IN THE UNI TED STATES BANKRUPTCY COURT FOR
THE EASTERN DI STRI CT OF TENNESSEE

IN RE )
NO. 88- 02650
TENNOL ENERGY COMPANY
Chapter 7
Debt or

N

MEMORANDUM

This case cane to be heard upon a nmotion by several creditors ("novants")
for leave to file an adversary proceedi ng agai nst the United States Departnent
of Energy ("DOE") and Banker's Trust Conpany ("BTC'). A proposed three-count
conplaint was tendered with the notion. The proposed conplaint seeks to
subordi nate the clai ms of DOE and BTC pursuant to the provisions of § 510 of the
Bankruptcy Code. DCE filed a response in opposition to the notion. Attached to
DCE' s response is the affidavit of the chapter 7 trust-ee and several exhibits.
At the hearing on the creditors' notion, the parties argued their respective
posi tions. No additional evi-dentiary material was offered at the hearing.
Fol I owi ng the hear-ing, the parties subm tted supplemental briefs. Acconpanying
the nmovants' brief was the affidavit of attorney Shelley Rucker who had filed an
obj ection on behalf of two creditors to the trustee's ori-ginal conpromn se which

rel eased all of the estate's causes of ac-tion against DOE and BTC.



The record in this case reveals that on October 3, 1988, an involuntary
petition under chapter 7 was filed against the debtor, Tennol Energy Conpany
("Tennol "), by certain petitioning creditors. Imrediately thereafter, Thonas E

Ray was appointed interimtrust-ee.

Tennol was organi zed as a partnership principally to design, construct, and
operate an ethanol plant in Marion County, Tennessee. The plant was financed by
a loan from BTC which was partially guaranteed by the DOE. Prior to the filing
of the involuntary pe-tition, Tennol had defaulted on the DCE-guaranteed | oan.
Because of the default, BTC had, prior to the chapter 7 filing, instituted
forecl osure proceedi ngs pursuant to its security and financing agreenents. On
the day the involuntary petition was filed, BTC filed a notion for relief from
the automatic stay so that it could conclude its foreclosure. As a consequence,
the trustee was faced imediately with the question of how the estate would

respond to the notion and how the adm nistration of the estate would proceed.

According tothe trustee's affidavit, he began to eval uate potential clains
of the estate i mmedi ately upon his appoi ntnent. Anong the first of the potenti al
clainms he evaluated were the es-tate's potential clains agai nst the DOE and BTC.
The trustee states he specifically reviewed the question of whether DOE and BTC
m ght have inproperly exercised control over the debtor or its general partner
in a manner which caused injury to the debtor, its general partner, or their
creditors. The trustee further states that he concl uded no cl ai mexi st ed agai nst
DCE or BTC which woul d warrant prosecution by the estate and that pursuing the
potential claimagainst DOE and BTC woul d not be beneficial to the estate as a
whol e. Further, the trustee concluded that in exchange for a release fromall
of the estate's potential clains against them DCOE and BTC could be induced to
rel ease certain liens which would per-mt the estate to obtain cash needed by it
to prosecute clains that appeared at the tinme to be nore meritorious against
other parties and to otherwise fund the estate's administration. The trustee

al so states he had reached the conclusion the DOE could beconme an inportant



source of information and assi stance i n devel oping the estate's potential clains
against third parties if the potential for controversy between t he estate and DCE

were elimnated at an early stage in the proceeding.

As a result of these considerations, the trustee submtted for review by
the court a proposed settlenment with DOE and BTC which released all of the
estate's clains agai nst those entities. Ac- cordingto the trustee's affidavit,
notice of the proposed settle-nment was provided to all creditors and, after
heari ng obj ections on the proposed settlenment, the court approved the settl enment
by order of Cctober 12, 1988, as amended by the order of Decenber 2, 1988. The

rel evant portion of the Cctober 12 order reads as foll ows:

After reasonable investigation by the Interim
Trustee, all claims by the debtor, the estate, the
interimtrustee and/ or any successor trustee agai nst the
Col | ateral Trustee, the Bank, DOE, Bankers Trust Conpany
(as Servicer [the "Servicer"] pursuant to the Servicing
Agreenment, dated as of August 22, 1984, anong the
Servicer, DOE and the debtor) or any director, officer,
agent or enployee of the Collateral Trustee, the Bank,
the Servicer of DOE, for any and all causes of action or
clainms, including, without limtation, action or clains
arising out of any purported or alleged preferences,
fraudulent transfers, or actions arising by tort or
contract, shall be deemed conprom sed and settled with
full pre-judice with said conpronise and settlenment
bei ng bi ndi ng upon any subsequently appoi nted trustee.

Agreed Order, entered Cctober 12, 1988.
The rel evant portion of the Decenber 2, 1988, order reads as foll ows:

The Trustee and creditors do not waive any right they
may have to review and object to any claimfiled."
This conpromse and settlenent will not in any way
affect the claims or rights of any third party agai nst
the Bank, the Collateral Trustee, or the DCE

Order, entered Decenber 2, 1988.

In his affidavit, the trustee states his purpose in entering into the
settlenent agreenment nenorialized by the Cctober 12 order as anended was to
elimnate all potential controversies, whether then contenpl ated or not, between

DCE and the estate in order to secure DOE s assistance in prosecuting the



estate's potential clains against other parties. The trustee further states it
is his understanding that the clains set forth in the creditors' three-count
conpl aint for equitable subordination are anong the clai ns covered by paragraph

6 of the October 12 order as anended.

The affidavit of Shelley Rucker, the attorney who filed an objection to the
original conprom se order of COctober 12 states that the | anguage, "[t]he Trustee
and creditors do not waive any right they may have to review and object to any
claimfiled," was i ncluded by her in the nodified order of Decenmber 2 and was in-
ended by her to:

"reserve the right to object to any attenpt by the
United States Department of Energy and Bankers Trust

Conpany to participate in any settl enent obtai ned by the
Trustee as a result of litigation against or negotia-

tions with [her] . . . clients [Lunmus Credit, Inc. and
Lummus Operating Associates, Inc.] or Conbustion
Engi neering, Inc. in addition to being able to review
security documents and the clainmed anounts. It was mny

intent to specifically reserve the right to object to
any such clai m made agai nst the debtor's estate by the
United States Departnent of Energy or Bankers Trust
Company.

. It is ny understanding that the rights of
the Trustee and any creditor to object to the participa-
tion in the debtor's estate by the United States
Departnment of Energy or Bankers Trust Conpany were
preserved by the December 2 Order.

Affidavit of Shelley D. Rucker, dated February 27, 1992.

The trustee eventual ly focused nost of his attention toward devel opi ng the
estate's cl ai ns agai nst Conbusti on Engi neering, Inc., Lunmus Crest, Inc., Harbert
International, Inc., and Southland Power Constructors, Inc. ("CE defendants").
He states in his affidavit that during the winter of 1988-1989, he | earned from
counsel for certain of the CE defendants that the defendants would argue the
estate would be foreclosed fromrecovery of any suns that might be paid to the
DCE by reason of the decision in Matter of Barton & Ludwi g, 37 B.R 377 (Bankr.
N.D. Ga. 1984) ("Barton & Ludwi g theory").

In the Barton & Ludwi g case, a trustee sought to recover from a general

partner of a debtor partnership the deficiency in the partnership bankruptcy



estate pursuant to the provisions of 11 U S.C A 8 723(a) (West & Supp. 1991).

First National Bank of Atlanta, the debtor partnership's largest creditor, had
a deficiency claimof approxinmately $1,175,000 agai nst the debtor partnership
estate. Prior to the filing of the bankruptcy case, however, the bank and the
general partner had entered into a settlenment agreenent wherein the bank gave up
any deficiency claim it had against the general partner. Acknowl edgi ng the
general rule that a general partner of a partnershipis |iable for any deficiency
of the part-nership estate, the court nevertheless held it would be unfair to
allowthe trustee to recover the deficiency attributed to the bank's claimfrom
t he general partner inlight of the settlement agreenent whi ch precl uded t he bank

fromrecovering such a deficiency.

One of the theories the trustee asserted against the CE defen-dants was
that the defendants through their prepetition actions be-came general partners
of Tennol and were therefore liable for the deficiency of the partnership estate
under § 723(a). A large part of the deficiency consisted of the clainms of DOE
and BTC. Because of the nonrecourse | anguage contained in the |oan docunents
upon whi ch the DOE and BTC cl ai nrs wer e based, the CE defendants took the position
that the Barton & Ludwig rationale precluded the trustee from recovering

deficiencies fromthemthat were based upon DOE and BTC cl ai is.

The trustee states in his affidavit that during the sumer of 1989 he
approached DOE to ask it to assist the estate by providing the fundi ng necessary
to prosecute estate's clains against the CE defendants. In seeking to dissuade
DCE from providing the requested funding, counsel for certain of the CE
def endants argued to DOE that it would be unable to participate in any recovery
by the es-tate because its clainms against the estate would be subordinated by
virtue of the Barton & Ludwig theory. DCE solicited the trust-ee's response to
this argunent. The trustee's counsel responded to DOE stating that it was the
trustee's belief that the CE defen-dants' position was not well taken and that
it would be an inprovident expenditure of estate funds were the estate to seek

to subor-dinate DOE' s clainms on the basis of the Barton & Ludwi g theory. Counts



| and Il of the proposed conpl ai nt seek subordinati on under the Barton & Ludwi g

t heory.

DCE subsequently agreed to fund the estate's prosecution of the clains
agai nst the CE defendants. As a result, a settlenment was eventually reached
between the trustee and the CE defendants of approximately $5 mllion. An
evidentiary hearing was held on the trustee's notion for approval of the
conpr omi se. At the con-clusion of the hearing, the court entered a |engthy
menor andumgranting the trustee's notion. According to the court's findings, the
settlenent arrived at by the trustee was based primarily upon the trustee's cause
of action seeking areturn of equity wongfully returned to the CE def endants and
was not based upon the cause of action which attenpted to recover a deficiency
claimunder 8 723 (a). The court stated "[b]ecause the defendants possess a
substantial |egal defense [the Barton & Ludwi g theory] to the trustee's attenpt
to recover that portion of the deficiency attributed to the DOE and Bankers Trust
claims the court does not find it unreasonable that the trustee has arrived at
a settlement figure based primarily upon an evaluation of a recovery under his
theory relat-ing to a wongful return of capital." |In re Tennol Energy Conpany,

No. 88-02650 p. 23 (Bankr. E.D. Tenn. April 19, 1991).

The trustee concludes his affidavit by stating that nothing he has | earned
in the course of prosecuting the CE clainms or in performng any of his other
duties as trustee over the past three and one-hal f years has caused hi mto change
his view that the clains extinguished by the October 12 order as anended are not

vi abl e.

CGeneral | y speaking, the trustee, as representative of the es-tate, is the
proper party to assert equitable subordination. First Bank Billings v. Feterl
Mg. Co. (Inre Parker Montana Co.), 47 B.R 419, 421 (D. Mont. 1985); Acne Eng'g
Co. v. Bayside Enters. (In re Medonmak Canning), 101 B.R 399, 401-02 (Bankr. D.
Me. 1989); International Union v. Ludwig Honold Mg. Co. (In re Ludw g Honol d



Mg. Co.), 30 B.R 790, 792 (Bankr. E.D. Pa. 1983); In Societa Internazionale
Turisnmo v. Barr (In re Lockwood), 14 B.R 374, 381 (Bankr. E.D.N Y. 1981).

Unless the trustee fails or refuses to bring an equitable subordination claim
against a creditor, and the court then grants a general creditor leave to
prosecute the claim a general creditor does not have standing to bring an
equi t abl e subordi nati on action. Acme Eng'g Co. v. Bayside Enters. (I n re Medonmak
Canning), 101 B.R at 401-02. It was the nmovants' recognition of this rule that
pronmpted themto seek this court's pernmission to file their adversary conpl ai nt

al l eging clains of equitable subordination.

The record does not indicate the trustee inproperly refused to assert an
equi t abl e subordi nati on cl ai magai nst DCE and BTC. The trustee's affidavit nakes
clear that at the beginning of the case the trustee devel oped his strategy for
adm nistering the es-tate and for pursuing certain clains against third parties
that appeared to have the nost nerit. Part of this strategy included nmaking
peace with DCE and BTC so that the trustee could obtain noneys for the estate
t hrough rel ease of certain liens by these secured creditors; also, the trustee
was in need of DOE' s cooperation in developing his clainms against the CE
def endant s. Indeed, as it later turned out, that cooperation led to DOE s

financing the trustee's | awsuit agai nst the CE defendants.

The trustee has declined to assert equitable subordination clains agai nst
the DCE and BTC for primarily two reasons: it is the trustee's belief the clains
are not viable and it is the trust-ee's belief he conprom sed any clains for
equi tabl e subordination through the October 12 order as anended. Also, in
soliciting fi-nancing fromDOE, the trustee through his counsel assured DCE that

the trustee did not intend to seek subordination of DOE's claim

The issue for determination is whether the court should now all ow certain
general creditors of the estate to assert an equitable subordination action

agai nst DCE and BTC on behal f of the es-tate.



Before turning to the effect of the order of COctober 12 as anended, the
court will first address the theory of equitable sub-ordination that is
predi cated upon the Barton & Ludwi g theory. The novants have not contested the
amount of the DOE or BTC claimin this case, nor have they contested the fact
that DOE and BTC hold clains against the bankruptcy estate. They seek to
subordi nat e these cl ai ns under the theory that because DOE and BTC coul d not have
recover ed agai nst the CE defendants directly--since they hel d nonrecourse cl ai ns
against the estate--they should not be allowed to receive a pro rata dividend

with ot her unsecured cred-itors.

As previously noted, the trustee's settlenent was primarily based upon his
return-of-capital theory and not his 8 723(a) theory. Hence, even if the
novants' Barton & Ludwig theory of equitable subordination were valid with
respect to a recovery stenming froma 8§ 723(a) action, the record in this case
woul d not support a finding that the settlement was predi cated upon the § 723(a)
action. Secondly, the court is not aware of any authority that would allow
subordi nati on of a valid claimagai nst the estate just because the estate assets
were recovered in an action by the estate which the creditor could not have
mai nt ai ned directly. 1In short, the court agrees with the trustee's position that

the nov-ant's Barton & Ludwi g theory of equitable subordination is not viable.

Next, the court will comrent upon the allegations set forth in count Il of
the proposed conplaint. The second count of the nobvants' proposed conplaint
seeks equitable subordination based upon allegations that DOE and BTC
i nperm ssibly assuned control over Tennol by forcing it to enter into a
nodi ficati on of the "EPC Agreenent” which nade substantial concessions on the
performance guarantees required of Lunmmus under the terns of the original "EPC
Agreenent." The conpl ai nt does not state how DOE and BTC assumned control of the
debtor. The trustee states in his affidavit that even after three and one-half

years' involvenent in the case, he remains of the opinion that the equitable



subordi nati on clai ns against DOE and BTC, including clains based upon alleged

i mproper control over Tennol, are not viable.

When a creditor takes control of the debtor, it assunes the duties of
managenent, including the fiduciary duty to deal fairly with the debtor. Inre
Beverages Int'l, 50 B.R 273, 282 (Bankr. D. Mass. 1985). Absent a fiduciary
duty to the debtor, however, any creditor that does not seek to maxinize or
protect its investrment or clains in the debtor mght violate the fiduciary
responsibility owed to its own sharehol ders and creditors. See Cosoff v. Rodnman
(Inre WT. Gant Co.), 699 F.2d 599, 610 (2d Cir.), cert. denied, 464 U S. 822
(1983). Thus, taking control is not itself inpernissible. Rather, by taking
control the creditor becones liable as a fiduciary and any liability results from
a breach of the fiduciary duty that a finding of control inposes. Not e
Equi t abl e Subor di nati on and Anal ogous Theories of Lender Liability: Toward a New

Model of "Control," 65 Tex. L. Rev. 801 (1987).

The ability to control the managenent of a debtor through the control of
its finances is a narrowWy construed avenue for finding that a fiduciary
rel ationship exists between the creditor and the debtor. After all, in any
| arge comrercial relationship between a creditor and debtor, the creditor exerts
i nfl uence over business decisions. Hence, control of managenent nust be
substantial before a court inposes a fiduciary obligation uponthe creditor. The
nere ability to influence managenent decisions of a debtor does not create a
fiduciary duty. See Harris Trust & Savings Bank v. Keig (Inre Prina Co.), 98
F.2d 952, 965 (7th Cr. 1938) ("[n]o doubt the debtor, because of its inability
toneet its maturing obligations, acqui esced i n [the bank's] reconmendati ons, but
this we think is not sufficient to constitute domi nation of its will"), cert.
deni ed, 305 U.S. 658 (1939); Zinmmerman v. Central Penn. Nat'l Bank (In re Ludwi g
Honold Mg. Co.), 46 B.R 125, 129 (Bankr. E.D. Pa. 1985) ( [a]lthough the bank
of fered the debtor suggestions on the operation of its business, we construe this
advice to have been sinply spawned by prudence; the debtor was under no

obligation to accept it"); Bank of New Richnond v. Production Credit Ass'n (In



re Gshorne), 42 B.R 988, 997 (Bankr. WD. Ws. 1984) (stating that, although a
creditor's security interests in nost of the debtor's assets gave the creditor
consi derabl e power, there was no basis for a finding of control); see al so Note,
Equi t abl e Subordi nati on and Anal ogous Theories of Lender Liability: Toward a New

Model of "Control", 65 Tex. L. Rev. 801 (1987).

As previously nentioned, the trustee in his affidavit states that his
i nvestigation and three and one-half years' involvenment in this case failed to
reveal a viable equitabl e subordination claimagainst the proposed def endants of
t he nature being consi dered here, nanely a cl ai mpredi cated upon the exercise of
control over the debtor and a breach of a fiduciary duty. The movants have
failed to submit any material, other than conclusory allegations in their
proposed conpl ai nt, whi ch denonstrates that the trustee's assessnment of the claim
isincorrect. Considering the trustee's affidavit, and further considering that
the factual allegations asserted in the proposed conplaint do not set forth a
factual basis for concluding that either of the proposed defendants owed a fidu-
ciary duty to the debtor or its creditors, the court is not per-suaded that the
novants should be granted |eave to prosecute equit-able subordination clains

agai nst DOE or BTC on behal f of the debt-or's estate.

In addition, the court agrees with the position of DCE and the trustee that
any equitabl e subordination clains belonging to the estate agai nst DOE and BTC
wer e conprom sed by the order of COctober 12 as anended. The order of Cctober 12

clearly provided that "all clains by the debtor, the estate, the interi mtrustee
and/ or any successor trustee against . . . DOE, Bankers Trust Conpany (as Ser-
vicer [the "Servicer"] pursuant to the Servicing Agreenment, dated as of August
22, 1984, anopng the Servicer, DOE and the debtor) . . . for any and all causes
of action or clains . . . shall be deened conpronised and settled with ful

prejudice with said compronise and settlenent being binding upon any subse-
quently appointed trustee.” The language in the Cctober 12 order is not

anmbi guous; all causes of actions or clains by the estate agai nst DOE and BTC wer e

to be conpromi sed. After objections were filed to the Cctober 12 order, an order

10



amendi ng the October 12 order was enter-ed Decenber 2, 1988. The nobvants argue
the Decenber 2 order re- serves equitable subordination clains for the estate.
The | anguage of the Decenber 2 order relied upon by the novants reads "[t]he
trustee and creditors do not waive any right they may have to re-vi ew and obj ect
to any claimfiled," and "[t]his conprom se and settlenent will not in any way
affect the clains or rights of any third party agai nst the Bank, the Coll ateral

Trustee, or the DCE."

The reservation of third-party clains is not pertinent to the estate's
clains or causes of action. Thus, the second phrase quoted above does not
reserve aright inthe estate to prosecute equitabl e subordination cl ai ns agai nst

BTC or DCE.

The real question is whether a reservation of a right by the trustee and
creditors to review and object to any claimfiled is a reservation of aright to

bring an equitabl e subordination action agai nst BTC and DCE

An action for equitabl e subordination is not an objection to a claim As

Collier points out:

Subordi nation is an equitable renedy in which the
order of payment rather than the existence of the debt
is in issue. |If recognized principles of equity have
been vi ol ated by the clai mant, the court has the power,
under section 510(c) of the Code, to subordinate or
post pone his claim

3 CoLLl ER ON BankrRuPTCY para. 510.02, at 510-4 (15th ed. 1992).

The court in In re Huckabee Auto Co., 33 B.R 132 (Bankr. MD. Ga. 1981)
di scussed the differences between di sall owance of a claimand subordi nati on of

a claimas fol |l ows:

[t]he court notes that Section 510(c) deals
exclusively with equitabl e subordination, and nakes no
nment i on of di sall owance. Subordination and di sal | owance
are two distinct theories within the bankruptcy process
because the former addresses the question of priority
and participation, while the latter results in conplete
exclusion from participation. Subordi nation is an
appropriate renedy for the Court in the exercise of its
equi tabl e powers, but disallowance is not.

11



Id. at 139-40; see al so McChesney v. OMOC (In re Shelter Enters.), 98 B.R 224,
229 (Bankr. WD. Pa. 1989) ("[t]o reach the issue of subordination this Court
nmust first review the validity and nature of the claim'), nodified on other

grounds, 99 B.R 668 (Bankr. WD. Pa. 1989).

Further, indication that objections to claims and subordi nation actions are
different theories for relief is evidenced by both the Bankruptcy Rules and
Bankruptcy Code. An objection to a claimis brought pursuant to the procedures
set forth in Bankruptcy Rul e 3007, whereas a subordi nation acti on nust be brought
as an adversary proceedi ng pursuant to Bankruptcy Rule 7001. An objectionto a
cl ai mchal | enges whether a claimcan participate at all in any estate distribu-
tion. It challenges the legal or factual basis of the claimitself. If no
objection to a claimis made, the claim becomes an allowed claim under the
Bankruptcy Code. 11 U.S.C. A § 502(a) (West 1979 & Supp. 1991). A subordi nation
action applies only to an allowed claim i.e., a claimto which no objection has
been filed, or a claimto which an objection has been overruled. 11 U S.C A 8§

510(c) (West 1979).

The |anguage in the Decenber 2 order reserving the right to object to
clains of the DOE and BTC preserves only objections, not independent causes of
actions such as subordi nation clains. The affidavit submtted by Shell ey Rucker
states that the | anguage re-serving objections was i ntended to reserve the right
to object to any attenpt by the DOE and BTC to participate in any settl enent ob-
tained by the trustee as a result of litigation or negotiations with her clients
and Conbustion Engi neeri ng. A denial of a right to participate in any such
recovery would result froma sustained objection to the clains of DOE and BTC
The novants are not seek-ing to bar DOE and BTC from participating in any
settlenent; rath-er, they are seeking a ruling declaring that they should be paid
ahead of DCE and BTC. Notably, Ms. Rucker's affidavit does not address whet her
she i ntended subordination actions of the type at issue here to be barred by the

order; the trustee, on the other hand, states in his affidavit that the order of

12



Cct ober 12, as anmended by the Decenber 2 order, was intended to preclude actions

of the type brought by the novants.

The pl ai n | anguage of the settlenent orders, bolstered by the affidavit of
the trustee stating that the orders were intended to bar subordination actions
of the type at issue here, lead the court to conclude the nobvants' proposed
action is barred by res judicata. The court finds unpersuasive those authorities
cited by the novants in support of their argunment that an objection to a claim

enconpasses a cause of action for subordination

Accordingly, for all of the reasons stated, an order will enter denying the
notion of certain creditors for leave to file an adversary action asserting

clains for equitable subordination against the DOE and BTC

JOHN C. COXX
United States Bankruptcy Judge
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