UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF NEW MEXICO

Inre

FURR'S SUPERMARKETS, INC. Case No. 11-01-10779 SA
Tax 1.D. No. 22-3137244

Debtor.

UNITED STATES TRUSTEE'S BRIEF IN SUPPORT OF OBJECTION TO
APPLICATION FOR EMPLOYMENT OF PETER J. SOLOMON CO., LTD.

The United States Trustee for the District of New M exico her eby submits the following
brief in opposition to the Debtor’s Application for Order Authorizing Employment of Peter J.
Solomon Co., Ltd. (Application). Thethrust of the U.S. Trustee's objectionsrelateto (1) the
apparent attempt to employ Peter J. Solomon Co. Ltd. (PISC) pursuant to 11 U.S.C.8328(a) and
thereby approve compensation without compliancewith 11 U.S.C.8330 and (2) various
provisionsin the retention agreement which conflict with the express provisions of the
Bankruptcy Code and its underlying policies, particularly with regard to the indemnity provisions.
Because the indemnity provisions are particuarly contrary to the status and respong hilities of
bank ruptcy professonds, the objectionsto that provision will be treated separ ady.
I. Relevant provisions of the Application to employ Peter J. Solomon Co. Ltd.

As set forth inthe Application, the Debtor seeks to retain PISC pursuant to the terms of a
letter agreement, which isattached the Application of Bradley|. Dietz (The “Letter Agreement”).
The letter agreement sets forth a complex schedule of compensation.

A. Provisons dealing specificaly with compensation.

1. The Leater Agreement provides for: (a) a morthly fee of $150,000, (b) a

“Restruduring fee” of $1.5 million, and (c) “Transactionfees” equd to 1.5% of “ Aggregate



Condgderation” with aminimum fee of $1.5 million. PISC has further agreed to credit monthly
fees, after the second morth, to Restructuring or Transaction fees. See Supplemental Declaration
of Bradley|. Dietz at 10 & 12.

2. The monthly fee of $150,000 ispayable in advance on the first day of each month. See
section 3(a), Letter dated February 26, 2001 from Peter J. Solomon Co. to Furr’s Supermarkets,
Inc. attached to the Application (hereafter Letter Agreemert).

3. A fourth potential source of compensation isa“Financing Feg,” the amount and terms
of which are yet to be negotiated. L etter Agreement at Section 3 (b).

4. Inalengthy and convoluted definition of “ Aggregate Consideration” to determine
Transaction fees PISC includes “all cash, securities, contractual arrangemernts and other
propertiespaid or payale directly or indirectly in connection witha Transection....” However,
the definition also includes, “In the event such Transaction takes the form of a sale of assets,

Aggr egate Congderation shdl include (i) the value of any current assets not pur chased, minus (ii)
the value of any current liakilities not assumed.” SeelL etter Agreement, Section3(d), For
purposes of determining theamount of the Transactionfeg, it therefore appears tha any equity
remaining in the Debtor after a sale of assets could be used in the computationsto increase the
size of the Transaction fee.

5. PISC isto be reimbursed for out-of-pocket expenses, “including without limitation the
fees, disbursements and other charges of PISC'scounsd.” Also to be reimbursed are expenses in

connection with “data-processing.” Letter Agreement at Section 5.



6. By the termsof the proposed retention, the fees proposed to be paid PIJSC, “are
subject to review by the Bankruptcy Court only as provided by Section 328 of the
Bankruptcy Code.” Letter Agreement, Section 8 (a).

B. Information not disclosed in the Application.

1. Although the Letter Agreement sets forth acomplex schedule for compensation, a no
point is adisclosure made either in the Letter Agreement, or the Application, with regard to the
scope and complexity of the assignment, its anticipated duration, or expected results.

2. Further, no disclosure is made with regard to the number and qualifications of PJISC
personnel to be devoted to this employment, together with specific tasks to be performed by them
during the expected duration of the enployment. Neither isany disclosuremade with regardto
any other resources necessary for PISC to perform under thisretertion agreement.

3. At no point isdisdosure made as to the hourly billing rates of the PISC professionals

C. Provisons of the proposed retention contrary to Bankruptcy Code reguirements or limiting

the authority of the Court.

1. The Leter Agreement providesthat the Debtor may not terminatethe agreement with
PJSC for aminimum of six months. Further, the same provision dates that PIJSC shall be entitled
to al monthly feesaccrued at the time of termination, without submission and approval of the fees
by the Court. Inaddition, the provisions date that PJISC isentitled to Reorganization and/or
Transaction fees after termination for aperiod of 12 months (if PJSC advised the debtor regarding
aReorganization or identified a party in reference to a Transaction), again without submission and
approval of fees by the Court. See Letter Agreement, Section 7 as modified by Supplemental

Declaration of Bradley I. Dietz at 17 (d).



2. The Letter Agreement contains a provision which expresdy statesthat, “T he Company
acknowledges and agrees that the fees payable to PISC hereunder are reasonable.” See Letter
Agreement, Section 8 (a). The Debtor therefore waives any objection to fees prior to the
rendition of services.

3. The Application states that compensation to PIJSC shall be classified under 11
U.S.C.88503 (b)(1)(A) & 507(a)(1). Therealt isto classify PISCfeesas “adual, necessay
costs and expenses of preserving the estate...” and not as “compensation and reimbursement
awarded under 8330 (a).” 11 U.S.C. 8503(b). Further, the classification under 8507 (a)(1) may
operateto give PJSC a priority gatus to other adminidrative damsinthe evert of a conversion
to a chapter 7 proceeding.

4. The Application provides that with regard to advice rendered by PISC, “[ T]he
Company [Debtor] agrees that such advice may not berelied upon by any other person, usedfor
any other purpose, or reproduced, disseminated, quoted or referred to at anytime...without the
prior written consent of PJSC.” Letter Agreement at § 8 (f). Subsequently, PISC consented to the
following phrase being added to the provision, “or as required by the Bankruptcy Code; providing
that the Company may share such advice with the Creditors Committee.” See Supplemental
Declaration of Bradley I. Dietz at 17 (e).

5. The Application providesthat, “ all controversies arigng from or relating to
performance under this Agreement, shall be governed by and construed in accordance with the
lawsof the State of New York...” Letter Agreement at 1 8(i).

6. TheApplicaion provides that, “[T]he Company hereby waves trial by jury, rights of

set-off, and the right to impose counterclaims in any lawsut with regect to, in comedionwithor



arising out of thisagreement...” Letter Agreament at 18 (j). Subsequently, PIJSC agreed to
exclude counterdaims from the scope of this section. See Suppemental Declaration of Bradley 1.
Dietz a 717 (g).

D. Certain portions of the indemnification provisions.

1. AttachedtotheLetter Agreement is Exhibit B, conssting of two pages of single
gpaced provisonsin small font setting forth the indemnity agreement demanded by PJSC. All
references below areto this provison, which shall hereinafter be referred to asthe “Indemnity
Provisons”

2. The Indemnity Provisions specify that the “ Indemnified Parties” include, “ PJSC ard its
affiliates, counsel and other professional advisers, and the respective directors, officers,
controlling persons, agents and employees of each of the foregoing...” Letter Agreement at
Exhibit B.

3. The term “losses’ is defined to include, “any losses, claims or proceedings including
stockholder actions, damages, judgments, assessments, investigation cost, settlement costs, fines,
penalties, arbitration awards other liabilities, cog, fees and expenses...”

4. “The Company [Debtor] also agreesthat no Indemnified Party shdl have liability
(whether drect or indirect, in contract or tort or otherwise) to the Company for or in connection
with advice or servicesrendered or to berendered by an I ndemnified Party pursuant to this
Agreement, to the transactions contemplated hereby or in Indemnified Party’s actions or in
actions in connedion with any such advice, servicesor transactions...”

5. The duty for indemnification shall apply unless claimed losses, “arose solely out of the

gross negligence or bad faith of such Indemnified Party.” (emphasis added).



6. If multiple clams are brought against an Indemnified Party in an arbitration, “[T]he
Company agrees that any arbitration award shall be conclusively deemed to be based on claimsas
to which indemnification is permitted and provided for...”unless otherwise specifically stated in
the award.

7. PJSC may require the D ebtor to assume the defense of any action against it including
employing and assuming the costs of counsel acceptable to PJSC.

8. Inthe event that any right relating to the indemnification agreement becomes
unavailable, PISC’ s liability will in no event exceed the amount of fees received by PJSC.
Further, any liability for losses will be apportioned between PISC and the Delator to reflect
“benefits received,” which term isdefined very favorably to PISC. Only if this provisonis
invalidated, would liability be apportioned according to relative fault.

I1. Peter J. Solomon Co., Ltd. has not demonstrated the reasonableness of the
compensation which it has requested and PJSC should be subject to the requirements of 11
U.S.C.§330.

“The burden of proof to establishthat proposed terms and conditions of employment are
reasonable is on the moving party. The Court must be persuaded that the terms and conditions
arein the interest of the estate.” In re Gillett Holdings, Inc. 137 B.R. 452, 455
(Bankr.D.Co0l0.1991), citing In re C & P Auto Transport, Inc. 94 B.R. 682,686
(Bankr.E.D.Cal.1988). The Debtor therefore bears the burden of proving that the terms and
conditions of the proposed retention of PISC are reasonable.

Further, at least one court has held that employment applications by an investment

banker/adviser:



[M]ust present the scope and complexity of the assignment, its anticipated

duration, expected results, required resources, the extent to which highly

specialized skillsmay be needed and the extent to which they have them or may

have to obtain them, projected salariesof participating professionals, billing rates

and prevailing fees for comparable engagemerts, current retentions in barkruptcy

by the retained firm, and any estimated lost opportunity costsdueto time

exigencies of the job.

In re Drexel Burnham Lambert Group, Inc. 133 B.R. 13 (Bankr.S.D.N.Y.1991).

In this case, none of the above factors have been addressed by PISC in its employment
application. Although PJSC hasfailedto provide this information, it requeds that millions of
dollarsin fees be approved in advance of the servicesto be rendered. As sat forth above, the
L etter Agreement specifically statesthat the fees to be paid to PJSC, as well as the provisons of
Exhibit B (Indemnity Provigons), “are sulject to review by the Bankruptcy Court only as
provided by § 328 of the Bankruptcy Code.” See Letter Agreemert, Section 8 (a). In other
words PJSC does not want its fee structure reviewed by the Court or the other partiesin the case,
under 11 U.S.C. 8 330(a), which imposesa reasonableness gandard. Indead it seeksto have its
entire retention agreement, which includes the compensation structur e and the indemnification and
limitation of liability provisionsapproved, and therefore subject to review only, if it can be proven
that such provisions are improvident inlight of developmerts not capable of being anticipated at
the time of the fixing of such terms...” 11 U.S.C.8328 (a).

As dtated by the court in Drexel:

All investment bank ers/advisers want sizable monthly retainers regardiess of the

sizeof the case, the paty represented, or the complexity of the case.

Mathematically a correlation of fees, cases, and clients shows at worst, incestuous

fee setting practices or, a best, oligopoligtic behavior. From our experience in this

case, and others, it is clear that the investment banking community starts with the

retainer and works backward, using avariety of non-bankruptcy criteriato defend
the fee charged.



Whenever we have dedt with investment bankers and financia advisers we have
been left with a strong impression that for them the debtor isacash cow to be
milked, Chapter 11 the milking parlor, and the Judge the milking stool. 133 B.R.
at 26.

When faced with an argument by two investment bankers that they should not be required
to submit fee applications, one Bankruptcy Court in the Tenth Circuit stated as follows:

This Court is persuaded that Smith Barney and DLJ must file legally sufficient
applications for fees in the same manne and subject to the same basic statutory
requirements as other professonas. Asagenerd rule, investment bankers must be
treated as other Section 327 professionalsand should not be given extraordinary
treatment absent a compelling reason to do so. In re Gillett Holdings, Inc. 137
B.R. 452, 457 (Bankr.D.Col0.1991).

Another court, facing the same issue stated as follows:

This Court is unable to find any authority supporting the proposition that

investment advisers arenot subject to the mandate of Bankruptcy Rule 2016(a),

which requires that an entity seeking compensation shall file an application setting

forth a detailed statement of services rendered, time expended, and expenses

incurred. While this Rule may not please the community of investmert advisers,

this Court is constrained to conclude that the Bankruptcy Rules are controlling,

not the genera policy or custom of the investment advisers which prevailsin the

operation of the business of investment bankers or advisers. In re Hillsborough

Holdings Corp. 125 B.R. 837, 840 (Barkr.M.D.Fla.1991).

In addition to the highly suspect proposition that PISC should be exempt from the
requirements of 8330, isthe plain fact that it is virtually impossible to reach an informed judgment
on the reasonableness of fees requested until such time as the services have been rendered. The
Bankruptcy Codeitself statesthat in determining reasonable compensation all relevant factors
should be taken into consideration including (1) the time spent, (2) the rates charged, (3) whether

the services were necessary or beneficial to the estate, (4) whether the services were performed

within a reasonable time, and (5) whether the compensation is reasonable based on the customary



compensation charged by comparably skilled practitioners in cases outside of bankruptcy. 11
U.S.C.8330(3)(3).

Although PJSC argues that it receives this fee structure in non-bankruptcy cases, market
rates charged outside of bankruptcy are but one factor in determining reasonableness. Several
courts have sustained this position. In re Hillshorough Holdings Corp., supra (investment banker
fee application denied due to lack of time records and evidence of benefit to the state); In re
Gillett Holdings, Inc. supra(employment applications of two investment bankers requesting
$175,000 per month denied, in part dueto lack of judtification for fees); In re NBI, Inc. 129 B.R.
212 (Barkr.D.Col0.1991) (reasonablenessof professional fees evaluated on several factors
including, within appropriate limits, cost of comparable non-bankr uptcy services); In re Zolfo, 50
F.3d 253 (3¢ Cir. 1995) (accourting firmfailed to carry its burden of showingthat its customary
feeswere warranted in Chagpter 11 proceedng).

Given that aprofessiond’s customary fees are but one factor in determining
reasonableness of compensation, no judgment can be reached at this time on that issue. That must
await the submission of a fee application which demonstraes the naure, extent, and value of
services which PJSC renders in this case.

In arguing against this position, the Debtor esentidly contends tha a firm’ scustomary
rates are the sole determining factor in awarding compensation. In support of this argument, the
Debtor cites two cases, neither of which is so inflexible. 1n those cases, both courts recognized
that a firm’s billing rates are not binding on a barkruptcy court. As stated by the Third Circuit:

The clearest path to that goa [compensating bankruptcy services on par with non-

bankruptcy work] isto rely on the mark et, subject to the modification that the

court will, in practical terms, act as a surrogate for the estate, reviewing the fee
application much as a sophisticated non-bankruptcy client would review alegal

9



bill. Thismodification is drivenby the fact that, realistically goeaking, the legal

market functions imperfectly in barkruptcy, as the debtor ‘client’ and other

interested parties are often unable or unwilling to contest the fees charged.

In re Busy Beaver, 19 F.3d 833,848 (3 Cir.1994)

Similarly, the Eleventh Circuit stated as follows:

Thisisnot to say that a bankruptcy court must aways move in lock step with the

billing structurea law firmemploys Obviously it isa court’ sduty to reject a

flawed, excessive or illega billing methodology, and there may be specia reasons

articulated by a court for disallowing even cognizable expenses in light of the facts

of aparticular case.

In re Hillsborough Holdings Corp. 127 F.3d 1398, 1404 (11" Cir. 1997).

Further, it is interesting to note that the Zolfo case cited above is also a pronouncement of
the Third Circuit, issued one year after the Busy Beaver decison. Thefact that the Third Circuit
in Zolfo affirmed a reduction of 12% in a accounting firm s New Y ork rates underscores that a
particular firm'scustomary rates are subject to scrutiny.

III. Certain provisions of the PJSC Application should be invalidated as violative of
fiduciary duty and impinging on the authority of the Court.

The debtor-in-possession isafiduciary. Commodity Futures Trading Commission v.
Weintraub 471 U.S. 343,355, 105 S.Ct. 1986, 1994, 85 L.Ed.2d 372 (1985). Investment
bankers, as edate professonals, are likewise fiduciaries In re Gillett Holdings Inc. 137 B.R. a
458, In re Allegheny Intemational Inc. 100 B.R. 244, 246 (Bankr.W.D.Pa1989). Assuch,
investment bankers have an obligation of fiddity, undivided loyaty and impartia service in the
interest of creditors. In re Allegheny International, Inc., supra. The provisionsin the Letter

Agreement by which PSJC attempts to limit its ligbility and reliance on its advice is cortrary to

such duties. Further the provison waiving the DI P s right to jury trids and rights of set off, in

10



effect constitutes an attempt to compromise future damswithout notice and opportunity for
objedion by partiesininterest.

In addition to the above, it has been held:

Freedom of contract is necessarily limited in the bankruptcy context. Bankruptcy counsel

and debtors are not at liberty to bargain away the rights and responsbilities of a debtor-in-

possession, nor the protection afforded creditors and other partiesin interest in a

bankruptcy case, under the guise of freedom of contract. They cannot evade the

jurigiction of the Court by choice, nor limit exercise of the Court’s discretion by fiat.
In re NBI, Inc., 129 B.R. 212 (Bankr.D.Col0.1991). Despite this, the terms of the Letter
Agreement clearly seek to evade the Court’sjurisdiction and/or limit the Court’s discretion. The
provisions include: (1) limitation of the right to terminate PSJC during the first six monthsof
employment, (2) waiver of the right of the Debtor to object to the reasonableness of fees, (3)
clasgfication of PSJC s compensation asnecessary estate cods and expensesas opposed to
professonal fees and (4) purported authorizationfor payment of PSJC’s attorneys without Court
approval of employment and compensaion. See In re Gillette Holdings, Inc. 137 B.R. at 460
(Bankruptcy edate profesdonals may not employ or pay other professionalswithout Court
goprova under 11 U.S.C. 88 327-331). Further, while the aove provisons may be permissble
under New York law, they conflict with federal bankruptcy law. Therefore, the provision stating
that the retention of PISC isto be governed by the laws of New Y ork should be modified to yied
to the primacy of federal bankruptcy law.

It is the position of the United States Trustee that PIJSC be retained only if it complies
withthe provisions of the Bankruptcy Code and Rules by providing the detailed information

requested above, and by filing detailed time recor ds and fee applications subject to review of the

parties and a determination of reasonableness by the Court pursuart to 11 U.S.C. § 330. PJSC

11



has provided no convincing authority for its position that its Letter Agreement should be
approved pursuant to 11 U.S.C. § 328(a).
IV. Indemnification provisions are overbroad, overreaching and contrary to a bankruptcy
professional’s fiduciary responsibilities.

A. Summary of Argument

Contractud arrangements holding persons harmless for the damages caused by their
negligence are disfavored in the law. Two aspects of the financial advisory services provided by
PJSC should render its request for indemmification unacceptable here: the professional nature of
the services called for and the setting where those services were to be performed. Each of these
condderations provides abass for invdidating the | ndemnification Provisions entirely.

1. PJSC has offered to supply professional services to the deftor in possession, i.e., it has
proposed to perform tasks that require a high degree of skill and care, based upon specid learning
and advanced knowledge. Indemnification requests tendered by professionals arelooked upon
with goecial, heightened disfavor. Financial advisors should be held to high standards of care
analogous to those gpplicable to lawyers and underwriters; their high caling precludes any
request to be held harmless for their negligence. Erlich v. First Nat'l Bank of Princeton, 208 N.J.
Super. 264, 288, 505 A.2d 220, 233 (N.J. Super. L. 1984). “I ndemnification is not consstent
with professionalian.” In re Mortgage & Realty Trust, 123 B.R. 626, 631 (Bankr. C.D. C4l.
1991). See, dso, Eichenholtz v. Brennan, 52 F.3d 478, 484-86 (3d Cir. 1995); In re Allegheny
International, 100 B.R. at 246 .

2. Indemnification of professional negligence, eveniif it were palatable elsawhere, is

wholly inappropriate for the governance of conduct in the provision of professiond servicesina

12



Chapter 11 bankruptcy proceeding. Inthis highly regulated context, the professona providing
services hasthe special legal obligations of a fiduciary both to the debtorsin possesson and their
creditors.  An attempt by a deltor in possession to indemnify a person for negligence in advance,
without any possible way of ascertaining what harm might be done, is inconsistent with the duties
of the debtors inpossesson to the areditors. CFTC v. Weintraub, 471 U.S. 343, 355 (1985);
Official Comm. of Unsecured Creditors of United Healthcare Sys., Inc. v. United Healthcare
Sys., Inc. (In re United Healthcare Sys., Inc.), 200 F.3d 170, 177 n.9 (3d Cir. 1999), cert. denied,
530 U.S. 1204 (2000). What might be an acceptable arrangement in the ordinary commercial
environment isfrequently forbidden in suchafiduciay context. Meinhard v. Salmon, 249 N.Y .
458, 464, 164 N.E. 545, 546 (1928) (Cardozo, C. J.).

B. The Conditions of Employment Submitted to the Court For Approval Are Not
Presumptively Reasonable.

Prior to the instant litigation, in several published decisions, the courts have rejected
indemnification arrangements for financial advisors. See, In re Allegheny Int'l, Inc., 100 B.R.
244,247 (Bankr. W.D. Pa 1989) (“holding afiduciary harmlessfor its own negligenceis
shockingly inconsistent” with standard of care required); In re Mortgage & Realty Trust, 123
B.R. 626, 63 (Bankr. C.D. Cal. 1991) (“[iJndemnification is not conggent with
professonaism”); In re Drexel Burnham Lambert Group, 133 B.R. 13, 27 (Bankr. S.D.N.Y.
1991) (“[s]limply stated, indemnification agreements ar e inappropriate); In re Gillett Holdings,

Inc.,137 B.R. 452, 458 (Barkr. D. Colo. 1991) (“ertirely improper and unacceptable”) !

' But, see, In re Joan and David Halpern Inc., 248 B.R. 43 (S.D. N.Y. Barkr. 2000),
affd, S.D. N.Y. No. Civ. 00-3601 (Dec. 6, 2000) (2000 WL 1800690).
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The retention of afinancia advisor, or other professional, by atrustee or adebtor in
possession performing the roleof trustee,? is not a matter of right. The permission of the court
must be sought. Only “with the court’ sapproval” may the debtors “employ one or more
attorneys accountarts, appraisers auctionee's, or other professional persons *** to represent or
assist the trustee in carrying out the trustee’ sdutiesunder thistitle.” 11 U.S.C. § 327(a). The
court “may *** authorize the employment of a professond person under section 327 *** on any
reasonableterms and condtions of employment ***.” 11 U.S.C. § 328(a).

Approva of professional service contracts under sections 327 and 328 is aserious
process. The application must thoroughly disclose al of the terms of employment. Fed. R.
Bankr. Pro. 2014(Q). Id. See, also, Land v. First Nat'l Bank of Alamosa (In re Land), 943 F.2d
1265, 1266-67 (10" Cir. 1991) (summarizing the scrutiny of professional service payments). The
applicant must affirmativdy establish the professional’s qualifications, In re Interwest Business
Equipment, Inc., 23 F.3d 311, 318 (10th Cir.1994), and bears the burden of proving that the
terms and condtions of regention are reasonable, Zolfo, Cooper & Co. v. Sunbeam-Oster Co.,
Inc., 50 F.3d 253, 259 n. 5 (3d Cir. 1995). Anactive judicid scrutiny of the proposed retention
agreement isrequired, inasmuch asany order by the “court to compensate the approved
professonal [will come] fromthe funds of the barkrupt debtor.” Baehr v. Touche Ross & Co. (In

re Philadelphia Mortgage Trust), 930 F.2d 306, 309 (3d Cir. 1991). Under the Bankruptcy

2 Wherethe debtor’ s management continues to run the insolvent bus ness under court
supervision ina Chapter 11 case the debtor in possession mug perform the duties of a trugee.
11 U.S.C. § 1107(a).
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System, both the areditors’ and the United States Trustee* may question adebtors employment
application. But, even in the absence of objections the courtshave anindependent duty to
review employment requests.® A termor condtion of employmert isnot “reasonable,” for
purposesof § 328, simply because the parties agreed to it, or becauseit is nat illegal under Stae
law outside of the bankruptcy context. See NBI, Inc. supra.

C. Indemnification Provisions Are Inherently Inconsistent With The Professional
Role of The Financial Advisors.

"Exculpatory contracts are not favored by the law because they tend to allow conduct

below the acceptable standard of care." Yauger v. Skiing Enterprises, Inc., 206 Wis.2d 76, 81,
557 N.W.2d 60, 62 (1996). See, also, e.g., 4 to Z Applique Die Cutting, Inc. v. 319 McKibbin

St. Corp., 232 A.D.2d 512, 649 N.Y.S.2d 26 (N.Y. A.D. 1996) (lease provision shielding

3 Unfortunately, in many cases the theory of "[c]reditor control in bankruptcy cases

isamyth. Creditors teke little interest in pursuing abarkrupt debtor. They are unwilling to
throw good morey after bad.” H.R. Rep. No. 95-595, at 92 (1977), reprinted in 1978
U.S.C.C.A.N. 5963, 6053 (footnote omitted).

4

United States Trustees are officias of the Department of Justice appointed by the
Attorney Generd to supervise the administration of bankruptcy cases and trustees. See, 28
U.S.C. 88 581-589 (specifying the powers of United States Trustees); United States Trustee v.
Columbia Gas Sys., Inc. (In re Columbia Gas Syst., Inc.), 33 F.3d 294, 296 (3d Cir. 1994)
(United States Trustees oversee the bankruptcy process, proted the public interest, and ensure
that barkruptcy cases are conducted according to law)(citing H.R. Rep. No. 95-595, 109 (1977));
United States Trustee v. Revco D.S., Inc. (In re Revco D.S., Inc.), 898 F.2d 498, 499 (6" Cir.
1990) (“[t]he United States trustee, an officer of the Executive Branch, represents *** [the]
public interest”).

> Cf., Matter of Kirkpatrick & Lockhart (In re Busy Beaver Building Centers, Inc.),
19 F.3d 833, 841 (3d Cir. 1994) (the “bankruptcy court has a duty to review fee applications,
notwithstanding the absence of objections by the United States Trustee, creditors, or any other
interested party, aduty *** which *** derives from the court'sinherent obligation to monitor the
debtor's estate and to serve the public interest.”); In re Interwest Business Equipment, Inc., SUpra,
23 F.3d at 316.
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landlord negligence void as against public policy); Borg-Warner Ins. Fin. Corp. v. Executive Park
Ventures, 198 Ga.App. 70, 400 S.E.2d 340 (Ga. App. 1990) (lease provision shielding tenant
negligence void as against public policy).

*** |t isnot the rule that any agreement by any person which assumes to place another

person at the mercy of hisown faulty conduct isvoid as against public policy. ***

However, thelav does not ook with favor on provisionswhich relieve one from liability

for his own fault or wrong ***.

17 Am. Jur. 2d, Contracts 8 297 & n.72 (1991).

Where professond services are at issue, the arrangement cannot be regarded as a purely
commercial one. A “profession” is a*“vocation or occupation requiring special, usually advanced,
education, knowledge, and skill; e.g. law or medical professions.” Black’s Law Dictionary 1089
(5thed. 1979). A professiona person is charged with exercising a specia degree of careinthe
discharge of hisor her work, reflecting that special attainment.? For anticipated profesdonal
conduct, a higher calling, requests to be excused the consequences of negligence are viewed as
unseamly. “It istacky, to say the least, for a professonal to hide behind sucha clause.” In re
Healthco Int'l., Inc., 195 B.R. 971, 987 (Barkr. D. Mass 1996) (financial advisory services).’

In the legal profession, it has long been accepted that it is inappropriate for a professional

to accept any form of indemnification fromitsclient. The profession’ srules of ethics prohibit

attorneysfrom accepting indemnity in connection with professional services. Model Code of

® See e.g., Johnson v. State, 37 S.W. 3d 191 (Ark. S. Ct. 2001) (policemen); Dayton
Bar Ass'n v. Baker, 711 N.E.2d 661 (S.Ct. Ohio) (per curiam) (lawyexrs); Jerry Clark Equipment,
Inc. v. Hibbits, 612 N.E. 2d 858, 863 (Ill. App. 5th Dist. 1993) (accountants); French Drug Co.
v. Jones, 367 S0.2d 431 (SCt. Miss.1978) (druggigs).

" In Healthco, the court expressly agreed with the bankruptcy cases, supra, refusing to
approve indemnification clauses. 195 B.R. at 987 & n. 64. The court distinguished between
bankruptcy gpproval and judicial enforcement of a prepetition agreement.
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Professional Responsibility DR 6-102; Mode Rules of Professional Conduct Rule 1.8(h); see also
In re Mortgage & Realty Trust, 123 B.R. 626, 630 (Bankr. C.D. Cal. 1991) (“ethicsrules
prohibit an attorney from obtaining an indemnity from a client in connection with professional
services”). Under the Modd Code of Professional Responsibility DR 6-102, alawyer is
prohibited from even attempting “to exonerate himsdf from or limit hisliability to his client for his
personal malpractice.” See, also, e.g., Porubiansky v. Emory Univ., 156 Ga. App. 602, 275
S.E.2d 163 (Ga.App. 1980), aff’d sub nom. Emory University v. Porubiansky, 248 Ga. 391, 282
S.E. 2d 903 (S. Ct. Ga 1981) (dertists). Cf., Valhal Corp. v. Sullivan Assocs., Inc., 44 F.3d
195, 202-04 (3d Cir. 1995).°

Financia advisorswho hold themselves out to be professonas, and who are subject to the
same standards of scrutiny under 88 327 and 328, must be subjected to smilar strictures. The
degree of learning and skill brought to their task issimilar. Aswith other professional negligence,
afinanad advisor's midakes will often engender serious injuries; they can cause serious losses to
the estate and evenforce aliquidation. See, e.g., In re Merry-Go-Round Enterprises, Inc., 244
B.R. 327, 330-31, 333 (Bankr. D. Md. 2000) (acoounting firm retaned in chapter 11 caseto
provide services to the debtor as a “turnaround specialist,” settles negligence, malpractice, fraud
and fraudulent concealment suit brought by the estate for $185 million); Billing v. Ravin,

Greenberg & Zackin, P.A., 22 F.3d 1242 (3d Gir. 1994) (professional accused of malpractice for

8 Valhal, anon-bankruptcy casg, illustratesthe judicia hesitation to approve the

efforts of professonasto immunize themsalves from the consequences of their negligence. The
court enforced an excul patory clause, but only because (@) the case involved a metter of private
contract with no public interest implicaed; (b) the parties were presumed to have equal
bargaining power (architect/developer contract); (¢) no fiduciary obligation was involved; and (d)
the provision at issue was only a limitation of liability and not a comprehensive i ndemnification.
None of those conditions are present here.
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failing to perform a number of duties); Southmark Corp. v Coopers & Lybrand (In re Southmark
Corp.), 163 F.3d 925, 928 (5" Cir. 1999) (unsuccessful multimillion dollar mal practice action
against accourtants).

In voiding an exculpatory clause drafted by afinancial advisor, the court in Erlich v. First
Nat'l Bank of Princeton, 208 N.J. Super. 264, 288 505 A.2d 220, 233 (N.J. Super. L. 1984),
concluded:

Unlike doctors and lawyers, who are self-regulated, investment adviserswho hold

themselves out to the public ashaving spedal knowledge and skill are not self-regulated.

This distinction does not justify a holding that they may contractually excul pate themselves

from negligent advice. ***
Accordingly, there is no reason to treat professionalsdifferently under section 327 of the Code.
In this case, PJSC should be “entitled to no more *** protection than that afforded to other
professionals employed by the Debtor,” such as attor neys, and therefore it should not be
authorized to obtain indemmification in advance . In re Gillett Holdings, Inc., 137 B.R. 452, 458
(Bankr. D. Colo. 1991). See, also, Realty Trust, 123 B.R. a 630-31; In re Drexel Burnham
Lambert Group, 133 B.R. a 27.

Under Section 327 of the Code, a professional can be employed only if itsretention is
necessary. If the debtors can perform those duties without assistance, it isimproper to retain a
professonal. Boldtv. United States Trustee (In re Jenkins), 130 F.3d 1335, 1341 (9" Cir. 1997)
(“ Section 327 alows trustees to hire professionalsto perform services requiring special expertise
beyond that expected of an ordinary trustee ***.”). Given that professionals provide impor tant
services, the bankruptcy system must ensure those “professonds would be especidly diligent in

making sure that they meet the standard of care for exercising their expertise in their work in the

case.” Realty Trust, 123 B.R. & 631. Sinceallowing indemnification clauses could tend to
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encourage professionalsto ignorethis sandard of care, and would impair the ability of their
debtor clients to recover on behalf of the creditorsif the professional failsto perform its duties,
courts should prohibit indemnification of professionals.

Substantial support for this conclusion is drawn from courts refusal to allow securities
underwriters to enter into indemnification contracts with their issuer clients. Eichenholtz v.
Brennan, 52 F.3d 478, 484-86 (3d Cir. 1995) (court refused to uphold an indemnification
contract because indemmification is inconsistent with the policies underlying the securities laws
even though the provision did not violate any express statutory provision); Gillman v. Continental
Airlines (In re Continental Airlines), 203 F.3d 203, 216 (3d Cir. 2000) (citing Eichenholtz with
approval). See, also, Globus v. Law Research Serv., Inc., 418 F.2d 1276, 1288 (2d Cir. 1969),
cert. denied, 397 U.S. 913 (1970) (refusing to allow indemnification of anundewriter for
reckless misconduct).

In Eichenholtz, severd defendarts settled a securities class action suit. Eichenholtz, 52
F.3da 479-81. As part of the settlement agreement, the district court extinguished provisonsin
four contracts through which the securities issuer had granted indemmification rights to an
underwriter that had not agreed to the class action settlement. Id., 479-81, 484-86. The court of
appeals affirmed. Before reaching the contractual question, the Third Circuit rejected the
underwriter’ sargument that the securitieslaws gaveit animplied right of action to obtain
indemnification fromthe issuer. Id., at 483-84. The court refused to find such aright because
the securities laws are not primarily drafted to “protect the underwriters, but rather [to] protect

invedors.” Id. a 483. Thecourt held that indemnifying underwriters served no valid public
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purpose because it would be “the underwriters, not the victims, who [would] seek
indemmification.” Id. at 483-84.

The Third Circuit relied upon the same policy considerationsin refusing to uphold the
underwriter’s contractua right to indemnification. Id. at 484-86. |n four separate agreements,
the issuer had contractudly agreed to indemnify the underwriter “ from any and all loss, liability,
clams, damage, and expensearising from any materid misstatement, untrue statement, or
omission.” Id. at 484. Thisincluded the underwriter’s “negligent *** performance of its duties.”
Id. The court refused to sanction these contracts because they undercut the underwriter’s
incentive to performits duties competently. Id. at 484-86.

The court noted that “[t] he underlying goal of securitieslegidation is encouraging
diligence and discouraging negligence in securities transactiors.” Id. at 484. It held “[t]hese
goals areaccomplished by exposing issuers and underwritersto the substartid hazard of liability
for compensaory damages.” Id. (intemal quotation merks omitted).’ Thisis so because “an
underwriter indemnification provison ** * would effectively eliminate the underwriter’ sincentive

to fulfill its” duties. Id. at 485. Because “contractud indemnification” “allows an underwriter to

° Accord, Globus, 418 F.2d at 1288 (citing the “'in terrorem effect' of cvil
liakility”). Asthe Globus court noted, prohibiting the indemnification of underwriters:

enaures that an underwriter will not be ableto increase the issuer'sliability while totaly
avoiding any inury to himself. In both instances, the proper purposeof the Ad isto
encourage diligence, investigation and compliance with the requirements of the statute by
exposing issuersand underwriters to the substantial hazard of liability for compensatory
damages.

Id. at 1289.
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shift its ertire ligbility to the issuer,” it impermissibly diminishesan underwriter’s incentive to
performits duties and cannot be uphdd. 7d.

The logicof Eichenholtz fully applies to bankruptcy professionals. Like underwriters,
bankruptcy professonas are hired to assist their clientsin their dealings with third parties who
“depend” on the profesionals work.”® The“incentive” of bankruptcy professionals to
accomplish their important tasks would be just as“effectively diminated” if they could obtain
indemnification as would that of anunderwriter.

For these reasons, bankruptcy professionals “may not absolve themselvesof such a broad
range of potential liability or responsibility for their own actions.” Gillett, 137 B.R. at 458. This
appeal should not construed to be directed against PISC, in particular, among professional
financial advisors. Rather, “[s]imply stated, indemnification agreements are inappropriate.”
Drexel, 133 B.R. at 27.

D. INDEMNIFICATION PROVISIONS ARE ESPECIALLY INAPPROPRIATE IN

COURT-SUPERVISED BANKRUPTCY ACTIVITIES.

As shown above the indemnity, Indemnification Provisions requested by PJSC should be
disallowed because of the judicid policies respecting the gandards of conduct demanded from
professionals. Those Indemnity Provisions should also be voided on the independent basis that
PJSC'’ s provision of services as a professional financial advisor to the debtors in a bankruptcy

proceeding imbues the firm with special legal and public duties.

19 Indeed, the position of the creditors would render the logic of Eichenholtz even
more compelling in the bankruptcy context. Unlike the typica public investor, the creditor in a
bankruptcy proceeding is not there voluntarily and is not choosing to rely upon the financial
advisor's advice.
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“[A] contract for exemption from ligbility for negligence isvoid and unenforceableif it is
violative of law or contrary to some rule of public policy ***." 17A C.J.S. Contracts § 262 at p.
268. Public policy considerations bar such arrangements "in the performance of alegal duty or a
duty of public service, or where a public interest isinvolved or a public duty owed, or, when the
duty owed is a private one, where public interest requires the performance thereon." 1d., at pp.
270-71. Or, as the court in Rosenthal v. Bologna, 211 A.D.2d 436, 437, 620 N.Y .S.2d 376, 377
(N.Y. A.D. 1995) (citation omitted) explained,

*** Contractual clauses which purport to exculpate a party from liability for his own

negligence are disfavored, and invite closejudicial scrutiny. Normally, such excul patory

agreements will be upheld in a purely commercial setting, or where voluntary nonessertial
social activitiesare freely engaged in by conserting parties. ***

Needless to say, the savices of the finandal advisor inthis case camot be described as
“nonessertial.” If the services are not essertial, they should not be sought by the debtors nor
approved by the Court — either with or without indemnification provisions. This dispute thus
addresses the reasonable contractual parameters for indispensable, professional services required
to maximize the chances for continued fisca viabhility.

Nor can it beremotely sad that PJSC will be providing itsservices in a*“purely
commercial stting.” Inacommercid tting, the parties would not be submitting the retertion
agreement to a federd court for amandatory, independent review of itsreasonableness. This
transaction is submitted for sanction in the extremely regulated environment of Chapter 11
reorganization.

Bankruptcy fiduciaries have aways been held to particularly high standards of honesty and

loyalty. See, gererally, Woods v. City Nat'l Bank & Trust Co., 312 U.S. 262, 278 (1941)

(trustees); Mosser v. Darrow, 341 U.S. 267 (1951) (same). See, also, Meinhard v. Salmon, 249
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N.Y. 458, 464, 164 N.E. 545, 546 (1928). As Chief Judge Cardozo explained in Meinhard,
“Im]any forms of conduct permissble inaworkaday world for those acting at arm' s length, are
forbidden to those bound by fiduciary ties.” Id. 1ntheworkaday world of solvent companies, it
may be appropriate for some companies to bestow indemnity on their professionals. But, ina
bankruptcy proceeding, it isimproper for a provider of professional services, seeking court
approval under 8327, to seek ablank check that may wind up beng dravn onthe bank accounts
of itscreditors.

In the course of enacting the Bankruptcy Reform Act of 1978, the legidlators explained:

The practice in bankruptcy is different for severd reasons.  First, thereis apublic
interest inthe proper adminidration of bankruptcy cases. Bankruptcy is anareawhere
there exists asignificart potential for fraud, for sdf-dealing, and for diversion of funds. In
contrast to general civil litigation, where casesaffect only two or a few paties & mog,
bankruptcy cases may affect hundredsof scattered and ill-represented creditors. In
general civil litigation, a default by one party is relatively insignificant, and though judges
do attempt to protect parties rights, they need not be active participantsin the case for the
protection of the public interest in seeing disputes fairly resolved. In bankruptcy cases,
however, active supervison isessentid. Bankruptcy affectstoo many peopleto allow it
to proceed untended by an impartial supervisor.

H.R. Rep. No. 95-595, at 88 (1977), reprinted in 1978 U.S.C.C.A.N. 5963, 6050 (footnotes
omitted). Cf., Gunter v. Ridgewood Energy Corp., 223 F.3d 190, 191-92 (3d Cir. 2000)
(requiring digtrict courtsto engagein a thorough and independent review of fee requedts in
common fund cases).

Perhapsprior to seeking the substantial protections afforded abankrupt, neither debtors
nor their officersand directors owed any specid duty to their corporations’ creditorsin
determining how much to pay their professonals. See, e.q., C-T of Va., Inc. v. Barrett, 124 B.R.
689, 692-93 (W.D. Va 1990) (under Ddaware law, directorshave no specia duty to their

creditors); Simons v. Cogan, 549 A.2d 300, 304 (Del. 1988) (under Delaware law, directors owe
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no special duty to debentureholders). But thistotally changed whenthe debtor sought protection
under Chapter 11 of the Bankruptcy Code. In becoming a debtor in possession, Furr’s accepted
the mantleof fiduciary, thereby obligating itself to perform its dutiesin the way that best serves
the interests of its creditors. CFTC v. Weintraub, 471 U.S. 343, 355 (1985) (holding debtorsin
possession have afiduciary duty to their creditors); Official Comm. of Unsecured Creditors of
United Healthcare Sys., Inc. v. United Healthcare Sys., Inc. (In re United Healthcare Sys., Inc.),
200 F.3d 170, 177 n.9(3d Cir. 1999), cert. denied, 530 U.S. 1204 (2000) (applying Weintraub
and 11 U.S.C. §1107(a) to hold“a debtor-in-possessonisa fiduciary for its edate and its
creditors’).

“Indeed, the willingness of courts to leave debtors in possession ‘is premised upon an
assurance that the officers and managing employees can be depended upon to carry out the
fiduciary respongibilities of atrustee’” Weintraub, 471 U.S. & 355 (quoting in part Wolf'v.
Weinstein, 372 U.S. 633, 649-52 (1963)). Debtors in possession must paformtheir duties more
carefully than entities who arenot in bankruptcy becausetheir actionsare morefraught with risk.
If asolvert corporaiontakesriks, onyitsowners normally bear the loss of a rash or
improvident decision. Simply by being in bankruptcy, it is a given that the debtors cannot or may
not be able to meet al anticipated financial obligations. Accordingly, alost wager, which might
hurt only a solvent company’s owners, will hurt innocent third partiesin chapter 11 cases - the
debtors lawful creditors. When a company filesfor bankruptcy, it must recognize it is no longer
playing with the house’s money. It's now gambling with the creditors .

For thesereasons the lav requires debtors in possession to consider not whether they are

willing to take arisk but whether taking that risk could adversely affect creditors. Inasmuch as
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they are fiduciaries, they must now “exercise control” over the “management” of the company in a
way that fairly protects the interests of the estates' creditors. Weintraub, 471 U.S. at 356
(debtor in possesson must manage attorney-client privilege in away that is consistent with the
“obligationto treat all parties, not merely the shareholders, fairly”). This meansthe debtor in
possssonisrequired to saidy itself that it isacting fairly to the creditors beforeit seeksto
bestow indemmification upon PISC. Everett v. Perez (In re Perez), 30 F.3d 1209, 1214 (9" Cir.
1994) (chapter 11 debtor must satisfy itsalf that cramdown is proper before so certifying to the
court). Thedebtor in possession in thiscase has failed to meet that reguirement.

It isimportant to bear inmind that potertial negligence claims aganst a finand al advisor
would be property of the estate. 11 U.S.C. §541(a) (7). Absent the promise of indemnification,
debtors in possession would have afiduciary duty to seek recovery, for the benefit of its creditors,
from a negligent financial advisor for that loss. See, generally, Integrated Solutions, Inc. v.
Service Support Specialities, Inc., 124 F.3d 487, 491 (3d Cir. 1997); Billing v. Ravin, Greenberg
& Zackin, P.A., 22 F.3d 1242 (3d Cir.), cert. denied, 513 U.S. 999 (1994); In re Thompson, 116
B.R. 679, 682 (Bankr. W.D. Ark. 1990). Inasmuch asestate property may be sold only when an
estae’ screditors will benefit, the law imposesa fiduciary duty upon debtors in possession to
conserve clams and commands themto take necessary affirmative actions to realize upon such
claims for the berefit of their creditors. In re Marvel Entertainment Group, Inc., 140 F.3d 463,
474 (3d Cir. 1998) (“among the fiduciary obligations of adebtor-in-possession is the*duty to
proted and conserve property initspossessonfor the bendit of areditors™) (quoting in part In
re lonosphere Clubs, Inc., 113 B.R. 164, 169 (Barkr. S.D.N.Y. 1990)). See, also, Hartford

Underwriters Ins. Co. v. Union Planters Bank, N.A., 530 U.S. 1, 12 (2000) (noting that a trustee
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- and thus by inference a debtor in possesson - must pursue a claim under 11 U.S.C. 8§ 506(c)
because “the trustee is obliged to seek recovery under the section whenever his fiduciary duties so
require”). Indeed, not only would the debtor in possession "have a strong incentive to pursue”
such claims, "but both the trustee and the debtor in possesson havea fiduciary duty to pursue
viable 8 506 claims that would benefit the estate.” Ford Motor Credit Co. v. Reynolds &
Reynolds Co. (In re JKJ Chevrolet, Inc.), 26 F.3d 481, 485 (4" Cir. 1994)."* The debtor in
possession in this proceeding, by agreeing to the indemnification provisons sought by PJSC, is
failing in this regard.

Bankruptcy does not allow a debtor in possession to give up apotentidly vauable clam
when the deltor has noidea what it might be worth. To the contrary, to ensurethat estate
property is sold only for full value, al sales are conditioned upon “ notice, a hearing, and a court
determination that the [sal€] is in the best interests of the estate.” Northview Motors, Inc. v.
Chrysler Motors Corp., 186 F.3d 346, 350-51 (3d Cir. 1999) (congtruing 11 U.S.C. § 363). This
isnot a casewhere a debtor warts to sd| an asset after it hasextensively marketed it, appraised it,
and solicited bids. Here, the debtor in possession proposes to give up aright to seek a recovery
for its creditors with no notion of what tha right might be worth. The indemnification
arangements are thus objectionable not only because they encourage a dandard of carethat is
inconggent with aninvesment barker’s fiduciary obligaions to the creditors; the indemnification
provisions are aso inconsstent with the obligations of the debtor in possession regarding the

prudent management of esta e property.

t Cf. Myers v. Martin, 91 F.3d 389, 394 (3d Cir. 1996) (“it is thetrustee' sduty to
both the deltor and the creditor to realizefromthe estate dl that is posghle for distribution
among the creditors”) (quoting 4 Collier on Bankruptcy Y 704.01 15th ed. 1993).
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Conclusion

The United States Trustee respectfully requests that the employment application for PJISC
be denied until and unless PJSC provides the additional information requested herein and
otherwise complies with the requirements for retention under 11 U.S.C. § 327(a) and further
complieswith the provisons of 11 U.S.C. 88 330 and 331 by providing detailed time records and
fee applications subject to review of the parties and goproval by the Court in thiscase asto
reasonableness of the feesrequested pursuant to 11 U.S.C. § 330. Further, the provisons
discussed above which do not comply with Bankruptcy Code requirements or seek to limit the
jurisdiction of the Court, should be voided. In particular, the Indemnity Provisons should be
voided in their entirety as being inconsstent with the fiduciary obligations of PJSC and the

Debtor-in-Possession.

Respectfully submitted,

BRENDA MOODY WHINERY
United States Trustee
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