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

IN RE: ) Chapter 11
)

CORAM HEALTHCARE CORP. and ) Case Nos. 00-3299 (MW

CORAM | NC. ) t hrough 00-3300 (MFW
)

Debt or s. ) (Jointly Adm ni stered Under
) Case No. 00-3299 (MFW)
OPI NI O\t

This case is before the Court on the request of Coram
Heal t hcare Corporation (“CHC') and Coram Inc. (“Corani and
collectively with CHC “the Debtors”) for approval of their Second
Joint Plan of Reorganization, dated August 1, 2001 (“the Second
Plan”). The Oficial Conmttee of Equity Security Hol ders of CHC
objected to confirmati on of the Second Plan. For the reasons set

forth bel ow, we deny confirmation of the Second Pl an.

FACTUAL BACKGROUND

A The Busi ness of CHC and Cor am

Through acquisitions in the md 1990's, the Debtors becane a
| eadi ng provider of alternative site infusion therapy services in
the United States. Infusion therapy involves the intravenous
adm ni stration of drug therapies for nutrition, anti-infection,

H V, blood factor, pain nanagenent, chenotherapy and ot her

1 This Opinion constitutes the findings of fact and
conclusions of law of the Court pursuant to Federal Rul e of
Bankrupt cy Procedure 7052, which is made applicable to contested
matters by Federal Rul e of Bankruptcy Procedure 9014.



conditions. The Debtors financed their acquisitions by amassing
| arge anounts of debt. As a result of that debt, the Debtors had

financial difficulties through much of the late 1990's.

B. Crow ey, Cerberus and the Debtors

In April 1997, Cerberus Partners, L.P. (“Cerberus”), Coldman
Sachs Credit Partners, L.P. (“CGoldman”) and Foothill Capital
Corporation (“Foothill” and collectively with Cerberus and
ol dman “t he Not ehol ders”) purchased unsecured Notes issued by
the Debtors with a face anount of $250 million. Cerberus,

Gol dman and Foothill acquired approxi mately 36% 45% and 19% of
the Notes, respectively. Subsequently, the Debtors agreed to
allow a principal of Cerberus, Stephen Feinberg (“Feinberg”’), to
represent the interests of the Notehol ders on the CHC board of
directors. Feinberg served as a director from June 1998 unti
July 24, 2000.

During 1998, Feinberg nmet David D. Crow ey, a turnaround
consultant wwth a focus in the healthcare field (“Crowey”). 1In
1998 or early 1999 Crow ey joined Cerberus’ “bench” of CEO
consultants, who are available to work for Cerberus with troubled
conmpani es on a project-by-project basis. In July 1999, Crow ey
and Fei nberg struck an oral agreenment by which Cerberus agreed to
pay Crow ey $80,000 a nonth plus expenses to serve as a

consultant to distressed conpanies in which Cerberus had a st ake.



Shortly thereafter, in August 1999, at the suggestion of
Cerberus, the Debtors hired Crow ey as a consultant to their CEQO
During the fall of 1999, the Debtors were experiencing
severe financial difficulties. As a result, their CEO resigned.

I n Novenber 1999, the Debtors executed a restructuring and

f or bearance agreenent with the Noteholders. As a condition to
that agreenent, the Debtors agreed to hire Crowl ey as their new
CEO. The Debtors began negotiating with Crow ey about the terns
of his enploynent agreenent, which the Debtors described as very
difficult because of Crowl ey’s conpensati on denmands.

On Novenber 12, 1999, while the negotiations with the
Debtors were still ongoing, Crowl ey sent a “Personal &
Confidential” letter to Feinberg, requesting additional
conpensation from Cerberus, in the formof incentive bonuses for
consul ting work he was doing on Cerberus’ behalf for other
di stressed conpani es. That additional conpensation was to be
paid in consideration for Crowl ey signing an enpl oynent contract
with the Debtors.

On Novenber 18, 1999, Crowl ey signed a three year enpl oynent
agreement with the Debtors. On Novenber 19, 1999, Crow ey
executed a Consulting Agreenent nenorializing his oral agreenent
wi th Feinberg and Cerberus (by which Cerberus agreed to pay

Crow ey $80,000 a nonth) and increasing the performance-based



bonus due to Crowl ey for his work on another distressed conpany,
W nterland Productions, Inc. (“Wnterland”).

Section 2.3 of the Consulting Agreenment with Cerberus states

that Crowey “will have such duties as are assigned or

delegated . . . by . . . Feinberg;” that he “will devote his
entire business tinme, attention, skill and energy exclusively to
t he busi ness of [Cerberus] (or any . . . Conpanies . . . to which

[he] is assigned by [Cerberus]);” and that he “w |l use his best
efforts to pronote the success of [Cerberus’] business (or the
busi ness of such . . . Conpany).”

Under section 6.3 of the Consulting Agreenent, Cerberus had
the right to termnate Ctow ey “for cause,” including Crowey’s
“failure to follow the reasonabl e instructions of
[ Cerberus] . . ., Feinberg, or the Board of Directors of [the
Debtors].”

Section 3.1 of the Consulting Agreenent states that
Crow ey’s salary “shall be reduced and offset . . . for any
directors fees, salary, consulting paynents, bonuses or other
cash incentive paynents that [Crow ey] may receive from any [ of

Cer berus’ business] other than [the Debtors].”



Nei t her Crowl ey, nor Feinberg (who was a director of the
Debtors at the tinme) disclosed the terns of the Consulting

Agreenment between Cerberus and Crow ey to the Debtors.?

C. Fi nancial Difficulties

Despite efforts to cut costs, the Debtors faced enornous
financial difficulties by the end of 1999. As a result, the
Debt ors began contenpl ating restructuring options and consul ted
wi th bankruptcy counsel. On June 9, 2000, the Debtors sold their
phar macy busi ness, generating approxinmately $38 million in net
cash proceeds. Those proceeds were used in part to pay down the
Debtors’ secured revolving line of credit, which had been
provi ded by the Noteholders. On July 14, 2000, the Debtors, at
the direction of Crow ey, nade a $6.3 mllion interest paynent in
cash to the Notehol ders for their unsecured Notes. Under the
terms of the Notes, the Debtors could have paid the interest
paynent “in kind,” i.e., by adding it to the outstanding
princi pal balance of the Notes. Crowley did not tell the board
of directors, or bankruptcy counsel, about the cash paynent to

t he Not ehol ders until after it had been nade.

2 Crowey testified that he did disclose to the Debtors
that he “had a relationship with Cerberus.” However, he,
Fei nberg and all the nenbers of the Debtors’ board of directors
testified that the terms of that relationship were not disclosed.



A few days later on July 24, 2000, Feinberg resigned from
the Debtors’ board of directors. On August 8, 2000, as a result
of their mounting financial difficulties, the Debtors filed
voluntary petitions for relief under chapter 11 of the Bankruptcy
Code. Since then, the Debtors have continued to operate their
busi nesses in the ordinary course of business as debtors-in-
possessi on pursuant to sections 1107 and 1108 of the Bankruptcy
Code. Crow ey has continued to serve as CEO of the Debtors.

As of the bankruptcy filing date, the Notehol ders were owed
in excess of $252 million and the trade creditors were owed
approximately $7.5 mllion. On August 22, 2000, the United
States Trustee appointed an Oficial Commttee of Unsecured
Creditors (“the Creditors’ Conmttee”). The Creditors’ Conmttee
includes two Notehol ders and one trade creditor. On Cctober 18,
2000, the United States Trustee appointed an Oficial Commttee
of Equity Security Holders to represent the interests of the

hol ders of CHC commobn stock (“the Equity Comittee”).

D. First Plan of Reorgani zation

On the petition date, the Debtors filed their First Joint
Pl an of Reorgani zation (“the First Plan”). The First Plan
provi ded for the cancellation of all sharehol der interests and
t he i ssuance of the stock of the Debtors to the Notehol ders. The

First Plan proposed paying the rest of the general unsecured



creditors $2 million. The First Plan was supported by the
Not ehol ders and the Creditors’ Conmttee but was opposed by the
Equity Comm tt ee.

I n Decenber, 2000, a hearing was held over five days to
consider confirmation of the First Plan. During discovery
related to those hearings, the terms of Crow ey’s Consulting
Agreement with Cerberus were revealed for the first tine.

At the conclusion of the confirmation hearings, we found
that Crowl ey’s Consulting Agreenent with Cerberus created an
actual conflict of interest on his part. W further held that
the conflict of interest “has . . . tainted the Debtors’
restructuring of its debt, the Debtors’ negotiations towards a
pl an, even the Debtors’ restructuring of its operations.”

(Dec. 21, 2000 N.T. at p. 88.) W concluded that “the ultinmte
fairness of the process in bankruptcy is a paranount principle to
be protected by the Bankruptcy Court” and that that process had
been tainted by Crowey’s conflict of interest. (ld. at p. 87.)
As a result, we concluded that we were unable to find that the
Debt ors had proposed their plan in good faith in accordance with
section 1129(a)(3) of the Bankruptcy Code and, accordingly,

denied confirmation of the First Plan.?3

® The Equity Commttee had al so opposed confirmation of the
First Plan on the basis that the Debtors were underval uing their
enterprise worth and that there was equity for sharehol ders.
Al t hough we expressed sone doubt as to the Equity Conmittee’s
val uation testinony, we did not address this issue since we
concl uded that the Debtors’ Plan was unconfirnable at any rate.
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E. The Goldin Report and the Special Conmmittee

Fol | ow ng denial of confirmation of the First Plan, the
Debtors created a special commttee of independent directors
(“the Special Conmittee”). The Special Conmttee appointed
Harrison J. Goldin of Goldin Associates, L.L.C. (“Goldin”), a
financial advisory firmspecializing in distressed situations, to
performan inpartial evaluation of the Debtors’ affairs,

Crowl ey’s relationship with Cerberus, and other issues relating
to confirmation of a plan.

On February 26, 2001, we granted the Debtors’ notion to
retain Goldin to investigate the extent of CGtowey' s conflict of
interest and the damage, if any, which was done to the Debtors as
aresult. At that tinme, we also directed the parties to stay
litigation between thenf and directed that Goldin attenpt to
medi ate a pl an.

After his investigation, Goldin circulated to the parties a
draft report and solicited comments in June, 2001. On July 11,
2001, ol din issued his final report (“the Goldin Report”).

Again, this was circulated to the parties, but not filed with the
Court. The Goldin Report concluded that:
1. Crowl ey and Fei nberg shoul d have di scl osed the

full extent of the Crow ey/ Cerberus relationship
to the Debtors’ other directors and officers and

4 The Equity Commttee had filed a Mdtion seeking authority
to prosecute an action inter alia against Crow ey for breach of
fiduciary duty.




the failure to do so was a breach of their
respective fiduciary duties.

2. There was no evidence that the Debtors’ books and
records were conprom sed or materially inpaired by
Crow ey’s conflict of interest.

3. There was no evidence that Crowl ey or Feinberg
i ntended or expected that Crowl ey woul d seek to
advance Cerberus’ interests to the detrinent of
t he Debt ors.

4. There was no evidence that Cerberus (or the other
Not ehol ders) ever instructed Crow ey to act
contrary to the Debtors’ interests.

5. Crowl ey did advance the interests of Cerberus at
t he expense of the Debtors by making the $6.3
mllion cash paynent to the Notehol ders on
July 14, 2000, at a tinme when the Debtors’ cash
was | ow and a bankruptcy filing was under active
consi deration. Nonetheless, Goldin concluded that
t he cash paynent did not affect the Debtors’
sol vency, the Notehol ders’ position vis-a-vis
other creditors or inpact other creditors.

6. The Debtors did suffer damages caused by the
undi scl osed conflict of interest, nanely, the
prof essional fees ($5 to $6 mllion) and possible
busi ness | osses ($7 to $9 mllion) resulting from
the Debtors’ inability to obtain confirmation of
the First Plan.

7. Crow ey’ s bonus conpensati on under his agreenent
with the Debtors should be reduced by $7.5
mllion, resulting in Ctow ey receiving a $5.9
mllion bonus in addition to his base salary of
$650, 000.

F. The Second Pl an of Reorgani zation

The Special Commttee, after consultation with Goldin,
determned to incorporate Goldin’ s recomendations into a revised
pl an of reorganization. Under the Second Pl an, the Notehol ders

will again receive all the equity in CHC. The Second Pl an



provi des that Crow ey’ s conpensation will be reduced as
recomrended by the Goldin Report. The Second Pl an al so provides
that the shareholders will receive a distribution of $10 mllion
in cash so long as their class votes in favor of the Second Pl an
and the creditors do not object to confirmation on the basis of
the absolute priority rule.

The sharehol ders did not, however, accept the Second Pl an by
the percentages required by the Code. Once again, the Equity

Conmi ttee opposed confirmation of the Plan.?®

G Second Pl an Confirmati on Heari ng

Hearings to consider confirmation of the Second Plan were
hel d on seven days over the past two nonths. M. CGoldin
testified regarding the focus and scope of his exam nati on.
Specifically, he limted his investigation to events prior to the
confirmation hearing in Decenber, 2000. He did not investigate
any of the activities of the Debtors since that tine.
Significantly, he did not determ ne whether Crowl ey continued to
recei ve conpensation under the Cerberus agreenent. He did not
ask and no one disclosed that fact. Nor did Goldin determ ne

whet her there was any ongoing harmto the Debtors by the

> The Oficial Committee of Unsecured Creditors appointed
in the Coram Resource Network, Inc. (“R-Net”) case al so objected
to confirmation. That objection was resolved by the agreenent of
the Debtors that confirmati on of the Second Pl an woul d not
rel ease any claimR-Net or its Conmittee m ght have agai nst the
Debt or s.
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continuation of Crow ey as CEO and president of the Debtors after
Decenber 2000, as a result of his continued conpensation by

Cer berus under his Consulting Agreenent. M. Goldin testified,
however, that he assunmed Crow ey would do no harmto the Debtors
after his arrangenment with Cerberus had been reveal ed because he
had done no harmprior to it being disclosed.

M. Amaral, a nmenber of the board of directors and the
Special Conmittee®, testified that Goldin was hired to “sprinkle
holy water on the situation” and nake everything all right.

O her than hire Goldin and review his report, the Speci al

Comm ttee took no other action in response to denial of
confirmation of the First Plan. Significantly, it did not
conduct any investigation of Crowley’s conflict of interest, did
not require that Crowl ey cease accepting any conpensation from

Cerberus and did not even ask Crowey if the conflict persisted.”’

¢ Although he is a nmenber of the Special Comittee,
M. Amaral was fornerly the CEO of the Debtors, was integral to
bringing in Crow ey, and negotiated the terns of Ctowey’s
conpensation for the Debtors.

" Athough Crow ey testified that he told the Board of
Directors that he continued to receive conpensation from
Cerberus, we do not credit that testinmony. Al of the directors
testified in their depositions that he did not tell them (nor did
t hey ask him whether he continued to receive that conpensati on.
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1. DI SCUSSI ON

A. Lack of Good Faith Under Section 1129(a)(3)

In order for a court to confirma plan it nust be “proposed
in good faith and not by any neans forbidden by law.” 11 U S. C
§ 1129(a)(3).

“The good faith standard requires that the plan be ‘proposed
wi th honesty, good intentions and a basis for expecting that a
reorgani zation can be effected with results consistent with the

obj ectives and purposes of the Bankruptcy Code.”” 1n re Zenith

El ectronics Corp., 241 B.R 92, 107 (Bankr. D. Del. 1999)

(quoting In re Sound Radio, Inc., 93 B.R 849, 853 (Bankr. D.N.J.

1988))8 In evaluating the totality of circunstances surrounding
a plan a court has “‘considerable judicial discretion” in finding

good faith, with the nost inportant feature being an inquiry into

the *fundanental fairness’ of the plan.” 1n re Arerican Famly

Enterprises, 256 B.R 377, 401 (D.N. J. 2000)(quoting In re New

Valley Corp., 168 B.R 73, 80-81 (Bankr. D.N.J. 1994)).

At the conclusion of the hearing on the First Plan, we

concluded that the Debtors’ CEO and President had an actua

8 See also Hanson v. First Bank of South Dakota, N. A , 828
F.2d 1310, 1315 (8th G r. 1987)(must have reasonable |ikelihood
plan will achieve result consistent with the Code); Connell v.
Coastal Cable T.V., Inc., 709 F.2d 762, 764 (1st Cir. 1983)(plan
nmust bear sone relationship to Code’s objective of resuscitating
a financially troubled conpany); In re Mrtgage Inv. Co., 111
B.R 604, 611 (Bankr. WD. Tex. 1990)(good faith requires a
| egiti mate, honest purpose to reorgani ze and a reasonabl e
probability of success).
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conflict of interest by virtue of the fact that he had a separate
enpl oynment contract with one of the Debtors’ |argest creditors
under whi ch he was being paid alnost $1 million per year.

Because the Consulting Agreenent required that Crowl ey obey the

i nstructions of Cerberus and because the conpensation being paid
hi m under that agreenment was not insubstantial® we concluded
that the Consulting Agreenment created an actual conflict of

i nterest.

Today we are faced with a simlar task. Nothing, in fact,
has changed since the first confirmation hearing. Crow ey
continues to receive alnost $1 nmillion a year fromone of the
Debtors’ largest creditors, while serving as the Debtors’ CEO and
President. Under his agreenment with Cerberus, he is required to
obey its instructions or risk having the agreenent term nated and
losing his $1 million. This is an actual conflict of interest,

as we concluded at the first confirmation hearing.?

°® The Debtors, Noteholders and Crowl ey argued that the
$1 million conpensation being paid to Crowl ey under the
Consul ting Agreenent was not high considering his expertise in
troubl ed conpanies in the healthcare industry. However, it is
certainly nore than a de mnims anount and is nore than the base
sal ary which the Debtors thensel ves were payi ng Crow ey.

10 At the second confirmation hearing, evidence was
presented that the agreenent between Crowl ey and Cerberus is al so
contrary to the express provisions of the Debtors’ corporate
policy which at all relevant tines provided that actual conflicts
of interest nust be avoi ded and that any action that m ght create
a potential conflict of interest nmust be disclosed and approved
I n advance.
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B. Duty of Loyalty Onmed by Debtors’ CEO

A debtor in possession is bound by a duty of loyalty that
i ncludes an obligation to refrain fromself dealing, to avoid
conflicts of interests and the appearance of inpropriety. See

e.q., Lopez-Stubbe v. Rodriguez-Estrada (In re San Juan Hot el

Corp.), 847 F.2d 931, 950 (1st Cir. 1988); Bennitt v. Gemml|

(ILn re Conbined Metals Reduction Co.), 557 F.2d 179, 196-97 (9th

Cr. 1977).
The duty of loyalty owed by a debtor in possession is also
owed by its senior officers. As the Supreme Court articulated in

Wl f v. Winstein:

The concept of |eaving the Debtor in
possession, as a “receivership without a
recei ver,” was designed to obviate the need
to appoint a trustee for the supervision of
every smal |l corporation undergoi ng
reorgani zati on, even though it appeared
capabl e of carrying on the business during
the proceeding . . . . But so long as the
Debtor renmains in possession, it is clear
that the corporation bears essentially the
sane fiduciary obligation to the creditors as
does the trustee for the Debtor out of
possession. Moreover, the duties which the
corporate Debtor in possession nmust perform
during the proceeding are substantially those
| nposed upon the trustee. It is equally
apparent that in practice these fiduciary
responsibilities fall not upon the inaninate
corporation, but upon the officers and
managi ng enpl oyees who nust conduct the
Debtor’s affairs under the surveillance of
the court. |If, therefore -- as seens beyond
di spute fromthe very terns of the statute --
the trustee is hinself a fiduciary .

| ogi ¢ and consi stency woul d certainly suggest
that those who performsimlar tasks and
incur like obligations to the creditors and
shar ehol ders shoul d not be treated

14



differently under the statute for this
pur pose.

WIf v. Winstein, 372 U. S. 633, 649-50 (1963) (enphasi s added). !

Crow ey, as Chief Executive Oficer and President of the
Debtors, has a fiduciary duty to the estate, which includes the
duty of loyalty and an obligation to avoid any direct actual
conflict of interest. In this case, Ctow ey’ s actual conflict of
i nterest goes beyond the nere appearance of inpropriety. Crow ey
cannot serve the interests of both the Debtors and a | arge
creditor, Cerberus. Under the Consulting Agreenent, Cerberus has
the discretion to fire Ctowey if he fails to followits
instructions, resulting in the loss of $1 mllion per year in
conpensation to Crow ey. That control over Crow ey, and
indirectly the Debtors, is sinply not proper.

Crow ey hinself denonstrated the insidious effect of that
conflict when he caused the Debtors to pay in cash, rather than
Notes, the $6.3 million interest paynment due to the Notehol ders
i mredi ately before the bankruptcy filing. Crow ey’ s explanation
that the paynent was nade to mai ntain the Notehol ders’ support is
unconvi ncing. The Debtors, under Crow ey’s direction, had
recently repaid the Notehol ders al nost $38 million and had no
| egal obligation to pay the $6.3 nmillion in cash. Crowey’s

assertion that he preferred to pay cash rather than add the

1 The Suprene Court reaffirmed this standard for debtors
I n possession under chapter 11 of the Bankruptcy Code in
Commodity Futures Trading Comin v. Weintraub, 471 U S. 343, 355
(1985).
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amount to the Debtors’ debt structure is also incredible. The
Debt ors have argued that they are hopelessly insolvent; therefore
it would nake no difference if the Debtors were underwater by an
additional $6.3 million in debt.

In contrast, M. Goldin readily admtted that every conpany
facing the prospect of a bankruptcy filing seeks to conserve
cash. Having cash available at the early stages of a bankruptcy
case gives a debtor significant operational advantages, as well
as an enhanced negotiating position vis-a-vis its creditors. At
a mninmm the actions of Crow ey denied the Debtors that option.

Crowl ey asserts, however, that the Consulting Agreenent with
Cer berus deals not with his services as CEO of the Debtors but
for work which he is performng for Cerberus in connection with
anot her conpany, Wnterland. W, quite sinply, do not believe
this. Crowley testified that he is working “nore than full tine”
on the Debtors’ affairs for a base conpensation of $650, 000.

This is in contrast to conpensation of $1 mllion allegedly for
serving only as chairman of the board of Wnterland.'®> W do not

accept Crowl ey’s assertion that his conpensation from Cerberus

2 Both the agreenents provide incentive bonuses for
Crowl ey based on the conpani es’ perfornmance.
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under the Consulting Agreenment is solely for his work for
W nterl and. *3

Actual conflicts of interest of debtor’s officers in
bankruptcy are usually found in the context of prosecution of
avoi dance actions which the debtor may have agai nst the officers
t hensel ves or agai nst creditors whose debt was guaranteed by the
officers. Such a conflict of interest may warrant appoi ntnent of

an inpartial trustee. See, e.qg., Inre Tel-Net Hawaii, Inc., 105

B.R 594, 595 (Bankr. D. Hawaii 1989) (controlling sharehol der as
fiduciary to estate had a conflict of interest where preferential
transfers were made for liabilities guaranteed by controlling
shar ehol der warranting appoi ntment of an inpartial trustee); In

re Sal Caruso Cheese, Inc., 107 B.R 808, 820 (Bankr. N.D.N.Y.

1989) (president’s failure to pursue preferential transfers
agai nst supplier for liabilities guaranteed by president
war rant ed conversion of case to chapter 7 for bad faith).

There is a simlar conflict of interest here, though nore
attenuated. In this case, the $6.3 nmillion paynent to the
Not ehol ders m ght be avoi dable as a preference. The Debtors have
taken no action to pursue that preference and, while the Second

Pl an preserves such actions, since the Notehol ders would own the

¥ It was also disclosed in the confirmation hearings held
on the Second Plan that Wnterland is itself in a bankruptcy
proceeding. Gven the failure of Cerberus and Crow ey to
di scl ose the Consulting Agreenent in this case, we are forwarding
a copy of this Opinion to Judge Randall Newsone who is handling
the Wnterland case to apprise himof these facts.

17



Debtors post-confirmation it is unlikely they will sue
t henmsel ves. Crowl ey’ s contractual relationship with Cerberus,
just like a guarantee, creates a disincentive for himto cause
the Debtors to pursue such an action.

Wil e a debtor in possession has discretion not to pursue
avoi dance actions, the fact that the Debtors’ CEO has a
contractual inpedinment to pursuing that action raises questions
about the reasons the Debtors in this case chose not to pursue
that action. As we noted in the first confirmation hearing,
given the actual conflict of interest which the Debtors’ CEO has,
we are unable to conclude that any action taken by the Debtors
whi ch may inpact on the rights of Cerberus were taken w thout any
undue consideration of the interests of Cerberus. Consequently,
we nust once again deny confirmation of the Debtors’ Plan because
we are unable to determ ne under all of the circunstances that
t he Debtors’ Second Plan has been proposed in good faith under

section 1129(a)(3).

C. Harmto the Debtors

The Debtors argue that we nust confirmthe Debtors’ Second
Pl an because they hired an i ndependent investigator who concl uded
that the conflict of interest did not result in any harmto the
Debtors. W cannot accept this “no harm no foul” argunent for

several reasons.

18



First, there is really no evidence that there was no harm
resulting fromthe conflict of interest. 1In fact, M. Goldin
concl uded that the Debtors did suffer harmas a result of
Crowl ey’s conflict because it caused a delay in confirmtion of
the Debtors’ First Plan, thereby resulting in |oss of profits and
addi ti onal expenses to the Debtors’ estates of $12 to $15
mllion.

Furt hernore, although M. Goldin concluded that the
$6.3 mllion paynent to the Notehol ders on the eve of bankruptcy
di d not cause harmto the Debtors, we disagree. All responsible
advi sors to conpani es contenplating a bankruptcy filing recomrend
that cash be conserved (not spent) on the eve of bankruptcy.
Havi ng cash gives the debtor the ability to continue to operate
and a position of strength in negotiations with creditors. That
position of strength was eroded by Crowl ey’s directing the
Debtors to pay the Noteholders in cash, when they could have paid
i n Notes.

In addition, Goldin investigated only the actions of Crow ey
prior to the confirmati on hearing on the First Plan in Decenber,

2000.* M. CGoldin stated that he believed his job was linited

14 The Equity Committee also criticizes the nethod used by
Goldin in investigating the conflict situation: by using
informal interviews with the interested parties rather than by
formal discovery and depositions under oath and by failing to
i nvestigate why the Debtors’ perfornmance was so nuch worse than
Its conpetitors during this period. (The Equity Commttee’ s
theory is that Crow ey did not operate the Debtors to their
optimumin order to keep their value lowto justify stripping
equity of any ownership interest.) Wile we make no concl usion

19



to determ ni ng whet her any harm was caused by the conflict of
interest as of that date. There was no investigation by Goldin
(or the Debtors)!® of Crowl ey’s continued conflict of interest or
whet her any harm has been suffered by the Debtors since then.
This is particularly highlighted by the fact that neither Goldin
nor the Debtors’ Special Conmttee even asked Crowl ey whet her he
continued to be conpensated by Cerberus.

Thus, there is absolutely no evidence from which the Court
can concl ude that the Debtors have suffered no harmfrom
Crow ey’s continued conflict of interest. M. Goldin s assertion
that there nust be no harm since the disclosure of the
rel ati onshi p because no harm was caused by Crowl ey when the
relati onship was hidden is not logical, nor is it borne out by
the facts. Crowl ey did cause harmto the Debtors while his
relationship with Cerberus was hidden and there is no reason to
assume he did not cause harmto the Debtors when that
rel ati onshi p was di scl osed.

Finally, even if there were no evidence of harmto the
Debt ors, appropriate sanctions may still be warranted. 1In a

corporate reorgani zati on proceedi ng, where a fiduciary was

about which nethod is better, we do note that CGoldin discovered
nothing that the Equity Comm ttee had not already discovered in
t he di scovery taken by it in connection with the Debtors’
confirmation proceedi ngs in Decenber, 2000.

% The nmenbers of the Special Conmmittee testified in their

depositions that they did nothing with respect to the conflict of
I nterest other than hire Gol din.
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serving nore than one nmaster or was subject to conflicting
interests, liability may be inposed, notw thstanding | ack of

fraudul ent intent or harm See Whods v. City Nat. Bank & Trust

Co. of Chicago, 312 U S. 262, 268 (1941)(“Only strict adherence

to these equitable principles can keep the standard of conduct
for fiduciaries ‘at a level higher than that trodden by the
cromd’ .”). I n Wods, the Suprenme Court deni ed conpensation to an
attorney who had a conflict of interest, notw thstanding that no
actual harm was shown.

In Mosser v. Darrow, the Suprenme Court stated that “Equity

tolerates in bankruptcy trustees no interest adverse to the
trust. This is not because such interests are always corrupt but

because they are always corrupting.” Msser v. Darrow, 341 U. S.

267, 271 (1951) (personal dealings in securities adverse to the
i nterests of the debtor by enpl oyees of the trustee inposed
liability on the enpl oyees, despite |lack of evidence of any

wr ongdoi ng) .

Therefore, we conclude that the actual conflict of interest
mandat ed that the Debtors do nore than they did in this case.
Not wi t hstanding the fact that the Debtors | earned in Decenber,
2000, that Crowl ey had a conflict of interest, neither the
Debtors nor their Special Commttee required that Crow ey
di sassoci ate hinself from Cerberus. |In fact, they did not even
ask whet her he continued to be bound by the Consul ti ng Agreenent.

G ven the fact that Crowl ey had not disclosed the agreenent in
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the first place, the Debtors should have asked for ful

di scl osure and required that Crow ey sever all agreenents with
Cerberus as a condition of continued enploynent. The “don’t ask,
don’t tell” approach adopted by the Debtors and their Speci al

Comm ttee does not fulfill their fiduciary duty to these estates.

D. Di scl osure Does Not Cure the Conflict of Interest

The Debtors argue that any problem caused by the conflict of
interest has been cured by its disclosure. They note that the
agreenent between Cerberus and Crowl ey has now been disclosed in
the Debtors’ filings with the SEC and in the D sclosure Statenent
acconpanyi ng the Second Pl an.

However, the Court cannot hel p but observe that the
di scl osure canme only after the agreenent cane to light in
di scovery in connection with the First Plan. Neither Cerberus
nor Crow ey voluntarily disclosed the agreenment to the Debtors
or to the Court. As noted, the failure to disclose was a
violation of the Debtors’ corporate policy.?!

Further, even disclosure of the conflict may not be
sufficient to permt approval of a transaction involving an

actual conflict of interest. See, e.q., Inre Allied Gani ng

Managenent, Inc., 209 B.R 201, 203 (Bankr. WD. La. 1997)

1 Even if the Debtors’ corporate policy did not require
such discl osure, the Court woul d expect a debtor in possession to
disclose to the Court and its creditors any agreenent which its
seni or managenent mght have with its largest creditors simlar
to the agreenent at issue here.
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(debtor’s forner accountant and general nanager could not acquire
estate property under reorganization plan because there is an
absol ute bar on fiduciaries acquiring estate property and it
“created an inperm ssible appearance of inpropriety”); Inre

G odel Mg., Inc., 33 B.R 693, 696 (Bankr. D. Conn. 1983)(forner

trustee could not purchase stock in a reorgani zed conpany under a
proposed plan of reorganization, based upon the appearance of
i mpropriety).

The Debtors argue that the actions of the Special Conmttee
were consistent with the guidance provided in our decision in
Zenith, 241 B.R 92. W find that case easily distinguishable.
Zenith involved a prepackaged Chapter 11 plan negotiated between
a debtor-corporation and its controlling shareholder. Under the
pl an the sharehol der was to receive 100% of the equity in the
reorgani zed debtor in exchange for its forgiveness of $200
mllion of debt and new funding of $60 million. In analyzing
“good faith” under section 1129(a)(3), we concluded that that
section was “broad” and incorporated non-bankruptcy |aw such as
Del aware corporate |aw, as well as principles of bankruptcy |aw.
Id. at 108. Under Del aware corporate |aw, we concluded that we
were required to determ ne whether the plan was “entirely fair”
because it dealt with a transaction between a conpany and its
controlling shareholder. [d. Under Delaware corporate law this

requires both a fair process and a fair price.
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Appl yi ng those principles, we concluded that the price paid
by the shareholder to acquire its new equity interest in the
debtor was fair in light of the debtor's value as a going
concern. W also held that the process was fair because the plan
was negoti ated and approved, after appropriate disclosures, by
separate counsel representing the debtor and the controlling
sharehol der. [d.

This case is distinguishable. Here initially there were not
appropriate disclosures of the conflict of interest of Crow ey.
Furthernore, there can be no finding that the Debtors have acted
in good faith in this case because Crow ey has continued to serve
as the Debtors’ CEQO This is not a situation, like Zenith, where
the conflict related to one transaction, the plan; the conflict
in this case transcends every single thing Crowl ey does on behal f
of the Debtors. Because Cerberus is such a large creditor of
this estate and because the Consulting Agreenent requires that
Crowl ey follow the directions of Cerberus, to deternine “entire
fairness” in this case would require that every single action of
t he Debtors be exam ned or that Crow ey be excluded from
consi deration of every decision that could affect Cerberus’
interests. This has not been done, and cannot be done, given the
CEO s pervasive role in the affairs of a corporation.

Wil e the Special Committee and the Goldin Report focused on

di sclosure, they failed to enforce the separate boundari es
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necessary between a debtor and creditor in fornulating a Chapter
11 plan of reorgani zati on.

W easily conclude fromthe totality of circunstances
surroundi ng the Second Plan that a continuous conflict of
i nterest by the CEO of the Debtor precludes the Debtors from
proposing a plan in good faith under 1129(a)(3). As we held in
denying confirmation of the First Plan, Crow ey’ s conflict of
interest is a violation of his fiduciary duty to the Debtors and
the estate and is so pervasive as to taint the “Debtors’
restructuring of its debt, the Debtors’ negotiations towards a
pl an, even the Debtors’ restructuring of its operations.”
(Dec. 21, 2000 N.T. at p. 88.) The Debtors’ hiring of Goldin to
“sprinkle holy water on the situation” does not cure the conflict

or evidence good faith.

V. CONCLUSI ON

For all the foregoing reasons, we cannot conclude that the
Second Pl an satisfies the requirenents of section 1129(a)(3) of
t he Bankruptcy Code as being proposed in good faith. An

appropriate Order is attached.

BY THE COURT:

Dat ed: Decenber 21, 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
)

CORAM HEALTHCARE CORP. and ) Case Nos. 00-3299 (MW

CORAM | NC. , ) t hrough 00- 3300 ( MFW
)

Debt or s. ) (Jointly Adm ni stered Under
) Case No. 00-3299 (MFW)
ORDER

AND NOW this 21ST day of DECEMBER, 2001, for the reasons
set forth in the acconpanying opinion, it is hereby

ORDERED t hat confirmation of the Second Joint Plan of
Reor gani zati on of Coram Heal t hcare Corporation and Coram Inc.,
under Chapter 11 of the Bankruptcy Code filed on August 1, 2001,

i s hereby DEN ED

BY THE COURT:

Mary F. Walrath
Uni ted States Bankruptcy Judge

cc: See attached
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