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UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

Chapter 11
Inre:
Case No. 19-23649 (RDD)
PURDUE PHARMA, L.P., et al.,!
(Jointly Administered)
Debtors.
Objection Deadline: October 3, 2019
Hearing Date: October 10, 2019

N N N N N N N N N N’

JOINDER/OBJECTION BY THE AD HOC GROUP OF NON-CONSENTING
STATES TO MOTION OF DEBTORS FOR ENTRY OF ORDER AUTHORIZING (I)
DEBTORS TO (A) PAY PRE-PETITION WAGES, SALARIES, EMPLOYEE BENEFITS
AND OTHER COMPENSATION AND (B) MAINTAIN EMPLOYEE BENEFITS
PROGRAMS AND PAY RELATED ADMINISTRATIVE OBLIGATIONS, (II)
EMPLOYEES AND RETIREES TO PROCEED WITH OUTSTANDING WORKERS’
COMPENSATION CLAIMS AND (IIT) FINANCIAL INSTITUTIONS TO HONOR AND
PROCESS RELATED CHECKS AND TRANSFERS

To the Honorable Robert D. Drain, United States Bankruptcy Judge:
The Ad Hoc Group Of Non-Consenting States,” by and through its undersigned counsel,
hereby objects to the Motion Of Debtors For Entry Of Order Authorizing (I) Debtors To (4) Pay

Pre-Petition Wages, Salaries, Employee Benefits And Other Compensation And (B) Maintain

! The Debtors in these chapter 11 cases, along with the last four digits of each of their federal tax identification
number, as applicable, are Purdue Pharma Manufacturing L.P. (3821), Purdue Pharma Inc. (7486), Purdue
Transdermal Technologies K.P. (1868), Purdue Pharma Manufacturing L.P. (3821), Purdue Pharmaceuticals L.P.
(0034), Imbrium Therapeutics L.P. (8810), Adlon Therapeutics L.P. (6745), Greenfield BioVentures L.P. (6150),
Seven Seas Hill Corp. (4591), Ophir Green Corp. (4594), Purdue Pharma of Puerto Rico (3925), Avrio Health L.P.
(4140), Purdue Pharmaceutical Products L.P. (3902), Purdue Neuroscience Company (4712), Nayatt Cove
Lifescience Inc. (7805), Button Land L.P. (6166), Rhodes Associates L.P. (N/A), Paul Land Inc. (7425), Quidnick
Land L.P. (7584), Rhodes Pharmaceuticals L.P. (6166), Rhodes Technologies (7143), UDF LP (0495), SVC Pharma
LP (5717) and SVC Pharma Inc. (4014). The Debtors’ principal offices are located at One Stamford Forum, 201
Tresser Boulevard, Stamford, CT 06901.

2 The Ad Hoc Group of Non-Consenting States consists of: California, Colorado, Connecticut, Delaware, the
District of Columbia, Hawaii, Idaho, Illinois, lowa, Maine, Maryland, Massachusetts, Minnesota, Nevada, New
Hampshire, New Jersey, New York, North Carolina, Oregon, Pennsylvania, Rhode Island, Vermont, Virginia,
Washington and Wisconsin. For purposes of this Joinder, the Commonwealth of Pennsylvania is excluded because
it is filing its own, separate joinder.
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Employee Benefits Programs And Pay Related Administrative Obligations, (II) Employees And
Retirees To Proceed With Outstanding Workers’ Compensation Claims And (IIl) Financial
Institutions To Honor And Process Related Checks And Transfers (the “Wage Motion”) [ECF
Doc. No. 6], by: (a) joining in the Objection of the United States Trustee to the Wage Motion
(the “Objection”) [ECF Doc. No. 134]; and (b) stating as follows:

1. The Court should deny the relief sought in the Wage Motion with respect to the
Severance Program, Incentive Plans and Sign-on Bonuses (as defined in the Objection) for the
reasons set forth in the Objection.

2. The Ad Hoc Group of Non-Consenting States adopts, incorporates and joins in

the Objection, and the arguments made therein, as if fully set forth here.

Respectfully Submitted,

Dated: October 3, 2019 /s/ Andrew M. Troop
PILLSBURY WINTHROP SHAW PITTMAN LLP
Andrew M. Troop
31 West 52nd Street
New York, New York 10019
Telephone: (212) 858-1000
Facsimile: (212) 858-1500
andrew.troop@pillsburylaw.com
Counsel to the Ad Hoc Group of Non-Consenting
States
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CERTIFICATE OF SERVICE

The undersigned certifies that on October 3, 2019, a true and correct copy of this
document was served by electronic mail through the Court’s CM/ECF system to all parties who
are deemed to have consented to electronic service.

/s/ Andrew M. Troop
PILLSBURY WINTHROP SHAW PITTMAN LLP
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UNITED STATES BANKRUPTCY COURT Hearing Date: October 10, 2019
SOUTHERN DISTRICT OF NEW YORK Hearing Time: 10:00 am
X
Inre : Chapter 11
PURDUE PHARMA L.P., etal., : Case No. 19-23649 (RDD)
Debtors. Jointly Administered

X

OBJECTION OF THE UNITED STATES TRUSTEE
TO MOTION OF DEBTORS FOR ENTRY OF ORDER AUTHORIZING (I) DEBTORS
TO (A) PAY PRE-PETITION WAGES, SALARIES, EMPLOYEE BENEFITS AND
OTHER COMPENSATION AND (B) MAINTAIN EMPLOYEE BENEFIT PROGRAMS
AND PAY RELATED ADMINISTRATIVE OBLIGATIONS, (II) EMPLOYEES AND
RETIREES TO PROCEED WITH OUTSTANDING WORKERS’ COMPENSATION
CLAIMS AND (IIT) FINANCIAL INSITUTITONS TO HONOR AND PROCESS
RELATED CHECKS AND TRANSFERS

TO: THE HONORABLE ROBERT D. DRAIN,
UNITED STATES BANKRUPTCY JUDGE:

William K. Harrington, the United States Trustee for Region 2 (the “United States
Trustee”), hereby submits this objection to the Debtors’ Motion for Entry of an Order
Authorizing (I) Debtors to (A) Pay Pre-Petition Wages, Salaries, Employee Benefits and Other
Compensation, and (B) Maintain Employee Benefits Programs and Pay Related Administrative
Obligations (II) Employees and Retirees to Proceed with Outstanding Workers’ Compensation
Claims, and (II1) Financial Institutions to Honor and Process Related Checks and Transfers (the
“Wage Motion”). ECF Doc. No. 6. In support thereof, the United States Trustee respectfully
states:

PRELIMINARY STATEMENT
Debtors appear to seek approval of no less than $38,000,000 in bonus and severance

payments for various unidentified employees, although it is difficult to discern the precise relief
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Debtors seek due to the lack of information in their very atypical Wage Motion. Inexplicably,
the Debtors seek approval of these payments and the continuation of their various incentive,
bonus, and severance plans in their first-day priority Wage Motion—the type of motion the
Court typically adjudicates under the doctrine of necessity to accommodate debtors and their
employees with relief limited to that necessary to continue operations while a business stabilizes
immediately after the filing of a Chapter 11 case. But Debtors’ Wage Motion, by seeking
authorization for their multi-million dollar incentive, bonus, and severance plans, pushes the
boundaries far beyond the typical, narrowly tailored relief appropriate so early in a case.

Debtors compound their timing problem with an information problem: Debtors have
provided virtually no information, much less sufficient information, to allow the Court, the
United States Trustee, and parties in interest to evaluate these plans and their participants. Nor
have they referenced, much less satisfied, the applicable law, Bankruptcy Code Section 503(c),
and its governing standards. But based on the little information disclosed, some of the retention
and severance plans cover persons that the Debtors admit are insiders without those plans
satisfying Sections 503(c)(1) and (c)(2), respectively.

Even if some of the payments and plans are not governed by Sections 503(c)(1) and
(c)(2) and are, instead, governed by Section 503(c)(3)—again the wholesale lack of
information makes it impossible to determine—the payments are impermissible because they
are not “justified by the facts and circumstances” of the case. Debtors filed these cases to
address their multi-billion dollar liabilities for their role in precipitating a national opioid
crisis, and as the Debtors acknowledge in their Informational Brief, its employees engaged in

misconduct in marketing OxyContin, one affiliate pleaded guilty to misbranding OxyContin,
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and three senior executives pleaded guilty to strict liability criminal misdemeanor violations
of the FDCA. Moreover, the Debtors face more than 2600 lawsuits alleging that the Debtors
acted improperly in the marketing and sale of prescription opioid medications that have
caused the national opioid crisis. Against this eye-opening backdrop, the Wage Motion
provides only the vaguest descriptions of the Debtors’ bonus and severance plans. In fact,
there is little or no information about the potential plan participants, the type of work that each
participant does—or did—for the Debtors, and whether any potential plan participant has—or
had—any connection to the misconduct outlined by the Debtors in their Informational Brief.
As in another recent case with extensive public and government interests affected by
corporate misconduct, PG&E, the facts and circumstances compel disallowance of insider
bonuses.

Accordingly, the United States Trustee objects to those portions of the Wage Motion
relating to the Severance Program, Incentive Plans, and Sign-On bonuses (as defined below).
Debtors seek expedited relief in an unorthodox Wage Motion yet withhold critical details
about the relief they seek. Unless and until the Debtors meet their burden of proof under
Sections 503(b) and (c) of the Bankruptcy Code, the portions of the Wage Motion addressed
herein should not be granted.

BACKGROUND

General Background

1. The Debtors commenced voluntary cases under chapter 11 of the Bankruptcy

Code on September 15, 2019 (the “Petition Date”).
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2. The Debtors are authorized to continue to operate their businesses and manage
their properties as debtors in possession pursuant to sections 1107(a) and 1108 of the Bankruptcy
Code.

3. The Debtors’ chapter 11 cases are being jointly administered for procedural
purposes only pursuant to Rule 1015(b) of the Federal Rules of Bankruptcy Procedure. ECF
Doc. No. 59.

4, The Debtors are pharmaceutical companies that manufacture, sell, or distribute,
among other products, extended-release, long-acting opioid pain medications. See Debtors’

Information Brief ECF Doc. No. 17 at 1.

The Benefits Motion
5. On the Petition Date, the Debtors filed the Wage Motion.
6. Pursuant to the Wage Motion the Debtors seek authority to continue to

implement, among other things, a (i) a severance program (the “Severance Program”), (ii) five
incentive plans (the “Incentive Plans™), and (iii) sign-on bonuses (the “Sign-On Bonuses”).
Wage Motion at 9 33, 35, and 39.

7. After an interim hearing on September 16, 2019 (the “Interim Hearing”), the
Court entered, on an interim basis, an order granting the Wage Motion. ECF No. 62. At the
Interim Hearing, the Debtors did not request, and the Interim Order did not authorize, the
continuation of the Severance Program, the Incentive Plans, or certain of the Sign-On Bonuses.
Id. at § 19.

8. A final hearing for the Wage Motion is scheduled for October 10, 2019.
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The Severance Program

0. According to the Wage Motion, the Debtors maintain a company-wide severance
program for eligible employees. Wage Motion at 9 33.

10.  Under the Severance Program, Vice Presidents with fewer than five years of
employment with the Debtors receive six months of severance pay and those with greater than
five years of service receive one year. Id.

11. The Wage Motion does not indicate if it applies to employees with positions that
are higher than Vice President and if so, the amount of severance payments such senior
employees would receive.

Incentive Plans

12.  Asdiscussed below, the Wage Motion describes the various incentive plans that

were maintained by the Debtors prior to filing their respective Petitions.
Purdue Annual Incentive Plan

13. Purdue Pharma L.P. and its direct and indirect subsidiaries, other than the Rhodes
Debtors (defined below) (the “Purdue Debtors™), maintain an annual incentive program that
designates payments based on a combination of employee and Debtor performance (the “Purdue
Annual Incentive Plan”). Wage Motion at § 35.

Rhodes Annual Incentive Plan

14. Rhodes Associates L.P. and its direct and indirect subsidiaries (the “Rhodes

Debtors™) also maintain an annual incentive plan based upon a similar combination of individual

and Debtor performance (the “Rhodes Annual Incentive Plan). Id.
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15. The total targeted payout under the Purdue and Rhodes Annual Incentive Plans is
$26,490,000. Id.

Market Access Incentive Compensation Plan

16. The Purdue Debtors also maintain a Market Access Incentive Compensation Plan
(the “Market Access Incentive Compensation Plan”) for six employees wherein (i) 50% is paid
semi-annually based upon performance, (ii) 25% is paid quarterly based on the performance of
the Debtors, and (ii1) 25% is paid quarterly based on the average of the filed sales
representative’s percentage target earnings for the component of their incentive plan related to
the launch of Adhansia XR. Id. at q 36.

17. The total target payout under the Market Access Incentive Compensation Plan is
$334,000 of which $166,000 has already been paid. Id.

Purdue Long Term Results Plan

18.  In addition, the Purdue Debtors maintain a long-term results plan (the “Purdue
Long Term Results Plan”). Id. at q 37.

19. The Purdue Long Term Results Plan provides an annual grant to eligible
employees. Id. The plan is calculated at the end of the three-year performance period and is
based on the actual performance of company key metrics (such as financial metrics,
achievements of milestones related to the progression of research projects or on-time launch of
new projects). Id.

20. Payments under the Purdue Long Term Results Plan are payable once a year
related to the fiscal year three years period. Id. The targeted payout under the Purdue Long

Term Results Plan is $7,889,000. Id.



19-23649-rdd Doc 134 Filed 09/27/19 Entered 09/27/19 17:47:03 Main Document
Pg 7 of 18

Rhodes Long Term Results Plan
21. The Rhodes Debtors also maintain a long term results plan (the “Rhodes Long
Term Results Plan™). Id. The targeted payout under the Rhodes Long Term Results Plan is
$1,406,900. Id.
Sign-On Bonuses
22.  Finally, the Debtors seek approval of sign-on bonuses to newly-hired employees.
Id. at 4/ 39. The Debtors seek to pay fourteen employees approximately $2,275,000 in the
aggregate.! 1d.
ARGUMENT
The Debtors have moved under sections 105(a), 362(d), and 363(b) for approval of the
relief sought in the Wage Motion. Wage Motion at § 6. As a threshold matter, the proper legal
standard for the Severance Program, Incentive Plans, and Sign-On Bonuses is Section 503(c),
which the Debtors have neither cited nor briefed. Nor does the Wage Motion provide sufficient
facts that would permit the Court, the United States Trustee, and other parties-in-interest—even
in view of the failure of the Debtors to plead or brief the correct statutory provision—to
determine whether the standards set forth in section 503(c) have been met. As such, the Wage

Motion must be denied.

! At the Interim Hearing, the Court authorized the payment of approximately $93,000 to five
employees.
7
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A. The Statutory Framework

1. Section 503(c) Restricts Retention and Severance Payments to Insiders and
Requires that Other Insider Compensation Be Justified by the Facts and
Circumstances of a Case.

Congress added Section 503(c) to the Bankruptcy Code in 2005 to restrict payments of
retention bonuses and severance payments to insiders and to require that other compensation
outside the ordinary course of business be justified by the facts and circumstances of a case.

Section 503(c) of the Bankruptcy Code provides, in relevant part, that:

Notwithstanding subsection (b), there shall neither be allowed, nor paid —

(1) a transfer made to, or an obligation incurred for the benefit of, an insider of
the debtor for the purpose of inducing such person to remain with the
debtors’ business, absent a finding by the court based on evidence in the
record that

(A)  the transfer or obligation is essential to retention of the person
because the individual has a bona fide job offer from another
business at the same or greater rate of compensation;

(B)  the services provided by the person are essential to the survival of
the business; and

(C)  either—

(1) the amount of the transfer made to, or obligation incurred for
the benefit of, the person is not greater than an amount equal
to 10 times the amount of the mean transfer or obligation of
a similar kind given to nonmanagement employees for any
purpose during the calendar year in which the transfer is
made or the obligation is incurred; or

(11) if no such similar transfers were made to, or obligations were
incurred for the benefit of, such nonmanagement employees
during such calendar year, the amount of the transfer or
obligation is not greater than an amount equal to 25 percent

8
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of the amount of any similar transfer or obligation made to
or incurred for the benefit of such insider for any purpose
during the calendar year before
the year in which such transfer is made or obligation is
incurred;

(2) a severance payment to an insider of the debtor, unless—

(A)  the payment is part of a program that is generally applicable to all
full-time employees; and

(B) the amount of the payment is not greater than 10 times the amount of
the mean severance pay given to nonmanagement employees during the
calendar year in which the payment is made; or

3) other transfers or obligations that are outside the ordinary course of business

and not justified by the facts and circumstances of the case, including
transfers made to, or obligations incurred for the benefit of, officers,
managers, or consultants hired after the date of the filing of the petition.

11 U.S.C. § 503(c).

Thus, if the proposed bonus recipient is an insider, the bonus cannot be paid if its purpose
is to induce the person to remain with the debtor’s business, unless the recipient has a bona fide
job offer for the same or more compensation, the insider’s services are essential to the survival of
the business, and the proposed bonus amount complies with one of two restrictive formulas
related to bonus amounts previously paid by the debtor. 11 U.S.C. § 503(c)(1). Section
503(c)(2) imposes similarly onerous requirements on severance payments for insiders, including
that the program be generally applicable to all full-time employees and that the bonus satisfies a

restrictive mathematical formula. Section 503(c)(3) requires that any compensation outside the

ordinary course of business be justified by the facts and circumstances.
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2. The Bankruptcy Code Defines “Insiders” Expansively.

Code Section 101(31) sets forth a non-exhaustive, yet very broad, list of those who are
insiders. 11 U.S.C. § 101(31). Officers and directors are but two types of corporate “insiders.”
See 11 U.S.C. § 101(31)(B). If a debtor is a partnership, “insiders” include (a) general partners
in the debtor, (b) relatives of general partners in, general partner of, or person in control of the
debtor, (c) general partner of the debtor, and (d) a person in control of the debtor. 11 U.S.C. §
101(31)(c). Regardless of title, a person with broad responsibilities over significant aspects of a
debtor’s business is considered an insider, even if he or she is not a member of senior

management. In re Foothills Texas, Inc., 408 B.R. 573, 584 (Bankr. D. Del. 2009 (finding vice

presidents who were not members of senior management, but who had broad responsibilities
over significant aspects of debtor’s business, to be insiders).

3. Bonuses Must also Satisfy Section 503(b)’s Standard that they be an Actual
and Necessary Cost of Preserving the Estate.

Not only must bonus plans comply with Section 503(c), but as administrative expenses

they must also be “actual, necessary costs and expenses of preserving the estate.” 11 U.S.C. §

503(b); Inre Unidigital, Inc., 262 B.R. 283, 288 (Bankr. D. Del. 2001) (administrative expenses
may not be allowed unless they are actual and necessary to preserve the estate); In re

Regensteiner Printing Co., 122 B.R. 323 (N.D. I1l. 1990) (reversing approval of severance

agreements for key employees, because debtors presented no evidence that severance payments

were necessary to preserve bankruptcy estate).

10
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B. Because the Severance Program, Annual Incentive Plans and Sign-On Bonus
Participants Include Insiders, They Are Subject to the Rigorous Requirements of
Section 503(c)(1)&(2).

When a debtor proposes bonuses and severance payments, a court typically must first
determine whether the persons who will receive the bonuses are insiders so that the court can
determine the appropriate legal standard for approval. But here the Debtors admit in their
proposed order that they seek authorization to pay some, and perhaps many, insiders under a
final order (although the Wage Motion itself fails to identify any participants): “[N]othing in this
Interim Order authorizes the Debtors to make payments on account of Severance Obligations and
Incentive Plan Obligations with respect to insiders prior to the entry of an order approving the
relief requested in the Motion on final basis.” Wage Motion at Exhibit A (Proposed Interim
Order). Accordingly, certain of the undisclosed participants are admitted “insiders” within the
meaning of Section 101(31) of the Bankruptcy Code. Because all insiders are subject to the
strictures of Section 503(c)(1) & (2) and because the Wage Motion on its face offers no
information to satisfy either sub-section, all of the requested severance and retention
compensation for the insiders must be denied.?

Other proposed recipients, beyond the admitted insiders, may also qualify as insiders
given the Debtors’ failure to provide any information—including titles, duties, authority,

reporting, or compensation—about the recipients. Unless and until the record is supplemented,

no one, including the Court, has the information necessary to determine whether the Debtors

2 Where Section 503(c)(1) applies, the transfer cannot be justified solely on the debtor’s business
judgment. See In re Borders Group, Inc., 453 B.R. 459, 470-71 (Bankr. S.D.N.Y. 2011). Ifa
proposed transfer falls within Section 503(c)(1), then the business judgment rule does not apply,
regardless of whether a sound business purpose may actually exist. In re Dana Corp., 351 B.R.
96, 101 (Bankr. S.D.N.Y. 2006) (“Dana I”’).

11
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have met the appropriate statutory criteria. Accordingly, the continuation of these Incentive
Plans, Sign-On Bonuses, and Severance Programs should be denied.

If and when Debtors cure their information deficits, other recipients beyond the admitted
insiders may also be insiders given the Code’s expansive definition. Regardless of title, a person

with broad responsibilities over significant aspects of a debtor’s business is considered an

insider, even if he or she is not a member of senior management. Foothills Texas, 408 B.R. at
584 (finding vice presidents who were not members of senior management, but who had broad
responsibilities over significant aspects of debtor’s business, to be insiders); see also In re

Borders Group, Inc., 453 B.R. 469 (Bankr. S.D.N.Y. 2011)(“[i]nsider status can also be

determined on a case by-case basis based on the totality of the circumstances, including the

degree of an individual's involvement in a debtor's affairs”); Office of the United States Trustee

v. Fieldstone Mortgage Co., No. CCB-08-755, 2008 WL 4826291, at *5 (D. Md. Nov. 5, 2008)

(“[Clontrol . . . is an independent additional ground for finding a person an insider, not a feature
that officers or directors are required to possess in order to be deemed insiders”); In re Krehl, 86
F.3d 737, 741 (7th Cir. 1996) (definition of insider is illustrative rather than exhaustive);

compare In re Kunz, 489 F.3d 1072 (10th Cir. 2007) (it is not simply the title “director” or

“officer” that renders an individual an insider; rather it is the set of legal rights that a typical
corporate director or officer holds). A Debtors’ narrow characterization of who is and who is not
an insider cannot trump the law’s broad definition, and Debtors must provide the requisite

information to verify their representations that not all recipients are insiders.

12
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C. Because the Debtors Have Failed To Establish that the Annual Incentive Plans or
Sign-On Bonuses for Insiders Are Genuinely Incentive Payments and not
Retention Plans, They Cannot be Approved.

Although insiders in some circumstances can be paid genuine incentive bonuses under

the more permissive terms of Section 503(c)(3), the Debtors must establish by a preponderance

of the evidence that the bonuses are primarily incentivizing, rather than primarily retentive.’ In

re Residential Capital, LLC, 478 B.R. 154, 170 (Bankr. S.D.N.Y 2012)(“Rescap”); see Hawker
Beechcraft, 479 B.R. 308, 313 (Bankr. S.D.N.Y. 2012). That is, in order for the proposed insider
bonuses not to run afoul of Section 503(c)(1), the Debtors must demonstrate that the Incentive
Plans and Sign-On bonuses are not retention-based, but rather that they present significant
hurdles that are difficult to achieve. Rescap, 478 B.R. at 169; Dana I, 358 B.R. at 583; Hawker

Beechcraft, 479 B.R. at 313; In re Velo Holdings Inc., 472 B.R. 201, 209 (Bankr. S.D.N.Y.

2012); Global Home, 369 B.R. at 784; see also Dana II, 358 B.R. at 583) (benchmarks for the
debtors’ long-term KEIP “are difficult targets to reach and are clearly not ‘lay-ups’).
Congress added Section 503(c) in 2005 to curtail payments of retention incentives to

(133

insiders to “‘eradicate the notion that executives were entitled to bonuses simply for staying with

the Company through the bankruptcy process.”” In re Residential Capital LLC, 478 B.R. 154,

169 (Bankr. S.D.N.Y. 2012) (“Rescap”) (quoting In re Global Home Prods., LLC, 369 B.R. 778,

784 (Bankr. D. Del. 2007); accord In re Hawker Beechcratft, Inc., 479 B.R. 308, 312-13 (Bankr.

S.D.N.Y. 2012); In re Velo Holdings, Inc., 472 B.R. 201, 209 (Bankr. S.D.N.Y. 2012). In

addition, Congress intended to limit the scope of key employee retention plans and other

3 As discussed below, Debtors must also establish that the payments are justified by the facts and
circumstances of the case.
13
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management retention programs. Rescap, 478 B.R. at 169. Congress established “a set of
challenging standards” for debtors to overcome before retention bonuses could be paid. Global
Home, 369 B.R. at 784.

Further, a debtor’s label of a plan as incentivizing to avoid the strictures of Section
503(c)(1) must be viewed with skepticism; rather, the circumstances under which the proposal is

made and the structure of the compensation package control. Velo Holdings, 472 B.R. at 209

(“Attempts to characterize what are essentially prohibited retention programs as ‘incentive’
programs in order to bypass the requirements of section 503(c)(1) are looked upon with disfavor,
as the courts consider the circumstances under which particular proposals are made, along with

the structure of the compensation packages™); see also Hawker Beechcraft, 479 B.R. at 313

(“The concern ... is that the debtor has dressed up a KERP to look like a KEIP in the hope that it
will pass muster under the less demanding ‘facts and circumstances’ standard in ... §503(c)(3).”);
Dana I, 351 B.R. at 102 n.3 (“If it walks like a duck (KERP) and quacks like a duck (KERP), it’s
a duck (KERP).”).

The Debtors have provided no evidence to allow the Court to evaluate the terms of the
Incentive Plans and Sign-On Bonuses. For example only, the Debtors do not set forth (i) the
current and historical metrics for earning a bonus under any of the plans, (ii) the projections of
the metrics set forth in their business plans, (iii) the titles of the covered participants, the number
of covered participants, who they report to and the maximum amount each participant may earn
if all metrics are met, and (iii) what actions or achievements constitute the “above and beyond”
contributions that would warrant bonuses. Absent any information to establish that the plans are

genuine incentive plans, the Debtors have failed to meet their burden of proof, and approval of

14
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the plans for insiders must be denied as impermissible retention payments governed and

disallowed by Section 503(c)(1).

D. Even If The Severance Program, Annual Incentive Plans and Sign-On Bonuses Are
Governed By Sections 503(c)(3) and 363, They Are Still Deficient

Even if the Court finds that section 503(c)(1) & (2) do not apply, the Court must also
determine under section 503(c)(3) whether the proposed payments are “justified by the facts and

circumstances of the case.” 11 U.S.C. § 503(c)(3); see also Dana II, 358 B.R. at 576.* Under

section 503(c)(3), the Wage Motion should be denied because the Debtor has failed to proffer

any evidence, sufficient or otherwise, that:

a. any bonus is reasonable in light of the Debtor's economic circumstances,
including its assets, liabilities and earning potential;

b. the bonus accords with industry standards;

c. there is an adequate relationship between the bonus and the outcome of the
case;

d. the bonus payment does not discriminate unfairly against other employees;

e. the Debtor exercised “due diligence” in investigating the need for an
incentive plan; and

f. the Debtor received independent counsel in performing due diligence and
in creating and authorizing the incentive compensation.

+ Although some courts in this district have determined that the standard under Section 503(c)(3)
is not different from the business judgment test under Section 363(b), see In re Residential
Capital, LLC, 491 B.R. 73, 84 (Bankr. S.D.N.Y. 2013) (additional citations omitted), these
courts and others continue to apply the factors listed by Judge Lifland in Dana II, when
determining if the structure of a compensation proposal and the process for its development meet
the standard under Section 503(c)(3).
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See id. at 576-77. Moreover, the Debtors have not explained the metrics for earning a bonus in
any of these plans, the number of participants eligible to receive a bonus, or the maximum
amount that each eligible participant may earn if all metrics are met.

The somewhat unique facts and circumstances of this case further support
disapproving these insider bonus plans. Debtors acknowledge that its employees engaged in
misconduct between 1996 and 2001 with its marketing of OxyContin. Debtors’ Informational
Brief at 32, ECF No. 17. In addition, in 2007 Purdue Frederick Company, Inc., an affiliate of
Purdue Pharma, pleaded guilty to misbranding OxyContin, and three senior executives
pleaded guilty to strict liability criminal misdemeanor violations of the FDCA. Id. Currently,
the Debtors face more than 2600 lawsuits alleging that the Debtors acted improperly in the
marketing and sale of prescription opioid medications and that have caused the national opioid
crisis. Id. at 36. To resolve this crush of litigation the Debtors propose to, among other
things, transfer their assets to a trust for the benefit of claimants and the U.S. public. Id. at 3.
The Debtors hope their proposal can be “life savings.” Id. at 4. With this backdrop, the Wage
Motion only provides vague descriptions of the Debtors’ bonus and severance plans and fails
to disclose their participants. The Wage Motion, then, fails to establish that the award of
bonuses and severance payments is justified by the facts and circumstances of this case.’

Another court recently confronted whether bonuses could be justified by the facts and
circumstances where debtors’ corporate conduct had inflicted harm on broad swaths of public

and governmental interests. See In re PG&E Corp., No. 19-30088 (Bankr. N.D. Cal.

5 Similarly, the Debtors have provided scant information from which a determination can be
supported as to whether the proposed bonus and severance payments are “actual, necessary costs
and expenses of preserving the estate.” 11 U.S.C. § 503(b).
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8/30/2019) (Order Denying Motion to Approve KEIP, Doc. No. 3773).° The court in PG&E
refused to approve insider bonuses because the facts and circumstances were compelling
against the award of bonuses when debtors’ executives should have been extrinsically
motivated to reform corporate conduct given the enormous civil and criminal liability debtors
faced from the California wildfires:

In any case, the facts and circumstances of this case are compelling and
justify rejection of the KEIP. Debtors filed these chapter 11 cases to deal with
their enormous liability from the Northern California wildfires. Within the
context of this case, they face suffocating pressures from their creditor
committees, regulatory agencies, various other creditor groups, the general
public, and governmental agencies to improve substantially their safety
practices and successfully reorganize. Outside of this court, they are met with
considerable financial incentive presented by the California legislature to exit
bankruptcy by June 30, 2020. Finally, the most vital of these incentives
remains the pressure to avoid additional loss of life and property and
accompanying civil and criminal liability, which can only be achieved by
drastically improving Debtors’ safety record. Considering the enormous
extrinsic motivation faced by Debtors’ officer-Participants, there is simply no
justification for diverting additional estate funds to incentivize them to do what
they should already be doing. Debtors’ executives should be satisfactorily
motivated by this laundry list of pressures to reform Debtors’ corporate
behavior and should not require the promise of more cash to bring Debtors up
to the task. For these reasons, the court finds that the KEIP is not justified by
the facts and circumstances of this case.

Id. at 7. Like the insiders in PG&E, so, too, should the Purdue insiders “be satisfactorily
motivated by this laundry list of pressures to reform Debtors’ corporate behavior and should
not require the promise of more cash to bring Debtors up to the task.” Just as in PG&E, the

insider bonus plans should be denied given the compelling facts and circumstances against

¢ The PG&E court disallowed the KEIP under Section 503(c)(1), finding it a retention plan
without meaningful incentives. But it also analyzed the plan under Section 503(¢)(3)’s
standards.
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them.

WHEREFORE, the U.S. Trustee respectfully requests that the Court deny the approval of
the portions of the Wage Motion as set forth herein and grant such other relief as the Court
deems fair and just.

Dated: New York, New York
September 27, 2019

Respectfully submitted,

WILLIAM K. HARRINGTON
UNITED STATES TRUSTEE, Region 2

By:_/s/ Paul K. Schwartzberg
Paul K. Schwartzberg

Brian Masumoto

Trial Attorneys

201 Varick Street, Room 1006
New York, New York 10014
Tel. (212) 510-0500
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ORDER DENYING MOTION TO APPROVE KEIP

Debtors filed a Motion for Entry of an Order Approving Debtors' Incentive Program for
Certain Key Employees (dkt. 2664) (the "Motion") on June 19, 2019. Objections were filed,

and the matter came on for hearing on August 9, 2019. Appearances were as stated on the

record. The matter was

subsequently submitted.
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This court has jurisdiction over this contested matter pursuant to 28 U.S.C. §§ 157(b)
and 1334(b). Venue is appropriate in this court. 28 U.S.C. § 1409(a).

Debtors move under 11 U.S.C. § 503" to authorize payments to twelve identified
executives, (the "Participants") leaving room for two additional participants if they are hired or
elevated to the appropriate position. Debtors claim that the Key Employee Incentive Program
(the "KEIP") should be approved because it is primarily incentivizing, not retentive, and is
justified by the facts and circumstances of this case. Several parties objected to the Motion,
including the United States Trustee (the “UST”) (dkt. #3029), the Official Committee of Tort
Claimants (dkt. #3030)?, and The Utility Reform Network (dkt. #3035).> The court concludes
that Debtors have not shown the KEIP to be primarily incentivizing, and thus it does not pass
muster under § 503(c)(1). Consequently, there is no need to conduct an analysis under
§ 503(c)(3), but in the interest of a complete analysis, the court will do so.

For the reasons stated herein, the Motion is DENIED.

The KEIP

The evaluation period extends from January 1, 2019, through December 31, 2019, and
the awards consist of 50% cash and 50% performance-based restricted stock units. Depending
on the level of achievement, the payout could range from $5.4 million to $16 million. The
relevant performance metrics are summarized on pages 12-13 of the Motion and will be
discussed below.

1/
1
//

! Unless specified otherwise, all chapter, code and rule references are to the Bankruptcy Code,
11 U.S.C. §§ 101-1532, and the Federal Rules of Bankruptcy Procedure, Rules 1001-9037.

2 The City and County of San Francisco joined this objection (dkt. #3059).

3 The Plaintiffs’ Executive Committee appointed by the Superior Court of the State of
California in the Ghost Ship Warehouse Fire also filed a joinder to all these objections (dkt.
#3086). A letter to the court was also filed in opposition to the Motion (dkt. #2778).
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Analysis
(1) Whether § 503(c)(1) Applies

Per § 503(c)(1), specific evidentiary standards must be met before a payment can be
made for the purposes of retaining a debtor's insider. If a debtor shows that the payments are
not being made to retain an insider, the debtor may avoid the requirements of § 503(c)(1) and
instead be evaluated under § 503(¢)(3). See In re Residential Capital, LLC, 478 B.R. 154, 170
(Bankr. S.D.N.Y. 2012). Section 503(c)(3) allows such payments, made outside of the ordinary
course of business, to the extent they are justified by the facts and circumstances of the case.

As a preliminary matter, Participants are executives and Debtors do not appear to
contest their status as insiders. * See § 101(31)(B); see also In re Foothills Texas, Inc., 408 B.R.
573, 583 (Bankr. D. Del. 2009) (“a person holding the title of an officer, including a vice
president, is presumptively what he or she appears to be—an officer and, thus, an insider. To
overcome that presumption requires the submission of evidence sufficient to establish that the
officer does not, in fact, participate in the management of the debtor.”).

Debtors argue that the KEIP escapes § 503(c)(1) review because it is primarily
incentivizing and rewards the Participants for performance. They stress that the KEIP only
pays the Participants if they reach a set of targeted metrics and argue that any retentive element
of the KEIP does not bar its characterization as primarily incentivizing. They also assert that
the KEIP goals are not so easy to achieve so as to render the KEIP non-incentivizing,

The UST opposes, among others, asserting that Debtors have not shown that the KEIP is
incentivizing. Specifically, the UST argues that it is unclear how performance is tied to the
metrics, and that the metrics do not appear challenging.

Debtors propose a set of metrics that mirror the metric proposed by the earlier Short
Term Incentive Plan (“STIP”) which was approved by this court to compensate approximately
10,000 employees for performance related to safety, customer satisfaction, and financial

performance. The payout levels are as follows:

4 Debtor refers to the Participants as their “most senior officers” (Motion, p. 8).

-3-
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¢ Below Threshold KEIP Performance: If threshold performance is not achieved,
there is no award.
e Threshold KEIP Performance: 50% of the Target KEIP Award is earned if

Debtors meet but do not exceed the threshold performance levels.

e Target KEIP Performance: 100% of the Target KEIP Award is earned if
Debtors achieve, but do not exceed target performance levels.

¢ Maximum KEIP Performance: 150% of Target KEIP Awards is earned if Debtors
meet maximum performance levels.

Unlike the STIP, the metrics here are modified such that the public safety index portion
of the metrics (“PSI™) carries more weight because that metric is most closely tied to wildfire
prevention. Thus, per the Motion, if the aggregate score for the PSI metric is below threshold
performance, the total payment will be reduced by 50%. If the PSI metric is at or above
threshold but below target performance level, the total payout will be reduced 25%.

Aside from this modification, Debtors present nothing to demonstrate that these metrics
are applicable or even relevant to the Participants. There is nothing to show how the
Participants’ performance relates to the metrics, and there is no showing that the Participants
would further and achieve these goals in any concrete way. In addition, it appears that the
metrics are at least partially what some would call a “lay-up”: Debtors themselves admit that
they have achieved threshold performance in the last decade.” See In re Dana Corp., 358 B.R.
567, 583 (Bankr. S.D.N.Y. 2006) (benchmarks for the incentive plan were “difficult targets to
reach and are clearly not ‘lay-ups™). At least at the threshold level of performance, it is unclear
what, if any, difficulty is present in achieving this performance. See In re Hawker Beechcrafft,
Inc., 479 B.R. 308, 313 (Bankr. S.D.N.Y 2012) (“although the KEIP includes incentivizing

targets, the lowest levels are well within reach.”).

5 “While the Debtors’ overall company score has met threshold level each of the past nine
years, the Compensation Committee has exercised its discretion across multiple years to reduce
executive payouts.” (Reply, p. 7). The court is not tempted to rely on the discretion of the
Compensation Committee.

4-
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In light of the foregoing, the court finds that § 503(c)(1) applies, which the KEIP plainly
does not satisfy.

(2) Section 503(c)(3)

The UST argues that even if § 503(c)(3) applies, Debtors have not shown that the KEIP
is justified by the facts and circumstances of the case because Debtors have failed to satisfy the
factors laid out in In re Dana Corp., 358 B.R. at 576, which are:

— Is there a reasonable relationship between the plan proposed and the results to be

obtained?

— Is the cost of the plan reasonable in the context of the debtor's assets, liabilities and

earning potential?

— Is the scope of the plan fair and reasonable; does it apply to all employees; does it

discriminate unfairly?

— Is the plan or proposal consistent with industry standards?

— What were the due diligence efforts of the debtor in investigating the need for a plan;

analyzing which key employees need to be incentivized; what is available; what is

generally applicable in a particular industry?

— Did the debtor receive independent counsel in performing due diligence and in

creating and authorizing the incentive compensation?

Id. at 576-77. Debtors here have made a showing that the scope of the plan is reasonable, that
it is consistent with industry standards, and that they conducted some due diligence and
received independent professional advice. Consequently, those factors weigh in favor of
granting the KEIP. _

However, the other factors weigh heavily against that result. There is nothing to
indicate a reasonable relationship between the plan and its results because Debtors have not
provided evidence of that relationship. The metrics included are the same as the STIP metrics,
subject to one unsatisfying modifier that still virtually guarantees a payout, and there is no

ascertainable connection between the officers’ performance and the metrics. For example, the

5
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court is still unaware of how each of the Participants specifically contribute to the PSI metric.
See Hawker Beechcraft, Inc., 479 B.R. at 313 (“[debtors] did not identify the roles of each
member of the [plan] or why, individually or as part of a team, they will contribute services
necessary to achieve the targets.”).

In addition, whether the cost is reasonable remains to be seen. Debtors face
considerable potential liability in impending wildfire litigation and forthcoming estimation
proceedings, and it is simply unclear at this stage whether the cost of the KEIP is reasonable in
light of these formidable challenges.

In any case, the facts and circumstances of this case are compelling and justify rejection
of the KEIP. Debtors filed these chapter 11 cases to deal with their enormous liability from the
Northern California wildfires. Within the context of this case, they face suffocating pressures
from their creditor committees, regulatory agencies, various other creditor groups, the general
public, and governmental agencies to improve substantially their safety practices and
successfully reorganize. Outside of this court, they are met with considerable financial
incentive presented by the California legislature to exit bankruptcy by June 30, 2020. Finally,
the most vital of these incentives remains the pressure to avoid additional loss of life and
property and accompanying civil and criminal liability, which can only be achieved by
drastically improving Debtors’ safety record. Considering the enormous extrinsic motivation
faced by Debtors’ officer-Participants, there is simply no justification for diverting additional
estate funds to incentivize them to do what they should already be doing. Debtors” executives
should be satisfactorily motivated by this laundry list of pressures to reform Debtors’ corporate
behavior and should not require the promise of more cash to bring Debtors up to the task. For
these reasons, the court finds that the KEIP is not justified by the facts and circumstances of this
case. |

However, the court understands that the KEIP may have been justified had it been solely
motivated by safety metrics and conditioned only on equity. Consequently, Debtors may file

another, similar motion, if it focuses only on safety and premises payout solely on some form of

e
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equity participation. Debtors are also advised that the standard in § 503 must be satisfied in

order to obtain relief: a set of metrics with no demonstrable relation to the KEIP Participants

will likely fail.

##% END OF ORDER ***
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