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United States Bankruptcy Judge

IN THE UNI TED STATES BANKRUPTCY COURT
FOR THE NORTHERN DI STRI CT OF TEXAS
DALLAS DI VI SI ON
I N RE:
LIM2 CO- | NVESTMENT, L.P., CASE NO. 02-38335- SAF-11

DEBTOR.

STATE OF ARKANSAS TEACHER

RETI REMENT SYSTEM et al .,
PLAI NTI FFS,

VS. ADVERSARY NO. 04-3525

MERRI LL LYNCH & CO., | NC.,

et al.,
DEFENDANTS.
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VEMORANDUM OPI NI ON AND CORDER

The State of Arkansas Teacher Retirement System et al., the
plaintiffs, nmove to remand this adversary proceeding to the 193rd
Judicial District Court of Dallas County, Texas. The defendants
oppose the notion. The court conducted a hearing on the notion

on Novenber 23, 2004.



On July 16, 2004, the plaintiffs, investors in LIM Co-
| nvestnent L.P., brought this action in state court against the
defendants, financial institutions or their affiliates, for
all egedly aiding and abetting frauds and breaches of fiduciary
duty commtted by LIM personnel, including its general partner.
The parties refer to the litigation as the Texas Action. The

plaintiffs alleged nine clains for relief: (1) violation of the

Texas Securities Act by the Merrill Lynch defendants; (2) common
| aw fraud against the Merrill Lynch defendants; (3) negligent
m srepresentation against the Merrill Lynch defendants; (4)

breach of fiduciary duty; (5) unjust enrichnent; (6) civil
conspiracy; (7) aiding and abetting a violation of the Texas
Securities Act; (8) aiding and abetting fraud; and (9) aiding and
abetting breach of fiduciary duty. The defendants renoved cl ai ns
five through nine and a portion of claimfour to this court as
adversary proceedi ng no. 04-3525. Separately, Merrill Lynch &
Co., Inc., and the related Merrill Lynch defendants renoved
claims one through three and the renmai ning portion of claimfour
to this court as adversary proceedi ng no. 04-3511. The

def endants renpoved adversary proceedi ng no. 04-3525 pursuant to
28 U.S. C. 88 1334 and 1452, asserting that the clains in the
Texas Action arise under the Bankruptcy Code and relate to the
Chapter 11 case of LJM2, pending before this court as case no.

02- 38335- SAF-11. Merrill Lynch renoved adversary proceedi ng no.



04- 3511, asserting that those clains related to the Chapter 11
case of Enron Corp., case no. 01-16034-AJG pending in the
Southern District of New York. The instant notion to renmand
addresses adversary proceedi ng no. 04-3525. After renoval, the
plaintiffs amended their conplaint to add a claimfor exenplary
damages.

The defendants assert that the Texas Action collaterally
attacks the distribution scheme established by the LIM plan of
reorgani zation, confirmed by order of this court entered on
August 18, 2003. The defendants al so assert that the Texas
Action includes clains that have been rel eased by the LIM plan
and clains that belonged to the LIM2 bankruptcy estate. The
defendants contend that certain of their defenses to the Texas
Action seek to enforce the distribution schene of the confirnmed
LIJM2 plan and orders of this court.

In their remand notion, the plaintiffs respond that the
issues identified by the defendants may be alleged as affirmative
defenses to the Texas Action. They argue that affirmative
def enses may not be enployed to establish a federal question for
renmoval jurisdiction. They further argue that the Texas Action
has no inpact on the inplenmentation or enforcenent of the
confirmed LIM2 pl an.

By order entered August 18, 2003, this court confirned the

First Anmended Liquidating Plan of Reorganization of LIM2, dated



April 18, 2003, as nodified June 20, 2003, and August 8, 2003.
Al of the plaintiffs, except two, consented to the plan, as
nodi fied. The plan became effective on August 18, 2003. Under
the plan, LIJM2 transferred its assets to two trusts, referred to
as Trust A and Trust B. The assets held by Trust B include
bankr upt cy avoi dance cl ai ns agai nst the plaintiffs and non-
bankruptcy clains related to capital call rights against the
plaintiffs in their capacity as limted partner investors in
LIJM2. Several of the defendants are beneficiaries of Trust B.
Any net recoveries fromthe defendants fromthe avoi dance cl ai ns
or the capital call clainms will be distributed to the defendants
who are beneficiaries of Trust B.

Under the plan, the trustee of Trust B becane the
representative of the LIM2 bankruptcy estate to prosecute the
avoi dance clains and the capital call clainms. The avoi dance
clainms are pending before this court. The capital call clains
are pendi ng before the Del aware chancery court.

The plan allowed the clainms of several of the defendants
agai nst the LIJM2 estate. The plan contains a di scharge and
rel ease of clains against and in LIJM and its property, including
the trust assets. LJM2 Plan, 8 9.1. The plan rel eased clains of
LIJM2 agai nst at |east sone of the defendants. LJM2 Plan, § 9.5.
The plan enjoined holders of clainms or interests against or in

LIJM2 fromtaking certain actions against various entities,



i ncl udi ng beneficiaries of trust property. LJM2 Plan, 8 9.6(1).
The confirmation order provides that the plan binds all creditors
and interest holders in the LIM2 estate. This court, in the
confirmation order, retained jurisdiction to enforce the power of
the trusts and the rel eases, discharges and injunctions of the

pl an.

The pl an has becone effective and has been consummated. The
avoi dance clains and capital call clains have been transferred to
Trust B. The trustee of Trust B is pursuing those clains. The
plaintiffs are defendants in that litigation

In the Texas Action, the plaintiffs assert non-bankruptcy
clai mrs based on state law. The clains arose before the filing of
the LIM2 bankruptcy case. But the defendants assert that, as
relief, the plaintiffs seek to inpose a constructive trust on
recoveries the defendants receive from Trust B. Anmended
conplaint, par. 5, prayer for relief. The plaintiffs also seek a
decl aratory judgnent that the defendants nust indemify them for
any judgnents or settlenents they pay to Trust B. Anended
conplaint, par. 6, prayer for relief. Looking past the nature of
the Texas Action clains to the nature of the relief requested,

t he defendants contend that the plaintiffs seek to interfere with
the distribution scheme of the LIM2 plan. The defendants contend
that this court has core jurisdiction to enforce the plan by

applying the rel eases, discharges and injunction provisions of



the plan, as confirnmed by this court.

In addition, by seeking to recover fromthe defendants what
Trust B m ght recover fromthem the plaintiffs, argue the
defendants, collaterally attack the confirmed plan, including the
treatment of the defendants who hold allowed clains in the LIM
case.

In addition, the defendants contend that several of the
clains in the Texas Action, such as breach of fiduciary duty and
ai di ng and abetting breach of fiduciary duty, belong to the LIM
bankruptcy estate, and have been rel eased by the plan.
Presumabl y, the defendants contend that the plaintiffs |ack
standing to prosecute those clains. Lastly, the defendants
assert that they may have contribution or indemnification clains
agai nst LJM2.

The plaintiffs respond that the rel eases, discharges and
injunctions do not apply to their personal clains against the
defendants. They argue that not all the defendants are subject
to the releases and injunction of the plan. They argue that the
Texas Action constitutes a third-party, non-debtor, state | aw
based conpl ai nt agai nst third-party, non-debtor defendants. The
plainti ffs have not brought an action against LJM2 nor Trust B.
The plaintiffs observe that rel ease, discharge, injunction
standing and col |l ateral estoppel may all be all eged as

affirmati ve defenses in the Texas Action in state court. The



plaintiffs further observe that the plan protects their
interests. The plan states that rights and defenses of limted
partners in LJM2 are preserved and not affected by the plan.
LJve Plan, 8 7.13.

The plaintiffs contend that federal jurisdiction may not be
obt ai ned through the invocation of affirmative defenses. As a
result, the plaintiffs argue that the matter nust be remanded to
state court for lack of jurisdiction. Alternatively, they argue
this court should abstain in deference to the state court.

Renoval

A renoved state court [awsuit nust be remanded if a federal
district court could not have asserted original jurisdiction had
the state court action initially been brought in federal court.

See 28 U.S.C. §8 1441(a) and (b); Foxneyer Health Corp. v.

McKesson Corp. (In re Foxmeyer Corp.), 230 B.R 791, 794 (Bankr.

N.D. Tex. 1998). Renoval would only be appropriate if the action
is one “arising under the Constitution, |laws or treaties of the
United States.” 28 U S.C. 88 1331 and 1441(b). The defendants’
assertion of federal question renoval jurisdiction will rise or
fall on the allegations in the plaintiffs’ well-pleaded
conplaint, that is, on whether there appears on the face of the
conpl aint sone substantial disputed federal law. Rivet v.

Reqgi ons Bank of Louisiana, 522 U S. 470, 475 (1998). The

def endants nmust show that a federal right is “an elenent, and an



essential one, of the plaintiff’s cause of action.” Foxneyer,

230 B.R at 795, quoting GQully v. First National Bank, 299 U. S.

109, 112 (Cardozo, J.).

Wth regard to a federal question under the Bankruptcy
Code, a party may renove a state cause of action to a federa
district court if the district court has jurisdiction of the
cause of action under 28 U S.C. § 1334. 28 U.S.C. § 1452(a).
The jurisdiction of the bankruptcy courts is grounded in and

limted by that statute. Celotex Corp. v. Edwards, 514 U S. 300,

307 (1995). The United States Code provides that federal courts
have original but not exclusive jurisdiction of all civil
proceedi ngs “arising under” the Bankruptcy Code, or “arising in
or related to” cases under the Bankruptcy Code. 28 U.S. C

8§ 1334(b). Bankruptcy courts have jurisdiction over “nore than
the . . . proceedings involving property of the estate...[but] a
bankruptcy court’s ‘related to’ jurisdictionis not limtless.”

Celotex, 514 U.S. at 308, Matter of Walker, 51 F.3d 562, 568 (5th

Cr. 1995). To ascertain whether bankruptcy jurisdiction exists,
the court need only determ ne whether a matter is at | east
“related to” the bankruptcy. Walker, 51 F.3d at 568. An action
is “related to” a bankruptcy case “if the outconme could alter the
debtor’s rights, liabilities, options, or freedom of action

(either positively or negatively) and which in any way inpacts



upon the handling and adm ni stration of the bankruptcy estate.”
Id.

Conversely, “bankruptcy courts have no jurisdiction over
proceedi ngs that have no effect on the debtor.” Celotex, 514
US at 308, n.6. 1In a Chapter 11 case, once the bankruptcy
court confirns a plan of reorgani zation, the bankruptcy estate
ceases to exist. The rights, liabilities, options and freedom of
action of the debtor have been established by the confirnmed plan.
Wth consummation of the plan, there is no | onger a bankruptcy
estate for the federal court to admnister. As a result,
bankruptcy jurisdiction ceases to exist, “other than for matters
pertaining to the inplenentation or execution of the plan.” In

re Craig’'s Stores of Texas, Inc., 266 F.3d 388, 390 (5th Cr.

2001) .

Application of Rivet to Section 1334

Bef or e exam ni ng whet her the defendants have established
that the plaintiffs’ conplaint raises a bankruptcy question, the
court addresses the defendants’ contention that the well-pl eaded
conplaint test of Rivet does not apply to renovals under § 1334.
In Rivet, renmpval had been prem sed on 28 U S.C. 8§ 1331 and
1441(a) and (b). The renoving party invoked federal jurisdiction
based on a claim“arising under” the Constitution, |aws or
treaties of the United States. The defendants observe that a

renmoval based on bankruptcy jurisdiction invokes a broader

-9-



definition of a federal question. Renoval under 28 U S. C

§ 1452(a) turns on a federal question under 28 U S.C. § 1334.
Section 1334 provides for bankruptcy jurisdiction based on a
claim“arising under” the Bankruptcy Code, applying the sane
definition of § 1331 (“arising under” the Constitution, |aws or
treaties of the United States), but also provides for bankruptcy
jurisdiction based on a claim®arising in or related to” a case
under the Bankruptcy Code. 28 U S.C. 8 1334 (a) and (b).
Because of this broader jurisdictional grant, the defendants
argue that the well-pl eaded conplaint rule should not apply.

Rat her, the defendants argue that the federal question “arising
inor related to” a bankruptcy case nmay be prem sed on pl eadi ngs
beyond t he conpl ai nt.

The Suprenme Court instructs otherwise. In Rvet, the
removing party asserted an affirmative defense of preclusion.
The precl usion def ense was based on prior bankruptcy court
orders. Although the renoving party cited 8 1331, and not
8§ 1334, for federal jurisdiction, the case involved the
consi deration of prior bankruptcy court orders. The Fifth
Circuit affirmed the district court’s denial of a notion to
remand. The Suprene Court reversed. The Court considered
whet her preclusion based on a federal court order becane subsuned
by the conplaint. The Court concluded that it did not.

Precl usi on, even if based on a federal court order, is an

-10-



affirmati ve defense and, as such, cannot be used to create a
federal question. The Court held “claimpreclusion by reason of
a prior federal judgnent is a defensive plea that provides no
basis for renoval under 8§ 1441(b). Such a defense is properly
made in the state court proceedi ngs, and the state court’s

di sposition of it is subject to this Court’s ultimate review.”
522 U.S. at 478.

This court recogni zes that the Suprenme Court referenced
renmoval under 8§ 1441(b), but it is not the function of this court
to distinguish Rivet on that basis. The Suprene Court recognized
t hat exceptions existed to the well-pleaded conplaint rule. For
exanpl e, when a claimhas been preenpted by federal |aw, the
claimis considered, fromits inception, a federal claim and
therefore arises under federal law. 522 U S. at 476. Under
8§ 1334(b), federal courts have “original but not exclusive
jurisdiction” of clainms “arising in or related to” a bankruptcy
case. The preenption exception therefore does not apply.

The defendants rely on Am Red Cross v. S. G, 505 U S 247

(1992), but that case involved a statute providing specific
federal jurisdiction for litigation involving the American Red
Cross. As with federal preenption, the federal statute made the
federal right an essential elenent of the plaintiff’'s claim

Not wi t hst andi ng that concept, in the | ater-decided R vet case,

the Court instructed that a case may not be renoved to federa

-11-



court on the basis of a federal defense, even if the defense is
anticipated in the plaintiff’s conplaint, and even if both
parties admt that the defense may be the dispositive issue in
the case. Rivet, 522 U S. at 475. Under these teachings, if the
federal question is essentially a federal defense and not
essentially an elenent of the plaintiff’s claim the case nay not
be renmoved. This court holds that Rivet applies to renoval based
on 8§ 1452. Foxneyer, 230 B.R at 795. A contrary hol di ng nust
be obtained froma higher court.

Foll owi ng confirmation of the LIM plan, with its rel eases,
di scharges and i njunction provisions and the comencenent and
continuation of the avoi dance and capital call litigation against
the plaintiffs by Trust B for the benefit of the defendants, the
plaintiffs necessarily nust have anticipated that the defendants
woul d assert affirmative defenses of collateral estoppel,
rel ease, discharge, injunction and standi ng based on federal
court order. Nevertheless, assum ng the defenses provide a basis
for federal jurisdiction under 8 1334, the plaintiffs’ conplaint
may not be renoved to federal court on the basis of those federal
def enses.

Decl arat ory Judgnent

The potential for a declaratory judgnent action by the
defendants in this court conplicates the federalismpolicy

underlying the Suprene Court’s analysis in Rivet. The defendants

-12-



coul d concei vably, as they observe and as the plaintiffs concede,
comence a declaratory judgnent action under 28 U S.C. § 2201
seeking a declaration concerning the breadth and application of
the rel eases, discharge and injunction provisions of this court’s
confirmati on order. Conceivably, the defendants could al so seek
declaratory relief regarding whether certain clains belonged to
the LIM2 bankruptcy estate and had been finally resolved by the
confirmation of the LIJM2 plan. Although not presently before
this court, and mndful that this court should not specul ate on
future litigation nor render advisory opinions, the parties
recogni ze the potential for this [itigation. At the hearing on
the notion to remand, the defendants indeed suggested the

l'i kel i hood of a declaratory judgnent action.

The federalismtension triggered by a declaratory judgnment
action is not uncommon. For exanple, a bondholder filed clains
in state court against fornmer officers, directors and financi al
advi sors of the National Gypsum Conpany, for actions taken during
the confirmati on process of the National Gypsum plan of

reorgani zation, confirmed by this court. See In re National

Gypsum Conpany, case no. 90-37213-SAF-11. The defendants

asserted federal defenses, including collateral estoppel. The
defendants renoved the litigation to this court. This court
remanded for |lack of jurisdiction. The district court affirnmed.

Donal dson, Lufkin & Jenrette Securities Corp. v. Prostok, 3:96-

- 13-



CV-1932-P (N.D. Tex. Feb. 24, 1997).

The confirmed National Gypsum plan contai ned rel ease and
i njunction provisions and fee shifting and exoneration
provi sions. Although the basis for a federal defense in the
state court litigation, the state court plaintiff filed a
declaratory judgnent action in this court seeking construction of
those provisions. This court held that the provisions had becone
final, binding orders, but declined to issue declaratory relief,
abstaining in favor of the state court because of the remand of
the state | aw based clains litigation. The district court
reversed that abstention. On remand, this court construed the
pl an provisions as confirnmed by order of this court. |d.

Thus, it is possible to have a state court proceeding with
federal defenses based on bankruptcy court orders while the
bankruptcy court entertains a declaratory judgnent action
construi ng those sane bankruptcy court orders. The declaratory
j udgnent action may even raise core nmatters under the Bankruptcy
Code. For exanple, a declaratory judgnment action to determ ne
whet her a confirmation order bars collection of asserted pre-
confirmation liability raises a core matter under 28 U.S.C. § 157
gi ving the bankruptcy court jurisdiction to enter a final

judgnment under 8§ 1334. In re National Gypsum Co., 118 F. 3d 1064

(5th CGr. 1997). Simlarly, a post-confirmation dispute over a

prom ssory note provided for in the debtor’s reorgani zati on pl an

-14-



raises a core matter as the note had been executed in settl enent
of a creditor’s claimas part of the plan of reorganization. |In
re Case, 937 F.2d 1014 (5th Gr. 1991). In citing these

exanpl es, the court hastens to observe that in both a
representative of the bankruptcy estate by virtue of the plan of
reorgani zati on had been a party.

Wil e recogni zing the possibility of a declaratory judgnment
action, this court cannot base its remand deci sion on specul ation
over possible future litigation. To decide the notion to renmand,
this court nust apply the well-pl eaded conplaint rule to
determne if a federal question has been raised by the
plaintiffs’ amended conplaint, wthout considering federal
defenses. In the event of a future declaratory judgnent action,
the court will determ ne whether it has jurisdiction over that
action. If it does have jurisdiction, the court may wei gh and
bal ance the tension with state court litigation wth federa
def enses by considering the abstention factors of 28 U S. C
8 1334(c) and by exercising its discretion regarding entertaining

decl aratory judgnent actions. St. Paul Ins. Co. v. Trejo, 39

F.3d 585, 590-91 (5th Gir. 1994).

Rel i ef Requested

Turning to the amended conpl aint, the defendants assert that
the prayer for relief interferes with the distribution schene of

the plan of reorgani zation. The defendants argue that the

-15-



plaintiffs request that the court inpose a constructive trust on
all amounts the plaintiffs derive fromdistributions fromthe
LIJM2 plan, including from Trust B. The plaintiffs also seek a
decl aration that the defendants nust indemify themfor any

j udgnment obtai ned by Trust B against them The defendants argue
that relief would effectively nullify their distributions under
the LIM pl an.

The plaintiffs respond that the relief requested does not
interfere with any distributions made by Trust B. Trust B w |
make whatever distribution is appropriate to the defendants. The
plaintiffs seek to i npose the constructive trust against the
def endants, not against Trust B. |ndeed, neither Trust B nor
LIJM2 is a party to this litigation. Wth regard to the Trust B
litigation against the plaintiffs, the plaintiffs do not seek to
enjoin or interfere wwth that litigation. Rather, if found
Iiable, they seek indemification fromthe defendants. The court
recogni zes the circuituity to the recoveries in the nultiple
litigation regarding these parties. But that derives fromthe
unusual nature of LIJM2 and its dealings in the world of Enron.

The plaintiffs argue that they request the type of renedies
any defrauded claimant would be entitled to assert, e.qg.,

i ndemmi ty agai nst | osses caused by the defendants and a
constructive trust on, or restitution for, any gains derived by

the defendants fromtheir wongful acts. The plaintiffs have not

-16-



prayed for relief that would inpinge on the distributions to be
made by Trust B. The defendants m scharacterize the prayer for
the application of a constructive trust. The relief requested by
the plaintiffs would i npose a constructive trust on gains,
profits and advantages obtai ned by the defendants fromtheir

al l egedly wongful acts and om ssions. Anmended conpl aint, prayer
for relief, par. 5. The plaintiffs do not specify that a
constructive trust should be inposed on Trust B distributions.
The clains raised in the conplaint do not contain a federal
guestion. They are state law clains that allegedly existed
before the LIM2 bankruptcy case, with renedi es requested agai nst
non-debtors as avail abl e under state |aw.

Vel | - pl eaded Conpl ai nt

The plaintiffs’ anmended conpl ai nt nust have sonme concei vabl e
effect on the inplenentation or execution of the LIM plan. The
plaintiffs do not assert clains against LIJM2, Trust A or Trust B.
The plaintiffs do not purport to bring clains on behalf of LJIM.
The plaintiffs’ anended conpl ai nt does not involve property of
the LIM2 bankruptcy estate. |ndeed, the property of the LIM
bankruptcy estate has been distributed. The plaintiffs do not
attenpt to recover property for the benefit of the bankruptcy
est at e.

The LIJM2 plan has been confirmed, has becone effective, and

has been consummated. The plaintiffs’ anended conpl ai nt shoul d
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have no effect on LIJM2 or its successors in interest, Trust A or
Trust B, rights, liabilities, options or freedomof action. The
anended conpl aint does not request relief in the nature of a plan
nodi fi cati on.

The plaintiffs do not seek to revoke the confirnmation order.
| ndeed, the confirmation order has becone final and non-
appeal able. C ains against LIJM2 have been discharged. The
assets of LIJM2 have been transferred to Trust A and Trust B. The
plaintiffs do not seek relief against either trust and have not
named either trust as a party in this litigation. The plaintiffs
do not purport to bring clains on behalf of Trust A or Trust B.
The amended conpl ai nt does not involve property of Trust A or
Trust B. The plaintiffs’ prayer for a constructive trust would
only apply to property obtained by and in the possession of the
defendants. The plaintiffs do not attenpt to interfere with any
distribution to be nade by Trust B to the defendants. The
plaintiffs do not attenpt to have a court reconsider the
al l omance of the defendants’ clains against LIM2 nor their
treatment under the plan. Rather, the plaintiffs only seek to
recover fromthe defendants on renedi es avail abl e under state | aw
for their clainms for relief.

As is generally the situation with third party conpl aints,
t he anended conpl aint woul d have no concei vabl e effect on the

i npl enentation or execution of the LIM plan, and therefore the
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court lacks jurisdiction under 8§ 1334. See Wl ker, 51 F.3d at
569. No other basis for federal jurisdiction has been raised in
the notice of renmoval. The court nust, therefore, grant the
notion to remand.

Because the court will remand the case on jurisdictional
grounds, the court does not address the plaintiffs request that
the court abstain under either 28 U S.C. § 1334(c)(1) or (2).

Al t hough the court typically decides all issues presented, in the

interest of conpl eteness, the court declines to decide the

abstention issue. Since the court may have to grapple with

abstention considerations in the event of the comencenent of a

decl aratory judgnent action, to avoid rendering an advisory

opi nion, the court declines to consider abstention at this tine.
O der.

Based on the foregoing,

| T 1S ORDERED that the plaintiffs’ notion to remand is
GRANTED.

| T IS FURTHER ORDERED that the clains five through nine and
the portion of claimfour involved in this adversary proceeding
are REMANDED to the 193rd Judicial District Court of Dallas
County, Texas.

#H##END OF ORDER###
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