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PRADO, District Judge:
On the petition for rehearing filed by LSP Investnent

Par t nershi p, we hereby w t hdraw our prior opinion, published as LSP

' District Judge of the Western District of Texas, sitting by
desi gnati on.



Inv. Partnership v. Bennett (Matter of Bennett), 970 F.2d 138 (5th

Cr. 1992), and substitute the following opinion in its place.

This appeal arises out of an adversary proceeding in a
bankruptcy case? in which the bankruptcy court entered an order
granting a discharge to the Appellee, Archie Bennett, Jr., over the
objection of the Appellants that certain of M. Bennett's debts
were not dischargeable. In support of their argunent, the
Appel lants rely solely on 11 U S.C. 8§ 523(a)(4), which provides
that debts resulting froma defal cation by the debtor while acting
ina fiduciary capacity are not dischargeable in bankruptcy. This
Court must deci de whet her Bennett, as the managi ng partner of the
managi ng partner of the limted partnership, owed a sufficient
fiduciary duty to the limted partners to satisfy the strict
requirenents of 11 U S.C 8§ 523(a)(4). This is a case of first
inpression in this Crcuit.

St andard of Revi ew

Al t hough this case has al ready been revi ewed on appeal by the
district court, this Court reviews the bankruptcy court's findings

as if this were an appeal from a trial in the district court.

Killebrew v. Brewer, 888 F.2d 1516, 1519 (5th Cir. 1989). Thus,
the bankruptcy court's findings of fact are reviewed under the
clearly erroneous standard, and its concl usions of | aware revi ewed

de novo. |d.

2The underlyi ng bankruptcy proceeding, filed on Novenber 23,
1988, by Archie Bennett, Jr., bears Case No. 388-37142 RCM 7. The
adversary proceeding is No. 389-3110.



Backgr ound

1. Bankruptcy Court's Findings of Fact.

The facts in this case are essentially undisputed.:? I n
approxi mately March of 1980, Bennett and the Appellants forned a
Texas limted partnership known as Mariner/Geenspoint, Ltd.
("M3'). The Appellants in this case are and were at all relevant
tinmes, limted partners of MG The sol e general partner of MG was
another limted partnership, known as Mariner Interest No. 20, Ltd.
("No. 20"). The sole general partner of No. 20 was the Appell ee,
Archi e Bennett, Jr.

Under the terns of the MG partnership agreenent, the general
partner, No. 20, was charged wi th managenent of the partnership and
had full, exclusive and conplete authority and discretion to
manage, control and make all decisions affecting the purposes of
the partnership and to take any action required to effectuate the
purpose of the partnership. Bennett, as the sole general partner
of No. 20, was the only individual with the power or authority to
direct the affairs of No. 20 and M5 and was prohibited by the MG
partnership agreenent fromvoluntarily w thdrawing as the genera
partner of No. 20.

The purpose of the MG partnership was to construct and operate

3The Appellee expressly states that he relies on the
bankruptcy court's findings of fact. Appellee's Brief, p. 3. Wth
one partial exception, the Appellants agree that the bankruptcy
court's findings of fact are correct. Appel l ants' Brief, p. 7
The exception, discussed below, is the Appellants' argunent that
t he bankruptcy court erred in failing to find that the $1 mllion
distribution by MG to Bennett was a defal cati on under 11 U S.C. 8§
523(a)(4). 1d. This is a m xed question of |aw and fact.



a Marriott hotel near the Greenspoint Mall in Houston, Texas. The
partnership obtained $22 mllion, in capital contributions and
| oans, to cover the cost of constructing the hotel. The MG
partnership agreenent required the general partner to contribute
cash, as necessary, for the costs of constructing, equipping and
furnishing the hotel, to the extent such costs exceeded the $22
mllion previously raised. As an incentive, the agreenent also
provi ded that the general partner was eligible to receive a cash
distribution of up to $4 mllion if the project was conpleted for
| ess than the projected $22 million. However, prior to taking any
distribution for savings in the construction of the hotel, the
general partner was required both to construct the hotel and to
provide all equipnent necessary so that it could operate as a
"first-class hotel".

At sone point early on in the business venture, Bennett
retai ned a corporation, known as Mariner Corporation, to perform
his duties as the general partner of No. 20 and, in turn, its
duties as general partner of M Mari ner Corporation was 100%
owned by Bennett. The officers and enployees of Mariner
Corporation acted on Bennett's behalf in performng their duties
and were aware that, if the project was conpl et ed under budget, the
savings woul d be paid directly to Bennett.

Mar i ner Corporation obtained bids for the construction of the

hotel from a nunber of general contractors. Al of the bids
initially submtted were at least $1 mllion over the budgeted
amount of $22 mllion. After these bids were received, Mariner



Corporation entered into negotiations with one of the contractors,
Eaves Construction. Subsequently, Eaves dropped its bid price by
$1 mllion and was awarded the contract. Eaves was not able to
obtain a bond on the project, however, due to its |lack of financial
strength and | ack of a sufficient track record on | arge projects.
Bennett told Eaves that it could have the job without a bond, if it
reduced its general contractor's fee by one-half. Eaves agreed and
reduced its fee by an additional $250, 000.

The hotel was conpleted on tine, and opened i n January of
1981. At that tine Bennett nmade a $1 million distribution to
hi msel f, for conpleting the project for |ess than the budgeted $22
mllion.

Subsequent |y, several problens with the hotel cane to |light.
First, in approximtely April of 1981, m | dew began to occur in the
guest roons of the hotel. This mldew was evidently caused by a
"negative pressure" problem which in turn was caused by the design
of the heating, ventilation, and air conditioning (H/AC) systemin
the hotel .* As a result of the m|dew problem virtually all of
the guest roons in the hotel had to be revinyl ed and resheetrocked

twice, during 1981 and 1982.°

“"Negative pressure"” in a building occurs when nore air is
exhausted fromthe building than is nmade up with conditioned air.
The result is that warm humd air will be drawn into the building
to equalize the pressure.

The record indicates that, prior to conpletion of the hotel,
i n Novenber of 1980, Bennett was nmade aware that another Marriott
hotel, the Brookhollow Marriott, which had substantially the sane
HVAC system design as the Geenspoint Marriott, had begun to
experience simlar mldew problens.



The bankruptcy court found that the mldew problem at the
hotel was a continuous construction problem that the general
partner had an obligation to fix and pay for under the terns of the
MG partnership agreenent. The court found that the first round of
repairs was perforned at the expense of the general contractor
The second round, however, was charged, by the general partner, to
the partnership earnings. The limted partners' share of this cost
was $72, 000.

The bankruptcy court al so reviewed nunerous equi pnent | eases
that were entered into by the general partner for the purpose of
provi di ng various types of equi pnent to the hotel. The court found
that, under the partnership agreenent, the general partner had an
obligation to equip and furnish the hotel with the $22 nmillion
budget ed anbunt. The court found, with respect to sone but not al
of these | eases, that the general partner had charged themto the
partnership, instead of paying for them out of the construction
budget. The court also found that Bennett had failed to properly
di scl ose these leases to the limted partners, or to obtain their
approval for them The court determ ned that the anmount wongfully
charged to the |imted partners for these equi pnent |eases was
$832, 204. 40.

2. Bankruptcy Court's Concl usi ons of Law.

The bankruptcy court concluded that the m sapplication of
partnership funds to pay for the mldew repairs and the equi pnent
| eases described above were the result of defalcations by the

general partner of M5 in the total amount of $904, 204. 40. The



court also found that No. 20, as the sole general partner of MG
was a fiduciary to the limted partners of M5 for purposes of
section 523(a)(4). The bankruptcy court noted that while Texas
courts have not extended the partnership relationship generally to
enconpass the type of fiduciary duty envisioned by section
523(a)(4), an exception exists for the nmanaging partner of a
partnership, who owes to his co-partners, "one of the highest

fiduciary duties recognized in l|aw" (Cting Huffington V.

Upchurch, 532 S.W2d 576 (Tex. 1976); Censhaw v. Swenson, 611
S.W2d 886 (Tex.C v. App.--Austin 1980, wit ref'd n.r.e.)).

The bankruptcy court al so found, however, that Bennett, as the
general partner of the general partner, did not owe a fiduciary
duty to the limted partners of Ma The bankruptcy court stated:

No. 20 was the fiduciary of MG and only it had an express,

techni cal, preexisting trust relationshipwth M5 even though

Bennett was the managi ng partner of No. 20.

The bankruptcy court found that Bennett's individual liability
to the limted partners of Mc cane into effect only by reason of
the breach by No. 20, and pursuant to the Uniform Partnership Act
(UPA) which provides, "[a]ll partners are liable jointly and
severally for all debts, and obligations of the partnership
." Tex.Rev.C v. Stat. Ann. art. 6132b, 8 15 (Vernon 1979). The court
reasoned that while the UPA nade Bennett liable for No. 20's
partnership "obligations", it did not <create a fiduciary
relationship between Bennett and the limted partners of MG

Accordi ngly, the bankruptcy court granted a di scharge to Bennett of

all debts, including those which it found to have resulted from



defal cations by No. 20, while acting in a fiduciary capacity.
3. District Court's Order.

The district court, in a brief opinion, affirnmed the order of
the bankruptcy court granting a discharge to Bennett, but for a
different reason. The district court stated:

Though Bennett was the nmanaging partner of the limted
partnership, and Texas courts have i nposed a hi gher degree of
fiduciary duty on managi ng partners, they have done so in the
context of constructive, rather than technical, trusts.
(Gting Huffington v. Upchurch, 532 S.W2d 576 (Tex. 1976);
Crenshaw v. Swenson, 611 S.W2d 886 (Tex.CG v.App.--Austin
1980, writ ref'd n.r.e.)).

Thus, the district court concluded that the high |evel of
fiduciary duty inposed on managi ng partners of a partnership under
Texas law, only arose in the context of a constructive trust and,
since constructive trusts are insufficient as a matter of law to
meet the express trust requirenents of section 523(a)(4), the
district court affirnmed the order of the bankruptcy court granting
a discharge to Bennett.

Anal ysi s
1. FEiduciary Duty Under Section 523(a)(4)

The Bankruptcy Code provides in pertinent part as foll ows:
(a) A discharge under section 727, 1141, 1228(a), 1228(b), or
1328(b) of this title does not discharge an individual debtor
from any debt--

(4) for fraud or defalcation while acting in a fiduciary
capacity .

11 U.S.C. § 523(a)(4).

The first issue that we address is whether the scope of the
fiduciary duty owed by the nmanagi ng general partner of a limted
partnership to the limted partners is sufficient to neet the

8



narrow requi renents of section 523(a)(4). Next, we nust decide if
such a duty also applies to the managi ng partner of the nanagi ng
part ner.

A nunber of courts have addressed the issue of whether a
partner generally owes the type of fiduciary duty contenpl ated by
section 523(a)(4) to his co-partners. The courts are split onthis
issue with approximately half finding that such a fiduciary duty is

owed, ® and the other half finding that it is not.’

°See, e.q., Lewws v. Short (In re Short), 818 F.2d 693,
695-96 (9th Cr.1987) (Washington law); Ragsdale v. Haller, 780
F.2d 794, 796 (9th Cr.1986) (California law; Longo v. Mlaren
(Inre MLaren), 136 B.R 705, 714 (Bankr. N.D. Chio 1992); G avel
v. Chris J. Roy, A Law Corp. (In re Chris J. Roy), 130 B.R 214
(Bankr. WD. La. 1991); Beebe v. Schwenn (In re Schwenn), 126 B. R
351 (D. Colo. 1991); Getaz v. Stewart (Inre Stewart), 123 B.R 817
(Bankr.WD. Tenn. 1991); Brown v. MKay (In re MKay), 110 B.R 764
(Bankr. WD. Pa. 1990); Susi v. Mailath (In re Mailath), 108 B.R
290, 293-94 (Bankr. N.D. Ckla. 1989); In re Guy, 101 B.R 961,
986-91 (Bankr. N.D.Ind.1988) 1In re Craner, 93 B.R 764, 767-68
(MD. Fla.1988) Lee v. Crosswhite (Inre Crosswhite), 91 B.R 156
(Bankr. M D. Fla. 1988); Stone v. Stone (In re Stone), 90 B.R 71,
79-80 (Bankr. S.D.N.Y.), aff'd, 94 B.R 298, 302-03 (S.D.N. Y. 1988),
aff'd, 880 F.2d 1318 (2nd GCir. 1989); Inre Dino, 82 B.R 184, 186
(Bankr. D.R1.1988); In re Onens, 54 B.R 162, 164-65 (Bankr.
D.S.C.1984); Inre Kraus, 37 B.R 126, 129 (Bankr.E. D. M ch. 1984).
See also Inre Winer, 95 B.R 204, 206-07 (Bankr.D. Kansas 1989)
(al though no fiduciary rel ati onshi p between partners generally, the
sol e managi ng partner had responsibilities commonly associated with
trustee and was therefore a fiduciary under section 523(a)(4)); Ln
re Hurbace, 61 B.R 563, 565-66 (Bankr.WD. Tex. 1986) (hol di ng that
there was insufficient fiduciary relationship between equal co-
partners to neet requirenents of section 523(a)(4), but indicating,
in dicta, that managing partner's fiduciary duties probably
sufficient).

'Rolley v. Spector (In re Spector), 133 B.R 733 (Bankr.
E. D. Penn 1991); Blashke v. Standard (In re Standard), 123 B.R 444
(Bankr.N. D. Ga. 1991); Sul phur Partnership v. Piscioneri (In re
Piscioneri), 108 B.R 595 (Bankr.N. D. Chio 1989); Stahl v. Lang (In
re Lang), 108 B.R 586 (Bankr.N. D. Ohio 1989); Colenman v. Choisnard
(In re Choisnard), 98 B.R 37 (Bankr.N. D.Ckl. 1989); Medved V.
Novak, (In re Novak), 97 B.R 47 (Bankr. D.Kan. 1987); In re
Lews, 94 B.R 406, 410 (Bankr. E.D.Va. 1988); In re Stone, 91

9



The semnal case in this Grcuit interpreting the discharge

provision at issue is Angelle v. Reed (In re Angelle), 610 F.2d

1335 (5th Cir. 1980).%8 1In Angelle we reviewed a |ine of Suprene
Court cases discussing and interpreting simlar discharge
provi sions contained in prior versions of the bankruptcy |aws. W
held that the concept of fiduciary under 11 U S. C. 8§ 523(a)(4) is
narrow y defined, applying only to technical or express trusts, and

not those which the law inplies fromthe contract. [d., (quoting

Chapman v. Forsyth, 2 US. (How ) 202, 207, 11 L.Ed. 236, 238
(1844)). In addition, the requisite trust rel ationship nust exi st
prior to the act creating the debt and w thout reference to that

act. 1d., (citing Upshur v. Briscoe, 138 U S. 365, 378, 11 S. Ct

313, 317, 34 L.Ed. 931, 936 (1890)). In other words, the trust
giving rise to the fiduciary rel ationship nust be inposed prior to
any w ongdoi ng. The debtor nust have been a trustee before the

wrong and wi thout any reference to it. Ragsdale v. Haller, 780

F.2d 794, 796 (9th Gr. 1986). Thus, a constructive trust is not

B.R 589, 594 (D. Utah 1988); Dreyfoos v. Ryan (In re Ryan), 90
B.R 554 (Bankr.S.D.Fla. 1988); |In re Braudis, 86 B.R 1001, 1004
(Bankr.WD. Mb.1988); In re denens, 83 B.R 945, 951 (Bankr.N. D.
Chio 1988); Inre Napoli, 82 B.R 378, 382-83 (Bankr. E. D. Pa. 1988);
In re Elliott, 66 B.R 466, 467 (Bankr.S.D.Fla.1986); In re
Hol man, 42 B. R 848, 850-51 (Bankr.E.D. M. 1984).

81n the Angell e case we construed section 17a(4) of the forner
Bankruptcy Act, 11 U S . C. 8§ 35(a)(4). We have previously noted
that while the |anguage of section 523(a)(4) does not precisely
paral l el that of the predecessor statute, 11 U.S.C. 8 35(a)(4), the
two statues are simlar enough that decisions construing the prior
statute are applicable to section 523(a)(4). Boyle v. Abilene
Lunber, Inc., 819 F.2d 583, 587 (5th Gr. 1987).

10



sufficient to create a fiduciary relationship for purposes of the
di scharge provisions of the Bankruptcy Act. Angelle, 610 F. 2d at
1339; Ragsdale, 780 F.2d at 796.

In determ ning whether a particular debtor was acting in a
fiduciary capacity for purposes of section 523(a)(4), the Court
must | ook to both state and federal Iaw. The scope of the concept
of fiduciary under 11 U.S.C. 8 523(a)(4) is a question of federal
| aw; however, state lawis inportant in determ ning whether or not
a trust obligation exists. Angelle, 610 F.2d at 1339.

There has been sone di sagreenent anong the courts as to what
exactly is neant by the requirenent that there be a "technica
trust" to satisfy section 523(a)(4). Most courts today, however,
recogni ze that the "technical" or "express" trust requirenent is
not limted to trusts that arise by virtue of a formal trust
agr eenent, but includes relationships in which trust-type
obligations are inposed pursuant to statute or common | aw. See

e.qg. Moreno v. Ashworth, 892 F. 2d 417, 421 (5th Gr. 1990) (officer

of a corporation owed common | aw fiduciary duty to corporation and

stockhol ders sufficient to satisfy requirenents of section

523(a)(4)); Lewis v. Short (Inre Short), 818 F.2d 693, 695-96 (9th
Cir.1987) (Washington common |aw inposed trustee-like duties on

partners of partnership); Ragsdale v. Haller, 780 F.2d 794, 796

(9th Gr.1986) (California common |aw i nposed trustee-like duties

on all partners of a partnership); Carey Lunber Conpany v. Bell,

615 F.2d 370, 374 (5th Cr. 1980) (Cklahoma Lien Trust statutes

created an express trust). Thus, the trust obligations necessary

11



under section 523(a)(4) can arise pursuant to a statute, common | aw
or a formal trust agreenent.

2. Fiduciary Duties of Mnagi ng Partners Under Texas Law.

The controlling law in this case is Texas |aw Therefore
this Court nust |look to Texas law in order to determ ne what
obligations are inposed on the nmanaging general partner of a
limted partnership with respect to the limted partners. The
Court nust then deci de whether the obligations i nposed under state
law are sufficient to neet the federal |aw requirenents of
"fiduciary capacity" under section 523(a)(4).

In addressing this issue, both the bankruptcy court and the
district court below referred to and relied on the case of In re
Hur bace, 61 B.R 563 (Bankr. WD. Tex. 1986). In that case,
i nvol ving a general partnership, the court addressed the issue of
whet her the debtor should be denied a discharge under section
523(a)(4) for a judgnent entered against himin state court for his
failure to account to one of his fornmer partners for certain
partnership funds. 1d. at 564-65. The Hurbace court | ooked to the
Texas version of the Uniform Partnership Act (UPA), in order to
determ ne whether the requisite trust relationship existed for
pur poses of section 523(a)(4). The court focused on the follow ng
| anguage:

Every partner must account to the partnership for any benefit,

and hold as trustee for it any profits derived by hi mw thout

the consent of the other partners from any transaction
connected with the formation, conduct, or |iquidation of the

partnership or fromany use by himof its property.

Tex.Rev.Civ. Stat. Ann. art. 6132b, 8 21 (Vernon 1979). The court

12



stated that the phrase "hold as trustee" did not establish a
techni cal or express trust for purposes of section 523(a)(4). More
to the point, the court found that, "[u] nder the Texas statute, the
trust arises only when the partner derives profits w thout the
consent of the other partners. Therefore, the statute would fal

wthinthe anbit of atrust ex naleficio specifically excluded from
t he purview of nondi schargeabl e debts under 8§ 523(a)(4)." In re
Hur bace, 61 B.R at 566. The Hurbace court's interpretation of the
UPA is in accord with those decisions cited above in which this UPA
provi si on has been held not to satisfy the requirenents of section

523(a)(4). See e.q., Medved v. Novak, (In re Novak), 97 B.R 47

(Bankr. D.Kan. 1987).
Only one circuit court has addressed the issue of the
fiduciary obligations of a partner in the context of a section

523(a)(4) claim |In the case of Ragsdale v. Haller, 780 F.2d 794

(9th Cir. 1986), the Ninth Grcuit held that, under Californialaw,
the partners in a partnership did owe one another the type of
fiduciary duty contenpl ated by section 523(a)(4). 1d., at 796-97.
The court found that, while the California partnership statute only
created a trust ex nmleficio, the California state courts had
i nposed additional duties on the partners in a partnership:
In California, partners are trustees for each other and in al
proceedi ngs connected with the conduct of the partnership
every partner is bound to act in the highest good faith to his
co-partner and may not obtain any advantage over himin the
partnership affairs by the slightest msrepresentation,
conceal nent, threat or adverse pressure of any Kkind.

Id. at 796. (Quoting Leff v. Gunter, 33 Cal.3d 508, 514, 658 P.2d

740, 744, 189 Cal .Rptr. 377, 381 (1983)). The court concl uded that
13



the obligations inposed by the California courts were "nore than
just a fiduciary relationship created in response to sone
wrongdoing; California has nmade all partners trustees over the
assets of the partnership.”" 1d. As aresult, the court held that
the debtor's debt to his partner was not dischargeable.® |d.

The Hurbace court declined to follow the Ragsdal e deci sion
finding that the Texas courts had not inposed the sane type of
fiduciary duties on partners as the California courts. In re
Hur bace, 61 B.R at 566. The court observed that:

It is only when view ng the position of managi ng partners do

Texas courts venture to inpose the type of fiduciary duty

described in Ragsdale. (Citations omtted).

Id. The court concl uded:
in the present case dealing not with a nmanagi ng partner
vVis-a-vis general partners but with equal co-partners, the
scope of fiduciary duty described in Ragsdale is not
applicable . . . Jand] . . . 8§ 523(a)(4) insofar as it
relates to a debtor acting in a fiduciary capacity does not
apply to the failure of partners to account.
I d. Therefore, the court in Hurbace held that under Texas | aw,
there was not a sufficient fiduciary duty between equal co-partners
of a general partnership to satisfy the requirenents of section
523(a)(4).

However, the case at bar does not involve equal co-partners,

as the Hurbace case did. In this case the Court nust decide first

whet her, under Texas |law, the scope of fiduciary duty owed by a

general partner to limted partners neets the express trust

%Subsequently, the Ninth Crcuit held that, under \Washi ngton
law, partners were also fiduciaries for purposes of section
523(a)(4). Lewis v. Short (Inre Short), 818 F.2d 693, 695-96 (9th
Cir.1987).

14



requi renents of section 523(a)(4), and second, whet her such a duty
exists for or can be inputed to the managing partner of the
managi ng part ner.

The Appel |l ants argue that the Texas courts have | ong hel d t hat
a partner in conplete control of a partnership, whether the general
partner of a limted partnership or the managing partner of a
general partnership, owes one of the highest fiduciary duties known
at lawto his partners. The Appellee, on the other hand, relying
on the opinion of the district court, argues that, while the Texas
courts have i nposed a very high |l evel of fiduciary duty on managi ng
partners, they have done so only in the context of constructive
trusts and, therefore, by definition these obligations are
insufficient to neet the express trust requirenents of the
bankrupt cy di scharge provisions. 1

The Texas Suprene Court case of Huffington v. Upchurch, 532

S.W2d 576 (Tex. 1976), is generally cited as the primary authority
for the inposition of trustee-like duties on the managi ng partner

of a partnership. The Huffington case did involve the inposition

of a constructive trust. Id. at 577. Li kew se, the two cases

I'n support of its holding, the district court relied in part
on the case of CRL of Maryland, Inc. v. Holnmes, 117 B.R 848
(Bankr.D. M. 1990). The court in Holnes held that a statutory
trust cannot be a technical trust for purposes of section 523(a)(4)
inthe absence of the execution of a formal trust agreenent between
the parties because the creation of an express trust depends upon
the intention of the parties and can never be created by statute
alone. CRL of Maryland, Inc. v. Holnes, 117 B.R at 853. This
Circuit has not taken such a technical approach to the
interpretation of section 523(a)(4), see e.q. Mreno v. Ashworth,
892 F.2d 417, 421 (5th Cr. 1990), and does not find that such an
approach is warranted in this case.

15



cited by the court in Huffington in support of the proposition that

managi ng partners owe the highest | evel of fiduciary obligationto
their co-partners, were also constructive trust cases. See Snith

v. Bolin, 153 Tex. 486, 271 S.W2d 93 (1954); MDonald v. Follett,

142 Tex. 616, 180 S.W2d 334 (1944).

However, contrary to Bennett's contention, this principle has
not been limted to cases involving constructive trusts. [In Cook
v. Peacock, 154 S.W2d 688 (Tex.C v. App.--Eastland 1941, wit ref'd
w.0.m), a case involving an action for a partnership accounti ng,
the court observed that "[t]he duty of a partner in control of

a business is analogous to that of a trustee."” 1d., at 691. See

also Conrad v. Judson, 465 S.W2d 819, 828 (Tex.C v. App.--Dallas

1971, wit ref'd n.r.e.), cert. denied, 405 U S 1041 (1972);

Johnson v. Buck, 540 S.W2d 393, 412-13 (Tex. G v. App. --Corpus

Christi 1976, wit ref'd n.r.e.); . Johnson v. J. Hiram More

Ltd., 763 S.W2d 496, 499 (Tex.App.--Austin 1988, wit denied);
Veale v. Rose, 657 S. W 2d 834, 837 (Tex. App.--Corpus Christi 1983,

wit ref'dn.r.e.).

In Watson v. Limted Partners of WCKT, Ltd., 570 S.W2d 179

(Tex. G v. App. --Austin 1978, wit ref'd n.r.e.), a case brought for
breach of fiduciary duty, the court held:
In a limted partnership the general partner, acting in
conplete control, stands in the sanme fiduciary capacity to the
limted partners as a trustee stands to the beneficiaries of
the trust. (Ctations omtted).
Id., at 182. And in the Crenshaw case, discussed at | ength bel ow,
the court stated:
It is axiomatic that a managing partner in a general

16



partnership owes his co-partners the highest fiduciary duty
recogni zed in the | aw.

Crenshaw v. Swenson, 611 S.W2d 886, 890 (Tex.C v.App.--Austin

1980, writ ref'd n.r.e.).

This Court has previously observed, in deciding whether tax
attributes associated wth certain commercial real estate should be
attributed to a corporation or a partnership, that the duty a
general partner owes to limted partners is anal ogous to that owed

by a trustee to trust beneficiaries. Mncrief v. United States,

730 F.2d 276, 285 (5th Cr. 1984) (Cting Crenshaw v. Swenson, 611

S.W2d 886 (Tex.C v. App.--Austin 1980, wit ref'd n.r.e.)).
Further, in Mireno v. Ashworth, 892 F.2d 417, 421 (5th Gr.

1990), we held that the debtor, who was an officer of a
corporation, owed a fiduciary duty to that corporation and its
stockhol ders. W found that because the debtor had entered into
certain self-dealing transactions while an officer of the
corporation, the debts arising from these transactions were not
di schargeabl e under the provisions of 11 U S.C. 8§ 523(a)(4). |Id.
Because the role of an officer or director of a corporation with
respect to the shareholders is analogous to the role of managing
partner of a limted partnership with respect to the limted
partners, Mreno, by analogy, supports the argunent that the
managing partner of a limted partnership owes a sufficient
fiduciary duty to the limted partners to satisfy the requirenents
of section 523(a)(4).

Significantly, the specific duties inposed by the Texas courts
on managi ng partners pursuant to this line of cases are the sane as
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those inposed on trustees. They include the duty of loyalty,
Huf fi ngton, 532 S.W2d at 579, and the duty to "deal with one

another with the utnost good faith and nost scrupul ous honesty."
Johnson, 763 S.W2d at 499. As the court in Crenshaw stated, when
a general partner is in conplete control of the assets and affairs
of alimted partnership:

[Hi s] conduct nust be neasured by standards exacting the

utnmost fidelity . . . . Not only is it [the general partner's]

duty to admnister the partnership affairs solely for the
benefit of the partnership, he is not permtted to place
hinmself in a position where it would be for his own benefit to
violate this duty.

Crenshaw, 611 S.W2d at 890.

W find, as the Ninth Grcuit did in Ragsdale, that these
obligations are nore than a fiduciary relationship created in
response to sonme w ongdoi ng. Texas law clearly and expressly
i nposes trust obligations on nmnaging partners of Jlimted
partnerships and these obligations are sufficient to neet the
narrow requirenments of section 523(a)(4).

However, this is only the first step in the anal ysis, because

it is undisputed that Bennett was not the nmanagi ng partner of Ms

He was i nstead, the managi ng partner of the nanagi ng partner of MG

Therefore, this Court nmust now address the nore difficult question
of whether Texas | aw i nposes these sane trust-type obligations on
the managi ng partner in a two-tiered partnership arrangenent, i.e.
t he managi ng partner of the managi ng partner.

I n support of their argunent that Bennett did owe a trustee's
fiduciary obligation to the limted partners of M5 the Appellants
rely on the case of Censhaw v. Swenson, 611 S W2d 886
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(Tex. G v. App. --Austin 1980, wit ref'd n.r.e.). They argue that
both the facts and the court's analysis in that case support the
proposition that under Texas |aw a general partner of a genera
partner of a limted partnership owes a fiduciary duty of loyalty
to the limted partners. Because Crenshaw is the only case that
arguably supports the Appellants' contention it nerits further
di scussi on.

The Crenshaw case was a suit for breach of fiduciary duty, and
involved a limted partnership known as Rolling Hlls Mjestic
Homes (Goup |I), Ltd. This |imted partnership was forned for the
purpose of constructing and selling four hones in Austin, Texas.
The general partner of this |limted partnership was another
part ner shi p, known as Ccci dent al Syndi cat ed | nvest nent s
(Cccidental). The original partners in Cccidental were Elizabeth
Swenson, Robert Johnson and Janes Cooper. 1d., at 888. €Elizabeth
Swenson, the defendant in the Censhaw case, was therefore a
general partner of the general partner of alimted partnership; a
relationship clearly anal ogous to that of Archie Bennett vis-a-vis
the MG limted partnershinp.

In Crenshaw, the |imted partnership agreenent provided that
the limted partners would contribute capital to the partnershinp,
a portion of which was to be used to purchase tracts of land for
devel opnent. Title to these tracts was held by Swenson
Corporation, a corporation wholly owned by Elizabeth Swenson and
her husband, Vernor Swenson. After the lots were purchased from

Swenson Corporation, the limted partnership attenpted to obtain a
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construction loan to finance the building of houses on the |ots.
The | ender refused to make the loan to the limted partnership, but
agreed to Il end the noney to Swenson Corporation. As a result, the
| ots were transferred back to the Swenson Corporation so that the
property could be used as security for the construction | oan. |d.
Subsequently, a variety of problens devel oped with respect to
the constructi on and sal e of the houses. The partnership sustained
| osses, and the limted partners were |eft enpty-handed and
di sgrunt| ed. The limted partners then brought suit against
El i zabeth Swenson for breach of fiduciary duty. |d. at 888-889.
The Crenshaw court deci ded the case based on the |l awof trusts
stating:
It is axiomatic that a managing partner in a general
partnership, owes his co-partners the highest fiduciary duty
recognized inthe law. In alimted partnership, the general
partner acting in conplete control stands in the sane
fiduciary capacity tothelimted partners as a trustee stands
to the beneficiaries of the trust. W nust then, in deciding
this case, do so under the |laws applicable to trusts.
Crenshaw, 611 S.W2d at 890. The court phrased the | egal issue as
whet her "the trial court erred in failing to find that appellee,
El i zabeth Swenson, breached her fiduciary duty of loyalty to the
partnership and to the limted partners.” |d.

The court reviewed the particular facts of the case and

observed that, "a conveyance of partnership property was nmade and

the proceeds fromthe sale . . . were deposited in the Swenson
Corporation . . . without the know edge or consent of [the |limted
partners]". 1d., at 891. The court also noted that, "the Swenson

Corporation was the general contractor in absolute control of the
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partnership's destiny and . . . Elizabeth Swenson had the right to
the exclusive listing when the finished product was sold . "
Id. Taki ng these facts together, the court concluded that "the
case takes on an aura of self-dealing which this Court is unable to
condone." 1d. The court then held that Ms. Swenson had breached
her fiduciary duty of loyalty to the limted partners as a matter
of law, and that these limted partners were entitled to equitable
restitution of their investnent in the [imted partnership. |[|d.
The Appellants assert that because Elizabeth Swenson was a
general partner of the general partner of the [imted partnership,
and because the appellate court held that she owed the limted
partners the fiduciary obligations of a trustee, the case stands
for the proposition that under Texas |law a general partner of a
general partner owes fiduciary responsibilities directly to the
underlying limted partners.
Bennett disagrees with the Appellants' interpretation of
Crenshaw. He argues that Crenshaw i s distingui shabl e because,
[When all of the other general partners of QOccidental
Syndi cated Investnents resigned from the partnership, that
action effected a dissolution of the separate partnership
entity leaving only Swenson to act in an individual capacity
as the general partner of the limted partnership.
Brief of Appellee Archie Bennett, Jr., at pp. 18-109.
While the court in Crenshaw does note that "[s]ubsequent to
t he execution of the partnership agreenent, both Robert Johnson and
Janes Cooper resigned as general partners,"” it does not indicate

when this occurred. Crenshaw, 611 S.W2d at 888. Nor does the

court suggest anywhere in its opinion that this fact was rel evant
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to the conclusions it reached. In fact, in describing the critical
transfer of property that forns the basis for the conclusion that
Eli zabeth Swenson breached her fiduciary duty to the limted
partners, the court states that "the general partners transferred
title to the lots back to the Swenson Corporation . . . ." |d.
This indicates that, at l|least at the tine the alleged breach
occurred, Ms. Swenson was not acting individually as the general
partner of the limted partnership. To the contrary, the statenent
that the "general partners transferred title . . ." indicates that
the transfer was effected by Occidental, as the general partner of
the limted partnership. Therefore, Bennett's attenpt to
di stingui sh Crenshaw i s not persuasive.

What this Court finds significant is the Crenshaw court's
anal ysis of why the managi ng partner of the managing partner in
that case owed a fiduciary obligation to the underlying limted
part ners. In analyzing the duties that Ms. Swenson owed to the
limted partners, the Crenshaw court focused on the nature of the
busi ness relationship as a whole, in which one person, Elizabeth
Swenson, in her various roles as general partner of the genera
partner, owner of the corporation hired to acconplish the
construction project, and the real estate broker authorized to sel
the properties when conpl eted, exercised al nost total control over
the project. This high |evel of control, over the project and the
limted partners' investnents, appears to have been critical in
persuadi ng the Crenshaw court that M. Swenson owed a fiduciary

duty to the limted partners.
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In reviewing the line of cases that gave rise to the rule in
Texas that the managing partner of a partnership owes to his co-
partners the highest fiduciary obligations known at law, it is
clear that the issue of control has always been the critical fact
| ooked to by the <courts in inposing this high Ilevel of
responsibility.

In Huffington v. Upchurch, 532 S.W2d 576 (Tex. 1976), the

case generally cited as establishing the conmon |law rule in Texas
that the managi ng partner of a partnership owes to his copartners
one of the highest fiduciary duties recognized at |aw, the Texas
Suprene Court cited three cases in support of its holding: Smth

v. Bolin, 153 Tex. 486, 271 S.W2d 93 (1954), MacDonald v. Follett,

142 Tex. 616, 180 S.W2d 334 (Tex. 1944), and Meinhard v. Sal non,

249 N. Y. 458, 164 N E. 545 (1928).

Smith v. Bolin involved a partnership in which the respondent,

Bolin, was the "business manager". Smth v. Bolin, 271 S.W2d at

94. Bolin, individually, had entered into renewal |eases of

certain oil and gas properties that had previously been | eased by

the partnership. He was sued by his partners for breach of
fiduciary duty. The parties disagreed about whether the
partnership was still in existence at the tinme Bolin entered into

the di sputed transactions, but the court, in reversing the summry
judgnent granted to Bolin by the trial court, quoted extensively

from the opinion in Minhard v. Salnon, and held that "[a]s

managi ng partner of their partnership enterprise, respondent owed

his partners even a greater duty of loyalty than is normally
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required."” |d. at 96. The critical fact underlying this "greater
duty of loyalty than is normally required,” was the greater degree
of control that one partner (i.e., the managing or business
partner) had over the operation of the partnership and hence the
i nvestment of the other partners.

Li kewi se, in Meinhard v. Salnon, a case cited extensively in

Texas and el sewhere for establishing the fundanental fiduciary duty
rul es governi ng managi ng partners, Justice Cardozo focused on the
control that one "coadventurer" exercised over the business
enterprise at issue:
The very fact that Sal non was in control wth exclusive powers
of direction charged himthe nore obviously with the duty of

di scl osure

Mei nhard v. Sal non, 164 N. E. 545, 547 (N. Y. Court of Appeal s 1928).

The court observed:

[ T] here may be no abuse of special opportunities grow ng out
of a special trust as manager or agent . . . . Sal non had put
hinmself in a position in which thought of self was to be
renounced, however hard t he abegnation. He was nuch nore than
a coadventurer. He was a nmanagi ng coadventurer. For himand
for those like himthe rule of undivided loyalty is relentl ess
and suprene. (Ctations omtted).

Id. at 548. Therefore, again in the Minhard case the fact of

control or nmanagenent is vital to the court's analysis.!

1The Court |located only one other case in which an issue
simlar to the one at bar was decided in a bankruptcy context. In
Park v. Morad, 132 B.R 58 (Bankr. Okl a.1991), the debtor was the
presi dent, director and sol e sharehol der of a corporation, whichin
turn was the general partner of alimted partnership. 1d. at 60.
At issue in Park was whether the debtor as an individual should be
granted a di scharge of debts owed by the corporationto thelimted
partners. The bankruptcy court was not persuaded by the argunent
that only the corporation as the managi ng partner owed a fiduciary
duty to the |limted partners and denied the discharge, under
section 523(a)(4), stating that the debtor would not be allowed to
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The Crenshaw court, anal yzing the i ssue i n a manner consi stent
wth the way in which Texas jurisprudence has developed in this
area, concluded that M. Swenson, the managing partner of the
managi ng partner of the limted partnership, owed to the limted
partners the highest fiduciary duty known at |aw, a duty anal ogous
to that owed by a trustee to the beneficiaries of the trust.
Crenshaw, 611 S.W2d at 890. Therefore, based on the holding in
Crenshaw and the cases cited therein, we find that Bennett, as the
managi ng partner of the managing partner, owed to the MG limted
partners "the highest fiduciary duty recognized in the law" W
find further that this fiduciary obligation is sufficient to neet
the requirenents of Section 523(a)(4).

3. Def al cati on and Danmges.

A defalcation is a wllful neglect of duty, even if not

acconpani ed by fraud or enbezzl enent. Myreno v. Ashworth, 892 F. 2d

417, 421 (5th Cr. 1990). Therefore, any debts incurred by Bennett
as a result of the willful neglect of his duties as the managi ng
partner of the managing partner of the MGlimted partnership are
not dischargeable. 11 U S.C. § 523(a)(4).

The Appellants argue that the bankruptcy court erred in its
determ nation of the anmpbunt of Bennett's non-di schargeabl e debt in

several ways. First, they argue that the court erred in

"hi de beneath a corporate shell when he so conpletely controlled
the corporate actions, representati ons and deci sions that in effect
it had no life without him?" Id. at 63. Once again, the court
focused on the control exercised by one person over the investnents
of others.
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cal cul ating the anpunt of debt not dischargeable based on actual
damages ( i.e. based on specific defalcations found by the
bankruptcy court) instead of granting them restitution of their
entire investnent. This argunent is wthout nerit. Wi | e
restitution is a permssible nethod of recovery for breach of

fiduciary duty, it is not the only one. Watson v. Limted Partners

of WCKT, Ltd., 570 S.W2d 179, 182 (Tex.Ci v. App.--Austin 1978, wit

ref'd n.r.e.). Actual damages are also a perm ssible renedy for

breach of fiduciary duty, Preston Carter Co. v. Tatum 708 S. W2d
23 (Tex. App.--Dallas 1986, wit ref'd, n.r.e.), asis asuit for an

accounti ng and exenpl ary damages, Manges v. Querra, 673 S.W2d 180

(Tex. 1984). We find that the nmethod the bankruptcy court enpl oyed
to calculate Bennett's non-dischargeable debt in this case was
perm ssi bl e under Texas |aw, and therefore, was not error.

In accordance with the findings and calculations of the
bankruptcy court, $72,000 worth of repairs on the HVAC system and
$832, 204. 40 worth of equi pment | eases were inproperly charged to
the limted partners. By making these inproper charges Bennett
W llfully neglected his duties tothe limted partners and we find
that these charges constitute defal cati ons by Bennett while acting
inafiduciary capacity, and as such are not di schargeabl e pursuant
to 11 U.S.C. 8§ 523(a)(4).

The Appel lants al so argue that the bankruptcy court exceeded
its authority in calculating danages at all, since the Appellants
were only seeking a ruling on the dischargeability of the debt in

the adversary proceeding. This contention is also without nerit.
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It is customary for a bankruptcy court to determne both liability
and the neasure of damages in a proceeding to determne the

di schargeability of a debt. See e.qg. Jordan v. Southeast Nati onal

Bank (Matter of Jordan), 927 F.2d 221 (5th Cr. 1991); Shaver
Mtors, Inc. v. MIIs (Inre MIls), 111 B.R 186 (Bankr. N. D. Ind.

1988); Medved v. Novak (In re Novak), 97 B.R 47 (Bankr. D. Kans.

1987) . In addition, in their Conpl ai nt to Determ ne
Di schargeability of Debt, the Appell ants asked t he bankruptcy court
to enter judgnent for themin the full anount of their investnent.
Thus, the issue of the anmount of debt not dischargeable was
properly before the bankruptcy court and it was not error for it to
rul e on that issue.

Finally, the Appellants argue that the bankruptcy court erred
infailing to find that the $1 mllion distribution to Bennett was
al so a defalcation. On this point we agree with the Appellants.
Under Texas |law, a fiduciary who breaches his duties forfeits his

right to conpensation as a matter of law. Kinzbach Tool Co., Inc.

v. Corbett-Wallace Corp., 160 S.W2d 509, 514 (Tex. 1942); Dougl as

v. Aztec Petroleum Corp., 695 S.W2d 312, 318 (Tex.App.--Tyler

1985, no wit); Anderson v. Giffith, 501 S W2d 695, 702
(Tex. G v. App. --Fort Worth 1973, wit ref'd n.r.e.). |In addition,
it was an act of self dealing and a breach of the duty of good
faith and fair dealing for Bennett to have paid hinself the $1
mllion distribution when at the sane tine he inproperly charged
nore than $800,000 in equipnent leases to the limted partners.

Thus, the $1 mllion distribution was al so a defal cati on by Bennett
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and is not dischargeable pursuant to 11 U S.C. 8§ 523(a)(4).
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Concl usi on

In conclusion, we find that the question of the non-
di schargeability of Bennett's debts to the I[imted partners under
11 U.S.C. 8§ 523(a)(4) was wongly decided. W therefore reverse
t he deci sions of the bankruptcy and district courts on that issue
and render judgnent in favor of the limted partners in the anount
of $1, 904, 204. 40.

REVERSED and RENDERED
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