IN THE UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF DELAWARE

I N RE: Chapter 11

| NTEGRATED HEALTH SERVI CES,
INC., et al.

Case Nos. 00-389 (MFW
t hrough 00-825 (MFW
Debt or s. (Jointly Adm ni stered Under
Case No. 00-389 (MFW)

N N N N e e

VEMORANDUM OPI NI O\

This case is before the Court on the Application of
Integrated Health Services, Inc. (“IHS’) and its affiliates
(collectively “the Debtors”) for an order approving a settl enent
agreenent reached with Dr. Robert N. Elkins, the current
Presi dent and Chi ef Executive Oficer of IHS, pursuant to which
Dr. Elkins will resign all positions with the Debtors and his
enpl oynment agreenent will be nodified. The Application is
opposed by the United States. After hearings held on Novenber 28
and Decenber 8, 2000, and briefing by the parties, we grant the
Debtors’ Application.

l. FACTUAL BACKGROUND

Dr. Elkins, a co-founder of |IHS, has been CEO and Chair nman
of the Board since 1986. He served as President from 1986 to
1994 and from 1998 to present. H s enploynent with the Debtors

is covered by an enpl oynent agreenment dated January 1, 1994.

! This Opinion constitutes the findings of fact and
concl usions of law of the Court pursuant to Federal Rul e of
Bankruptcy Procedure 7052, which is applicable to contested
matters pursuant to Rule 9014.



Subsequent to the bankruptcy filing, the Oficial Unsecured
Creditors’ Commttee (“the Conmttee”) suggested that Dr. ElKkins
shoul d be replaced with an executive with nore experience in
t urnar ound managenent and reorgani zations. After extensive
negoti ati ons anong the Debtors, the Comrittee, and Dr. Elkins, a
settl ement was achi eved which resol ved i ssues regarding the
term nation of Dr. Elkins’ enploynent agreenent, his clains
agai nst the estates, the clains of the estates against him his
relatives and affiliates, and the retention of Joseph Bondi as
Chi ef Restructuring Oficer for the Debtors.

The settlenent agreenent originally provided that:
(1) Dr. Elkins will resign all positions with the Debtors and be
pai d any sal ary and other obligations due through the closing
date; (2) Dr. Elkins will be subject to a one year non-conpete
with respect to all Debtors; (3) Dr. Elkins will consult with the
Debtors for 100 hours over the next year; (4) Dr. Elkins wll
wai ve all clains against the Debtors, including his sharehol der
interests; (5) the Debtors will pay Dr. Elkins $1,494,000 and
transfer certain personal property to him (consisting of artwork
worth over $1 million); (6) the Debtors will forgive | oans nade
to Dr. Elkins totaling over $34.5 nmillion and the Debtors wl|l
pay withhol ding taxes (approximtely $18.9 million) on the incone
realized by Dr. Elkins as a result of that forgiveness of debt;

and (7) the Debtors will release and indemify Dr. Elkins, his



relatives and affiliates? and will include those parties in any
rel eases or injunctions included in the plan of reorganization.
The Debtors filed an Application for approval of the
settlenent agreement with Dr. Elkins on July 27, 2000.
oj ections were filed by Buchanan/ SCC, Inc., the United States
Trustee (“the UST"), Robert MIIs and related parties, certain
tort claimants, and the United States. By the Novenber 17
hearing, all objections except the United States’ had been
resol ved and an anended settl enent agreenent had been fil ed.
That anmendnent provi ded additional benefits to the Debtors:
(1) Dr. Elkins will not receive the artwork worth over
$1 mllion; (2) Dr. Elkins and his wife will grant the Debtors an
option to acquire their interest in Mnarch for $1 at any tine
prior to the effective date of the Debtors’ plan of
reorgani zati on and the Monarch entities will not be included in
the rel eases; and (3) the termof Dr. Elkins non-conpete
agreenent will be three years.
At the conclusion of the Novenber 17 hearing we continued

the hearing to permt the Debtors to present additional testinony

2 The other released parties include Dr. Elkins’ spouse

her son, his nother, and the follow ng corporations in which

Dr. Elkins has an interest: PlatinumHealth Plan, LLC, Lifeway
Partners, LLC, RNE Skyview LLC, RNE Partners, LLC, Matrix Care,
LLC, Elkins and Ni chol son Investnent G oup; Integrated
Properties; Wods Drive, Inc.; and Commerce Drive, Inc. (“the

El ki ns Rel eased Parties”). Oiginally the releases included
Monarch LLC, MAC, Mnarch LP, Monarch Jacksonville and their
affiliates (collectively “Mmnarch”), but they were del eted as
part of the amendnment. The relationship of Dr. Elkins to each of
the Elkins Rel eased Parties and their relationship to the Debtors
I s described on Exhibit D 12.



in support of the settlenment.® The continued hearing was held on

Decenber 8, 2000.

1. JURI SDI CTI ON

This Court has jurisdiction over this core proceeding

pursuant to 28 U S.C. 8§88 1334 and 157(b)(1), (b)(2)(A), (B), (O,
(M and (O.

11, D SCUSSI ON

Settlenments are subject to approval pursuant to Rule 9019 of
t he Federal Rul es of Bankruptcy Procedure. They require the
Court to bal ance the value of the various clains by and agai nst

the estate that are sought to be conprom sed. Mers v. Martin

(ILn re Martin), 91 F.3d 389, 393 (3d Cir. 1996). The Court in

Martin recogni zed “four criteria that a bankruptcy court shoul d
consider in striking this balance: (1) the probability of
success in litigation; (2) the likely difficulties in collection;
(3) the conplexity of the litigation involved, and the expense,

i nconveni ence and del ay necessarily attending it; and (4) the

paranmount interest of the creditors.” 1d. (citing Inre

Nesham ny O fice Bldg. Assocs., 62 B.R 798, 803 (E. D. Pa.

® At the Novenber 17 hearing, the Debtors presented the
testimony of M. Bondi who had only recently been hired by the
Debt ors and had not been involved in the investigation of the
validity of the clainms of the Debtors and Dr. Elkins or the
negoti ated settlement. Therefore, his testinony was prem sed
| argel y on hearsay and advi ce of counsel.
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1986)). See also Protective Comm for |ndependent Stockhol ders

of TMI Trailer Ferry, Inc. v. Anderson, 390 U. S. 414, 424 (1968).

In approving a settlement the Court is not to determ ne that
the settlenent is the best that can be achi eved by the debtor.
“The responsibility of the bankruptcy judge . . . is not to
deci de the numerous questions of law and fact raised . . . but
rather to canvass the issues and see whether the settl enent

‘fall[s] below the |owest point in the range of reasonabl eness.

Cosoff v. Rodman (In re WT. Gant Co.), 699 F.2d 599, 608 (2d

Cir. 1983)(quoting Newran v. Stein, 464 F.2d 689, 693 (2d Cr

1972) .

The United States objects to the reasonabl eness of the
settlenent; it asserts that the benefit to Dr. Elkins of the
settl enent exceeds $54 mllion while the Debtors are getting
virtually nothing. Under the settlenment, Dr. Elkins is receiving
approximately $1.5 mllion in cash, the forgiveness of
$34.5 mllion in |loans and paynent of income taxes he owes of
$18.9 mllion. The United States asserts that the Debtors are
receiving precious little in return and that consequently the
settlenment is not reasonable. The Debtors dispute this, and at
t he hearings held on Novenber 17 and Decenber 8, 2000, they
presented testinony in support of the settlenent.

I n accordance with the standards for approval of
settlenments, we review the issues, w thout deciding them to
determ ne whether the settlenment falls “below the | owest point in

t he range of reasonabl eness.” Newran, 464 F.2d at 693.



A. Cash paynent of $1.5 million

The United States asserts that even the amount of the cash
paynment to Dr. El kins exceeds the anmount of any claimhe would
have if he were sinply term nated by the Debtors. Pursuant to
section 502(b)(7) of the Bankruptcy Code, any claimof an
enpl oyee for damages under an enpl oynent agreenent is limted to

one year’s salary. See, e.qg., Inre Visiting Nurse Ass’'n, 176

B.R 748, 751 (Bankr. E.D. Pa. 1995). Dr. El kins annual
conpensation is only $809, 935.°

The Debtors assert that the determ nation of Dr. Elkins’
claimis not so sinple. Dr. Elkins has asserted that sonme of his
clainms are not subject to the cap under section 502(b)(7) of the
Bankruptcy Code. For exanple, Dr. Elkins has asserted a clai m of
over $26.5 m|lion under the Supplenmental Executive Retirenent
Plan (“the SERP’) which he asserts is in the nature of retirenent
benefits and, therefore, not subject to the cap. See, e.q.,

Fol son v. Prospect Hill Resources (In re Prospect Hill Resources,

Inc.), 837 F.2d 453, 455 (11th Gr. 1988)(claimfor vested
retirement benefits is not subject to section 502(b)(7) cap); Ln

re lrvine-Pacific Commercial Ins. Brokers, Ins., 228 B.R 245,

248 (B.A- P. 9th Cr. 1998)(sane); In re Rexene Corp., 183 B.R

369 (Bankr. D. Del. 1995), rev'd on other grounds, 1996 W. 571545

(D. Del. 1996); In re CPT Corp., Bankr. No. 4-90-5759, 1991 W

* A though Dr. Elkins has a bonus provision in his
agreenent, there was no evidence that the Debtors woul d neet the
earnings threshold required for himto earn that bonus in 2000.
He received no bonus in 1999.



255679, at *4 (Bankr. D. Mnn. Nov. 26, 1991)(sane). Wile the
cases cited by Dr. Elkins may be distinguishable (since they did
not involve the termnation of an enpl oyee post-petition), the
Debt ors acknowl edge that there is at least a litigable issue that
may result in a claimby Dr. Elkins which substantially exceeds
the section 502(b)(7) cap or the anount provided in the
settl ement agreenent.

In addition, Dr. Elkins asserts a claimin excess of
$1 million as an adm nistrative clai mbecause he asserts that
part of his severance claimis based on services rendered by him

post-petition. See, e.qg., Inre Roth Arerican, Inc., 975 F. 2d

949, 952 (3d Cir. 1992); In re Allegheny Int’l, Inc., 118 B.R

276, 278 (WD. Pa. 1990); Craner v. Mammoth Mart, Inc. (lnre

Mammoth Mart, Inc.), 536 F.2d 950, 954 (1st Cir. 1976). The

Debtors disagree with that position, but they concede that the

issue is a contested one.

B. For gi veness of |l oans of $34.5 nmillion

The United States asserts that the forgiveness of the | oan
debt owed by Dr. Elkins to the Debtors ($34.5 nmillion) is clearly
excessive and not justified.

The Debtors respond that the | oan debt is not debt arising
fromthe rejection of an enpl oynent agreenent, but is a separate
debt arising under a program established to encourage the
Debt ors’ hi ghest paid executives to purchase stock in the

conpany. Even if it is viewed as part of Dr. Elkins enploynent



agreenent, the debt is not being forgiven as a result of the
settlenment, but is nerely a consequence of the term nation of the
enpl oynent agreenent. Under the terns of the notes thensel ves,
the loans to Dr. Elkins are forgiven over tinme according to a set
formula. If, however, Dr. Elkins is term nated w thout cause by
the Debtors, the loans are imediately forgiven in full. Unless
the Debtors are able to ternminate Dr. Elkins for cause,”® they

wi Il never be able to collect the loans fromhim Thus, the
Debtors assert that the debt owed by Dr. Elkins under the notes
is illusory, not collectable and its forgiveness does not affect

any material rights of the Debtors.

C. Paynent of $18.9 nmillion in w thhol di ng taxes

The United States argues that the Debtors’ agreenent to pay
$18.9 million in withholding taxes for Dr. Elkins is unreasonable
and is equivalent to paying that anount to Dr. ElKkins

The Debtors presented the testinony of Peter Elinsky from
KPM5G who stated that the forgiveness of the |oans of $34.5
mllion resulted in income to Dr. Elkins for which taxes of
approximately $18.9 mllion are due. M. Elinsky testified that
the Debtors are obligated to pay such w thhol ding taxes

i ndependently of Dr. Elkins. See, e.qg., 26 US.C. § 3403

> Under his enploynment agreenment, Dr. Elkins can be

term nated for cause only if (1) he is convicted of a felony

i nvol ving noral turpitude or (2) he commts willful gross neglect
or mi sconduct resulting in nmaterial economic harmto IHS unless
he believed in good faith that his actions were in |HS best

i nterests.



Al t hough the paynent of those taxes may benefit Dr. Elkins, the
Debtors’ failure to pay them woul d subject the Debtors to
possi bl e penalties and interest.

In addition, Dr. Elkins has asserted that, if the Debtors

pay the w thholding tax, they cannot seek contribution from him
(See Exhibit D13, a nenorandum of |aw dated Novenber 8, 2000,
fromDr. Elkins’ counsel supporting that position.) Wile the
Debtors do not concede this point, it is another litigable issue.
Even if the Debtors are correct and they can assert a claimfor
contribution against Dr. Elkins, they nay never collect it. As
not ed above, Dr. Elkins has asserted substantial clains agai nst
the Debtors (in excess of $40 mllion). He has also asserted
that he has the right to recoup or setoff those clains agai nst
any claimthe Debtors may have agai nst him including any claim
for contribution on account of the tax clains. Further,
Dr. Elkins, in his deposition and in a statenent (Exhibit US-1),
has stated that he does not have sufficient non-exenpt assets to
pay that tax obligation and the other tax obligations which wll
arise as a result of the |oan forgiveness.

Thus, the Debtors assert that they have an i ndependent
obligation to pay the w thholding tax and have no realistic
possibility of recovery fromDr. Elkins. Therefore, the Debtors
agreenent to pay the taxes as part of the settlenent does not
create any additional burden on the Debtors and avoids the

i mposition of post-petition penalties and interest.



D. Non- conpet e

The United States argues that the non-conpete provision of
the settlenent agreenent is really of no benefit because
Dr. Elkins is already bound by a non-conpete provision in his
exi sting enploynment agreenent. Although the enpl oynment agreenent
bars conpetition only with IHS, the United States asserts this is
all the Debtors really need since there is no evidence that
Dr. Elkins could conpete with the Debtors’ other businesses (such
as RoTech). Dr. Elkins has no experience in those areas, and he
has testified that he has no present intention to conpete agai nst
any of the Debtors.

The Debtors argue that the new non-conpete is broader than
that in the enploynent agreenent, since it covers all the
Debtors’ businesses, not just IHS, and is for three years instead
of one year. Although Dr. Elkins has had no experience in the
RoTech busi ness, the Debtors argue that he has proven able to
start a business fromscratch and build it into a |large
successful business, just as he did with | HS.

More significantly, however, the Debtors assert that there
is a danger that if they reject the enploynent agreenent with
Dr. Elkins (or do not fully performunder it), they will not be
able to enforce the non-conpete provision in that agreenent.

Dr. Elkins has cited cases which specifically provide that non-
conpete agreenents are not enforceabl e against a forner enployee
if the enployer has breached the enpl oynent agreenent. See,

e.q., Pollard v. Autotote, Ltd., 852 F.2d 67, 71 (3d Cr. 1989);
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McCann Surveyors, Inc. v. Evans, 611 A 2d 1, 3 (Del. Ch. 1987);

Know es-Zeswitz Miusic, Inc. v. Cara, 260 A 2d 171 (Del. Ch.

1969). Wiile those cases involve non-bankruptcy situations, the
Debtors assert that the Bankruptcy Code provision which pernmts
rejection or assunption of contracts generally provides that a
debtor may not retain the benefits of an executory contract,

while rejecting the onerous parts. See L.R S.C., Co. v. Rickels

Hone Centers, Inc. (Inre R ckels Hone Centers Inc.), 209 F.3d

291, 298 (3d Cir. 2000)(debtors nust reject executory contracts
in their entirety and cannot keep benefits while sheddi ng

obligations); Stewart Title Guar. Co. v. Od Republic Nat’|l Title

Ins. Co., 83 F.3d 735, 741 (5th Cr. 1996)(sane).

Wil e the Debtors could argue that rejection of the
agreenent and t he consequent all owance of a rejection damages
claimis sufficient consideration to permt enforcenment of the
non-conpete, Dr. Elkins nmay assert otherwi se and insist that the
Debtors must actually pay his clainms for severance before the
Court can conclude that there is consideration to support

enforcement of the non-conpete. See, e.qg., MCann Surveyors, 611

A 2d at 3 (to enforce a non-conpete agreenent, the court nust
find that it is supported by consideration or a substitute for
consi deration).

Even if the Debtors are not required to assunme or reject the
enpl oynent agreenent in whole (and can successfully extend the
time within which they nust make such a decision), the Debtors

assert they would still be required to pay Dr. Elkins' salary

11



during the period within which they seek to enforce the non-
conpete. At Dr. Elkins' current salary, that would be

$2.4 mllion.

E. Rel eases

As part of the settlement, the Debtors are rel easing clains
whi ch they may have agai nst Dr. Elkins and the Elkins Rel eased
Parties. (See Exhibit D-12.) The Debtors proffered the
testinony of their CFO, C Taylor Pickett, who stated that the
Debtors had dealings with only two of those entities and that the
Debtors are unaware of any clains they may have agai nst any of
the El kins Rel eased Parties. They also proffered the testinony
of Janes S. Feltman of Arthur Andersen, LLP (“AA"), the financi al
advisors to the Conmttee. M. Feltman testified that AA
anal yzed certain transactions between the Debtors and certain
affiliates of Dr. Elkins (including RNE Skyvi ew, one of the
El ki ns Rel eased Parties) and concluded that the estate did not
have clains resulting fromthose transactions.

The United States objects to the provision in the Order that
woul d rel ease clainms of any other entity against Dr. Elkins, not
just the Debtors’ clains. Specifically, the United States
objects to the release of any clains of third parties, including
the United States, against Dr. Elkins or the El kins Rel eased
Parties. The Debtors did not address this issue. It is clear
fromthe agreenent itself, however, that there is no present

rel ease of any clainms against Dr. Elkins or the Elkins Rel eased

12



Parties, other than clains which the Debtors or their estates may
have. The agreenent does require that the Debtors use reasonabl e
efforts to include Dr. Elkins in any release granted in the plan

of reorganization to the Debtors’ directors and officers. Since

t he approval of the settlenent agreenment does not itself grant

such a release, this i ssue need not be addressed at this tine.

V. CONCLUSI ON

Upon review of the settlenment agreenent as a whole, we
conclude that it is reasonable. The Debtors presented testinony
that they and the Commttee investigated the best manner for
termnating Dr. Elkins and retaining an experienced turnaround
executive. Since termnation for cause was not possible, the
alternatives were a termnation w thout cause or settlenent.

In either of the latter events, the debt owed by Dr. ElKkins
in the amount of $34.5 million would be automatically forgiven.
That forgiveness of debt would create taxable incone for
Dr. Elkins and taxes of $18.9 mllion. The Debtors would be
obligated to withhold taxes in that amount. It is uncertain
whet her Dr. Elkins would be legally obligated (or financially
able) to repay the Debtors for that tax paynent.

Further, on term nation of his enploynent agreenent,

Dr. Elkins would have a pre-petition claimagainst the Debtors of
at | east $810,000. He asserts he would have a claimin excess of
$40 million and an administrative claimbetween $1 nmillion and

$26.5 mllion.

13



The issues are conplex and it is unclear whether the Debtors
woul d be successful or could collect if they were. The expense,
delay and disruption to the Debtors caused by litigation with
their founder, CEO and president is significant. The Debtors,
Commttee and | enders support the settlenent; no other interested
party, except the United States, has opposed it. Consequently, we
conclude that the settlenent agreenent with Dr. Elkins is
reasonabl e.

An appropriate Order is attached.

BY THE COURT:

Dat ed: January 3, 2001

Mary F. Walrath
Uni ted States Bankruptcy Judge
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IN THE UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF DELAWARE

I N RE: ) Chapter 11
)

| NTEGRATED HEALTH SERVI CES, ) Case Nos. 00-389 (MW

INC., et al., ) t hrough 00-825 ( MFW
)

Debt or s. ) (Jointly Adm ni stered Under
) Case No. 00-389 (MFW)
ORDER

AND NOW this 3RD day of JANUARY, 2001, upon consideration
of the Application of the Debtors for an Order Approving an
Agreenment with Dr. Robert N Elkins, and the anendnent thereto,
and the Objection of the United States thereto, and after
briefing by the parties and a hearing, it is hereby

ORDERED t hat the Debtors’ Application is GRANTED, and it is

further

ORDERED t hat the settlenent agreenent, as anended, between

the Debtors and Dr. Robert N Elkins is hereby APPROVED.

BY THE COURT:

Mary F. Walrath
Uni ted States Bankruptcy Judge



SERVI CE LI ST

Janmes A. Patton, Esquire

Robert S. Brady, Esquire

Joel A Wiite, Esquire

Ednon L. Morton, Esquire

YOUNG CONAVAY STARGATT & TAYLOR, LLP
11t h Fl oor, One Rodney Square North
P. O Box 391

W | m ngton, DE 19899-0391

Counsel for Debtors

M chael J. Cranes, Esquire

Arthur Steinberg, Esquire

Marc D. Rosenberg, Esquire

KAYE SCHCOLER FI ERVAN HAYS & HANDLER, LLP
425 Park Avenue

New York, NY 10022-3598

Counsel for Debtors

Joanne B. WIls, Esquire

Steven K. Kortanek, Esquire

Maria Aprile Sawczuk, Esquire

KLEHR HARRI SON HARVEY BRANZBURG & ELLERS LLP
919 Market Street

Suite 1000

W m ngton, DE 19801

Counsel for the Oficial Commttee

of Unsecured Creditors

G enn Rice, Esquire

WIlliam Silverman, Esquire

OITERBOURG STEI NDLER HOUSTON & ROSEN, PC
230 Park Avenue

New York, NY 10169

Counsel for the Oficial Commttee

of Unsecured Creditors

M chael R Lastowski, Esquire

DUANE, MORRI S & HECKSCHER, LLP
1201 Orange Street, 10th Fl oor
W m ngton, DE 19801

Counsel for Buchanan/ SCC, |nc.

Richard W Wl fe, Esquire
4800 Nob Hi || Road

Fort Lauderdale, FL 33351
Counsel for Buchanan/ SCC, |nc.



Susan B. Morrison, Esquire

W LKES & McHUGH, P. A

Tanpa Conmons, Suite 800

One North Dal e Mabry Hi ghway
Tanpa, FL 33609

Counsel for Certain Tort C ai mants

Benjam n C. Ackerly, Esquire
Any K. Dilworth, Esquire
HUNTON & W LLI AVS

Ri verfront Plaza, East Tower
951 East Byrd Street

Ri chnmond, VA 23219-4074
Counsel for Robert MIIs

and rel ated parties

Ellen Slights

Assi stant United States Attorney
Chase Manhattan Center

1201 Market Street

Suite 1100

P. 0. Box 2046

W mngton, DE 19899-2046

J. Christopher Kohn, Esquire
James G Bruen, Jr., Esquire
Matt hew J. Troy, Esquire
Attorneys Civil Division

U S. DEPARTMENT OF JUSTI CE
P. 0. Box 875

Ben Franklin Station

Washi ngton, DC 20044

Daniel K. Astin, Esquire

Richard L. Shepacarter, Esquire
OFFI CE OF THE UNI TED STATES TRUSTEE
601 Wal nut Street

Curtis Center, Suite 950 West

Phi | adel phia, PA 19106



