IN THE UNI TED STATES BANKRUPTCY COURT

FOR THE DI STRI CT OF DELAWARE

Inre

HHL FI NANCI AL SERVI CES, | NC.
PROFESSI ONAL DATA SERVI CES, | NC.
AND CREDAMERI CA, | NC.

Case No. 97-398(SLR)
Chapter 11

Jointly Adm nistered
Debt or s.

ROBERT G BERNBERG GEORGE COLMAN,
NATHAN N. GOLDVAN, ROBERT S.
LeWNTER, ELLIOT L. MARVEL;

BARRY J. NOVAK; JCEL NUSSBAUM

and JOHN SHERMVAN

Plaintiffs,

V. Adv. Pro. No. A98-315
HEALTH MANAGEMENT SYSTEMS, | NC.
RUSSELL L. CARSON; ROBERT M
HOLSTER; PAUL J. KERZ; and

RI CHARD H. STONE

N N N N N N N N N N N N N N N N N N N N N N N N N

Def endant s.

MEMORANDUM ORDER
At WIimngton this 5th day of June, 2001, having

revi ewed the pending notions for abstention and to dismss,! and

The court notes that the instant adversary proceedi ng was
di sm ssed by order of Judge Wal sh without notice to this judicial
officer and with no objection by any party. (D. 1. 21, 22) On or
about May 23, 2001, upon verbal notice that there were still
pending matters that required the court’s attention, the court
ordered the file fromarchives. The file arrived in chanbers on
May 30, 2001. The order dismssing the case is hereby voi ded, as
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the papers filed in connection therewth;

I T 1S ORDERED that plaintiffs’ notion for abstention
(D.I. 3) is denied as to plaintiffs’ first cause of action and
granted as to plaintiffs’ second cause of action, for the reasons
that follow

a. Plaintiffs allege in their conplaint that

their cause of action “arises fromdefendants’ control and
dom nation of HHL Financial Services, Inc. (“HHL") and their
abuse of that control to plunder HHL, with [Heal th Managenent
Systens, Inc., (“HVM5")] diverting over $30 mllion of revenues
bet ween 1990 and 1996. HHL col | apsed under the wei ght of HMS
dom nation, defaulted on HHL prom ssory notes held by plaintiffs
and ultimately coll apsed into backruptcy.” (D.I. 1, Y1) More
specifically, plaintiffs allege that “[b]etween 1990 and 1996,
HVE i nposed excessi ve managenent fees on HHL, orchestrated the
divestiture of material HHL assets to HV5, and effectively
di verted HHL corporate opportunities,” |leading to defaults under
the HHL prom ssory notes issued to plaintiffs. (D.1. 1, 12) 1In
their first cause of action, plaintiffs seek an order permtting
di sregard of HHL's corporate formand an award of noney danages
agai nst defendants based on HHL's defaulted prom ssory notes. In
their second cause of action, plaintiffs allege tortious

interference with contractual relations.

t he bankruptcy court did not have jurisdiction to enter such an
order absent referral of the matter pursuant to 28 U. S.C. § 157.
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b. Plaintiffs have filed suit alleging
substantially the sane clains agai nst defendants in the New York
State Suprene Court, Nassau County (the “State Court action”),
and aver that, although they filed the instant adversary
proceedi ng “out of an excess of caution,” the State Court action
was appropriately filed and better suited to hear the clains
asserted. (D.I. 3, 112,3)

c. Plaintiffs have the burden of proving the
foll owi ng requirenents of mandatory abstention under 28 U S.C. §
1334(c) (2):

(1) Atinely notion to abstain nust be
filed by a party to the proceeding;

(2) The proceedi ng nust be based upon
state | aw

(3) The proceeding nust be “related to”
a case under title 11 of the bankruptcy
code;

(4) The action could not have been
commenced in a federal court absent
jurisdiction under 28 U.S.C. § 1334;

(5 An action in state court has been
comenced; and

(6) The state court action can be tinely
adj udi cat ed.

| ndi an River Hones, Inc. v. WIlmngton Trust Co., C. A No. 89-

423-SLR, 1993 U.S. Dist. LEXIS 2521, at *5 (Feb. 17, 1993).

Def endants concede that plaintiffs have carried their burden of
proof wth respect to factors one, four, and five. Defendants

al so concede that, on the nerits of plaintiffs clains, state |aw
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i ssues predomnate. (D.1. 8 at 6) Defendants argue, however
that plaintiffs have failed to neet their burden wth respect to
the third and sixth factor.

d. More specifically, defendants argue that
plaintiffs’ clains cannot be resolved w thout reference to the
rel ease provisions of the Confirmation Order. According to the
defendants, “[t]hat undertaking is not nerely ‘related to’ a case
under title 11, but is a core proceeding arising in a case under
title 11.” (D.1. 8 at 7)

e. Defendants’ underlying contention is that
“It]he plaintiffs’ conplaints are poorly disguised attenpts to
assert as individual clains, the clains that HHL, as debtor, may
have had agai nst the defendants, but rel eased, after thorough
anal ysis, through the Plan and Confirmation Order.” (D.I. 8 at
6) 2

f. As a general principle,

[w] here a corporation has suffered an

injury fromactionable wongs commtted

by its officers and directors, the renedy

under a state’s corporation laws is a

suit on behalf of the corporation. Such

a suit may be brought by the corporation,

or, in some circunstances, can be brought

by the shareholders or creditors on its

behal f. Regardless of who initiates the
suit, the recovery goes to the corporation.

2ln their notion to dismss, defendants essentially posit
the same argunent, that plaintiffs do not have standing to sue
because their clains are derivative, not direct, causes of
action, which belong to HHL. (D.1. 7)
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[ A] derivative action[, then,] may
state a claimfor relief for m smnage-
ment that causes the corporation’ s stock
to decline in value or result in an
i nsol vency that renders creditors’ clains
uncol I ecti ble. Neverthel ess, sharehol ders
and creditors cannot recover for these
damages in their individual capacities
because their loss is the indirect result
of the injury to the corporation.

In re Reliance Acceptance G oup, Inc., 235 B.R 548, 554-55 (D

Del. 1999) (citing Hayes v. Goss, 982 F.2d 104 (3d Cr. 1992))

(enphasi s added). The courts in both of the above cases all owed
the shareholder litigation to go forward, finding that the
injuries alleged by the plaintiff sharehol ders were based on
specific msrepresentations directed at them and, therefore,
distinct fromthe injury to the corporation and the indirect
injury to sharehol ders generally based on corporate

m smanagenent. See also In re lonosphere Cubs, Inc., 17 F. 3d

600, 606 (2d Cir. 1994).

g. The court has not found any case that
specifically applies the above analysis to a creditor.
Neverthel ess, it would appear that the Third Crcuit would find
that plaintiffs at bar, although creditors, are required to
all ege some wong distinct fromthat suffered by the corporation
in order to pursue an individual action. Plaintiffs have failed
to carry their burden of proof in this regard as to their first
cause of action. None of plaintiffs’ factual allegations

concerni ng defendants’ wongdoing (D.1. 1, Y 28-61) involve
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either wongs or injuries specific to plaintiffs. |ndeed,
plaintiffs assert correctly that defendants’ alleged w ongdoi ng,
e.g., transferring the “data processing assets of PDS to HVS, for
i nadequate or no consideration, was unjustified and agai nst the
best interests of HHL and HHL's creditors, including the
i ndividual plaintiffs.” (D.I. 1, 7 52)%® Therefore, the court
concludes that plaintiffs’ first cause of action, derivative by
nature, is a core proceeding and abstention is not appropriate.*
h. The court concludes that plaintiffs’ second
cause of action is a direct cause of action and, therefore,
abstention is appropriate. Plaintiffs allege in their conplaint
t hat defendants “knew that the HHL Notes constituted contracts

obligating HHL to nmake paynents, as therein provided, to the

3As argued by debtor, allowing plaintiffs to pursue this
cause of action would disrupt the order of priorities established
by the Bankruptcy Code, potentially giving plaintiffs a
distribution (and not claimants senior in priority) based on
wrongdoing that resulted in harmto all creditors and
shar ehol der s.

‘“Plaintiffs rely on the reasoning in Davis v. Merv Giffin
Co., 128 B.R 78, 96 (D.N.J. 1991), to argue that their first
cause of action is a direct, not a derivative, cause of action.
The holding in Davis has been brought into question, however, by
the Third Crcuit in Phar-Mr, Inc. v. Coopers & Lybrand, 22 F.3d
1228, 1240 n.20 (3d Cr. 1994) (“Because piercing the corporate
veil or alter ego causes of action are based upon preventing
inequity or unfairness, it is not inconpatible with the purposes
of the doctrines to allow a debtor corporation to pursue a claim
based upon such a theory). See In re Buildings by Jame, Inc.,
230 B.R 36, 42-43 (Bankr. D.N. J. 1998) (finding that “[t] he
majority of the courts in other jurisdictions that have addressed
the issue of authority to pursue an alter ego action on behal f of
a corporate debtor have also held that the trustee has
standing.”).




i ndi vidual plaintiffs” and that defendants “intentionally
procured HHL's default under the HHL Notes.” (D.I. 1, 1 75-76)
Under the standards di scussed above, the wong alleged is
directed at plaintiffs and, therefore, constitutes a direct cause
of action that is only “related to” the bankruptcy.

| T 1S FURTHER ORDERED t hat defendants’ notion to
dismss (D.1. 7) is granted as to plaintiffs’ first cause of
action and denied as to plaintiffs’ second cause of action.

Taking the facts alleged as true, Cruz v. Beto, 405 U. S. 319, 322

(1972), and based on the reasons set forth above, plaintiffs do
not have standing to assert their first cause of action, as it is
derivative by nature.®> Defendants’ notion to disnmiss plaintiffs
second cause of action is denied as noot, given the court’s

deci si on on abstenti on.

United States District Judge

5Thi s conclusion does not nullify the exception carved out
in the Confirmation Order for plaintiffs’ individual clains.
That exception nerely gave plaintiffs the opportunity to raise
their clains, it did not entitle themto pursue derivative, as
opposed to, individual clains.



