774–75 (Del. Ch. 2009) (“ Teachers’ I ”),  question certi-

fi ed by sub nom . Teachers’ Ret. Sys. of La. v. PricewaterhouseCoopers, LLP, 998 A.2d 280 (Del. 2010) 
(“ Teachers’ II ”). 

 215.  Teachers’ II , 998 A.2d at 280. 
 216.  Id . 
 217.  Id . at 281 (quoting the chancery court opinion). 
 218.  Id . at 282. 
 219.  Teachers’ I , 965 A.2d at 828 n.246. 
 220.  Id . 
 221.  Id . at 831 n.247. 
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 On appeal, the Supreme Court followed the chancery court’s suggestion and 
certifi ed the following question to the New York Court of Appeals: 

 Would the doctrine of  in pari delicto  bar a derivative claim under New York law where 
a corporation sues its outside auditor for professional malpractice or negligence based 
on the auditor’s failure to detect fraud committed by the corporation; and, the outside 
auditor did not knowingly participate in the corporation’s fraud, but instead, failed to 
satisfy professional standards in its audits of the corporation’s fi nancial statements? 222  

  NCP , the  Allegheny  decisions,  Kirschner II , and  Teachers’ II  all arguably refl ect 
a concern that the  in pari delicto  doctrine (or its  Wagoner  permutation) may have 
been overused or, at the least, the policy choices underlying the defense would 
benefi t from reexamination. 

 E.   KIRSCHNER III / TEACHERS’ III   223  
 The New York Court of Appeals consolidated the certifi ed questions in  Kirsch-

ner II  and  Teachers’ II . 224  The cases were argued jointly on September 14, 2010, 
and the court issued its opinion fi ve weeks later. 225  Although the  Kirschner II  court 
had certifi ed eight questions, the  Kirschner III/Teachers’ III  court addressed only 
the two questions to which the  Kirschner II  court had given the most priority. 226  

 In reaching its result, the  Kirschner III/Teachers’ III  court emphasized the strong 
policy considerations underlying the principle of imputation and the  in pari de-
licto  doctrine and their long history in New York jurisprudence. 227  The court cited 
Judge Desmond’s recitation of the policy more than sixty years ago that no court 
should be “required to serve as paymaster of the wages of crime, or referee be-
tween thieves” and that the law “will not extend its aid to either of the parties or 
listen to their complaints against each other, but will leave them where their own 
acts have placed them.” 228  

 The court stated that because the  in pari delicto  doctrine was so imbedded in 
New York decisional law, it was unwise to weaken it by exceptions. 229  After out-
lining the importance of the doctrine of imputation, 230  the court emphasized that 
it applied “where the agent acts less than admirably, exhibits poor business judg-
ment, or commits fraud.” 231  The court stated: 

 222.  Teachers’ II , 998 A.2d at 282–83. 
 223. Kirschner v. KPMG LLP, 938 N.E.2d 941 (N.Y. 2010) (“ Kirschner III/Teachers’ III” ). 
 224.  Id . at 941. 
 225.  See  supra note 223. 
 226.  Kirschner III/Teachers’ III , 938 N.E.2d at 949. 
 227.  Id . at 950–53. 
 228.  Id . at 950 (quoting Stone v. Freeman, 82 N.E.2d 571, 572 (N.Y. 1948)). 
 229.  Id . 
 230.  Id . at 950–53. 
 231.  Id . at 951. 
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 In sum, we have held for over a century that all corporate acts—including fraudu-
lent ones—are subject to the presumption of imputation. And, as with  in pari delicto , 
there are strong considerations of public policy underlying this precedent: imputa-
tion fosters an incentive for a principal to select honest agents and delegate duties 
with care. 232  

 With that foundation, it comes as no surprise that the court (1) rejected mere 
 intent  to benefi t personally as suffi cient to invoke the adverse interest exception to 
imputation, 233  and (2) required harm to the principal as necessary to trigger the 
adverse interest exception. 234  With respect to the former, the court held that, if 
intent to benefi t personally were the touchstone for an adverse inference, it would 
“enable the corporation to disclaim, at its convenience, virtually every act its of-
fi cers undertake.” 235  With respect to the latter, the court noted that the entire basis 
for the adverse interest exception is adversity, and adversity will not exist unless 
“the scheme that benefi tted the insider operated  at the corporation’s expense .” 236  
The court rejected the notion that actions causing bankruptcy should be deemed 
suffi cient harm and also rejected the notion that harm to the corporation resulting 
from the unmasking of the fraud constituted the type of harm that would invoke 
the adverse interest exception. 237  

 Insofar as  Teachers’ II  was concerned, the court held that, so long as the adverse 
interest exception was not applicable, the  in pari delicto  defense would be available 
to an allegedly negligent accounting fi rm that had failed to detect management’s 
fraudulent manipulation of its employer’s fi nancial statements. 238  

 Finally, the  Kirschner III/Teachers’ III  court addressed  Allegheny III  and  NCP . 
After a thorough review of both decisions, the court declined to follow either, 
rejecting what it divined to be the policy decisions implicit in those holdings. The 
court stated: 

 [The appellants] ask us to broaden the adverse interest exception and create excep-
tions to imputation along the lines adopted by the courts in  NCP  and  AHERF , and 
endorsed by the dissent, in the interests of fairness. We are not persuaded, however, 
that the equities are quite so obvious. In particular, why should the interests of in-
nocent stakeholders of corporate fraudsters trump those of innocent stakeholders of 
the outside professionals who are the defendants in these cases? The costs of litigation 
and any settlements or judgments would have to be borne, in the fi rst instance, by the 
defendants’ blameless stakeholders; in the second instance, by the public. 239  

 232.  Id . at 951−52 (citation omitted). 
 233.  Id . at 954–55. 
 234.  Id . at 952 (“Again, because the exception requires adversity, it cannot apply unless the scheme 

that benefi tted the insider operated at the corporation’s expense. The crucial distinction is between 
conduct that defrauds the corporation and conduct that defrauds others for the corporation’s benefi t.”). 

 235.  Id . 
 236.  Id . (emphasis added).  For an interesting application of the adverse interest exception follow-

ing Kirschner III /Teachers’ III, see Krys v. Sugrue (In re Refco Securities Litigation), No. 07 MDL 1902, 
2011 WL 1542508 (S.D.N.Y.) Apr. 25, 2011).

 237.  Kirschner III, Teachers’ III, 938 N.E.2d at 953.  
 238.  Id . 
 239.  Id . at 958 (citation omitted). 
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 The  Kirschner III/Teachers’ III  court was skeptical that the exceptions to the avail-
ability of the  in pari delicto  defense created by the  NCP  and  Allegheny III  courts 
would likely act as a meaningful deterrent to substandard professional conduct 240  
and believed that they would sanction the very type of unjust enrichment that 
imputation was designed to foreclose. 241  

 At the end of the day, the  Kirschner III/Teachers’ III  court was simply uncon-
vinced that the plaintiffs had mustered a convincing case for what it viewed as a 
signifi cant change in course. The court summarized: 

 The principles of  in pari delicto  and imputation, with its narrow adverse interest 
exception, which are embedded in New York law, remain sound. The speculative 
public policy benefi ts advanced by the Litigation Trustee and the derivative plaintiffs 
to vindicate the changes they seek do not, in our view, outweigh the important public 
policies that undergird our precedents in this area or the importance of maintaining 
the “stability and fair measure of certainty which are prime requisites in any body of 
law.” We are simply not presented here with the rare case where, in the words of for-
mer Chief Judge Loughran, “the justifi cation and need” for departure from carefully 
developed legal principles are “clear and cogent.” Finally, to the extent our law had 
become ambiguous, today’s decision should remove any lingering confusion. 242  

 The plaintiffs did not fail to persuade entirely. Three of the seven judges (in-
cluding the Chief Judge) dissented. After focusing on the “gatekeeper” role of 
outside professionals, the dissenting opinion concluded: 

 [I] do not quarrel with the majority’s statements of the applicable principles of 
agency law. Rather, my departure is from the majority’s rigid application of those 
principles to cases by litigation trustees and derivative plaintiffs against gatekeeper 
professionals for enabling corporate insider fraud by colluding in or failing to detect 
such fraud. I agree with the litigation trustee and the derivative plaintiffs that no 
equitable basis exists for holding that litigation trustees or derivative plaintiffs are  in 
pari delicto  with culpable outside professionals. Indeed, in my view, the weight of the 
equities favors allowing suits such as these to go forward to deter active wrongdoing 
or negligence by auditors and similar professionals . . . . Moreover, I am persuaded 
by the sound rationales employed by our sister state courts in the  AHERF  case and 
the  NCP Litig. Trust  case that a more reasonable approach is to recognize a carve-out 

 240.  Id . (“It is not evident that expanding the adverse interest exception or loosening imputation 
principles under New York law would result in any greater disincentive for professional malfeasance 
or negligence than already exists.”). 

 241.  Id . at 959 (“Yet the approach advocated by the Litigation Trustee and the derivative plaintiffs 
would allow the creditors and shareholders of the company that employs miscreant agents to enjoy 
the benefi t of their misconduct without suffering the harm.”). Following  Kirschner III/Teachers’ III , the 
Second Circuit affi rmed the district court’s dismissal of the claims in  Kirschner I ,  Kirschner v. KPMG 
LLP , 626 F.3d 673 (2d Cir. 2010), and the Delaware Supreme Court, rejecting a last ditch, turn-around 
effort by the derivative plaintiffs to argue that the law of Delaware, rather than the law of New York, 
should be applied to decide the scope of the  in pari delicto  defense, affi rmed the chancery court’s deci-
sion reluctantly dismissing the claims in  Teachers’ I  on  in pari delicto  grounds. Teachers’ Ret. Sys. of La. v. 
PricewaterhouseCoopers, LLP, No. 454, 2009, 2011 WL 13545 (Del. Jan. 3, 2011). 

 242.  Kirschner III/Teachers’ III , 938 N.E.2d at 959 (citations omitted). 
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or exception to the  in pari delicto  doctrine for cases involving corporate insider fraud 
enabled by complicit or negligent outside gatekeeper professionals. 243  

 Those who may have favored a result similar to  Allegheny III  or  NCP  can likely 
take little solace from the pointed dissent. 244  It seems unlikely that these issues 
will be revisited by any New York court in the foreseeable future, or by any fed-
eral court applying New York law. Both the majority and dissenting opinions in 
 Kirschner III/Teachers’ III  are clearly required reading for any lawyer attempting 
to understand the intricacies of the  in pari delicto  defense and the competing 
policy decisions underlying its application to claims by trustees, and others, in 
bankruptcy. 

 VI. SOME OBSERVATIONS 
 In the context of claims by a bankruptcy trustee, most courts have concluded 

that the  in pari delicto  defense, when properly applied, produces equitable results. 
Those courts, even if disagreeing with the application of a standing analysis to 
resolve these questions, would likely concur with the results reached by the courts 
of the Second Circuit in a large majority of the decisions utilizing the  Wagoner  
construct. 

 Finally, a recent commentator 245  has noted that controlling state decisional law 
in Texas requires that the preclusive application of the  in pari delicto  defense be 
assessed on a case-by-case basis and that the “solution of the question depends 
on the peculiar facts and equities of the case, and the answer usually given is that 
which it is thought will better serve public policy.” 246  Three lower court bank-
ruptcy decisions in which Texas substantive law applied have used this “equi-
table” approach to  in pari delicto  to deny the automatically preclusive effect of the 
doctrine on a trustee’s claims against third parties. 247  While the Fifth Circuit has 
not reached the issue, the commentator believes that the Fifth Circuit’s refusal to 
apply judicial estoppel as a bar to a trustee’s pursuit of a claim that the debtor was 
barred from pursuing under that doctrine 248  suggests that the Fifth Circuit may 
be receptive to a more fl exible approach to the application of  in pari delicto  in the 
context of claims by bankruptcy trustees against third parties. 249  

 243.  Id . at 964 (Ciparick, J., dissenting) (citation omitted). 
 244. One is inclined to recall the long-standing adage about “close” and “horseshoes.” 
 245. Robert Bruner,  The Collapse of the  In Pari Delicto  Defense to Bankruptcy Trustee Claims: How the 

Fifth Circuit Has Opened a New Door for Trustee Litigation , 17  TEX. WESLEYAN L. REV. 91 (2011).  
 246.  Id . at 104 (quoting Lewis v. Davis, 199 S.W.2d 146, 151 (1947)). 
 247. Floyd v. CIBC World Mkts., Inc., 426 B.R. 622, 642–43 (S.D. Tex. 2009); Hill v. Day (In re 

Today’s Destiny, Inc.), 388 B.R. 737, 747–51 (Bankr. S.D. Tex. 2008); Smith v. Woodforest Nat’l Bank 
( In re  IFS Fin. Corp.), Bankr. No. 02-39553, 2007 WL 1308321, at *3–4 (Bankr. S.D. Tex. May 3, 
2007). 

 248. Kane v. Nat’l Union Fire Ins. Co., 535 F.3d 380, 386–88 (5th Cir. 2008). 
 249. Bruner,  supra  note 245, at 111 (“ Kane  may preordain the Fifth Circuit’s application of in pari 

delicto to bankruptcy trustees. The Fifth Circuit’s statutory analysis and logic applies equally to in 
pari delicto claims.”). Subsequent to the publication of Bruner’s article, the Fifth Circuit, citing  Lewis , 
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 There is secondary authority critical of the results obtained in a rote applica-
tion of the  in pari delicto  defense in the context of claims by trustees. 250  Some of 
that criticism is aimed at the “all-or-nothing” 251  nature of the defense. One com-
mentator has argued that this “binary” result is inconsistent with modern notions 
of comparative negligence and that, at least in jurisdictions where comparative 
negligence is otherwise in effect,  in pari delicto  should not be permitted at least 
against claims of negligence. 252  The same author has noted that if such an argu-
ment were accepted, however, it might produce a perverse incentive for a putative 
third-party service provider to make sure that its conduct is egregious enough to 
be characterized as something worse, 253  so as to avoid an application of compara-
tive negligence, but surely not more egregious than the conduct of the client (so 
as to preserve the availability of the  in pari delicto  defense). 

 Other commentators have argued that the courts have misconstrued section 
541 of the Bankruptcy Code. 254  They argue that Congress never intended for a 
trustee to be subject to defenses that were “personal to the debtor.” 255  Nonethe-
less, unless Congress were expressly to change the universal understanding of 
section 541 so that a trustee, or other post-petition vehicle purporting to assert 
the debtor’s pre-petition claims, is not subject to  all  defenses that could have been 
asserted against the debtor, it seems likely that trustees will remain subject to the 
 in pari delicto  defense in the vast run of cases. 

 In some respects, the application of the  in pari delicto  doctrine to a claim by a 
bankruptcy trustee is the product of very skillful advocacy. If one looks back at 
the generally accepted rationales for the doctrine—(a) courts not lending their 
good offi ces to mediating disputes among wrongdoers, and (b) denying judicial 

held in a case not involving bankruptcy that “[e]ven if the parties are  in pari delicto , courts will permit 
equitable claims for restitution to proceed if allowing those claims to proceed will advance the pub-
lic interest.” Orthodontic Ctrs. of Tex., Inc. v. Wetzel, No. 09-50769, 2011 WL 365287, at *4 (5th 
Cir. Feb. 7, 2011). 

 250.  See, e.g ., William McGrane,  The Erroneous Application of the Defense of  In Pari Delicto  to Bank-
ruptcy Trustees , 29  CAL. BANKR. J.  275 (2007); Davis,  supra  note 57, at 525; Tanvir Alam,  Fraudulent 
Advisors Exploit Confusion in the Bankruptcy Code: How  In Pari Delicto  Has Been Perverted to Prevent 
Recovery for Innocent Creditors , 77  AM. BANKR. L.J.  305, 322 (2003). 

 251. The “all-or-nothing” nature of the defense is largely a result of the “all-or-nothing” nature of 
imputation.  See  DeMott,  supra  note 63, at 319 (“Basic agency doctrines . . . operate on an all-or-nothing 
basis; either the legal consequences of an agent’s actions are attributable to the principal, or they are 
not.”); Andrew J. Morris,  Clarifying the Imputation Doctrine: Charging Audit Clients with Responsibility 
for Unauthorized Audit Interference  , 2001 COLUM. BUS. L. REV. 339, 353 ( “This is so because of another 
feature of imputation law: As a device for assigning responsibility, it is unforgivingly binary.”). 

 252. Catherine E. Vance, In Pari Delicto,  Reconsidered ,  AM. BANKR. INST. J.,  Nov. 2009, at 40, 78 (“The 
thinking about  in pari delicto  in bankruptcy cases is quite at odds with the comparative-negligence 
regime, irrespective of the variances among the states. Not only does the  in pari delicto  analysis precede, 
rather than follow, a merits-based determination on the elements of negligence, it may be resulting in 
the dismissal of cases that, under state law, would allow the plaintiff to recover.”). 

 253.  Id . at 41 (“If nothing else, we need to consider whether we have created a regime in which the 
likelihood of success on an  in pari delicto  defense increases along with the magnitude of the miscon-
duct.”). Of course, in a case applying Pennsylvania law, or the law of any other jurisdiction adopting 
the holding of  Allegheny III , a fi nding of “something worse” is a recipe for disaster. 

 254.  See, e.g., McGrane ,  supra  note 250, at 280–87;  Davis, supra  note 57, at 538–39. 
 255.  See supra  note 254. 
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relief to an admitted wrongdoer as a means of deterring illegality—neither apply 
at fi rst, or even second, blush to an “innocent” trustee who would distribute any 
proceeds from the claim among “innocent” creditors. Some might argue that what 
began as a judge-made doctrine to preserve the integrity of the jurisdiction of the 
courts has been converted to a defense as of right that may be asserted against a 
trustee through the alchemy of imputation and now well accepted interpretations 
of section 541 of the Bankruptcy Code. But like the decisional law on section 541, 
the application of the  in pari delicto  defense to claims by bankruptcy trustees is 
now so established in precedent that it seems likely that, as a general matter, it will 
remain a viable tool in defending those claims. 

 That is not to say that  in pari delicto  has not been subject to erosion at the 
margins.  NCP  and  Allegheny III  are clear evidence of that erosion. In cases against 
accountants governed by New Jersey law,  NCP  substantially vitiates the defense. 
In cases governed by Pennsylvania law,  Allegheny III  presents a clear invitation 
to trustees to plead around a likely motion to dismiss by alleging collusion, or 
its equivalent, between management and the defendant third-party professional, 
or, at the least, an absence of “good faith” in the dealings between the debtor’s 
management and the service provider. 256  The opinion of the New York Court of 
Appeals in  Kirschner III / Teachers’ III —as “close” a result as is possible in a seven-
judge court—quite arguably represents retrenchment. In light of the holding in 
 Kirschner III / Teachers’ III , one might anticipate an effort by trustees to argue for 
the application of the law of Pennsylvania or New Jersey or Texas or some other 
jurisdiction—indeed, almost  any other  jurisdiction—where the policy issues ar-
gued to the Court of Appeals might produce a different result. 

 In sum, the recent case law in this area is complicated. The policies underlying 
the imputation principle and the  in pari delicto  defense have been closely scruti-
nized. The results have been mixed, with almost every obvious possible result 
refl ected in one of the recent decisions. That said, the  in pari delicto  defense re-
mains an extremely useful tool when lawyers and other pre-petition professionals 

 256. Indeed, in  Adelphia Recovery Trust v. Bank of America, N.A ., No. 05 Civ. 9050 (LMM), 2010 WL 
3452374 (S.D.N.Y. Sept. 1, 2010), the court, applying Pennsylvania law and  Allegheny III , denied a 
motion for summary judgment made by investment banks on the basis of an  in pari delicto  defense, 
seemingly requiring an affi rmative showing that they had dealt with the debtor’s management in “good 
faith.” The court stated: 

 Construing the facts in [the plaintiff’s] favor and drawing all reasonable inferences against the 
Bank Defendants, this Court cannot make a fi nding on the present motion for summary judg-
ment that the Bank Defendants dealt in good faith with ACC and its subsidiaries, including the 
Obligor Debtors. Whether such dealings were in good faith calls for a legal conclusion that this 
Court cannot make at this stage; rather, such a conclusion can be reached only after the fact-
fi nder has considered all the evidence in light of credibility assessments that are not appropriate 
on a motion for summary judgment. 

  Id . at *6. 
Indeed, aggressive pleading by a trustee may not even be required to defeat a motion to dismiss 

after Allegheny III when Pennsylvania law applies. See Bechtle v. Master, Sidlow & Assocs., P.A., No. 
10-5195, 2011 WL 476535, at *7 (E.D. Pa. Feb. 8, 2011) (refusing to grant motion to dismiss after 
Allegheny III based in part on the grounds that “we cannot presume good faith based solely on the lack 
of specifi c allegations of collusive activity in the Complaint”).
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are sued by a bankruptcy trustee. But while the result in  Kirschner III/Teachers’ III  
will likely be persuasive authority, there is no assurance that there may not be 
some further erosion of the defense in jurisdictions persuaded by the arguments 
that were successful in Pennsylvania and New Jersey. And given that these cases 
are expensive to defend in any event, and the claimed damages frequently sub-
stantial, any further erosion in the utility of  in pari delicto  as a defense could only 
be viewed as unfavorable to counsel that represent entities that subsequently fi le 
for bankruptcy. 

 VII. RISK MANAGEMENT IMPLICATIONS 
 Although the  in pari delicto  defense is generally available to blunt a trustee’s 

claim arising from problematic conduct by management, there are several reasons 
why no fi rm would make that defense its fi rst line of protection. First, the defense 
is subject to the adverse interest exception, and the more inimical management’s 
conduct is to the interest of the corporation, the more likely that the exception 
will apply. Second, even when the defense is available, costs in defense dollars 
and diversion of fi rm management time can be substantial. Third, even when the 
defense is successful, there remains the danger of reputational damage in amounts 
never quantifi able. Finally, even when the defense succeeds, there remains an ex-
posure to direct third-party actions for the same conduct. 257  

 Many categories of claims against law fi rms arise through the sharp focus of 
hindsight. Claims by bankruptcy trustees are a subspecies of hindsight claims. 
Claims by trustees give rise to a number of diverse risk management implications 
for law fi rms. Few of those implications are unique to this category of cases and 
most, if not all, have substantially broader applications. Few, if any, will come as a 
new proposition to fi rms that have conscientiously focused on risk management 
issues. Nonetheless, it seems appropriate to conclude with a brief survey of what 
are likely the most important issues. 

 A. UNWORTHY CLIENTS 
 Unworthy clients are by far the most common cause of large claims against law 

fi rms. 258  Many claims by bankruptcy trustees can be traced back to unscrupulous 
management of the debtor. A startling number of trustee claims against law fi rms 
involve failed Ponzi schemes. There appears to be no limit to the variation of un-

 257.  See, e.g., In re  Dublin Sec., Inc., 197 B.R. 66, 74 (Bankr. S.D. Ohio 1996) (noting that although 
law fi rms prevailed on a motion to dismiss the trustee’s claims—a ruling affi rmed by the Sixth Circuit 
on the basis of  in pari delicto— “class actions are pending in other forums in which defrauded investors 
seek relief directly against defendant attorneys”). 

 258. The author and his colleague, Douglas Richmond, maintain a list of publicly known matters 
in which, by judgment or settlement, a law fi rm became liable for or agreed to pay $20 million or 
more (exclusive of defense costs, which were no doubt substantial in most of the matters). There are 
fi fty-four such matters, involving an aggregate loss of $2 billion, of which we are aware since 1986. In 
our view, in thirty-seven of these matters (over 70 percent) the primary cause was a dishonest client 
and in another three a dishonest client was a substantial cause. The list is on fi le with  The Business 
Lawyer . 
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sustainable pyramid schemes or on counsel’s inability to detect them at an early 
stage. 

 Many fi rms are scrutinizing proposed clients more carefully to look for signals 
that taking on a proffered representation could prove costly to the fi rm at a later 
stage. 259  Firms are also becoming more attuned to identifying problematic client 
behavior during the course of a representation and acting constructively to coun-
sel a different course or to disengage when such efforts prove unfruitful. 

 B. PROBLEMATIC TRANSACTIONS 
 Problematic transactions are obviously a corollary to unworthy clients. These 

include (1) transactions with no apparent economic substance; (2) repetitive 
transactions that are regularly unwound; and (3) transactions between or among 
affi liates, particularly when the affi liates have different minority owners or minor-
ity owners participate in different entities at different percentages. Lawyers also 
need to be attuned to circumstances where they are asked to provide advice or 
documentation for part of a transaction without understanding the entire context 
in which their services are being used. 260  

 C.  IN EXTREMIS  ATTEMPTS AT BANKRUPTCY AVOIDANCE 
 There is no greater pressure point in the life of a corporation than the months 

and weeks leading up to a bankruptcy. Although the stigma of fi ling a petition for 
reorganization has substantially dissipated, management and professional advi-
sors are still frequently charged with identifying almost any solution to avoid a 
fi ling. In those circumstances, judgments can be blurred and “solutions” proposed 
or implemented that not only fail to avoid the fi ling, but also adversely affect 
creditors or have the effect of changing the relative rights of creditors. If steps 
taken on the run-up to a fi ling can be characterized as having any of those effects 
and a trustee is subsequently appointed, it is likely that those transactions will 
attract special scrutiny and may prompt a claim against those who assisted in ef-
fecting them. 

 D. COMPETENCE 
 The practice of law becomes more challenging every day. It is obviously impor-

tant that lawyers with the proper expertise staff every matter. This is so whether it 
is a reasonably garden-variety corporate matter or advice to a fi nancially troubled 
client. Indeed, pre-bankruptcy planning is an extremely complicated practice area 
and not one in which amateurs may deal themselves a hand. Corporate or litiga-
tion partners with long-standing client relationships but no background in credi-

 259. Many large fi rms have devoted substantial resources to “qualitative” client intake, including 
the searching of a broad variety of internet databases, many of which are available without charge. 

 260.  See Report of the New York City Bar Association Task Force on the Lawyer’s Role in Corporate Gov-
ernance—November 2006 , 62  BUS. LAW.  427, 489 (2007) (excerpted for publication). 
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tors’ rights or bankruptcy are likely ill-equipped to guide a client in the period 
leading up to a bankruptcy fi ling because they may be lacking in both the exper-
tise and objectivity to protect both the client and the fi rm. 

 E. REMEMBERING THE IDENTITY OF THE CLIENT 
 A corporation acts through its management and counsel to the corporation 

takes day-to-day direction from management. That said, Rule 1.13(a) of the 
Model Rules of Professional Conduct reminds us that a lawyer retained by a cor-
poration represents the corporation, acting through its management. 261  Claims 
by bankruptcy trustees sometimes arise in the context of lawyers who forget, or 
even purposely ignore, that principle. Rule 1.13 also contains provisions involv-
ing the “reporting up” of problematic management behavior, ultimately to the full 
board. 262  While those provisions may be useful in egregious circumstances, they 
also point to the need for an open line of communication between  management  
and the board on an ongoing basis. Although it is true that the board is not likely 
to be involved in unimportant details of the day-to-day conduct of the corpora-
tion’s business, counsel might do well to question a management’s desire not to 
communicate with the board, or an appropriate committee of the board, on a 
matter of importance to the corporation as to which reasonable people may differ. 
This is particularly true when the corporation is operating in the zone of insol-
vency. In those circumstances, the duties of the board may shift. But whether or 
not the duties shift, involvement of the board, or an appropriate committee of the 
board, is at a premium in the period leading up to a bankruptcy fi ling. Those who 
appear, in hindsight, to have assisted or encouraged management to avoid board 
involvement—particularly in a matter that developed to be the end game—may 
be viewed critically by an examiner or trustee looking for potential targets. And 
those who may have ignored their own “reporting up” obligations under Rule 
1.13 or the SEC’s analog 263  in the rare instances in which they are implicated may 
suffer a similar fate, not based on an abstract violation of those rules, 264  but rather 
on the perceived consequences of that violation. 

 F. PROOFS OF CLAIM 
 If a trustee is prepared to sue the debtor’s pre-petition law fi rm, the issue arises 

as to whether the case will be heard, in the fi rst instance, in the bankruptcy court 

 261.  See   MODEL RULES OF PROF’L CONDUCT R.  1.13 (2010). 
 262.  See id . 
 263. 17 C.F.R. §§ 205.1–205.7 (2010). 
 264. The Model Rules, and the iterations adopted in most jurisdictions, do not give rise to a civil 

right of action, but in many jurisdictions a violation of a rule may be used as evidence of the breach 
of a standard of conduct.  See   MODEL RULES OF PROF’L CONDUCT  pmbl. ¶ 20 (2010) (“Violation of a Rule 
should not itself give rise to a cause of action against a lawyer nor should it create any presumption 
in such a case that a legal duty has been breached. . . . Nevertheless, since the Rules do establish stan-
dards of conduct by lawyers, a lawyer’s violation of a Rule may be evidence of breach of the applicable 
standard of conduct.”). 



Claims Against Lawyers by Bankruptcy Trustees 623

or the district court. From a law fi rm’s perspective, it may want to avoid a jury 
trial. Jury trials in the bankruptcy court are extremely rare; when permitted by 
local rule, consent of all parties will be required 265  and a law fi rm defendant there-
fore has the ability to prevent one. On the other hand, bankruptcy judges, who 
decide all questions of fact and law in substantially all proceedings before them, 
may be receptive to a trustee’s claim that, if successful, would inure to the benefi t 
of the estate. Additionally, although an appeal will normally lie to the district 
court from an adverse judgment in the bankruptcy court, that process increases 
defense costs and the district court on appeal will defer to the factual fi ndings of 
the bankruptcy court unless clearly erroneous. 266  Accordingly, if a law fi rm views 
itself as a potential target of the trustee of a former client, the fi rm will need to 
consider where it would prefer such a claim to be litigated. Although the decision 
is not squarely within the fi rm’s control, if the fi rm fi les a proof of claim for fees 
accrued and unpaid when the client fi led for bankruptcy, the trustee will have 
a strong argument for keeping the initial jurisdiction of any claim it may assert, 
likely framed as a counterclaim to the proof of claim, in the bankruptcy court. 267  
Indeed, a proof of claim for accrued and unpaid pre-petition fees could conceiv-
ably prompt a counterclaim by the trustee that may never have otherwise been 
independently fi led. To that extent, a proof of claim fi led by a law fi rm raises some 
of the same issues as a suit for unpaid fees against a solvent client. Law fi rms 
would do well to consult with both counsel experienced in defending claims 
made by trustees and bankruptcy counsel before fi ling a proof of claim for unpaid 
pre-petition fees owed by a bankrupt client. 
   

 265. Title 28 of the United States Code provides: “(e) If the right to a jury trial applies in a proceed-
ing that may be heard under this section by a bankruptcy judge, the bankruptcy judge may conduct 
the jury trial if specially designated to exercise such jurisdiction by the district court and with the 
express consent of all the parties.” 28 U.S.C. § 157 (2006). Local Rule 9015-1 of the Local Rules of the 
Bankruptcy Court for the Eastern District of Pennsylvania provides: “A statement of consent to have a 
jury trial conducted by a bankruptcy judge specially designated to conduct a jury trial under 28 U.S.C. 
§ 157(e) shall be fi led and served (1) by a party demanding a jury trial within the time permitted under 
Fed. R. Civ. P. 38(b) to demand a jury trial, and (2) by all other parties within 14 days of the timely 
fi ling of a statement of consent by the party demanding a jury trial.” 

 266. Rule 8013 of the Federal Rules of Bankruptcy Procedure provides: “On an appeal the district 
court or bankruptcy appellate panel may affi rm, modify, or reverse a bankruptcy judge’s judgment, 
order, or decree or remand with instructions for further proceedings. Findings of fact, whether based 
on oral or documentary evidence, shall not be set aside unless clearly erroneous, and due regard shall 
be given to the opportunity of the bankruptcy court to judge the credibility of the witnesses.” 

 267. 28 U.S.C. § 157(b)(1) grants a bankruptcy court jurisdiction to “hear and determine . . . all 
core proceedings arising under title 11,” and 28 U.S.C. § 157(b)(2)(C) defi nes “core proceedings” to 
include “counterclaims by the estate against persons fi ling claims against the estate.” “Core” proceed-
ings are those which a bankruptcy court has jurisdiction to decide in the fi rst instance. There is a 
large body of case law on the nuances of “core” and “non-core” proceedings. Although at least some 
decisions limit the “core” nature of counterclaims to a proof of claim as those “necessary precursor[s] 
to the resolution of [a proof of claim] against the bankruptcy estate,”  In re  Marshall, 600 F.3d 1037, 
1040 (9th Cir. 2010), in jurisdictions in which state law precedent holds that malpractice is a defense 
to an action to recover for professional services, courts have held that a malpractice counterclaim to a 
proof of claim is a “core” proceeding.  See, e.g., In re  CBI Holding Co., 529 F.3d 432, 461 (2d Cir. 2008). 
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