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

No. 97-20279

NAURU PHOSPHATE ROYALTI ES, | NCORPORATED, (Texas),
Plaintiff - Appellee

ver sus

DRAGO DAI C | NTERESTS, | NCORPORATED,
Def endant - Appel | ant

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

March 31, 1998
Before H G3@ NBOTHAM and STEWART, Circuit Judges, and WALTER,
District Judge.
PATRICK E. H Gd NBOTHAM Circuit Judge:

Drago Daic Interests, Inc. appeals a district court order
confirmng the award granted to Nauru Phosphate Royalties (Texas),
Inc. in an arbitration proceeding. The arbitration panel
determ ned that DDI materially breached the Devel opnent Agreenent
bet ween Nauru and DDl and hel d the beneficiaries of the agreenent,

Drago Daic, Trustee, and Montgonery-666, bound by its award. This

District Judge of the Wstern District of Louisiana,
sitting by designation.



case asks us to determine whether Nauru's liability on the
Prom ssory Note was properly before the arbitrati on panel. W hold
that the arbitration panel did not exceed its authority in ruling
on Nauru' s liability on the Prom ssory Note and AFFI RMt he district
court’s judgnent. W reject any suggestion that because Daic
Trustee and M 666 were not parties to the arbitration or to this
case, the breach of the Developnent Agreenent and Nauru’s
consequent non-liability on the Prom ssory Note were beyond the
reach of the arbitration. Finally, the district court did not err
in concluding that DD was responsible for Nauru' s |oss of
rei nbursenment funds for 122 lots and for cost overruns incurred in

excavating a drainage ditch

| .

In 1990, Nauru Phosphate Royalties, 1Inc., a Delaware
corporation, entered into a sale and devel opnent agreenent wth
three parties - (i) Drago Daic Interests, Inc., (ii) Drago Daic,
Trustee, and (iii) Montgonery 666, Ltd. Nauru purchased 668 acres
in Montgomery County, Texas, from Daic Trustee and M 666 for $5
mllion in cash and an $8 nmillion Prom ssory Note. The Promi ssory
Note was secured by a Deed of Trust lien on the |and being sold.
Nauru agreed to retain DD, as devel oper, to develop the land into
an up-scal e residential housing subdivision, called Bentwood, with
a country club, golf course and the I|iKke.

The Devel opnent Agreenent and Prom ssory Note, when read

together, set up the follow ng arrangenent: Nauru was to fund al



nmoni es necessary for the devel opnment project and be rei nbursed for
all of its expenditures in a given cal endar year fromthat year’s
revenue. |If expenditures exceeded revenues, no paynents woul d be
made other than to Nauru. Only if revenues exceeded expenditures
woul d paynent be nade on the Prom ssory Note. This was to continue
until the Prom ssory Note was fully paid or the project sold

whi chever canme first. Stated directly, in the event that revenues
did not exceed expenditures, the notehol ders, Daic Trustee and M
666, would not be entitled to paynent on the Prom ssory Note.

The project began in 1990 and continued into 1995. The
property never achieved enough cash flow to pay current expenses,
much | ess reinburse Nauru or nake any paynents on the Prom ssory
Not e. DDl was dissatisfied wwth Nauru s tineliness of funding,
Nauru was unhappy about the costs and expenses, and the
not ehol ders, Daic Trustee and M 666, were unhappy about not being
paid. Eventually, Nauru gave notice of intent to term nate DD as
devel oper and instituted an arbitrati on proceedi ng.

In the arbitration, Nauru clainmed DD fraudulently induced
Nauru to enter into the transaction and to continue devel opnent
Wi th various cost overruns. In addition, Nauru clainmed that DD
materially breached the Devel opnent  Agreenent and sought
indemmification fromDDl for any liability on the contingent, non-
recourse Promissory Note to Daic Trustee and M 666. DD
counterclained that Nauru's actions caused the project to fail.

DDl al so sought to recover “profits” which assertedly were due.



In 1996, the arbitration panel (2-1) determ ned that DD had
commtted thirteen material breaches of the Devel opnent Agreenent
between the parties, and Nauru had commtted three non-nmateri al
breaches of the Devel opnent Agreenent. The panel responded to
Nauru’'s claim for indemification of any Iliability on the
Prom ssory Note by deciding that Nauru had no further liabilities
to DDl under the Devel opnent Agreenent and that Nauru had no
l[iability for paynment of the $8 million Prom ssory Note. This Note
was executed by Nauru and payable to the notehol ders, Drago Dai c,
Trust ee and Mont gonery- 666, who were not parties to the arbitration
pr oceedi ng. Finally, the panel decided that DDI was liable to
Nauru for over $1.8 mllion as a result of DDI’'s material breaches
of the Devel opnent Agreenent.

Nauru then filed an action in district court to confirmthe
arbitration award. DDl noved to dismss for lack of jurisdiction
and al so noved to vacate or nodify the award. The district court
denied the motion to dismss and referred the matter to a
magi strate judge, who recomended that the award be confirnmed. 1In
1997, the district court accepted the magi strate judge’s findings
and recommendations and confirmed the arbitration award. Thi s

appeal foll owed.



We nust first determne if thereis federal jurisdiction. DD
contends that the district court erred in sustaining federal
jurisdiction on the basis of diversity of citizenship2

DDI is a Texas corporation with its principal place of
busi ness in Texas and Nauru is a Delaware corporation. Conplete
diversity turns here on the location of Nauru s principal place of
busi ness. Nauru argues that its principal place of business is in
Australia or Nauru, a small island republic in the south Pacific.
DDl argues Nauru' s principal place of business is in Texas.

This court applies a “total activity” test to determ ne the

principal place of business. J.A dson Co. v. Gty of Wnona,

Mss., 818 F.2d 401, 411-12 (5th Gr. 1987). W look to the
nature, location, inportance, and purpose of a corporation’s
activities and the degree to which those activities bring the
corporation into contact with the |ocal comunity. Id. Three
general principles drawn from the insights of Professor Wi ght

guide the inquiry (see Wight, Federal Courts 8§ 27, at 167-68 (5th

ed. 1994)):

(1) when considering a corporation whose operations are far
flung, the sole nerve center of that corporation is nore
significant in determning principal place of business; (2)
when a corporation has its sole operation in one state and
executive offices in another, the place of activity is
regarded as nore significant; but (3) when the activity of a
corporation is passive and the “brain” of the corporation is
in another state, the situs of the corporation’s brain is
gi ven greater significance.

2 It is well-established that the Federal Arbitration Act
does not <create federal jurisdiction. Sonme i ndependent
jurisdictional basis, either diversity or federal question, nmust be
shown. See, e.qg., Baltin v. Alaron Trading Corp., 128 F.3d 1466,
1469 (11th Gr. 1997).




A son, 818 F.2d at 411 (citations omtted).

DDl asserts that the second A son principle is applicable and
| ocates Nauru’s principal place of business in Texas because, even
if its offices are in Nauru, its sole operations are in Texas.
Nauru contends the third Qdson principle is applicable and
establishes its principal place of business in Nauru or Australia
because its investnent in Bentwood is passive and the bul k of the
corporation’s activities involve managing its affairs fromits
nerve center in Nauru or Australia. Thus, the critical inquiry
i nvol ves the nature and quality of Nauru’s activities with regard
t o Bent wood.

The district court determned that at the tinme this action was
filed Nauru was a passive investor in land and its primary
activities were nmanagenent-oriented. This determnation 1is
supported by the record which indicates that Nauru’ s nerve center
or “brain” is in Nauru or Australia, not in Texas. Bentwood is the
only investnent asset of Nauru, which was forned for the sole
purpose of acquiring this asset. Nauru had four nenbers on its
board of directors, each of whomis a citizen of and resides in
Naur u. Nauru has three officers - a president, a treasurer/
secretary and an assistant secretary. The president resides in
Nauru, the treasurer/secretary resides in Australia, and the
assi stant secretary resides in Houston, Texas. Nauru maintains its
of fices and staff in Nauru and Australia. The assistant secretary

functioned as a conduit of information to the directors and ot her



officers in Australia and Nauru, and the Nauru Board and its
of ficers made substantive and manageri al -1 evel deci sions.

The single exception to the | ack of significant operations at
Bentwood is the Bentwood Country Cub which includes the golf
course and restaurant/bar and generates a significant anount of
gross revenue. The country club is operated by two whol |l y- owned
subsidiaries of Nauru - the Bentwood Country Cdub, Inc. and
Bent wood Private C ub, Inc.

QG her circuits have held that the operations of a subsidiary
are not to be inputed to a parent conpany for purposes of |ocating
the parent’s principal place of business, at |least so long as the

subsidiary is not the alter ego of the parent. Taber Partners,

V. Merit Builders, lInc., 987 F.2d 57, 61-63 (1st Cr.) cert.

deni ed, 510 U. S. 823 (1993); Danjaq S.A v. Pathe Comm Corp., 979

F.2d 772, 774-76 (9th Cir. 1992); Pyranmid Sec. Ltd. v. IB

Resolution, Inc., 924 F.2d 1114, 1120 (D.C. Gr.), cert. denied,

502 U. S. 822 (1991). This court has attributed a subsidiary’s
citizenshiptoits parent conpany in alter ego situations where the

subsidiary’s wongful conduct is at issue. Kuehne & Nagel (AG &

Co.) v. Ceosource, Inc., 874 F.2d 283, 290-91 (5th Cr. 1989).
There is no evidence that the corporate form of Nauru's
subsi di ari es shoul d be di sregarded and the subsidiaries treated as
al ter egos of Nauru.

The district’s court determnation that Nauru' s principal
pl ace of business is not in Texas is anply supported by the record

and hence is not clearly erroneous.



L1l
A court “may not reconsider an award based on all eged errors

of fact or law or msinterpretation of the contract.” Exxon Corp.

v. Baton Rouge G| & Chem cal Wrkers Union, 77 F.3d 850, 853 (5th

Cir. 1996) (citing United Paperworkers Int’l Union v. Msco, Inc.,

484 U.S. 29, 36 (1987)); Executone Info. Sys., Inc. v. Davis, 26

F.3d 1314, 1320 (5th Gr. 1994) (“W nust sustain an arbitration
award even if we disagree with the arbitrator’s interpretation of
the underlying contract as along as the arbitrator’s decision
‘draws its essence’ fromthe contract.”) (citations omtted). As
long as an arbitration award “is rationally inferable from the

| etter or purpose of the underlying agreenent,” the award shoul d be
uphel d regardl ess of alleged errors of |law or fact. Executone, 26

F.3d at 1320.

A

DDl contends that the arbitration panel’s decision regarding
Nauru's liability on the Prom ssory Note was not enforceabl e since
t he panel exceeded its authority. DDl urges that Daic Trustee and
M 666 si gned t he Devel opnent Agreenent only with respect to Section
3.7 and Article 5,  and the applicability of the Devel opnent
Agreenment to themis |limted to these provisions. Relatedly, DD
contends that Daic Trustee and M 666 were not parties to the
arbitration, and the issue of Nauru’s liability on the Prom ssory

Not e coul d not be decided in their absence.



Their argunents are not persuasive. At the outset, the
provi sions of both the Devel opnent Agreenent and the Prom ssory
Note reveal that the two docunents are inextricably intertw ned.
The first paragraph in the Prom ssory Note states in rel evant part:

The terns of the Earnest Mney Contract and the Devel opnent

Agreenent are hereby incorporated into this Note as if fully

set forth in this Note.

Not only does it fully incorporate by reference the Devel opnent
Agreenent, the Prom ssory Note is explicitly referenced throughout
t he Devel opnent Agreenent.

The arbitration clause in the Devel opnent Agreenent provides:

Any dispute, controversy or claim arising out of or in

connection with or relating to this Agreenent or any breach or

al |l eged breach hereof, shall, upon the request of any party

i nvol ved, be submtted to and settled by arbitration in

Houston, Texas pursuant to the rules then in effect of the

American Arbitration Associ ation.

As this court has noted, “[w]hen parties include such a broad
arbitration clause, they intend the clause to reach all aspects of

the relationship.” Valentine Sugars, Inc. v. Donau Corp., 981 F. 2d

210, 213 n.2 (5th Gr.), cert. denied, 509 U S. 923 (1993). Here,

Nauru’ s demand for arbitration states that DDI’s failure to perform
pursuant to the Devel opnent Agreenent affects its liability on the
Prom ssory Note. Thus, DDI knew that Nauru's liability on the
Prom ssory Note was indeed an issue before the arbitration panel.

Further, by virtue of the two agreenents, the Devel opnent
Agreenment had to be perfornmed without material breach by DD in
order for the noteholders to be paid. Nauru s duty to nake paynent
pursuant to the Prom ssory Note was a “conditional obligation,” and
Nauru had “certain set-off rights” against its obligation to pay

9



which were specified in the Devel opnent Agreenent. By the very
terme of the Promssory Note, any material breach of the
Devel opnment Agreenent by DDI would put paynent on this Note at
risk. The evidence on record shows that M. Drago Dai c wanted DD
to be the developer of Bentwood pursuant to the Devel opnent
Agreenent to ensure that the Prom ssory Note would be paid. Thus,
t he Devel opnent Agreenent and the Prom ssory Note were intimately
related to one another, and the district court did not err in
finding that the arbitration panel had the authority to rule on
Nauru' s liability on the Prom ssory Note since it was intimtely
"related to” the Devel opnent Agreenent. I ndeed, it goes to the
heart of the dispute over DDI’'s performance of the Devel opnent
Agr eenent .

The contention that the arbitration panel exceeded its
authority in finding no liability on the Prom ssory Note because
Dai ¢ Trustee and M 666 are not bound by the panel’s findings fails
in its premse. As effective third-party beneficiaries, the
not ehol ders may be precluded fromlitigating the i ssue of breach of
t he Devel opnent Agreenent in any subsequent proceeding and nay be
bound by the panel’s finding of non-liability on Nauru's part for

the Prom ssory Note. (CGuscott et al. v. Gty of Boston, 958 F.2d

361, 1992 W. 55889, at *3 (1st Gir. Mar. 25, 1992) (noting that
third-party beneficiary |acked right to enforce a contract for its
own benefit when contracting party breached a contractual condition
that had to be satisfied for third-party beneficiary to receive

paynent); Restatenent (Second) of Judgnents 8 56, cnt. a (“Wien a

10



judgnent is entered in an action between the prom see and the
prom sor that termnates the obligation so far as the prom see is
concerned..., it... discharges the obligation in favor of the

beneficiary.”); 18 Wight, MIller & Cooper, Federal Practice and

Procedure: Jurisdiction 8 4460, at 530 (1981) (“Substantive rules

governing the rights of third-party beneficiaries ... shape
precl usion rules. So long as the prom see retains the power to
di scharge the obligation of the promsor, the third-party
beneficiary is precluded by litigation between the prom see and
prom sor.”); Restatenent (Second) of Contracts 8 309(2) & § 309(2)
cnt. b (“If a contract ceases to be binding in whole or in part
because of ... present ... failure of performance, the right of any
beneficiary is to that extent discharged or nodified.” “Wher e
there is a contract, the right of a beneficiary is subject to any
limtations inposed by the terns of the contract.”).

Qur decision to hold that the arbitration award effectively
deci des any “right” of Daic Trustee and M 666 to be paid under the
Prom ssory Note is al so supported by the district court’s findings.
The district court noted that DD, which did participate in the
arbitration, had the sane interests at stake as Daic Trustee and M
666. The record in this case denonstrates that the nman behind al
three entities - Daic Interests, Daic Trustee and M 666, - M.

Drago Daic® fully participated in the arbitration proceedings.

3 The evidence on record establishes the foll ow ng:

M. Drago Daic is the sole owner of DDI.

M. Drago Daic, as Trustee, represents the 3-D Trust, a verbal
trust established by M. Drago Daic for his children and
grandchi | dren.

11



The district court concluded that the two notehol ders had notice
that liability on the Prom ssory Note would be resolved by the
arbitration panel since Nauru in its arbitration conplaint
contested the demands nade by Daic Trustee and M 666 for paynent
pursuant to the Prom ssory Note. Thus, the record establishes that
there was sufficient identity of interests anong the three
entities, DD, Daic Trustee and M 666, that it would be fair and
appropriate to hold the notehol ders bound by the panel’s finding of
non-liability on the Prom ssory Note.

It bears nention that an arbitration award may be enforced in
a subsequent proceedi ng agai nst parties that did not participate in
an arbitration in circunstances when the parties to the arbitration
had rel ated and congruent interests which were properly advanced

during the arbitration. See, e.q., |sidor Pai ewonsky Assocs., Inc.

v. Sharp Properties, Inc., 998 F.2d 145, 155 (3d G r. 1993)

(hol di ng non-parties to arbitration cl ause since they have “rel ated

and congruent interests” with the principals); Cecil’s, Inc. v.

Morris Mechanical Enters., Inc., 735 F.2d 437, 439-40 (11th Grr.

1984) (enforcing indemification agreenent between (genera

Fifty-five percent of M666 is effectively controlled by M.
Drago Dai c. Anot her conpany owned and controlled by M. Drago
Dai c, Inperial Marketing, owns another 19.33 % of M 666.

M. Drago Daic, individually, or in his capacity as Trustee,
owns a 75% interest in the Prom ssory Note

The | and which was sold to Nauru for the Bentwood devel opnent
was initially purchased by M. Drago Daic in 1983 for approxi mately
$3.8 mllion. Wthin 30 days of purchasing the land, M. Drago
Daic sold the land at a substantial profit in equal 50% shares to
Drago Daic, Trustee and M 666. Drago Daic, Trustee and M 666
entered into a joint venture agreenent with respect to the |and,
wth M. Drago Daic acting as nmanagi ng joint venturer.

12



contractor and subcontractor even though underlying liability was
determ ned by arbitration to which subcontractor was not a party);

In re QI Spill by the “Anbco Cadiz”, 659 F.2d 789, 795-96 (7th

Cir. 1981) (binding plaintiff to outcone of arbitration betweenits
princi pal and def endant even though plaintiff would be non-party to
arbitration proceedings).

We are cautious in concluding that an arbitration panel can

effectively determne the “rights” of the notehol ders when they

were not formal parties to the arbitration. See First Options,

Inc. v. Kaplan, 115 S. Ct. 1920, 1924 (1995) (noting that “[c]ourts

should not assune that the parties agreed to arbitrate
arbitrability unless there is ‘clear and unm stakable’ evidence
that they did so”) (citations omtted). As a general matter, the
interests of judicial econonmy ought not to be furthered by draw ng
non-parties within the gravitational force of an arbitration by
shortchanging their legitimate wish to pursue their clains in
court. That is not the case here. The non-parties to the
arbitration, Daic Trustee and M 666, were third-party beneficiaries
of the contract between the parties in arbitration with an interest
conti ngent upon faithful performance of the contract by DDI. Wen
DDl breached t he Devel opnent Agreenent, the noteholders’ interests
were necessarily at risk. The interests of DD, Daic Trustee and
M 666 were identical and adequately represented by a party in
arbitration, DD, and Daic Trustee and M 666 undoubtedly attenpted
to enforce the Devel opnent Agreenent agai nst Nauru. The heart of

the matter is that the value of the Prom ssory Note depended

13



entirely upon performance by others over whomthe notehol ders had

no legal control -- not in the sense that their asset was
determ nabl e by external nmarket forces -- but by the very terns of
the Prom ssory Note they held. In these circunstances, the

district court did not err infinding a failure of a condition for
liability upon the Prom ssory Note, a decision that forecl oses Daic
Trustee and M 666.

Finally, that the arbitration award effectively binds Daic
Trustee and M 666 preventing themfromrelitigating the breach of
t he Devel opnent Agreenment works no injustice. Wile Daic Trustee
and M 666 were not formal parties to the arbitration, they were
parties to the agreenent to arbitrate. Since the Prom ssory Note
i ncor porated the Devel opnent Agreenent by reference, the sweeping
arbitration clause in the Devel opnment Agreenent bound both Daic

Trustee and M666. Heinhuis v. Venture Assoc., Inc., 959 F. 2d 551,

553-54 (5th Gr. 1992) (holding that parties to an excess i nsurance
policy, which incorporated by reference the underlying insurance
policy, were bound by the arbitration clause contained in the
underlying insurance policy). Indeed, in a letter dated February
9, 1995, Daic Trustee and M 666 attenpted to enforce sections of
t he Devel opnent Agreenent, other than Sections 3.7 and 5, agai nst
Nauru. An entity’s attenpt to enforce an agreenent that contains
an arbitration clause provi des cl ear and unm st akabl e evi dence t hat
the entity regards itself bound by the arbitration clause. See

Hughes Masonry Co. v. Geater dark County Sch. Bldg. Corp., 659

F.2d 836, 839 (7th Cr. 1981); Sunkist Soft Drinks, Inc. v.

14



Sunki st G owers, Inc., 10 F.3d 753, 757-58 (11th Cr. 1993), cert.

denied, 513 U S. 869 (1994); J.J. Ryan & Sons, Inc. v. Rhone

Poul enc Textile, S. A, 863 F.2d 315, 319-21 (4th G r. 1988); MBro

Pl anning & Dev. Co. v. Triangle Elec. Constr. Co., 741 F.2d 342,

344 (11th Cr. 1984); SamReisfeld & Son Inport Co. v. S. A Eteco,

530 F.2d 679, 681 (5th Cr. 1976).

B.

The arbitration panel concluded that DD was responsible for
Nauru’ s loss of reinbursenent funds for 122 lots located in the
Porter Municipal Wility District, which was calculated by the
panel to be $477, 000.

DDl contends that the Devel opnment Agreenent did not allow for
| oss of reinbursenent funds, but rather provided for an offset
agai nst other anmpunts due under the Devel opnent Agreenent and
Prom ssory Note. The Devel opnent Agreenent provided with respect
to this expected MJD rei nbursenent expense:

It 1is anticipated that certain drainage, waste-water

treatnent, water purification and other wutility facilities

(the “Utility Inprovenent”) will be required to be constructed

on the Property in connection with the Project. Devel oper

expects that the Municipal Uility District (“MUD.”) to be
formed to operate such Utility Inprovenents will purchase the

Uility I nprovenents at a price equal to seventy percent (70%

of the cost incurred in constructing such UWility
| npr ovenent s.

The arbitration record shows that sone of the devel opnent property
was |located in an existing MJD, the Porter MJUD, while the rest of

the property was in a MJD created specifically for the devel opnent,

t he Bent wat er MUD.
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DDl argues that the arbitration panel did not apply the proper
contractual renedy and m scal cul ated the anmount of the award. W
are not persuaded. The arbitration panel’s inplicit assunption
that this Section, which allowed for offsets of reinbursenent
| osses, did not apply to reinbursenent |osses associated with an
existing MJD, the Porter MJD, but rather was directed at a MID to
be fornmed in the future, is an interpretation of this Section that

the arbitration panel was all owed to make. See Executone, 26 F.3d

at 1320.

The arbitration panel al so concluded that DDl was responsible
for cost overruns incurred in excavating a |large drainage ditch
DDl contends that the arbitration panel’s decision that it should
rei mburse Nauru for cost overruns on the drainage ditchis contrary
to principles of waiver under Texas |aw. DDl argues that Nauru
wai ved any right to conpl ai n about cost overruns since it failedto
object to a nmanagenent decision nade by DD regarding the
excavati on.

There is no evidence from the award itself that the
arbitration panel ignored Texas |law on waiver. On the contrary,
the panel m ght reasonably have attributed the cost overruns to
DD, which was found to have m snmanaged t he devel opnent project in
several material respects, and, under Section 6.1(c) of the
Devel opnment Agreenent, DDl coul d be hel d responsi bl e for these cost
overruns. The district court correctly confirmed the arbitration

award regarding the Porter MJD and the drai nage ditch.
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| V.
We hold that the district court had jurisdiction and did not
err in confirmng the arbitrati on award.

AFF| RMED.
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