INTHE UNITED STATESDISTRICT COURT
FOR THE EASTERN DISTRICT OF PENNSYLVANIA

COMMODITY FUTURES TRADING COMMISSION ) CIVIL ACTION
V.

NO. 05-2973
PAUL M. EUSTACE, et 4.

C. CLARK HODGSON, JR., RECEIVER, et a. ) CIVIL ACTION
V.
MAN FINANCIAL INC., et 4. ) NO. 06-1944
MEMORANDUM
Baylson, J. May 3, 2007

These cases arise out of significant investor losses sustained in an allegedly fraudulent
futures trading scheme, estimated at over $200 million. The issue discussed in this
Memorandum is collateral to the merits of these cases and concerns whether the court-appointed
Receiver, C. Clark Hodgson, Jr., Esquire (“Hodgson” or “Receiver”), and his law firm, Stradley,
Ronon, Stevens and Young, LLP (“ Stradley”), must be replaced because they failed to disclose
prior client relationships with various UBS entities knowing that another UBS entity, UBS Fund
Services (Cayman) Limited (*UBS Cayman”), participated in various aspects of the transactions
underlying these cases. UBS Cayman has now been brought in as a third-party defendant in

Hodgson v. Man Financial, Inc., No. 06-1944.

l. Factual Background*

! What followsis abrief summary of this case. Further details about the case are set forth in
prior Memoranda of this Court, see 2006 WL 3791341, 2006 WL 2869532 and 2006 WL 2707397.
Details about the background facts on the conflict of interest issue are set forth in the Master’ s Report,
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On June 22, 2005, the Commaodity Futures Trading Commission (“*CFTC”) brought an

action, CETC v. Eustace, No. 05-2973, against Paul Eustace (“ Eustace”) and the Philadelphia

Alternative Asset Management Co., LLC (“PAAMCQO”) for an alleged fraud resulting in
significant investor losses. The CFTC sought, among other remedies, a Statutory Restraining
Order (“SRQO"), including appointment of a Receiver by the Court.

Before appointing Hodgson as the Receiver, Judge John R. Padova, to whom the case
was originally assigned, advised Hodgson during a telephone conversation of the entities
involved in the case, including Eustace, PAAMCO and the CFTC. There was no mention at that
time of any other potentia parties or the need for Hodgson to check any other conflicts.
Hodgson sent Judge Padova a letter on the same day advising him no conflicts were found, and
he could accept the appointment. Judge Padova accordingly issued an order on June 23, 2005
appointing Hodgson as atemporary receiver for Defendant PAAMCO and its “partners, affiliates
or subsidiaries or related entities of the Defendants’ with the full powers of an equity receiver.

On July 6, 2005, this case was reassigned to the undersigned, who made Hodgson’'s
appointment permanent in an order dated September 21, 2005, and renewed that appointment in
an order dated April 21, 2006. Since the beginning of these proceedings, the Receiver has been
represented by Stradley, in which the Receiver was a partner until late December 2006 and
currently holds the title of senior counsel.

A. Early Stages

In several hearings and orders entered in the CFTC case, the Court, particularly in the

discussed below, and filed at Doc. No. 351 in Civ. A. No. 05-2973 and Doc. No. 199 in Civ. A. No. 06-
1944.
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early stages, emphasized the need for the CFTC and the Receiver to work together and initially
directed the CFTC, because of itsinitial investigation and its expertise in the subject matter, as
well as because its counsel were paid by the government, to take the lead in ascertaining the
factual background of the case. The Court charged both to consider whether additional actions
should be brought to recover damages on behalf of the investors, but to seek Court approval
before bringing any such suits. The Receiver acted promptly and appropriately in taking action,
gathering together funds in different accounts, some located in Canada, pursuant to his
obligations to secure assets belonging to investors. The Court was advised, at various hearings
and in other communications, that although there were some problems in relations between the
Receiver and the CFTC, progress was being made.

As part of his efforts, the Receiver sought sanctionsin the CFTC action against athird
party, Man Financia, Inc. (*Man”), afutures broker that had provided trading services to
PAAMCO and itsrelated entities. The Court held several hearings on the Receiver’s motions to
require Man to disclose information required by the SRO and ordered Man to comply with the
SRO.

B. Man Complaint

Pursuant to the Court’ s above-noted requirement, the Receiver submitted a letter in
camera briefly identifying certain civil actions that he intended to file. On April 28, 2006, the
Court issued an order granting the Recelver permission to bring a separate action against Man
and certain of Man's employees arising out of their alleged wrongful conduct in their relationship
with PAAMCO and Eustace (Doc. No. 217).

On May 8, 2006, the Receiver initiated the action against Man and several of its
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employees, Hodgson v. Man Financial, Inc., No. 06-1944. The Complaint alleges PAAMCO

acted as manager for a number of offshore funds, including the major fund, entitled the

Philadel phia Alternative Asset Fund Limited (the “ Offshore Fund”), and Man acted as a futures
commission merchant through which the Offshore Fund traded commodity futures and options.
The Offshore Fund’s Administrator, UBS Cayman, in turn was responsible for preparing monthly
account or net asset value statements reporting the performance of the Offshore Fund to the
Fund’sinvestors.

UBS Cayman is mentioned throughout the Complaint, and itsrole in the overall business
transaction was, according to the Complaint, asignificant one. The Complaint paints UBS
Cayman as one of the victims of the wrongdoing by Man. According to the Complaint, Man,
among other things, allowed Eustace and PAAMCO to improperly open Offshore Fund accounts
and to set up an account, known as the “50 Account,” in which losses were alowed to
accumulate, unknown to UBS Cayman and the investors, as well as PAAMCO' s board of
directors and employees.”> In addition to asserting that Man concealed the 50 Account, the
Complaint further alleges that Man made inaccurate trading results from another account, known
asthe 10 Account, available to UBS Cayman via an online system upon which Eustace knew
UBS Cayman relied in preparing the monthly account or net asset value statements for the

investors. (Compl. 128.) The Complaint then continues, “Eustace caused Man Financial to

2 PAAMCO set up certain entities in the Cayman Islands, presumably to avoid taxes or other
U.S. governmental regulations, and had arranged for UBS Cayman to administer that fund. After the
Receiver was appointed in this Court, a court in the Cayman Islands established, authorized under
Cayman Island law, afirm to act to act as aliquidator of the Cayman Island entities. This Court
approved the protocol for coordination between the Receiver and the Cayman Islands liquidators, known
asthe Joint Liquidators.
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convince UBS to back-date certain EFP trades . . . and to artificially report that numerous large
trades occurred at market highs and lows on the last trading day of the prior month instead of the
first day of the following month . . . in order to artificially boost the month-end returns of the 10
Accounts.” Id. 132. According to the Complaint, this backdating scheme falsely improved the
performance of the Offshore Fund and again led UBS to report inaccurate net asset values to
investors. 1d. 1 33.
The Receiver has candidly acknowledged that, shortly after his appointment by Judge

Padova, he learned that UBS Cayman and another UBS entity, UBS SecuritiesLLC (“UBS
Securities’), had played arole in the underlying transactions and knew that Stradley attorneys,
including the Receiver himself, represented other UBS entities, including several mutual funds
bearing the UBS name and UBS Financia Services, Inc. (formerly UBS PaineWebber, Inc.)
(“UBS Financial Services’). However, the Receiver and his counsel determined that they did not
need to conduct a further conflict check because they were fully aware of Stradley’s
representation of the other UBS entities and determined that there was no conflict requiring
disclosure to the court or withdrawal as the Receiver. According to the Receiver and his counsel,
at that time, they did not have any reason to believe that any UBS entity would possibly be a
party in thelitigation. Even if such apossibility existed, they believed it would not present a
conflict because the UBS entities represented by the Receiver and Stradley were completely
separate affiliatesin alarger corporate organization from UBS Cayman and UBS Securities.

At or about the time that the Receiver and Stradley were considering, getting permission
for, and drafting the Complaint against Man, despite the many references to UBS Cayman in the

Complaint and specifically the alegation that UBS backdated certain documents, albeit allegedly
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at the urging of Man, they continued to fail to disclose their UBS relationships to the Court or to
the CFTC. On May 2, 2006, just prior to the Receiver filing the suit against Man, a meeting took
place in the offices of the CFTC in Washington, DC, attended by the Receiver and his counsdl, in
which they discussed various entities involved in the CFTC case and the proposed |awsuit
against Man. At this meeting, the role of UBS Cayman was discussed. The in camera letter to
the Court outlining the actions the Receiver intended to file, and the meeting with the CFTC in
Washington, DC on May 2, 2006, provided the opportunity for the Receiver and/or his counsel to
make these disclosures in a confidential manner. The Court does not suggest that the Recelver or
his counsel had any improper motives or intent, but the Court cannot ignore the fact that the
disclosure was not made at that time.

In November and December 2006, Man and other parties conducted depositions of
several witnesses employed by UBS Cayman in the Cayman Islands. According to the Receiver,
the first time that he or his counsel learned of any possible negligence on the part of UBS
Cayman was during the November and December 2006 depositions of the UBS Cayman
witnesses. On December 6, 2006, Lee Rosengard, Esquire, one of the attorneys for the Receiver
at the Stradley firm, sent an email reporting on the testimony of one of those witnesses and
indicating that, based on the failure of UBS Cayman to seek out independent information for
verification of accounts operated by PAAMCO, “I continue to believe that the Joint Liqui[]dators

in the Caymans have amalpractice claim against UBS. We need to discuss this with Clark.”?

% This phraseol ogy suggests that Rosengard had reached and communicated this belief at a prior
date, which the Master suggests was afew days prior. Rosengard’ s reference to the “Joint Liquidators”
refersto the fact that, in the protocol between the Receiver and the Joint Liquidators, approved by this
Court, the Joint Liquidators were given primary responsibility to institute litigation against entitiesin the
Cayman Islands. However, nothing has been presented to this Court suggesting that the Joint Liquidators
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The Court held a hearing on the record on January 16, 2007. Initialy, the Court
summarized the content of the unrecorded telephone conference that had taken place the prior
week on January 11, which generally concerned scheduling matters, but during which Man had
advised the Court that it intended to bring UBS Cayman into the case as a third-party defendant.
This had led to some discussion during the phone call about the impact the inclusion of UBS
Cayman would have on both scheduling and settlement discussions. (Tr. 5-7, Jan. 16, 2007.) At
the hearing, the Receiver advised the Court that he had retained an esteemed individual
practitioner, Peter Hearn, to address issues relating to UBS Cayman. The Court asked Man’'s
counsdl if she knew why the Receiver had not named UBS Cayman as a defendant, and asked the
same question of Receiver’s counsdl, a the same acknowledging that the Recelver’s counsel may
not want to answer that question “because of aconflict issue.” The Court used the phrase
“conflict issue” because counsel at the hearing implied that a conflict issue had led to the
Receiver’ sretention of Mr. Hearn, who responded that he did not have any knowledge as to why
Mr. Hodgson did not name UBS Cayman as one of the origina defendants. Id. at 11. Instead,
Mr. Hearn argued that it was too late to bring third-party claims against UBS Cayman.

Later in the hearing, the Court again inquired asto why, if Man believed there were
grounds to bring in UBS Cayman as a party, the Recelver had not done so either in this Court or
in conjunction with the Joint Liquidators. The Court prefaced this question by stating, “[n]ow, if
you don’'t want to specifically answer that question because of your firm’s conflict with UBS
Cayman, I'll defer to Mr. Hearn.” Id. at 30. Receiver’s counsdl stated: “I can’t speak certainly

to the issue of the merits of the claim against UBS or how that may compare on arelative basis

has ever started, let a one considered, litigation against UBS Cayman.
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with the claims that we have already asserted, . . . which isasignificant piece of answering Y our
Honor’ s question but one | can’t — | can’t obviously address. What | can say isthis. We
certainly factored that into the mix. The Receiver factored that into the mix in coming to the
decision that he did in terms of the position to take on joinder and the timing of thetrial.” 1d.
The Court then asked, assuming UBS was sued, whether it should be in the same trial as Man or
in abifurcated tria that would take place after the trial against Man was completed. Receiver's
counsel responded that the Receiver was intent on trying the case in spring 2007 and including
both Man and the third party defendants. Mr. Hearn agreed with this statement and noted, “we
sued the people who we sued because we felt they were the people who we ought to sue.” 1d. at
324

Several weeks later, counsel for Man sent aletter to this Court dated February 8, 2007
asserting that the Receiver and Stradley had a serious conflict of interest, drawing into question

the Receiver’s ability to continue to act as areceiver for PAAMCO and its related affiliates and

* Although an observer of the events that took place in the early part of this year might conclude
that there were some inconsistencies in the Receiver and Stradley’ s positions concerning UBS Cayman,
the Court does not fault them for retaining Mr. Hearn. Asthey told the Master, they did so out of an
abundance of caution, given the fact that Man was seeking leave to name UBS Cayman as a third-party
defendant, and they knew that questions would arise as to the timing of the trial, bifurcation issues, etc.
At the hearing on April 18, 2007, counsel for the Receiver asserted that the Receiver and Stradley had no
conflict with UBS Cayman and could sue it, but had decided on the merits of the question that it would
be inadvisable to do so.

The Receiver had prepared aletter for the hearing explaining their position on thisissue and
offered to submit that letter to the Court in camera. Subsequently, the Receiver offered to share the letter
with CFTC counsel aswell. The Court isunwilling to have it filed of record because it obviously
contains strategic attorney work product material. Man has opposed the Court receiving aletter on an ex
parte basis. The CFTC also asserts that the contents of the letter are not relevant on the conflict issue.
The Receiver advised the Court that he retained Mr. Hearn out of an abundance of caution because of the
Stradley representation of other UBS entities completely separate from UBS Cayman. The record is also
clear that the Receiver and his firm never sought any waiver from UBS. The Court agrees with Man and
the CFTC that the absence of disclosure isthe key issue in the resolution of the matter currently before
the Court.
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subsidiaries. Man Financial pointed out that the Recelver and his firm had been representing
several UBS clients since at least 2002, including UBS Financia Services and several UBS
mutual funds, but this information was never disclosed to the Court, the CFTC or theinvestorsin
the Offshore Fund. The Recelver and his counsel responded to this letter on February 9 denying
the existence of any conflict of interest. The CFTC then responded in aletter on February 13in
which it aso expressed concern that a conflict of interest existed and continues to exist because
of the Receiver’s and his firm’s representation of UBS entities. Additional |etters were sent by
Man and Stradley on February 13 and February 16, respectively. In responseto this
correspondence, the Court held a hearing on February 16, 2007 on whether the Court should
appoint a Special Master under Federal Rule of Civil Procedure 53 to investigate the factua
underpinnings of the Receiver’ s and hisfirm’s alleged conflict of interest. Later the same day,
the Court issued an order appointing aretired Common Pleas Judge, Abraham J. Gafni, as a
Master (“Master”) to investigate these issues.

The Master then proceeded to conduct a thorough investigation into the factual
circumstances underlying the Recelver’s aleged conflict because of the UBS representation. The
Master’'s Report (Doc. No. 199 in the Man action) was filed and served on March 30, 2007 and
laid out in detail the facts underlying the contentions of the parties on the conflict issue, and the
factual circumstances leading up to Man’sletter informing the Court of Stradley’ s representation
of severa UBS-related entities. Because the Master’s Report is on file, the Court need not
further detall its contentsin this Memorandum. The parties were given an opportunity to, and
did, respond to this Report in writing and, on April 18, 2007, the Court held another hearing on

the Master’ s Report and to hear argument as to what actions, if any, the Court should take with
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respect to the Receiver and hislaw firm. There were only afew minor corrections raised to the
factual aspects of the Master’ sreport in the parties' responses or at the hearing. However, the
parties differ significantly on what should now happen based on those facts.

The Master did an excellent job of summarizing the parties’ positions and the factual
circumstances that now lead to the Court’ s present decision. For that reason, this Memorandum
will focus on the legal issues raised by those facts.

[. Contentions of the Parties

The Recelver asserts that he has not done anything which requires the Court to take any
action, and the case should proceed as before. The CFTC, and separately Man, assert that the
Receiver’ sfailureto disclose his own relationship and that of the Stradley firm with various UBS
entities should lead to his disqualification and the appointment of a new Receiver. UBS Cayman
did not take a position on this topic, and neither did any of the third party individual defendants.
Various investors wrote to the Court, and although the Court does not have information as to the
relative amounts of their investments or their aleged losses, most of the investors who
communicated to the Court preferred that the Court allow the Receiver and his law firm to
continue. However, one group of investors, the Edison Fund Limited, the Fairfax Fund Limited,
and the Nucleus Fund Limited, represented by counsel, moved to intervene and suggested the
appointment of an attorney from their counsel’ s law firm to take over as Receiver. They have
since withdrawn that motion.

The Receiver and his law firm urge the Court to analyze this issue in connection with the

Rules of Professional Conduct adopted by the Pennsylvania Supreme Court, which are applicable
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in this Court. Asreflected in Rule 1.7° and Comment 34°, under certain circumstances, alaw
firm that has a client relationship with a given corporation or other organization is not barred
from accepting a representation adverse to an affiliate of that corporation or organization, such as
an unrelated subsidiary of alarge corporation. The Receiver and his counsel argue that the UBS
entities they represent and those entities which are involved in this litigation are separate legal
entities, and there is no reason they should be treated as the same client. Moreover, according to

the Receiver and his counsel, there was no expectation by UBS Financia Servicesthat Stradley

® Rule 1.7 of the Pennsylvania Rules of Professional Conduct provides:

(a) Except asprovided in paragraph (b), alawyer shall not represent aclient if the
representation involves a concurrent conflict of interest. A concurrent conflict of interest
existsif:
(1) therepresentation of one client will be directly adverse to another client; or
(2) thereisasignificant risk that the representation of one or more clients will
be materially limited by the lawyer’ s responsibilities to another client, aformer
client or athird person or by a personal interest of the lawyer.
(b) Notwithstanding the existence of a concurrent conflict of interest under paragraph
(a), alawyer may represent aclient if:
(1) thelawyer reasonably believes that the lawyer will be able to provide
competent and diligent representation to each affected client;
(2) therepresentation is not prohibited by law;
(3) the representation does not involve the assertion of a claim by one client
against another client represented by the lawyer in the same litigation or other
proceeding before atribunal; and
(4) each affected client givesinformed consent.

® Comment 34 to Rule 1.7 provides:

A lawyer who represents a corporation or other organization does not, by virtue
of that representation, necessarily represent any constituent or affiliated organization,
such as parent or subsidiary. See Rule 1.13(a). Thus, the lawyer for an organization is
not barred from accepting representation adverse to an affiliate in an unrelated matter,
unless the circumstances are such that the affiliate should also be considered a client of
the lawyer, there is an understanding between the lawyer and the organizational client
that the lawyer will avoid representation adverse to the client’ s affiliates, or the lawyer’s
obligations to either the organizational client or the new client are likely to limit
materially the lawyer’ s representation of the other client.
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would avoid representations adverse to UBS Cayman.

The Recelver’slegal position is supported by an expert report by Lawrence J. Fox, an
attorney well known for his expertise in professiona responsibility matters. If this dispute was
merely an issue of whether alaw firm could accept a representation adverse to a corporate
affiliate of an entity when the firm has an ongoing client relationship with another unrelated
affiliate of that entity, the Court would readily find that Mr. Fox’ s analysis and the Receiver’s
arguments were correct and that no disabling conflict existed.

The CFTC takes the position that Mr. Hodgson, as a court-appointed receiver, is subject
to a higher standard of conduct with respect to handling conflicts of interest than that applied to
private attorneys. The CFTC contends the Receiver isin aposition similar to a bankruptcy
trustee and has the duty to avoid even the appearance of possible impropriety, unfairness or
partiality. Assuch, the Receiver and any counsel employed by him were obligated to fully
disclose to the Court his and hisfirm'’s prior relationships with certain UBS entities, which the
CTFC characterizes as a potentia conflict of interest, and their failure to do so created an
appearance of impropriety affecting the integrity of these proceedings. The CFTC concludes that
the Receiver and his counsel should therefore be removed and a new Recelver appointed.

Man takes a position similar to the CFTC and reliesin great part on the expert report of
Professor Charles Wolfram. Professor Wolfram, also an esteemed and well known expert in
professional responsibility matters, has authored severa written opinions submitted to the Court
on this matter, concluding that Mr. Hodgson and his firm should be disqualified because their
prior client relationship with other UBS entities prevents them from performing independent

services for the benefit of investors, and that they would be unable to act zealously on behalf of
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the Offshore Fund.

Both the CFTC and Man rely in part on cases decided in the bankruptcy context, and
specifically, with reference to Federal Rule of Bankruptcy Procedure 2014, which requires a
detailed disclosure of representations, affiliations and other potential interests for a professional
who isto be employed by atrustee or committee, and 11 U.S.C. § 327(a)®, which governs
employment of professionals by a bankruptcy trustee. The bankruptcy cases generally hold that a

failure of disclosurein thisregard may merit disqualification.

" Bankruptcy Rule 2014(a) provides:
(a) Application for an order of employment

An order approving the employment of attorneys, accountants, appraisers, auctioneers,
agents, or other professionals pursuant to § 327, 8 1103, or § 1114 of the Code shall be
made only on application of the trustee or committee. The application shall be filed and,
unless the case is a chapter 9 municipality case, a copy of the application shall be
transmitted by the applicant to the United States trustee. The application shall state the
specific facts showing the necessity for the employment, the name of the person to be
employed, the reasons for the selection, the professional services to be rendered, any
proposed arrangement for compensation, and, to the best of the applicant's knowledge,
all of the person’'s connections with the debtor, creditors, any other party in interest, their
respective attorneys and accountants, the United States trustee, or any person employed
in the office of the United States trustee. The application shall be accompanied by a
verified statement of the person to be employed setting forth the person's connections
with the debtor, creditors, any other party in interest, their respective attorneys and
accountants, the United States trustee, or any person employed in the office of the United
States trustee.

8 Section 327(a) provides:

Except as otherwise provided in this section, the trustee, with the court's approval, may
employ one or more attorneys, accountants, appraisers, auctioneers, or other professional
persons, that do not hold or represent an interest adverse to the estate, and that are
disinterested persons, to represent or assist the trustee in carrying out the trustee's duties
under thistitle.

13-



[1. L egal Discussion

The situation now before the Court does not fit precisely under either Rule 1.7 or
bankruptcy doctrine. Theissue hereis not whether the Stradley firm took on a representation
adverseto an affiliate of an existing client. The Stradley firm is representing the Receiver, who
was for many years a partner in the firm and is now of counsel and still does work for clients of
the Stradley firm, including UBS Financial Services. Although aclient, the Receiver isaso an
attorney with the firm. Thus, Stradley’ s attorney-client relationship with the Receiver presents
no conflict or even apotential conflict between the Stradley firm and any other clients. The
Court cannot look at this matter exclusively as an issue of whether the Receiver in hisrole as an
attorney and the Stradley firm have a conflict. For thisreason, Rule 1.7 can only provide a
reference, but not afina answer, as to whether the Receiver and his firm met their duties of
disclosure to this Court.

Furthermore, thisis obviously not a bankruptcy proceeding, and Rule 2014 and § 327(a)
are inapplicable for that reason. It would therefore be unfair to decide thisissue by reliance on
the bankruptcy code or rules alone.

Hodgson’ s status as a court-appointed equity receiver changes the equation. As
previously noted, see Memorandum of April 3, 2007 (Doc. No. 352 in the CFTC action), the
Receiver isafiduciary to the Court and to the investors, appointed on motion of the CFTC. Case
law concerning receivers is therefore most applicable. Some bankruptcy cases, which discuss the
duty of receivers and trustees appointed in bankruptcy proceedings, are relevant on the general
policy factors, independent of 8§ 327(a) and Rule 2014.

In reviewing the case law on the issues raised by the various parties, and having received
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numerous briefs on the issue, neither the Supreme Court nor the Third Circuit have issued any
specific holdings which govern the factual situation now before the Court. The general case law
concerning court supervision of court-appointed receivers notes that the court’ s actions with
respect to the receiver are reviewed under an abuse of discretion standard.

Two Second Circuit cases provide helpful analysis. One deals with court-appointed
receivers outside of a bankruptcy context; the second deals with alaw firm’sfailure to sue a
potentially responsible party in a bankruptcy case due to a conflict. We emphasize that the
individual facts in these cases are egregious, and do not apply to the Receiver in this case, but the

principles discussed cannot be ignored. Thefirst caseis Phelan v. Middlestates Oil Corp., 154

F.2d 978 (2d Cir. 1946). Although the facts of thislengthy decision are largely inapposite, the
court did set forth, in reliance on earlier Supreme Court cases, the general principles applicableto
the appointment of areceiver:

A receiver, as ‘an officer or arm of the court,’ is atrustee with the
highest kind of fiduciary obligations. He owes aduty of strict
impartiality, of ‘undivided loyalty,” to [all] personsinterested in the
receivership estate, and must not ‘dilute’ that loyalty. Heis‘bound
to act fairly and openly with respect to every aspect of the
proceedings before the court. . . . The court, aswell asall the
interested parties,” have ‘the right to expect that al its officers,’
including the receiver, will not ‘fail to reveal any pertinent
information or use their official position for their own profit or to
further the interests of themselves or any associates.” A receiver
has the ‘ affirmative duty to endeavor to realize the largest possible
amount’ for assets of the estate. If he has vital information which,
if disclosed, might bring a better price for property which is sold
pursuant to court order, he must fully disclose it ‘prior to the sale
when the prospects (are) greater for successful bargaining.’

Id. at 991 (internal quotation omitted).

In Phelan, it appeared that the receiver had previously represented interests potentially in
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conflict with those of the bondholders he represented in hisrole as areceiver. The court

considered an argument as to whether a specific New Y ork law would excuse the high standards

the court held federal law appliesto receivers. In rejecting this argument, the court noted the

special status of areceiver expresses a different consideration from that applied to an ordinary

trustee:

A claim against aderelict receiver is not against an ordinary trustee
but against a court’s officer. Who has the right to assert such a
claim is a question affecting the integrity of the court itself. The
federal courts, in holding their own officers to accountability,
should not be hampered by state court decisions relating to
ordinary trustees. . . . When afederal receiver incurs obligations
through misconduct, the title thereto is, we think, similarly to be
determined by ‘federa law.’

The doctrine, relative to receivers, of strict accountability, and of
opposition to divided loyalties, is prophylactic; it aims not merely
to punish actual evil in cases where it occurs but to avoid the
‘tendency to evil in other cases’

Id. at 1000-1001 (footnotes and citations omitted).

The second case is Bohack Corp. v. Gulf & W. Indus., Inc., 607 F.2d 258 (2d Cir. 1979).

Although this case arose out of a bankruptcy proceeding, and the facts contain egregious

circumstances of wrongdoing not present in this case, the legal focusis relevant because the court

found that the law firm appointed as special counsel for the debtor in possession had failed to sue

a specific defendant. The bankruptcy judge found the law firm’s decision was tainted by a

conflict and disqualified the special counsel, but the district court reversed this holding. The

Second Circuit, in turn, reversed and upheld the disqualification decision of the bankruptcy court.
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The facts showed that the law firm had failed to sue a particular defendant with which the

apartner in the firm had a close personal friendship and business association, and this had

prejudiced the investors. The court concluded as follows:

Id. at 264.

We have indeed been loathe to separate a client from his chosen
attorney where the alleged misconduct does not prejudice an
opposing party and taint the litigation in which he is appearing.
The delay and additional expense created by substitution of counsel
is afactor to which we have attached considerable significancein
these cases. See, eq., Lefrak v. Arabian American Oil Co., 527
F.2d 1136, 1138-40 (2d Cir. 1975).

However the disqualification here does involve a conflict of
interest which goes to the core of the pending state action and
which prejudices the defendants since it was authorized by the
Bankruptcy Court only if appropriate. The conflict found by the
Bankruptcy Court affects not merely a determination of the proper
defendants in the action but whether it should have been
commenced in thefirst place. Moreover, counsel here was not
simply the choice of the client but was confirmed by the court. As
such he is answerable not only to his client but to the Bankruptcy
Court aswell. Under these circumstances the possible delay and
additional expense caused by replacement are clearly outweighed
by considerations of the integrity of the judicial process. Wefind
therefore no abuse of discretion in Judge Parente’ s determination
that [the law firm] be removed as specia counsel in the state court
action.

Two other cases, although arising in the bankruptcy context, aso shed light on the

obligations placed on an attorney acting in the position of afiduciary or trustee and the

consequences of failing to conform to those obligations. In Inre The Ledlie Fay, afederal

bankruptcy judge addressed a motion to disqualify a Chapter 11 debtor’s counsel because the law

firm had failed to disclose potential conflicts to the court when it initially sought to be appointed.

SeelnreTheLedlie Fay Cos., 175 B.R. 525 (Bankr. S.D.N.Y. 1994). Severa monthsinto the

-17-



proceeding, an official committee of unsecured creditors began raising questions about the law
firm’ s disinterestedness, and the bankruptcy court appointed an examiner to look into those
allegations. The examination revealed that the law firm had severa relationships with members
of the debtor’s Audit Committee and with one of the debtor’s largest creditors that, according to
the examiner, if known, would have “cast substantial doubt on whether [the law firm] could
conduct afair and impartial investigation for the Audit Committee.” Id. at 530. The law firm
had failed to disclose any of these relationshipsin its retention affidavit submitted to the court
and claimed, when these omissions were brought to light, that it did not have a conflict of interest
and had met its disclosure obligations. Id. at 534.

Rejecting this rationale, the court noted, “[i]t was for the court, and not [the law firm], to
determine whether in fact a conflict existed and, if so, what the remedy should be. The ‘decision
should not be left to counsel, whose judgment may be clouded by the benefits of potential
employment.”” 1d. at 536 (internal quotation omitted). The court in Leslie Fay found that the
law firm had failed to meet its disclosure obligations under the bankruptcy code and noted the
very real harm that resulted from that non-disclosure, including the lengthy examination that had
to be conducted into the alegations of a conflict. In fashioning aremedy, the court observed
that, because the debtor was at the “critical juncture’ in its reorganization efforts and would
probably be unable to withstand the costs and delay caused by the departure of its longstanding
counsdl, it would alow the law firm to remain in the case to complete what it had begun. At the
same time, the court ordered that new counsel must be brought in “to handle new matters such as
litigation regarding claims, any avoidance actions and suits for relief arising out of the accounting

regularities.” Id. at 539. It reached this decision even though the court recognized the law firm
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had carried out its duties properly. The court dictated the law firm must bear its own expensesin
educating any new counsel on the case and, moreover, it ordered the law firm to disgorge the
costs resulting from the examiner’ s investigation and the failure to disclose. Id.

The Leslie Fay decision has implications beyond the bankruptcy setting. Asthe court in
Ledlie Fay observed, “where the choice of counsel must be approved by a court as appropriate,
such that the integrity of the judicia processisimplicated, the cost and delay of replacing
counsel with aconflict of interest may be outweighed.” 1d. at 538.

Similar issues were raised by a case brought in the Northern District of Illinoisinvolving

alaw firm’s representation of a debtor in a bankruptcy proceeding. In Inre Envirodyne

Industries, Inc., an unofficial committee of noteholders brought a motion to disqualify the

debtor’ s counsel in a bankruptcy proceeding, and the United States Trustee brought a separate

motion to reconsider the order authorizing the law firm’'s employment. See In re Envirodyne

Industries, Inc., 150 B.R. 1008 (Bankr. N.D. Ill. 1993). In that case, the law firm had an ongoing

and longstanding client relationship with a majority shareholder of the debtor’ s parent company
that was also a creditor of the debtor. The firm did not disclose the relationship to the court when
it sought employment in the bankruptcy proceeding.

The district court found that the law firm’ s representation was an actual conflict under the
bankruptcy code and vacated its previous order appointing the firm as the debtor’s counsel. In so
deciding, it rejected the law firm’s argument that concurrent representation in the bankruptcy
context may sometimes be appropriate, “[ m]ultiple representations which may be tolerablein a
commercial setting after full disclosure are not permissible in a bankruptcy setting.” 1d. at 1018.

The court further rejected the law firm’s contention that any litigation against the creditor isa
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“remote contingency” therefore not impairing its ability to represent the debtor and noted that
“this statement alone is evidence of a bias and demonstrates the [law firm’s] already formed
belief that [the client] has no liability to the estate.” 1d. at 1019.

In evaluating the implications of the firm’sfailure to disclose this information, the court
noted that failure to disclose alone “is enough to disqualify a professional and deny
compensation, regardless of whether the undisclosed connections were material or de minimus.”
Id. at 1021. Notwithstanding the law firm'’s assertions that it has acted with neutrality and
vigorously represented the debtors up until that point, “it’sisthe court’ s role and not [the firm’ g
to determine whether a disqualifying conflict of interest exists.” The court concluded that the
law firm'’s vigorous representation of the debtors was irrelevant to a determination of whether it
complied with the bankruptcy code and rules. Id. at 1021.

The Court also relies on another case arising in the bankruptcy context, which the Master

guoted extensively in hisreport, Inre BH & P, Inc., 949 F.2d 1300 (3d Cir. 1991) which
emphasi zed the need to devel op aremedy based on fact specific inquiry in which the “judge be
given an immediate opportunity to make an intelligent appraisal of the situation and to apply his
experience, common sense, and knowledge of the particular proceeding to the request.” 1d. at
1312. After reviewing the facts of that case, the Third Circuit affirmed the bankruptcy court’s
decision and the district court’s affirmance of that decision to disqualify the trustee.
IV.  Analysis

After recognizing these general principles, based on inapposite facts, this Court must take
into consideration the Receiver’ s arguments that no significant damage has been done to the

receivership effortsin this case. In coming to a decision, the Court must balance the lack of
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disclosure about UBS Cayman and consider how serious it isin the context of the actual events
that have unfolded, and whether any party will be prejudiced® or whether the integrity of the
proceedings themselves will be subject to question after the case is completed. Considering this
matrix of various interests, the Court believes that it should aso consider the interests of the
investors, the position of the CFTC as the government agency designated by Congress with

regul atory authority over futures markets (a multi-billion dollar industry), and the interests of the
public.

Starting with the well known proposition that disqualification is disfavored, a changein
Receiver and/or his counsel would require delay in the progress and ultimate termination of the
case and additional expense incurred by appointment of a new Receiver. As stated in open court
several times, the Receiver is ahighly regarded and highly reputable attorney with experience in
complex cases. The Stradley firm has done a very satisfactory job in the performance of its
professional responsibilities as counsel for the Recelver — as evidenced by a high degree of
diligence in the handling of the cases before the Court, with well prepared briefs and highly
respectable motions on matters ranging from discovery to more substantive motions.

The Court also considers potential downstream impact of the current situation, in which

UBS Cayman is aparty in the case.’® Fast forwarding to the end of the case, let us assume that

° Although Man injected this conflict issue into the case, and has submitted numerous arguments
noted in the Master’ s Report and Memorandum, the Court givesits advocacy very little weight in view of
the fact that the Receiver sued Man and contends Man is liable for significant damages. Man hasan
obvious motive to have Mr. Hodgson discharged.

19 Although now designated as a third-party defendant brought into the case by Man, the Court
noted the possibility of realigning UBS Cayman as a co-defendant to Man rather than as a third-party
defendant, in which situation Man would be able to bring a crossclaim against UBS Cayman. UBS
obviously opposes such achangeinits status. What position Man would take on thisis unknown.
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the case has continued to trial with UBS Cayman as a third-party defendant, Man has been found
liable for significant damages, but has been unsuccessful in its third-party claim against UBS
Cayman. In post-trial motions and/or on appeal, assume Man argues that the Receiver and his
counsel, because of alegiances to other UBS entities, and although playing “hardball” against
Man (as the Receiver is expected to do), framed questions and arguments to the jury in such a
way as to encourage the jury to impose liability only asto Man and to prejudice Man’ s third-
party claim against UBS Cayman.

Itis, of course, possible that Man is exclusively liable and that UBS Cayman has no
liability whatsoever. However, in the hypothetical situation posited above, including alarge jury
verdict against Man and the jury’ s exoneration of UBS Cayman, the judgment may be subject to
attack and reversal because of the underlying facts concerning the Receiver’s ongoing
relationship with other UBS entities. Man’'s counsel has not shied from any arguments in favor
of her client, cannot be expected to give up on the conflict issue, and the Court cannot conclude
that such arguments are formalistic or frivolous.

The Court has aso considered various other remedies to avoid disqualification. One
would be a“Chinese wall” within the Stradley firm, but the Receiver was fully knowledgeabl e of
and involved in representation of the UBS Financia Servicesrelationship. Another remedy
would be bifurcation of issues regarding UBS Cayman, but that may require two trials and
additional expense.

After considering the facts, the law and the unique situation which is presented, the Court
concludes that two issues provide the tipping point requiring disqualification of Mr. Hodgson but

asto the Man litigation only. Thefirst isthe hypothetical posed above and the second is the
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position of the CFTC. Asthe government agency responsible for the institution of the casein
which the Recelver was appointed, it has had numerous interactions with the Receiver over the
course of thislitigation, and has, for reasons which the Court cannot find vindictive or otherwise
improper, maintained that the Receiver should be replaced, knowing of the detrimental impact
this would have on the investors, if only because of the delay in the outcome.

Although not of such significant weight, there is potentia prejudice to Man. Nonetheless,
the overriding factor is the quite possible taint of the legitimacy of the verdict, which cannot be
avoided if the current Receiver remainsin place.

However, the factual situation only requires the Receiver be replaced as to the Man
litigation. At the hearing on April 18, both counsel for Man and the CFTC agreed Mr. Hodgson
could continue as Receiver for matters other than the Man litigation. In considering these
potential downstream impacts, the Court concludes that the previously undisclosed relationship
between the Receiver and UBS entities other than UBS Cayman is not something that can be
ignored. The continued prosecution of the case by a Recelver with a history of UBS relationships
cannot be squared with the goal of concluding this case free of any doubt as to whether these
rel ationships have tainted the proceedings or prejudiced another party.

Although the Court is aware that after this possibility was posed to the Receiver’s counsel
at the last hearing, Receiver’s counsel subsequently replied by letter that the Receiver would not
want to continue in that capacity as to the non-Man litigation. However, the Court sees no
justification for that position and believes that the Receiver and Stradley can continue their
existing role on all aspects of this case except the Man litigation. There are proceedingsin

Canada, in the Cayman Islands and there is one other litigation pending in thisdistrict. The
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additional expense of appointing a new Receiver ad litem for the Man litigation only will itself
cause added expense and the Court sees no reason why further additional expense would be
required to replace the present Receiver asto the non-Man matters, and therefore, the Court will
assume that Mr. Hodgson will continue in those roles.

However, the Court does not reach the same conclusion asto the Stradley firm
continuing as counsel with the Man litigation, but reporting to a new receiver, a Receiver ad
litem™, who will have full and exclusive authority over the Man litigation, supervising counsel,
communicating with investors, staying in liaison with the CFTC, while remaining ultimately
responsible to this Court.

The Court finds that, once Mr. Hodgson is no longer the "client” of the Stradley firm, it is

not in a conflict situation, under a careful review of Rule 1.7 and Comment 34. Thus, the

! The Third Circuit in Pressman-Gutman Co., Inc. v. First Union Nat'| Bank., 459 F.3d 383 (3d
Cir. 2006) discussed the differences between a court- appointed equity receiver and a guardian ad litem,
although this discussion was largely dicta because of the court’ s ultimate determination that it did not
have jurisdiction to hear the appeal. In that case, the plaintiff, the employer-sponsor of an employee
profit-sharing plan, brought an interlocutory appeal seeking review of the district court’s decision to
disqualify its counsel because the counsel had also represented the plan’s administrators, who had been
brought into the case as third party defendants. The district court had removed the administrators and
disqualified their counsel, and then appointed a guardian ad litem “who will replace the [administrators]
and serve as administrator of the [P]lan for the limited purpose of this lawsuit” Id. at 390.

The plaintiff argued, among other things, that the district court had effectively appointed a
receiver, not aguardian ad litem, giving the Third Circuit jurisdiction to hear the appeal under 28 U.S.C.
§1292(1)(2). The Third Circuit rejected this argument, reasoning that such an interpretation “would
effectively eliminate the distinction between guardians ad litem and receivers, and, for that matter,
between fiduciaries and receivers.” 1d. at 394. The court emphasized the limited nature of the duties of
the guardian ad litem, “we note that even though the guardian ad litem has control over the cause of
action in this case, there remain myriad duties, functions and responsibilities related to managing the
Plan’ s assets over which the guardian ad litem does not have any control. For thisreason, the district
court’s orders do not amount to orders appointing areceiver for the Plan .. .” 1d. at 394 n.10. Because
Mr. Hodgson will retain his position as Receiver in all other proceedings except for the Man litigation,
the term “ Receiver ad litem” is therefore appropriate to refer to the role that will be played by Mr.
Hodgson’ s replacement in the Man litigation. The Court reiterates that is has no views as to the merits of
the Man litigation.
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Stradley firm, with the qualifications noted below, may continue to represent an independent

Receiver ad litem under the specific facts of this case.

This Court exercises its considerable discretion for the following maor reasons.

1.

Stradley has significant knowledge of the case, acquired after amost two years as
counsel to the receiver;

Stradley’ s performance, as noted above, has been very satisfactory;

Stradley has been paid significant sums, approximately two million dollars, and

to replace it completely with another firm would require an additional expenditure

of asimilar proportion, aswell as a substantial delay in this case.’

The responsibilities of the Receiver ad litem will be, generally, as follows, which duties

may be supplemented or amended as the Man litigation continues:

1.

continue to employ the Stradley Firm as counsel on the Man litigation, at least for
purposes of continuing to complete expert reports and discovery (which are
presently ongoing), and briefing on dispositive motions;

consult with Mr. Hodgson as to his views on all aspects of the Man litigation;
independently investigate and arrive at an independent judgment as to what course
of action should be taken with regard to UBS Cayman in this case, moving
forward,

develop a settlement strategy, and communicate as appropriate with counsel for
other parties and Magistrate Judge Strawbridge;

prepare for trial, in the event that the decisions on dispositive motions will require

12 A similar result for similar reasons was reached in Leslie Fay, supra.
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atria, that will not be substantially delayed from the current schedule;

6. prepare, in conjunction with Mr. Hodgson and counsel, the litigation budgets on a
quarterly basis, which may be submitted to the Court in wholein or part in
camerg;

7. employ counsel of his choosing to work with the Stradley firm, aslong as Stradley
remains counsel in the Man litigation. This new counsel will exclusively advise
the Receiver ad litem asto UBS Cayman issues;

8. the Receiver ad litem shall determine the responsibilities of counsel for trial
preparation and the trial, if the case proceeds to tria,| particularly on UBS Cayman
issues.”®

The Court believesthat the above determination of thisissue is feasible and fair, and that

it will ensure the integrity and finality of the proceedingsin this Court and that all parties be
treated fairly. The Court will retain responsibility to ensure that the Man case is litigated these
principlesin mind.

The Court believes that the appointment of the Receiver ad litem, and conscientious

supervision of counsel from Stradley along with counsel selected by the Receiver ad litem, will

allow this case to move forward towards conclusion in an expeditious manner that is appropriate

13 Specifically with regard to the hypothetical posed above, concerning UBS Cayman issues, the
Court urges the Receiver ad litem to ensure that counsel other than the Stradley firm handle UBS
Cayman issues at thetrial, such as examination of any UBS Cayman witnesses, presentation of
arguments to the Court and jury concerning UBS Cayman, and, if necessary and appropriate, taking
charge of any specific claims against UBS Cayman on behalf of the Receiver ad litem. This Court has
approved a similar arrangement of co-counsel handling specific witnessesin acriminal case. See United
States vs. Hawkins, 2004 WL 2102017 (E.D. Pa. 2004).
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for all parties.*

“The Court takes no position at this time as to any allocation of costs incurred by the
Receivership estates because of additional counsel fees resulting from this situation. The Court
requests the Receiver to supply a summary of accounts, showing all income, disbursements and
funds on hand, as of April 30, 2007, or as soon as available.
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INTHE UNITED STATESDISTRICT COURT
FOR THE EASTERN DISTRICT OF PENNSYLVANIA

C. CLARK HODGSON, JR., RECEIVER, et d. ) CIVIL ACTION
V.
MAN FINANCIAL INC,, et al. : NO. 06-1944
ORDER

In accordance with the foregoing memorandum, the Court appoints Stephen J. Harmelin,
Esq.”™ as Receiver ad litem for all purposes of Civil Action 06-1944 only, in place of C. Clark
Hodgson, Jr., Esg., who shall continue as Receiver for al other purposes. The Court will

schedule a pretrial conference on scheduling issues for Monday, May 14, 2007 at 10:00am.

BY THE COURT:

Date: 5/3/07 /s Michagl M. Baylson
Michael M. Baylson, U.S.D.J.

*The Court has informed counsel for the CFTC as to the conclusions reached and the
identity of the Receiver ad litem and his responsibilities, including his supervision of counsel.
CFTC counsel shall servethelr letter of May 2, 2007 on all counsdl. Mr. Harmelin has aerted
the Court that his firm, but not himself, has represented a UBS entity in isolated bond financing
transactions but has not represented UBS Cayman, and, the firm will not accept any further
representation of any UBS entity while this case is pending.
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