REVI SED

IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 96-20242

In The Matter Of: BRUCE BARTON SCHWAGER,
Debt or

BRUCE BARTON SCHWACER,
Appel | ant,

V.

MEYER FALLAS; FRED FALLAS; W LLI AM CRAMER,
MALCOLM MARCCE,

Appel | ees.

Appeal fromthe United States District Court
for the Southern District of Texas

August 22, 1997
Before KING GARWDOD, and PARKER, Circuit Judges.
KING Crcuit Judge:

Bruce Barton Schwager appeals the district court’s
affirmng of the bankruptcy court’s ruling that his debt froma
state court judgnent against himis nondi schargeabl e under 11
US C 8§ 523(a)(4). He argues, inter alia, that the bankruptcy
court inproperly applied the doctrine of collateral estoppel to

the jury’s findings in the underlying state court judgnment to



determ ne that his debt was nondi schargeable. W agree that the
use of collateral estoppel was inproper in this case, and thus,
we reverse and remand.

| . BACKGROUND

The full details of this case are set forth in the state
appel l ate court opinion, Schwager v. Texas Commerce Bank, N. A,
827 S.W2d 504 (Tex. App.—Houston [1st Dist.] 1992). W wll
provide only a brief description of the facts that are pertinent
to this decision.

In January 1984, Schwager, Fred Fallas, Meyer Fall as,

Mal col m Marcoe, WIlliam Craner, and Harvey Resnick forned a Texas
limted partnership. Schwager served as managi ng partner, and
the others were limted partners. The partnership purchased | and
i n dowmnt own Houston for the purpose of operating a restaurant.
The partnership financed its purchase of the Houston property
wth a loan fromlInterfirst Bank. The restaurant operated at a

| oss, necessitating capital contributions fromthe limted
partners.

I n Septenber 1984, Texas Commerce Bank (TCB) | oaned the
partnershi p $825,000. The partnership applied $700,000 of the
TCB loan to retire the Interfirst Bank | oan and retai ned $125, 000
as working capital. By March 1985, the working capital was
exhausted, and the [imted partners were forced to nmake paynents
on the TCB note. Eventually the limted partners stopped nmaki ng

t hese paynents.



In 1986, litigation ensued in Texas state court anong
Schwager, the partnership, and the limted partners. Utimately,
the trial court appointed a receiver. |In January 1987, after
paynments on the note again stopped, TCB accel erated the note.
TCB then sued Schwager and the limted partners in Texas state
court. Schwager filed various counterclainms. The jury awarded
conpensat ory damages agai nst Schwager, finding, inter alia, that
Schwager breached both the partnership agreenent and his
fiduciary duty to the limted partners. Finding that Schwager’s
breach of fiduciary duty was “commtted intentionally,
mal i ciously or with heedl ess and reckl ess disregard of the rights

of the [imted partners,” the jury al so awarded exenpl ary damages
in favor of the limted partners. Finally, the jury found that
Schwager fraudulently induced the [imted partners to enter into
the partnership agreenent. The trial court entered the judgnment
on Decenber 8, 1989 (“the 1989 judgnent”).

Schwager appealed to the Court of Appeals for the First
District of Texas, which, after allowing two re-briefings, struck
forty-two of Schwager’s forty-four points of error for failure to
conply with the state appellate procedure rules. Finding the
remaining two clains to be without nerit, the court of appeals
affirmed the Texas trial court. The Texas Suprene Court denied
discretionary review, and the United States Suprene Court denied
certiorari. Schwager v. Texas Commerce Bank, N A, 827 S.W2d
504 (Tex. App.—Houston [1st Dist.] 1992, wit denied), cert.

denied, 113 S. . 1844 (1993).



Schwager filed a petition for bankruptcy under chapter 7 in
the U S. Bankruptcy Court for the Southern District of Texas.
Four of the limted partners! brought an adversary proceeding to
establish that the damages awarded in the 1989 judgnent were
nondi schar geabl e debts under 11 U S.C. 8§ 523(a)(2) (A,
§ 523(a)(4), or § 523(a)(6).2 On February 15, 1995, the
bankruptcy court granted summary judgnent in favor of the limted

partners.® The bankruptcy court concluded that Schwager was

! Harvey Resnick was not a party to the adversary
pr oceedi ng.

2 Bankruptcy Code 8§ 523 provides exceptions to the general
rule that all debts are di schargeable in bankruptcy. The three
nondi schargeability provisions at issue in this case are in
§ 523(a):

(a) A discharge under section 727 . . . of this title
does not discharge an individual debtor from any debt

(2) for noney, property, services, or an
extension, renewal, or refinancing of credit, to the
extent obtained by --

(A) false pretenses, a false representation,
or actual fraud, other than a statenent respecting the
debtor’s or an insider’s financial condition .

(4) for fraud or defalcation while acting in a
fiduciary capacity, enbezzlenent, or |larceny .

(6) for willful and malicious injury by the debtor
to another entity or to the property of another entity.

11 U.S.C. § 523(a).

3 Schwager argues that sunmmary judgnent shoul d not be
permtted in the bankruptcy context because jury trials are not
allowed. This argunent is wholly without nerit. Schwager cites
no relevant authority for this novel proposition, and this court
has previously affirmed summary judgnents in nondi schargeability
proceedi ngs many tines. See, e.g., Gober v. Terra + Corp. (Inre
Gober), 100 F.3d 1195, 1201 (5th Gr. 1996); Garner v. Lehrer (In

4



collaterally estopped fromrelitigating any of the issues
determned in the 1989 judgnent and, based on those facts,
concluded that the entire judgnent (both conpensatory and
exenpl ary damages) was nondi schargeabl e under 11 U. S. C

8§ 523(a)(4). Fallas v. Schwager (In re Schwager), 178 B.R 106
(Bankr. S.D. Tex. 1995).

Schwager appealed to the district court arguing, inter alia,
that use of collateral estoppel was inproper and that exenplary
damages are di schargeable. The district court affirned the
bankruptcy court. On appeal, Schwager argues that the use of
coll ateral estoppel is inappropriate, asserts that the court
erred in determning that he was a fiduciary to the limted
partners, and rai ses several other procedural argunents. W wll
di scuss each in turn.

1. DI SCUSSI ON
A. Col |l ateral Estoppel

The Suprenme Court has explicitly stated that collatera
estoppel, or issue preclusion, principles apply in bankruptcy
di schargeability proceedings. Gogan v. Garner, 498 U S. 279,
284 n.11 (1991). In such proceedings, “[p]arties may invoke
collateral estoppel in certain circunstances to bar relitigation
of issues relevant to dischargeability, although the bankruptcy
court retains jurisdiction to ultinmately determ ne the
di schargeability of the debt.” Gober v. Terra + Corp. (In re
Gober), 100 F.3d 1195, 1201 (5th G r. 1996). The preclusive

re Garner), 56 F.3d 677, 679 (5th Cr. 1995).
5



effect given to state court judgnents under coll ateral estoppel
is a function of the full faith and credit statute. Garner v.
Lehrer (Inre Garner), 56 F.3d 677, 679 (5th Cr. 1995)(citing 28

US C 8 1738 (“[J]udicial proceedings of any court of any

[State] . . . shall have the sane full faith and credit in every
court within the United States . . . as they have by |aw or usage
in the courts of such State . . . fromwhich they are taken.”)).

A bankruptcy court’s decision to give preclusive effect to a
state court judgnent is a question of law that this court reviews
de novo. Cober, 100 F.3d at 1201, Garner, 56 F.3d at 679.
Because Congress granted bankruptcy courts exclusive jurisdiction
to determ ne whether a debt is dischargeabl e based on the
bankruptcy courts’ expertise, Brown v. Felsen, 442 U S. 127, 135-
36 (1979), “inonly limted circunstances may bankruptcy courts
defer to the doctrine of collateral estoppel and thereby ignore
Congress’ nmandate to provide plenary review of dischargeability
issues.” Dennis v. Dennis (In re Dennis), 25 F.3d 274, 278 (5th
Cir. 1994).

Because the 1989 judgnent was entered by a Texas state
court, Texas rules of preclusion apply. See Garner, 56 F.3d at
679 & n.2. “Under Texas |aw, collateral estoppel ‘bars
relitigation of any ultimate issue of fact actually litigated and
essential to the judgnent in a prior suit, regardl ess of whether
the second suit is based upon the sane cause of action.’”” Id. at

679 (quoting Bonniwell v. Beech Aircraft Corp., 663 S.W2d 816,



818 (Tex. 1984)); accord Gober, 100 F.3d at 1201. The elenents
of collateral estoppel under Texas | aw are:

(1) the facts sought to be litigated in the second

action were fully and fairly litigated in the prior

action; (2) those facts were essential to the judgnent

inthe first action; and (3) the parties were cast as

adversaries in the first action.
Bonniwel |l v. Beech Aircraft Corp., 663 S.W2d 816, 818 (Tex.
1984) .

The bankruptcy court found, and the district court agreed,
that coll ateral estoppel applied, based on the jury' s findings in
the 1989 judgnent. The jury found several facts that pertain to
this case. In response to Question No. 16, the jury found that
“Schwager breach[ed] his fiduciary duty to [the limted partners]
in the performance of his responsibilities, . . . which
proxi mately caused damages [to the limted partners].” In
response to Question No. 17, the jury determ ned that “Schwager
materially breach[ed] the limted partnership agreenent,
proxi mately causi ng danages to the [limted partners].” The
jurors were instructed to answer Question No. 18 only if they
answered “yes” to either Question No. 16 or Question No. 17. The
jury then awarded damages pursuant to Question No. 18, which is
as follows:

What sum of noney . . . would fairly and

reasonably conpensate [the |[imted partners] for

damages sustained, if any, as a result of breach of

fiduciary duty or the material breach of the

partnership agreenent (which you previously found)?

(enphasis added). The jury also answered “yes” to Question No.

19, which is as foll ows:



Was Bruce Schwager’s breach of fiduciary duty, if

any, commtted intentionally, maliciously or with

heedl ess and reckl ess disregard of the rights of any of

the limted partners?*

After barring relitigation of these issues under the
doctrine of collateral estoppel, the bankruptcy court concl uded
t hat Schwager’s debt based on the 1989 judgnent was
nondi schar geabl e under § 523(a)(4).° Section 523(a)(4) provides
that a chapter 7 bankruptcy does not discharge any debt “for

defal cation while acting in a fiduciary capacity,” wth

defal cation being defined as “a willful neglect of duty, even if

not acconpani ed by fraud or enbezzlenent.” LSP Inv. Partnership

4 This question also provided the foll owi ng instructions:

“Maliciously” neans (a) conduct that is
specifically intended to cause substantial injury or
damage; or (b) an act that is carried out wth flagrant
disregard for the rights of others and wth actual
awar eness on the part of Bruce Schwager that the act
wll, in reasonable probability, result in damages.

“Heedl ess and reckl ess di sregard” neans nore than
monment ary thoughtl essness, inadvertence or error of
judgnent. It neans such an entire want of care as to
indicate that the act or om ssion in question was a
result of concious [sic] indifference to the rights or
wel fare of the persons affected by it.

5 The bankruptcy court determned that jury's finding of
fraudul ent inducenent satisfied the el enents of
nondi schargeability under 8 523(a)(2)(A), but did not find the
debt nondi schargeabl e under that section because the jury did not
award any damages for any fraudul ent conduct. The bankruptcy
court made no determ nation regardi ng nondi schargeability under
8§ 523(a)(6). Schwager conpl ains that the bankruptcy court
incorrectly determ ned that he had engaged in willful and
mal i ci ous conduct under 8§ 523(a)(6). However, this argunent is
W thout nmerit because the bankruptcy court did not rule against
Schwager on this basis.



v. Bennett (In re Bennett), 989 F.2d 779, 790 (5th Cr. 1993).°
Thus, the jury nust have found a breach of fiduciary duty and
awar ded danages on that basis in order for collateral estoppel to
establish defalcation in a fiduciary capacity under 8§ 523(a)(4).’
Schwager asserts that the bankruptcy court’s conclusion is
erroneous, inter alia, because collateral estoppel does not apply

in this circunmstance.® He argues that the jury findings

6 The substance of the defalcation requirenent is discussed
in Part 11.B infra.

" None of the parties argue that the jury’'s other finding
on breach of the partnership agreenent al one would be sufficient
to make the debt nondi schargeabl e under 8§ 523(a)(4).

8 Schwager also argues that if any judgnent is to be given
precl usive effect, it should not be the 1989 judgnent but the
prior one appointing a receiver. This argunent is wthout nerit.
Under Texas |aw, an order appointing a receiver is interlocutory.
See Tex. Qv. Prac. & REM P. Cobe AN 8§ 51.014(1) (Vernon 1997);
Schwager, 827 S.W2d at 506-07. An interlocutory order is not
entitled to preclusive effect under Texas |law. Gober, 100 F. 3d
at 1201.

Schwager further contends that the jury’s findings cannot be
the basis of collateral estoppel because they are based on a
preponderance of the evidence standard and the proper standard is
cl ear and convincing evidence. Because we conclude that
col |l ateral estoppel cannot be applied in this case, the standard
used for the jury findings is irrelevant. However, to the extent
Schwager argues that the standard in bankruptcy dischargeability
proceedi ngs is clear and convincing evidence, this argunent is
W thout nmerit. See Grogan, 498 U.S. at 659 (holding that the
preponderance of the evidence, not the clear and convincing
evi dence, standard applies in bankruptcy dischargeability
proceedi ngs) .

Schwager nakes several argunents regarding the propriety of
using the 1989 judgnent as a basis of collateral estoppel. He
argues that he raised issues regarding the jurisdictional nullity
of the 1989 judgnent based on the finality of the previous
j udgnent appointing a receiver and conplains that the bankruptcy
court did not hold an evidentiary hearing. Schwager also
basically argues that because the state appellate court dism ssed
alnost all of his points of error, the affirmance of the 1989

9



i ncorporated into the 1989 judgnent cannot support the
application of the collateral estoppel doctrine because the jury
found both breach of the partnership agreenent and breach of
fiduciary duty. Schwager naintains that the conjunctive nature
of the jury s damages finding neans “it was inpossible to
determ ne what was the basis for the issuance of the debt against
Schwager.” W agree with Schwager.

Texas courts have adopted the Restatenent (Second) of
Judgnents 8 27, which is the general rule on issue preclusion.?®
Gober, 100 F.3d at 1203 n.6 (noting that “Texas courts foll ow
Rest at enent (Second) of Judgments 8§ 27 in determ ning when to
all ow i ssue preclusion” and citing cases). |In Eagle Properties,
Inc. v. Scharbauer, 807 S.W2d 714, 722 (Tex. 1991), the Texas
Suprene Court applied comment i to the Restatenent, which states:

i. Alternative determ nations by court of first
instance. |If a judgnent of a court of first instance

is based on determ nations of two issues, either of

whi ch standi ng i ndependently would be sufficient to

support the result, the judgnent is not conclusive with

respect to either issue standing al one.

The Texas Suprene Court explained the justification for the rule:

j udgnent shoul d be given no weight for collateral estoppel
purposes. These issues are irrelevant given our holding that the
1989 judgnent cannot be the basis for collateral estoppel in this
case.

° Section 27 states:

When an issue of fact or lawis actually litigated and
determned by a valid and final judgnent, and the
determnation is essential to the judgnent, the

determ nation is conclusive in a subsequent action
between the parties, whether on the sane or a different
claim

10



The rationale for this rule is that a determ nation in

the alternative may not have been as rigorously

considered as it would have been if necessary to the

result, and the losing party may be di ssuaded from

appeal i ng one determ nati on because of the I|ikelihood

that the other will be uphel d.

807 S.W2d at 722.

The limted partners argue, and the bankruptcy and district
courts determ ned, that because the full anmount of the jury’'s
award can be upheld on either basis, collateral estoppel applies
to both. This argunent is without nerit because this case falls
directly under the rule of comment i. The limted partners seek
to use one issue in the judgnent, the breach of fiduciary duty,
standi ng al one. However, the jury was asked in a single question
to award danages for either breach of fiduciary duty or breach of
the partnership agreenent. Therefore, neither ground was
essential to the judgnent awardi ng these danmages to the limted
partners because the award can be upheld on either basis.

Comrent o provides an exception to the rule in coment i:

| f the judgnent of the court of first instance was
based on a determ nation of two issues, either of which

st andi ng i ndependently woul d be sufficient to support

the result, and the appellate court uphol ds both of

these determ nations as sufficient and accordingly

affirns the judgnent, the judgnent is conclusive as to

both determnations. 1In contrast to the case di scussed

in Comment i, the losing party has here obtained an

appel | ate decision on the issue, and thus the bal ance

wei ghs in favor of preclusion.

Al t hough Texas has not specifically addressed conment o, federal
circuit cases interpreting coment o clearly indicate that the
appel l ate court nust have considered the specific issue before it

is barred by collateral estoppel. See Arab African Int’|l Bank v.

11



Epstein, 958 F.2d 532, 537 (3d Gr. 1992) (concluding, in a | ega
mal practice action, that collateral estoppel based on a previous
state court judgnent did not apply because the state appellate
court did not specifically address the reliance el enent of the
| egal mal practice clains); H cks v. Quaker Gats Co., 662 F.2d
1158, 1168 (5th Gr. Unit A Dec. 7, 1981) (noting the “general
rule” adopted in comment o that “if a judgnent is appeal ed,
col l ateral estoppel only works as to those issues specifically
passed upon by the appellate court”). 1In the appeal of the 1989
judgnent, the court gave Schwager three opportunities to brief
t he appeal properly before eventually striking forty-two of his
forty-four points of error. See Schwager v. Texas Commerce Bank,
N. A, 827 SSW2d at 506. Thus, the appellate court ultimtely
considered only two issues: the trial court’s jurisdiction and
whet her the trial court erroneously denied Schwager the right to
open and cl ose the evidence. 1d. at 507. The court did not pass
specifically on the issues of breach of fiduciary duty or breach
of the partnership agreenent, and thus, the review provided by
the Texas appell ate court does not take this case out of the
general rule of comment i and into the exception of comment o.
Therefore, the application of collateral estoppel in this
case was erroneous. W reverse and remand for a redeterm nation
of the dischargeability issues, with specific, independent

factual findings. The |aw governing sone of these potenti al

12



factual findings in the § 523(a)(4) context will be discussed
bel ow. *°
B. Defal cation

The bankruptcy court, relying on coll ateral estoppel,
determ ned that the jury’'s finding that Schwager’s breach of
fiduciary duty was “commtted intentionally, maliciously or with
heedl ess and reckl ess disregard of the rights of the limted
partners” neets the “defal cation” elenent of 8§ 523(a)(4). This,
in conbination with the court’s conclusion that Schwager was a
fiduciary to the limted partners and the jury finding that
Schwager breached his fiduciary duty, |led the bankruptcy court to
concl ude that the conpensatory damages are nondi schar geabl e under
8§ 523(a)(4). The bankruptcy court next considered the issue of
whet her the punitive damages are al so nondi schargeable. Wile
the Fifth Grcuit has not addressed the dischargeability of
puni tive damages under 8§ 523(a)(4), the bankruptcy court relied
on other Fifth Grcuit precedent as well as precedent from other
circuits in concluding that the punitive danages are
nondi schar geabl e because the underlyi ng conpensat ory danages are
al so nondi schargeabl e. Because we have concluded that it was
error to apply collateral estoppel and rely on these jury
findi ngs, whether the exact |anguage of the jury' s findings neets

the el enments of 8§ 523(a)(4) defalcation no |onger matters. The

0 We do not address the 8 523(a)(2) and § 523(a)(6)
nondi schargeability provisions because they were not briefed in
this appeal. However, because the |imted partners raised these
grounds in their dischargeability pleading, the parties and the
court are free to consider them on renmand.

13



bankruptcy court, on remand, will nake i ndependent findings to
determne if the facts of Schwager’'s debt neet 8§ 523(a)(4).

Schwager argues that even if the conpensatory damages are
nondi schargeabl e, the punitive damages may be di schargeable. !
Wil e a discussion of the punitive damages issue is premature
because it is still unclear in this case whether the conpensatory
el ement of Schwager’s debt qualifies under 8§ 523(a)(4), a
di scussion of the types of findings necessary to nake this
determ nation of conpensatory damages is in order.

Aline of Fifth Grcuit cases, beginning with Mireno v.
Ashworth (In re Moreno), 892 F.2d 417, 422 (5th Cr. 1990), have
defined defalcation as “a willful neglect of duty, even if not
acconpani ed by fraud or enbezzlenent.” Accord Sheerin v. Davis
(In re Davis), 3 F.3d 113, 115 (5th Cr. 1993); Bennett, 989 F.2d
at 790. Moreno involved the dischargeability of the debt of a
corporate president who was found to have inproperly taken cash
advances fromthe conpany. 1d. at 418. Davis concerned a
maj ority shareholder in a corporation who had, inter alia,

i nproperly received informal dividends to the excl usion of
Sheerin, the mnority shareholder. 3 F.3d at 114. Bennett

i nvol ved the general partner of a limted partnership who
wrongfully charged the limted partners for expenses that should
have been charged to the partnership. 989 F.2d at 782. The

court in Bennett quoted the definition of defal cation and then

11 The parties do not argue that if the conpensatory
damages are dischargeable, then the punitive damges are
nondi schar geabl e on sone ot her theory.

14



stated: “Therefore, any debts incurred by Bennett as a result of
the willful neglect of his [fiduciary] duties as the nmanagi ng
partner of the [limted partnership] are not dischargeabl e [under
8§ 523(a)(4)].” I1d. at 790. These cases have all involved
financial m sconduct by fiduciaries and have all consistently
applied the Fifth Grcuit rule that defalcationis a wllful

negl ect of fiduciary duty.

A maj or issue anong the circuits and commentators i s what
type of intent or nental state is necessary to qualify as
defalcation. In the first major discussion of the issue, Judge
Learned Hand noted the |ack of a definition of defalcation in the
Bankruptcy Code or its legislative history and then stat ed:
“Col l oqui ally perhaps the word ‘defal cation,’” ordinarily inplies
sone noral dereliction, but in this context it may have incl uded
i nnocent defaults, so as to include all fiduciaries who for any
reason were short in their accounts.” Central Hanover Bank &
Trust Co. v. Herbst, 93 F.2d 510, 511 (2d Gr. 1937). As an
initial matter, it is clear that defalcation requires a |esser
standard than fraud, and thus defal cation does not require actual
intent, as does fraud. See id. at 512 (“[When a fiduciary takes
nmoney upon a conditional authority which may be revoked and knows
at the tine that it may, he is guilty of a ‘defalcation’ though
it my not be a ‘fraud,’” or an ‘enbezzlenent,’ or perhaps not
even a ‘m sappropriation.’””); 4 CoLlER ON BANKRUPTCY 8§ 523. 10[ 1] [ b]
(Lawrence P. King ed., 15th rev. ed. 1997 (“Defal cation

applies to conduct that does not necessarily reach the | evel of

15



fraud, enbezzlenment or m sappropriation.”); 2 Davib G EPSTEIN ET
AL., BANKRUPTCY 8 7-28 at 368 (1992) (“Note that defal cation and
fraud are not the sane thing. Fraud requires sone intent;

defal cation requires none.”). Wile defalcation nay not require
actual intent, it does require sone |level of nental culpability.
It is clear in the Fifth Grcuit that a “wllful neglect” of
fiduciary duty constitutes a defalcation -- essentially a

reckl essness standard. ?

C. Fiduciary Duty

12 The Fifth Crcuit has not defined “willful neglect” in
t he bankruptcy context, but it appears clear fromusage in other
contexts that it is essentially a recklessness standard. See,
e.g., United States v. Boyle, 469 U S. 241, 245 (1985) (defining
“Wllful neglect” in the statute regarding the penalty for late
filing of estate tax returns as “a conscious, intentional failure
or reckless indifference”); Smth v. Wade, 461 U S. 30, 39 n.8
(1983) (defining “wllful neglect” in the tort context as “that
degree of neglect arising where there is a reckless indifference
to the safety of human life, or an intentional failure to perform
a mani fest duty to the public, in the performnce of which the
public and the party injured has an interest” (internal quotation
omtted)).

The Fifth Grcuit averted to a negligence standard in Carey
Lunber Co. v. Bell, 615 F.2d 370 (5th G r. 1980). |In Carey, the
court held that there is no requirenent of intentional conduct
for nondi schargeability under then 8§ 17(a), now § 523(a)(4), of
t he Bankruptcy Code. 1d. at 375-76. The debtor had argued that
intent was required, relying on |anguage in the Second Circuit
case of In re Bernard, 87 F.2d 705, 707 (2d Gr. 1937), that
conduct under § 17(a) “nust be due to a known breach of the duty,
and not to nere negligence or mstake.” The Carey court
concl uded that Bernard did not apply to the facts of the case
before it, but also noted that “there is doubt as to the
continued validity of the dicta in In re Bernard.” 615 F.2d at
376. We do not read Carey as deciding that negligence suffices
to neet the defalcation rule of § 523(a)(4). The discussion of
negligence in Carey is dicta in that its holding is clearly and
sinply that intent is not required. 1d. The court in Carey did
not resolve what |evel of culpability is required, but nerely
held that intentional conduct is not always required.

16



The bankruptcy court granted summary judgnent on the basis
t hat Schwager’s debt arose fromdefalcation in a fiduciary
capacity under 8§ 523(a)(4). Relying on LSP Inv. Partnership v.
Bennett (In re Bennett), 989 F.2d 779 (5th Gr. 1993), the
bankruptcy court held that, as a matter of |aw, Schwager was in a
fiduciary capacity with respect to the limted partners because
he was the general partner of a limted partnership. The
district court agreed with this determ nation.®® Schwager argues
that a fact issue exists as to whether he exercised sufficient
control over the affairs of the partnership to fall under the
rule of Bennett because the state court had appointed a receiver.
We find Schwager’s argunent to be without nerit.

“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
i nportant in determ ning whether or not a trust obligation
exists.” |d. at 784. The Fifth Grcuit has held that the
concept of a fiduciary under 8§ 523(a)(4) is narrowy defined,
applying only to “technical or express trusts.” Angelle v. Reed
(Inre Angelle), 610 F.2d 1335 (5th Cr. 1980).

Despite this narrow definition, Schwager’s duties to the
limted partners as general partner fall squarely within this

definition. |In Bennett, the court concluded that “rel ationships

13 The district court also affirmed on the basis of
col l ateral estoppel, reasoning that the state court jury
specifically found that Schwager had breached a fiduciary duty to
the limted partners. W have al ready concluded that the
bankruptcy and district court erred in applying collateral
est oppel based on these jury findings.

17



in which trust-type obligations are inposed pursuant to statute
or comon |aw’ qualify under this narrow standard. 989 F.2d at
785. After an exam nation of Texas partnership |l aw, the Bennett
court concluded that “Texas |aw clearly and expressly inposes
trust obligations on managi ng partners of limted partnerships
and these obligations are sufficient to neet the narrow

requi renents of section 523(a)(4).” |d. at 787.

Schwager argues that the state court’s appointnent of a
recei ver took control of the partnership away fromhim He
suggests that because the general partner’s ability to control
the partnership was critical to Bennett’s rationale, see id. at
789, the rule in Bennett does not establish as a matter of |aw
that he had a fiduciary relationship with the limted partners.
However, the receiver was only appointed to sell the property and
did not have control over the operations of the partnership. In
fact, the state court judgnent appointing a receiver specifically
provi ded that Schwager was to continue to operate the restaurant.
The order further directed the limted partners to continue with
their obligation to pay partnership costs and for Schwager to
account for the noney in his managenent of the partnership
property. Thus, the nere fact that a receiver was appoi nted does
not indicate that Schwager did not control the partnership. W
concl ude that the bankruptcy and district court did not err in
determning, as a matter of law, that Schwager was in a fiduciary
relationship with the limted partners under the rule in Bennett.

D. O her | ssues
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Schwager conpl ains that the bankruptcy court erred when it
permtted the limted partners to file an anended conplaint after
the expiration of the 60-day filing period set forth in
Bankruptcy Rule 4007(c) for filing a conplaint to determ ne
di schargeability. The limted partners filed their
nondi schargeability conplaint in the bankruptcy court three days
before the filing deadline, and the bankruptcy court allowed them
to file an anended conpl aint approximately two weeks | ater.
Bankruptcy Rule 7015 adopts Rule 15 of the Federal Rules of Cvil
Procedure governi ng anendnment of conplaints, which provides that
“l eave shall be freely given when justice so requires.” The
anended conplaint did not allege new grounds for finding the 1989
j udgnent debt nondi schargeabl e, but nerely added specific facts
consistent with the nondi schargeability grounds advanced in their
original conplaint. The bankruptcy court did not abuse its
discretion in allow ng this anendnent.

Schwager argues that the [imted partners failed to raise
defal cation as a ground for nondi schargeability because they did
not use the word “defalcation” in either their conplaint or the
anended conplaint. The district court held that the limted
partners raised the issue of defalcation by citing 8 523(a)(4) as
a ground for nondi schargeability. On clainms of error based on

all egations of surprise and failure to plead, the standard of

14 The limted partners pleaded that Schwager’s actions
litigated in the case leading to the 1989 judgnent “constitute[d]
an exception under 11 U S.C. Section 523(a)(4) to the
di schargeability of indebtedness owed by [ Schwager] ... because
of [Schwager’s] fraud while acting in a fiduciary capacity.”
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review is abuse of discretion. Zielinski v. HIIl (Inre HII),
972 F.2d 116, 122 (5th Gr. 1992); Beaubouef v. Beaubouef (In re
Beaubouef), 966 F.2d 174, 176-77 (5th G r. 1992). There is no
reversible error if the conplaining party had anple notice of the
issue. Hill, 972 F.2d at 122. Schwager had anple notice of a
defal cation claimbecause the limted partners pleaded
8§ 523(a)(4) as a basis of nondischargeability. The bankruptcy
court did not abuse its discretion in reading the limted
partners’ pleading as raising defalcation. Furthernore, Schwager
never asserts that he had evidence he did not present or that he
woul d have proceeded differently in any way had the word
“defal cation” been in the pleading. Any error, therefore, was
harm ess. Finally, even if Schwager had evi dence he did not
present because of |ack of notice of the defal cation issue, he
w Il have an opportunity to present it on remand to the
bankruptcy court.

Schwager makes nuch of the fact that bankruptcy
nondi schargeability rules should be interpreted in favor of
debtors and that pro se litigants should be given |iberal
treatnent by the courts. See Haines v. Kerner, 404 U S. 519,
520-21 (1972)(noting that pro se allegations are held to | ess
strict standards than those of |awers); Boyce v. Geenway (ln re
Greenway), 71 F.3d 1177, 1180 n.8 (5th Gr.) (“[We are bound to
construe the exceptions contained in 8 523 of the Bankruptcy Code
narromy and in favor of the debtor.”), cert. denied, 116 S. C
2499 (1996). Wile both of these statenents are true, Schwager
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has not expl ai ned how t he bankruptcy or district court violated
either of these principles. He has neither identified any
anbi guous statute or rule that was interpreted in favor of the
limted partners nor clained that any issue he arguably raised
was not adequately considered by the courts. W find no error in
the application of either of these two principles.

Schwager argues that res judicata, or claimpreclusion, bars
the limted partners’ nondi schargeability claimbecause they did
not raise the issue of defalcation while acting in a fiduciary
capacity before the state trial court. The doctrine of res
judi cata does not apply in bankruptcy nondi schargeability
proceedings. Fielder v. King (Inre King), 103 F.3d 17, 19 (5th
Cr.) (citing Browmn v. Felsen, 442 U. S. 127 (1979)), cert.
denied, 117 S. . 2454 (1997).

[11. CONCLUSI ON

For the foregoing reasons, we REVERSE the district court’s
judgnent affirm ng the bankruptcy court’s judgnment and REMAND to
the district court wwth instructions to remand to the bankruptcy
court for further proceedings consistent with this opinion.

Costs shall be borne by the appell ees.
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