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1 The Official Committee of Unsecured Creditors of Verity Health System of California, Inc.,

2 || et al. (the “Committee’), appointed in connection with the chapter 11 cases (the “Chapter 11 Cases”)

3 || of the above-captioned debtors and debtors-in-possession (the “Debtors”), hereby opposes (the
4 || “Opposition”) (i) approval of the Stipulation to (A) Amend Cash Collateral Agreement and
5 || Supplemental Cash Collateral Order, (b) Authorize Continued Use of Cash Collateral, (C) Grant
6 || Adequate Protection, (D) Modify Automatic Stay, and (E) Grant Related Relief [Docket No. 3871]
7

(the “CCO Stipulation™); and (ii) entry of the First Amended Supplemental Cash Collateral Order in

8 || the form annexed to the CCO Stipulation as Exhibit “A” (the “First Amended Supplemental Cash

9 || Collateral Order”).! In support of its Opposition, the Committee respectfully states as follows:

10 PRELIMINARY STATEMENT

11 The Committee objects to the approval of the proposed CCO Stipulation and entry of the

12 First Amended Supplemental Cash Collateral Order for three overarching reasons. First, the

= Committee objects to the entry of First Amended Supplemental Cash Collateral Order and approval
1: of the CCO Stipulation to the extent that they continue to permit the Debtors to use the proceeds of
16 such unencumbered assets for the benefit of the Prepetition Secured Creditors while waiving the

17 || estates’ rights under sections 506 and 552 of Bankruptcy Code and marshaling principles on a

18 || going-forward basis. Such a blanket waiver is inappropriate given what is currently known about

1911 the status of Debtors’ assets and the Prepetition Secured Creditors’ liens and claims as to such

20 assets. It is undisputed, as set forth below, that the Prepetition Secured Creditors do not have

Z perfected security interests in certain of those assets; dispute remains as to certain other assets,

oy but, regardless, the implication is that some quantum of unencumbered assets is being consumed for

74 || the benefit of secured creditors, such that the Debtors need to preserve the right to seek section

25 || 506(c) surcharge and section 552(b) allocation for the benefit of their unsecured creditors.

26
27

! Capitalized terms not otherwise defined herein shall have the meanings ascribed to them in the CCO Stipulation,
28 the First Amended Supplemental Cash Collateral Order, the Committee DIP Objection, or the Committee Cash
Collateral Response.

2
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Second, over the course of these cases, the Committee has also come to believe that the
Prepetition Secured Creditors may not be oversecured. Accordingly, to the extent that the
Prepetition Secured Creditors are ultimately shown to not have been oversecured, any postpetition
payments made to them, for adequate protection purposes or otherwise, should instead be applied to
reduce the principal balance of their claims.

Finally, as the Committee understands the Cash Collateral Budget, in the form annexed to the
CCO Stipulation as Exhibit “A” to the Supplement to Stipulation to (A) Amend Cash Collateral
Agreement and Supplemental Cash Collateral Order, (b) Authorize Continued Use of Cash
Collateral, (C) Grant Adequate Protection, (D) Modify Automatic Stay, and (E) Grant Related Relief

[Docket No. 3872] (the “Cash Collateral Budget™), the Budget does not provide for the payment in

full of certain administrative expense claims that may have.

BACKGROUND

On August 31, 2018 (the “Petition Date”), each of the above-captioned Debtors filed a
voluntary petition for relief under chapter 11 of the Bankruptcy Code with the United States
Bankruptcy Court for the Central District of California (the “Court”). The Debtors have continued
in the management and operation of their businesses and properties as debtors in possession pursuant
to §§ 1107 and 1108. On September 17, 2018, the Committee was appointed in these Chapter 11
cases.

On the Petition Date, the Debtors filed their Emergency Motion of Debtors for Interim and
Final Orders (A) Authorizing the Debtors to Obtain Post Petition Financing (B) Authorizing the
Debtors to Use Cash Collateral and (C) Granting Adequate Protection to Prepetition Secured
Creditors Pursuant to 11 U.S.C. §§ 105, 363, 364, 1107 and 1108 [Docket No. 31] (the “DIP

Financing Motion”). On September 27, 2018, the Committee filed a limited objection [Docket No.

316] to the DIP Financing Motion (the “Committee DIP Objection”). On October 4, 2018, the

3
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Court entered an order [Docket No. 409] (the “Final DIP Order”) granting the DIP Financing Motion

on a final basis. The Final DIP Order is currently on appeal before the Ninth Circuit [Case No. 19-
55997].

Pursuant to challenge rights granted to the Committee in the Final DIP Order, the Committee
conducted a collateral review and lien investigation that resulted in the Committee’s filing of two
adversary proceedings [ Adversary Proceeding Nos. 2:19-ap-01165-ER and 2:19-ap-01166-ER] (the

“Adversary Proceedings”) and a claim objection [Docket No. 3634] (the “Claim Objection’) against

certain Prepetition Secured Creditors. The Adversary Proceedings and Claim Objection challenge,
among other things, the Prepetition Secured Creditors’ liens and claims with respect to certain
deposit and other accounts, QAF receivables, and office building and “going concern” sale proceeds.
On August 28, 2019, the Debtors filed their Debtors’ Notice of Motion and Motion for Entry
of an Order (A) Authorizing the Debtors to Use Cash Collateral and (B) Granting Adequate
Protection to Prepetition Secured Creditors [Docket No. 2962] (as modified by Docket No. 2968,

the “Cash Collateral Motion”). On September 4, 2019, the Committee filed a response [Docket No.

3000] (the “Committee Cash Collateral Response™). On September 6, 2019, the Court entered its

Final Order (4) Authorizing Continued Use of Cash Collateral, (B) Granting Adequate Protection,
(C) Modifying Automatic Stay, and (D) Granting Related Relief [Docket No. 3022], granting the

Cash Collateral Motion (the “Supplemental Cash Collateral Order™).

In the CCO Stipulation and the First Amended Supplemental Cash Collateral Order, the
Debtors state that they have an immediate and continuing need to use cash collateral in order to
continue their operations and to administer and preserve the value of their estates until the
anticipated sale and transfer of the remainder of their facilities to one or more acquirers, and to
distribute the assets of the Debtors’ estates to their creditors. The Debtors contend that they

requested that the Prepetition Secured Creditors consent to their continuing use of cash collateral
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under the Final DIP Order and additional use of the Escrowed Cash Collateral, the use of which is
restricted by the Final DIP Order and the Supplemental Cash Collateral Order. The Prepetition
Secured Creditors, according to the Debtors, have advised that they are willing to consent to
continuing use of cash collateral conditioned upon (i) the furnishing of additional adequate

protection (the “Supplemental Adequate Protection”); (ii) the terms of the First Amended

Supplemental Cash Collateral Order; and (iii) compliance with certain Disposition Milestones

attached to the CCO Stipulation and filed under seal.

ARGUMENT

A. The Debtors’ Estates Had, and Continue
To Have, Significant Unencumbered Assets

The Debtors’ estates had on the Petition Date, and continue to have, significant
unencumbered assets. The Committee believes that it is undisputed that the Prepetition Secured
Creditors did not have a perfected security interest in certain deposit accounts existing on the
Petition Date, the proceeds of which were used to fund operations. It is also undisputed that the
Prepetition Secured Creditors did not have a perfected lien in certain other deposit accounts (due to
the lack of deposit account control agreements) as of the Petition Date, although those accounts may
have contained identifiable cash proceeds. Together, these accounts contained more than
$70 million as of the Petition Date, funds that have largely been consumed by continuing
operations. So, too, is it undisputed that Prepetition Secured Creditors, other than the MOB Lenders,
did not have a lien in the expected excess value of the medical office buildings (the value of the
medical office buildings in excess of the MOB Lenders’ liens) or in various other properties for
which the Debtors’ own appraisals show significant surplus value.

The Committee also contends in the pending Adversary Proceedings and Claim Objection

that the Prepetition Secured Creditors’ liens do not attach to certain postpetition QAF payments and
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that a portion of the “going concern premium” generated by the sale of assets as a going concern
must be allocated to unsecured creditors based on applicable facts and law.
B. Absent Protections Afforded by Sections 506 and 552 of Bankruptcy Code

and Marshaling Principles, CCO Stipulation Would Permit Prepetition

Secured Creditors to Benefit from Debtors’ Use of Unencumbered Assets

at Unsecured Creditors’ Expense

Notwithstanding the above-referenced deficiencies or “holes” in the Prepetition Secured
Creditors’ collateral, the CCO Stipulation and the First Amended Supplemental Cash Collateral
Order would permit the estates to use the proceeds of such unencumbered assets to facilitate the sale
of their remaining assets, the proceeds of which would be paid first and foremost to the Prepetition
Secured Creditors (until such time the Prepetition Secured Creditors are paid in full), to the
detriment of the Debtors’ unsecured creditors.

To obviate such detriment, the Debtors’ estates must be permitted to preserve the rights to
seek to surcharge with regard to the Prepetition Secured Creditors’ collateral and allocate value
generated postpetition under sections 506 and 552 of the Bankruptcy Code and otherwise applicable
law (including marshaling principles, as may be appropriate). Otherwise, once again, the Debtors’
estates and their unsecured creditors would effectively be compelled to finance the Prepetition
Secured Creditors’ efforts to maximize the value of their collateral. Section 506(c) was intended by
Congress to ensure that secured creditors pay the costs associated with maintaining or disposing of
their collateral during bankruptcy cases. See, e.g., Precision Steel Shearing v. Fremont Fin. Corp.
(In re Visual Indus., Inc.), 57 F.3d 321, 325 (3d Cir. 1995) (section 506(c) “is . . . designed to
prevent a windfall to the secured creditor . . . . The rule understandably shifts to the secured party . . .
the costs of preserving or disposing of the secured party’s collateral, which costs might otherwise be
paid from the unencumbered assets of the bankruptcy estate.”); In re Codesco, Inc., 18 B.R. 225, 230

(Bankr. S.D.N.Y. 1982) (“The underlying rationale for charging a lienholder with the costs and

expenses of preserving or disposing of the secured collateral is that the general estate and unsecured

6
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1 || creditors should not be required to bear the cost of protecting what is not theirs.”); In re Proto-

2 Specialties, Inc., 43 B.R. 81, 83 (Bankr. D. Ariz. 1984) (same).

3 Courts have rejected attempted waivers of surcharge rights under section 506(c) where the
j recoveries of a debtor’s unsecured creditors have been shown to be at greater risk than those of its
6 secured creditors. See, e.g., Hartford Fire Ins. Co. v. Norwest Bank Minn., N.A. (In re Lockwood
7 || Corp. ), 223 B.R. 170, 176 (B.A.P. 8th Cir. 1998) (holding that provision in DIP financing order

8 || purporting to immunize lender from Bankruptcy Code section 506(c) surcharges was unenforceable

9 || and would create an improper windfall).

10 In addition, if unencumbered assets or a debtor’s own “labor” are used, at any point in a

1 chapter 11 case, to maintain or increase the value of secured creditor collateral, unsecured creditors
i should be able to argue, under the “equities of the case” exception set forth in section 552(b), that
14 such value inures to them, and not to the prepetition secured creditors. See, e.g., In re Metaldyne

15 || Corp., 2009 WL 2883045, at *6 (Bankr. S.D.N.Y. June 23, 2009) (holding, with regard to section
16 || 552, “the Court, in its discretion, declines to waive prospectively an argument that other parties in
17 1| interest may make.”). To grant such a section 552(b) waiver as to future use of the Debtors’ current

18 cash collateral, including the Escrowed Cash Collateral, without making any findings as to what

19

might now be required by the “equities of the case” is premature. See, e.g., Sprint Nextel Corp. v.
20
) U.S. Bank Nat’l Ass’n (In re TerreStar Networks, Inc.), 457 B.R. 254, 272-73 (Bankr. S.D.N.Y.
2 2011) (denying request for 552(b) waiver as premature because factual record was not fully

23 || developed); In re Metaldyne Corp., 2009 WL 2883045, at *6 (declining to waive equities of the case

24 || exception in connection with approval of debtor’s use of cash collateral).

25 The ultimate objective of providing adequate protection to prepetition secured parties is to
26 : .. .

preserve the status quo, not to better those parties’ positions. More specifically, the purpose of
27

adequate protection is to ensure that prepetition secured lenders receive the security they bargained
28
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1 || for prior to the petition date. See In re Sonora Desert Dairy, 2015 WL 65301, at *11 (B.A.P. 9th

2 || cir. Jan. 15, 2015) (“In other words, adequate protection is provided to ensure that the prepetition

3 creditor receives the value for which the creditor bargained pre-bankruptcy™); In re Ahlers, 794 F.2d
j 388, 394 (8th Cir. 1986) (“Congress intended that a debtor’s offer of adequate protection should, as
6 nearly as possible under the circumstances of the case, provide the creditor with its bargained-for

7 rights.”); In re Park W. Hotel Corp., 64 B.R. 1013, 1017 (Bankr. D. Mass. 1986) (“Derived from the

8 || fifth amendment protection of property interest, adequate protection . . . constitutes a legislative

9 || attempt to reconcile the competing interests of debtors, who need freedom from harassing creditors

1 . .. . .
0 in order to effectuate reorganizations, and secured creditors, who are entitled to some measure of

11
protection for their bargained for property interest” (internal citations omitted).)
12
Thus, prior to approving any adequate protection—such as section 506(b) and 552(b)
13
14 waivers—a bankruptcy court must ensure that the proposed relief will not “skew the carefully

15 || designed balance of debtor and creditor protections that Congress drew in crafting Chapter 117 by
16 || approving postpetition financing on terms that “prejudice, at an early stage, the powers and rights
17 1| that the Bankruptcy Code confers for the benefit of all creditors.” In re Ames Dep’t. Stores, Inc.,

18 115 B.R. 34, 37-38 (Bankr. S.D.N.Y. 1990); see also In re Tenney Vill. Co., 104 B.R. 562, 568

19

(Bankr. D.N.H. 1989) (stating that postpetition financing should not be approved where effect is to
20
) “disarm the [d]ebtor of all weapons usable against it for the bankruptcy estate’s benefit, place the
2 [d]ebtor in bondage working for the Bank, seize control of the reins of reorganization, and steal a

23 || march on other creditors in numerous ways”).

24 Here, granting waivers of sections 506(c) and 552 and marshaling principles on a going

251 forward basis, where the Debtors’ unsecured creditors have already been compelled to fund the costs
26 of the liquidation of the majority of the Prepetition Secured Creditors’ collateral, would add insult to
2; injury and grant the Prepetition Secured Creditors more than they bargained for prior to the Petition
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1 || Date. It would also unfairly tilt the playing field in favor of the Prepetition Secured Creditors—who,

2 || unlike the DIP Lender earlier in these cases, are not extending any credit to the Debtors—and

3 against unsecured creditors by taking away rights under sections 506 and 552 that the Bankruptcy

j Code confers for the benefit of unsecured creditors.

6 Further, it is significant that the Prepetition Secured Creditors could noft realize the market or
7 going concern value of their collateral without these Chapter 11 Cases. Indeed, because they are not

8 || licensed healthcare facility operators, the Prepetition Secured Creditors could not simply foreclose

9 || upon their collateral and realize the kind of value they presumably hope to realize from the Debtors’

10 proposed disposition of assets. And, even if they were licensed and approved to take over the

11

medical facilities, they could not foreclose upon all of the Debtors’ assets due to the undisputed (and
12

disputed) collateral issues noted above (e.g., the Prepetition Secured Creditors could not recognize
13
14 value from the excess MOB collateral by foreclosing inasmuch as they do not purport to have a

15 || prepetition lien on such collateral).
16 To be clear, the Committee strongly supports the Debtors’ attempt to preserve and realize
17 1| value from their assets and to preserve the thousands of related jobs. It is incredible that SGM has

18 had the audacity to ignore this Court’s orders by acting as if it is not obligated to close the purchase

19
of assets contemplated by its asset purchase agreement with the Debtors. That said, for the
20
) Prepetition Secured Creditors to realize the value of Debtors’ efforts, the Prepetition Secured
2 Creditors should be compelled to pay for such efforts—by being subject to potential section 506(c)

23 || surcharge and section 552(b) allocation claims.?

24
2 On a related point, to the extent Debtors continue to consume cash collateral, the Prepetition Secured Creditors
25 should receive a replacement lien on assets to the extent, and only to the extent, of any diminution in the value of
their collateral. “Neither the legislative history nor the [Bankruptcy] Code indicate that Congress intended the
26 concept of adequate protection to go beyond the scope of protecting the secured claim holder from a diminution
in the value of the collateral securing the debt.” In re Pine Lake Vill. Apartment Co., 19 B.R. 819, 824 (Bankr.
27 S.D.N.Y. 1982); In re Orlando Trout Creek Ranch, 80 B.R. 190, 191-92 (Bankr. N.D. Cal. 1987) (where value of
collateral has appreciated during chapter 11 case, “[i]t would be overcompensation to ignore this benefit in
28 computing any sort of adequate protection”); In re Bluejay Props., LLC, 512 B.R. 390 (B.A.P 10th Cir. 2014)

(“[A]dequate protection is intended to protect against a decline in a creditor’s security cushion; it is not intended

9
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C. If Prepetition Secured Creditors Are Ultimately Shown

to Be Undersecured, Any Postpetition Payments to

Prepetition Secured Creditors Should Be Applied to

Reduce Principal Amount of Their Claims

Whereas the Prepetition Secured Creditors previously contended that they were oversecured
(and that their liens extended to all assets, subject only to the Committee’s challenge right), such that
their consent to use cash collateral was not required (and such that the Debtors should not have
volunteered to waive the various estate protections afforded it by the Bankruptcy Code), it is unclear
whether the Prepetition Secured Creditors are indeed oversecured. As such, to the extent any
postpetition payments are made to the Prepetition Secured Creditors (for adequate protection or
other purposes) and it turns out that they were not oversecured, such payments should be applied to
reduce the principal balance of the Prepetition Secured Creditors’ claims. See In re Fontainebleau
Las Vegas Holdings, LLC, 2009 WL 5195775, at *5 (Bankr. S.D. Fla. Dec. 30, 2009) (if prepetition
lender is determined to be undersecured, “[t]here is no question that . . . all payments made to

[Lender] for its post-petition fees and expenses will reduce the Debtors’ aggregate principal

indebtedness to the [Lenders] dollar-for-dollar’); In re Hawaiian Telcom Commc 'ns, Inc., 430 B.R.

564, 604 (Bankr. D. Haw. 2009) (same).

D. The Committee Objects to the CCO Stipulation to the Extent It Does Not
Provide for the Payment of All Actual Postpetition Obligations in Full

Also of concern to the Committee is the fact that the proposed Cash Collateral Budget
suggests that there may be accrued but not yet payable, or yet to be accrued, postpetition obligations
that might not be paid in full under the Cash Collateral Budget. Such non-payment of administrative

expenses is unacceptable. Thus, the estates must be permitted to seek to invoke section 506(c) to

to allow a creditor to improve the security cushion that it had at the time the bankruptcy petition was filed.”) One
possible reading of the CCO Stipulation is that, going forward, the Prepetition Secured Creditors are to receive a
replacement lien for any expenditure of their purported Cash Collateral, including the Escrowed Cash Collateral,
even if such expenditure does not cause a diminution in value. This is inappropriate and cannot be authorized by
the Court.

10
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surcharge the Prepetition Secured Creditors’ collateral (as noted above) and/or the proposed Cash
Collateral Budget must be amended to provide for the payment of all postpetition claims in full.

CONCLUSION

WHEREFORE, the Committee requests that the Court (i) not permit the waiver of the
estates’ rights under Bankruptcy Code sections 506 and 552 going forward; (i1) not permit the
waiver of the estates’ ability to seek marshaling going forward; (iii) conclude that, to the extent any
postpetition payments are made to the Prepetition Secured Creditors and it turns out that the
Prepetition Secured Creditors were not oversecured, then such payments should be applied to reduce
the principal balance of the Prepetition Secured Creditors’ claims; (iv) require the payment of all

actual postpetition obligations in full; and grant any other relief that the Court determines is just and

proper.
DATED: December 30, 2019 MILBANK LLP
/s/ Mark Shinderman
GREGORY A. BRAY
MARK SHINDERMAN

JAMES C. BEHRENS
Counsel for the Official Committee of

Unsecured Creditors of Verity Health System of
California, Inc., et al.

11
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PROOF OF SERVICE OF DOCUMENT

| am over the age of 18 and not a party to this bankruptcy case or adversary proceeding. My business address is:
2029 Century Park E, 33™ Floor, Los Angeles, CA 90067.

A true and correct copy of the foregoing document entitled (specify): OFFICIAL _COMMITTEE OF UNSECURED
CREDITORS’ OPPOSITION TO ENTRY OF FIRST AMENDED SUPPLEMENTAL CASH COLLATERAL ORDER AND
STIPULATION TO (A) AMEND CASH COLLATERAL AGREEMENT AND SUPPLEMENTAL CASH COLLATERAL
ORDER, (B) AUTHORIZE CONTINUED USE OF CASH COLLATERAL,

(C) GRANT ADEQUATE PROTECTION, (D) MODIFY AUTOMATIC STAY, AND (E) GRANT RELATED RELIEF will be
served or was served (a) on the judge in chambers in the form and manner required by LBR 5005-2(d); and (b) in the
manner stated below:

1. TO BE SERVED BY THE COURT VIA NOTICE OF ELECTRONIC FILING (NEF): Pursuant to controlling General
Orders and LBR, the foregoing document will be served by the court via NEF and hyperlink to the document. On (date)
December 30, 2019, | checked the CM/ECF docket for this bankruptcy case or adversary proceeding and determined that
the following persons are on the Electronic Mail Notice List to receive NEF transmission at the email addresses stated
below:

XI Service information continued on attached page

2. SERVED BY UNITED STATES MAIL:

On (date) December 30, 2019, | served the following persons and/or entities at the last known addresses in this
bankruptcy case or adversary proceeding by placing a true and correct copy thereof in a sealed envelope in the United
States mail, first class, postage prepaid, and addressed as follows. Listing the judge here constitutes a declaration that
mailing to the judge will be completed no later than 24 hours after the document is filed.

XI Service information continued on attached page

3. SERVED BY PERSONAL DELIVERY, OVERNIGHT MAIL, FACSIMILE TRANSMISSION OR EMAIL (state method
for each person or entity served): Pursuant to FED. R. Civ. P. 5 and/or controlling LBR, on (date) December 30, 2019, |
served the following persons and/or entities by personal delivery, overnight mail service, or (for those who consented in
writing to such service method), by facsimile transmission and/or email as follows. Listing the judge here constitutes a
declaration that personal delivery on, or overnight mail to, the judge will be completed no later than 24 hours after the
document is filed.

XI Service information continued on attached page

| declare under penalty of perjury under the laws of the United States that the foregoing is true and correct.

December 30, 2019 Beth Aalberts /s/ Beth Aalberts
Date Printed Name Signature

This form is mandatory. It has been approved for use by the United States Bankruptcy Court for the Central District of California.

June 2012 F 9013-3.1.PROOF.SERVICE
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SERVICE LIST
(Via NEF)

Alexandra Achamallah aachamallah@milbank.com, rliubicic@milbank.com
Melinda Alonzo ml7829@att.com

Robert N Amkraut ramkraut@foxrothschild.com

Kyra E Andrassy kandrassy@swelawfirm.com,
lgarrett@swelawfirm.com;gecruz@swelawfirm.com;jchung@swelawfirm.com

Simon Aron saron@wrslawyers.com

Lauren T Attard lattard@bakerlaw.com, agrosso@bakerlaw.com
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