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Pursuant to the Court’s Order Setting Hearing on Official Committee of Unsecured Creditors’ 

Objection to Third Amended Cash Collateral Stipulation [Docket No. 4200] regarding the Stipulation 

to (A) Amend the Second Supplemental Cash Collateral Order, (B) Authorize Continued Use of Cash 

Collateral, (C) Grant Adequate Protection, (D) Modify Automatic Stay, and (E) Grant Related Relief 

(the “Third Amended Cash Collateral Stipulation”) [Docket No. 4184], the Committee1 hereby files 

this reply (the “Reply”) to the responses of the Prepetition Secured Creditors [Docket No. 4225] and 

the Debtors [Docket No. 4226] (collectively, the “Responses”) to the Committee’s objection (the 

“Objection”) [Docket No. 4199]. 

REPLY 

1. Both Responses implicitly concede that there is uncertainty as to whether 

administrative claims that accrue but do not become payable during the budget period will be paid.  

(See, e.g., Debtors’ Response at 7 and Prepetition Secured Creditors’ Response at 3, 8.)  However, 

nowhere in the Third Amended Cash Collateral Stipulation did the Debtors and Prepetition Secured 

Creditors inform the Court and parties in interest that administrative claims might not be paid.   

2. To be clear, the Committee does not dispute the Prepetition Secured Creditors’ ability 

to consent or not consent to the Debtors’ proposed use of cash collateral.  Where the Committee has 

an issue is with the Debtors’ failure to propose a budget that provides for the payment of all 

administrative claims the Debtors will incur.    

3. It is axiomatic that a debtor should not incur debts that it cannot pay.  A debtor in 

possession has a fiduciary duty to operate the debtors’ business prudently and with a view to its 

available resources.  See In re Signature Apparel Group LLC., 577 B.R. 54, 56 (Bankr. S.D.N.Y. 2017) 

(a debtor in possession has “duty of care” that requires that it “use that amount of care which ordinarily 

careful and prudent men would use in similar circumstances and consider all material information 

reasonably available in making business decisions”).  Any failure by the debtor to do so by, for 

example, incurring administrative debt it could never pay would, a minimum, be cause for conversion 

of the case under section 1112(b).  See In re W. Pac. Airlines, Inc., 218 B.R. 590, 594 (Bankr. D. Colo. 

 
1  Capitalized terms not otherwise defined herein shall have the meanings ascribed to them in the Third Amended Cash 

Collateral Stipulation. 
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1998) (finding that “cause” for conversion under section 1112 had been shown where “the Debtor 

[was] continuing to incur significant administrative expenses with no assurance of payment to 

administrative claimants”); In re Gateway Access Sols., Inc., 374 B.R. 556, 564 (Bankr. M.D. Pa. 

2007) (“Negative cash flow and an inability to pay current expenses as they come due can satisfy the 

continuing loss or diminution of the estate standard for purposes of § 1112(b).”). 

4. While it is true that the choice of whether to permit the use of cash collateral belongs 

to the Prepetition Secured Creditors, the decision as to which administrative creditors can be paid does 

not rest with the Prepetition Secured Creditors—any more than it rests with the Debtors, who are not 

permitted to pay “some, but not all” administrative claims.  See In re Nunzio’s Pizza, Inc., 202 B.R. 

159 (Bankr. D. N.M. 1996) (“In fairness to the administrative claimants, the trustee should not pay 

some of the not yet allowed claimants, but omit others.”).  To the contrary, “the Bankruptcy Code's 

scheme for allowance and priority [as to administrative claims] is very clearly set forth in the statute,” 

and neither the debtor nor a secured creditor is free to vary this scheme, by, for example, “fashion[ing] 

their own rules of super-priorities or sub-priorities within any given priority class,” and thereby permit 

payment of one administrative claim ahead of another.  In re Granada, Inc., 88 B.R. 369, 373 (Bankr. 

D. Utah 1988).   

5. Thus, a debtor should not continue to operate if its secured creditor stipulated that its 

cash collateral could be used only to pay, say, 25% of all administrative claims or, likewise, provided 

only for the payment of certain claims while leaving other claimants uncompensated.2  While a secured 

creditor can protect itself by having the right to revisit its consent for the use of cash collateral if the 

approved budget is exceeded, nothing in the Bankruptcy Code provides a secured creditor with the 

ability to pick and choose which claims to pay, in what amount, or at what time.   

6. The Committee is rightly concerned that administrative creditors—such as the nurses, 

hospital workers, and medical groups providing postpetition services—should be paid their claims that 

 
2  Despite the Prepetition Secured Creditors’ contention to the contrary (see Prepetition Secured Creditors’ Response at 

7, ft. nt. 7), the Committee is not trying to end run the limit on professional fees for investigating the extent, priority, 
and validity of the Prepetition Secured Creditors’ claim.  The Committee’s Objection is and has always been about 
paying creditors that help unlock the value of the estate. 
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accrue postpetition.3  The Debtors’ giving these parties an administrative claim that may or may not 

be paid is not fair and just compensation for their work.  This is especially true considering that (a) 

such creditors could not have simply stopped working due to their contractual (and ethical) 

commitments to the Debtors and (b) the Debtors’ attempt to maximize value required the services of 

such creditors. See In re Ridgeline Structures, Inc., 154 B.R. 831, 832–33 (Bankr. D.N.H. 1993) (“[I]n 

my judgment, [it] is just a matter of elementary fairness when an entity is operating under Court orders 

and people assume that if they supply goods and services they will have an administrative claim that 

will not simply be wiped out by the unilateral action of another party.”). 

7. The Debtors’ suggestion that parties other than the Prepetition Secured Creditors also 

may benefit from the Debtors’ use of cash collateral (Debtors’ Response at 2) is not a sufficient 

response to the concern about the cases being run for the benefit of the Prepetition Secured 

Creditors.  Of course, money-losing operations must eventually cease, given the limited funding 

available, but such cessation certainly does not benefit employees, patients, or local 

communities.  Stemming losses is important, but this would simply preserve the value of Debtors’ 

assets—all of which constitute the Prepetition Secured Creditors’ collateral according to the Debtors 

and the Prepetition Secured Creditors.4 

8. The Committee’s Objection is not a collateral attack on the Final DIP Order, as the 

Responses contend.  (Debtors’ Response at 8; Prepetition Secured Creditors’ Response at 3-4, 8-9.)  

Rather, it is the Debtors’ waiver of important estate rights in the Final DIP Order that necessitates the 

Committee’s Objection.  More specifically, because the Debtors waived the right to surcharge the 

Prepetition Secured Creditors’ collateral, over the Committee’s objection, the estates no longer have 

a way to bring in funds to compensate those creditors who provide value to the estates and/or provide 

 
3  The Debtors suggest that the Committee never suggested which administrative creditors were at risk of non-payment.  

Debtors’ Response at ft. nt. 2.  That simply is not true.  The Committee clearly informed the Debtors that union 
employees who rendered services postpetition and thus accrued postpetition severance claims were at risk.  Recently, 
the Debtors suggested that St. Vincent IPA be given an administrative claim but did not commit to paying that claim.  
See the Debtors’ Objection to St. Vincent IPA’s Motion to Enforce Critical Vendor Agreement [Docket No. 4214] at 
6, 7.  

4  The Committee has been mostly supportive of the Debtors’ decisions regarding operations to date.  And, indeed, the 
Committee appreciates that Debtors are mindful of their duties as a not-for-profit enterprise and, as such, that the 
Debtors continuously consider the impact on patient care and jobs.  But, given the financial circumstances, those 
concerns give way to value preservation—and these other constituents are not necessarily the beneficiaries of value 
preservation. 
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an opportunity for the estates to maximize the value of the Prepetition Secured Creditors’ collateral.  

It is precisely because this ability has been cut off that the Committee seeks to ensure that all allowed 

administrative claims can be paid.  But for the waivers, the estates would have had the ability to seek 

to surcharge the Prepetition Secured Creditors’ collateral to recover funds to pay such claims. 

9. With regard to another argument raised by the Prepetition Secured Creditors, the 

Committee does not wish to terminate the Debtors’ operations as the Prepetition Secured Creditors 

allege.  (Prepetition Secured Creditors’ Response at 1, 5.)  Indeed, that threat is found only in the 

Prepetition Secured Creditors’ Response.  Stated differently, in their Response, the Prepetition Secured 

Creditors seem to be threatening to terminate the right to use cash collateral if asked to consent to a 

budget that provides for the payment of the administrative costs incurred in a bankruptcy process that 

helps them maximize the value of their collateral.  Instead, the Prepetition Secured Creditors would 

have all postpetition creditors continue to provide value to the estate, but only compensate some of 

those creditors.   

10. Of course, the Prepetition Secured Creditors do not really wish the Debtors to terminate 

operations.  Were that to happen, the Prepetition Secured Creditors would fail to recognize significant 

value from their collateral.  Indeed, the Prepetition Secured Creditors recognize the likelihood of 

“liquidation of…assets at fire sale prices” in that event.  (Prepetition Secured Creditors’ Response 

at 1.)  

11. The Committee does not understand the vitriol found in both Responses.  That the 

Committee did not object to the previous stipulation and budget is irrelevant.  The Committee has 

made its concern about the potential non-payment of administrative claims known for some time.  

And, to be clear, the Committee did not object to the previous cash collateral stipulations because, at 

the time of those stipulations, it appeared that all claims would be paid in full—which is no longer the 

case.  Recent pleadings filed by the unions underscore this concern.5   (See SEIU-UHW’s Opposition 

 
5  As for notice, Debtors provided the Committee with a draft of the proposed stipulation hours before filing it with the 

Court.  The Committee immediately and timely sent Debtors an email indicating its objection.  The Debtors did NOT 
respond to that email but, rather, went ahead and filed the Third Amended Cash Collateral Stipulation.  The Third 
Amended Cash Collateral Stipulation did NOT indicate that the Committee had an objection as it should have.  
Notwithstanding this concern, the Committee would like the Court to understand that the Debtors are cooperating and 
consulting with the Committee on virtually all issues.  Indeed, the Prepetition Secured Creditors, the Committee, and 
the Debtors all share the same ultimate goals and have been working efficiently together to promote common goals 
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to Debtors’ Motion for Entry of an Order Amending Key Employee Incentive Plan and Key Employee 

Retention Plan [Docket No. 4202] at 5-7 and the California Nurses Association’s Complaint for 

Damages, Civil Penalties, Attorneys Fees [Docket No. 4218] at 3, 11-13.)  Besides the Debtors and 

Prepetition Secured Creditors chose not to operate under one stipulation or one budget but, rather, seek 

to refresh both.  Regardless, situations change, thus prompting the Committee’s Objection.   

12. In addition to these points, the Committee notes that the Debtors have raised a question 

of the Committee’s standing to challenge the Third Amended Cash Collateral Stipulation, albeit 

acknowledging the broad standing afforded a committee.  (Debtors’ Response at 6.)  The Committee 

should be heard because the Debtors’ failure to pay administrative claims would adversely affect the 

estate’s ability to pay unsecured claims.  The Committee also notes that the creditors the Committee 

is trying to protect by its Objection are unsecured creditors, not secured creditors.  That such unsecured 

creditors are entitled to administrative priority does not change the unsecured nature of their claims.  

The Debtors’ statement that the Court could appoint an administrative committee under section 1102 

(Debtors’ Response at 6)  supports the Committee’s point.   No one ever sees an administrative claims 

committee in a chapter 11 case because such claims are to be paid in full.  

CONCLUSION 

For all of the reasons set forth in the Committee’s Objection and this Reply, the Committee 

respectfully requests that the Court not approve the Third Amended Cash Collateral Stipulation absent 

the commitment and funding to pay all allowed administrative claims in full. 
 
DATED:  March 8, 2020 
 
 
 
 

 
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. 

 
 

despite their differences on a few material items (such as the extent of liens, which dispute may be rendered moot as a 
result of SGM’s breach, and the use of cash collateral/payment of administrative claims).  Regardless of how the 
issue raised by the Committee’s Objection is resolved, the Committee expects that such cooperation will continue.  
The Debtors’ principals and counsel, as well as members of the Committee, have made it clear that they encourage 
such cooperation. 
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