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Industries Under Pressure 

• Skilled nursing facilities and unique issues presented 

• Reimbursement level reduction 

• Increase of litigation 

• Capital Structure – REIT / Working Capital financing 

• Diagnostic and Testing companies and their pressures  

• “Medical Necessity” 

• Focus of Government Enforcement Actions 

• Rural and community hospitals 

• Change in delivery of services 

• Costs of Technology 

• Inability to compete for physicians 
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Basics of the Chapter 11 Bankruptcy Process 

• Petition 

• Automatic Stay 

• “First Day” Motions 

• Official Committee of Unsecured Creditors/Official Committee of Tort Claimants 

• Assumption/Rejection of Executory Contracts 

• Sales of Assets 

• Claims Allowance/Disallowance 

• The Plan 
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Intersection of the Bankruptcy Code and Healthcare 

• Sections of the Bankruptcy Code Unique to Healthcare: 

• Section 101(27A) – Defines “health care business” as a public or private entity that provides services for the diagnosis or 

treatment of injury, deformity, or disease and surgical, drug treatment, psychiatric, or obstetric care; and includes any (i) 

general or specialized hospital; (ii) ancillary ambulatory, emergency, or surgical treatment facility; (iii) hospice; (iv) home 

health agency, and (v) any long-term care facility, including, any skilled nursing facility, intermediate care facility, assisted 

living facility, home for the aged and domiciliary care facility. 

• Section 351 – Establishes procedures for storage, notice and disposal of patient records where the estate does not have 

sufficient funds to comply with applicable state law requirements in order to protect patient sensitive data (e.g., HIPAA). 

• Debtor is required to publish notice in one or more “appropriate” newspapers stating the patient records of the closing facil ity will be destroyed if 

unclaimed after 365 days.  During the first 6 months of the one-year notice, the debtor must attempt to notify each patient directly by mail (or 

patient’s family or contact person) and their insurance carrier of the pending disposal.  

• If files are unclaimed after newspaper notice and direct notice, debtor is required to notify “appropriate federal agencies” and request the agency 

accept the patient records.  If a federal agency will not accept, the files must be destroyed in a way to ensure they cannot be reconstituted. 

• Section 333 – Appoints a Patient Care Ombudsman to monitor the quality of patient care postpetition. 

• Section 362(b)(28) – Permits postpetition exclusion of provider agreements. 

• Section 503(b)(8) – Provides for administrative priority for closure costs of a Health Care Business (including patient transfers 

and record storage/disposal) and costs of a trustee or Federal or state agency.   

• Section 704(a)(12) - Governs transfer of patients from a closing healthcare business to a nearby facility offering substantially 

similar services and maintaining reasonable quality of care.   

• Other relevant provisions to consider: 

• Section 525(a) of the Bankruptcy Code – Protects against discriminatory treatment of a debtor by prohibiting a government 

unit from denying, suspending, revoking or refusing to renew a license, permit or similar grant solely because the debtor filed 

for bankruptcy.  

• In re Sun Healthcare Group, Inc. (D. Del. 2002) (termination of provider agreement was violation of § 525 because HCFA’s decision to terminate was 

on account of debtor’s prepetition debts) compared with In re Parkview Adventist Medical Center (1st Cir. 2016) (termination of provider agreement 

was not violation of § 525 because HHS’s decision to terminate was on account of debtor’s prepetition letter to HHS disqualifying itself as a hospital 

under the Medicare statute). 

• 28 U.S.C. § 959 – Governs trustee/debtor-in-possession’s obligation to manage and operate the debtor’s property in 

accordance with applicable state law. 
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Best Practices for Healthcare Companies that File 

• Pre-filing planning 

• Important to be able to articulate exit at beginning of case 

• Spread the good news with the bad 

• Maintain confidence 

• Necessity of Communication Plan 

• Regulators 

• Need to provide comfort that quality of service will not be impaired 

• Important that regulators learn of filing first from debtor 

• Physicians 

• Need to prevent flight by giving confidence that provider will survive 

• Physicians will focus on insurance coverage if services are being transferred to another provider 

• Patients/Residents 

• Need certainty of exit to maintain support 

• Prepare contingency plans for patients to ensure continuity of care 

• Community 
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Application of Bankruptcy Code to Not-For-Profit Healthcare Businesses 

• Various states have laws that govern the sale of not-for-profit healthcare businesses and require state 

approval prior to any transfer/sale/closure of a not-for-profit healthcare business. 

• Section 363(d)(1) provides a not-for-profit business must coordinate transfers and sales in accordance 

with state law. 

• Section 541(f) provides any corporation that is tax-exempt pursuant to section 501(c)(3) or 501(a) of the 

Internal Revenue Code may transfer assets to a nontax exempt entity only “under the same conditions as 

would apply if the debtor had not filed a case under this title.” 

• The legislative history of sections 363(d) and 541(f) indicates that Congress did not intend to abrogate the 

jurisdiction of the Bankruptcy Court when deciding that applicable nonbankruptcy law must be heeded. 

• Section 1129(a)(16) applies the requirements of 363(d)(1) and 541(f) to confirmation of a plan. 

• The absolute priority rule is inapplicable to not-for-profit businesses, allowing for preservation of existing 

sponsorship of the debtor and less than full recovery of unsecured creditors. In re Wabash Valley Power 

Ass’n., Inc. (7th Cir. 1995) 

• Not-for-profit hospitals may not be subject to involuntary cases under Chapter 7 and 11 of the Bankruptcy 

Code, including involuntary conversion from a Chapter 11 case to a Chapter 7 case. 11 U.S.C. § 303(a); § 

1112(c). 
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Provider Agreements – Executory Contracts or Not? 

• If a Medicare Provider Agreement is to be transferred, courts consider 

whether the agreement is an “executory contract.” 11 U.S.C. § 365. 

• Majority view (See, e.g., In re Univ. Med. Ctr., 973 F.2d 1065, 1076 (3d Cir. 1992)), 

is that Provider Agreements are executory contracts, in which case assumption 

and assignment to a buyer requires cure of all pre-petition and post-petition 

defaults. 

• If Provider Agreements are not executory contracts (See., e.g., Hollander v. 

Brezenoff, 787 F.2d 834, 839 (2d Cir. 1986), debtors and purchasers must meet 

requirements of section 363(f) in order to sell such agreements free and clear of 

liens, claims and interests of CMS. 
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Provider Agreements – Exclusion/Termination and Recoupment 

• Provider Agreements are the primary source of revenues for many hospitals and other 

healthcare providers.  The ability of the government (or other payors) to offset or reduce 

payables can have an immediate and detrimental impact upon a distressed provider’s 

liquidity and ability to operate. 

• Exclusion and Termination of Provider Reimbursement Agreements 

• As noted, Private and Government Provider Agreements are the key agreements by which healthcare providers are reimbursed 

for services rendered to patients. Actual or threatened loss of these payor agreements has caused bankruptcy cases as providers 

seek the protection of the automatic stay.  However, such relief may not apply. Case law has been developing in a manner 

reflecting a policy of permitting termination by a non-compliant provider. 

• Exclusion of Provider Agreements: permissible pursuant to Section 362(b)(28) of the Bankruptcy Code. 

• Termination of Provider Agreements: not expressly exempt from the automatic stay. 

• In re Bayou Shores SNF, LLC, 828 F.3d 1297, 1322 (11th Cir. 2016) (Bankruptcy Court lacks jurisdiction to stay termination of provider 

agreement if claims are not properly pursued in administrative proceedings before the Department of Health and Human Services). 

• Parkview Adventist Med. Ctr. v. United States, 842 F.3d 757 (1st Cir. 2016)(Termination of provider agreements was not violation of 

bankruptcy automatic stay because police and regulatory power exception to the stay applied). 

• Recoupment of Medicaid/Medicare Overpayments 

• Healthcare providers may be subject to recoupment of their government receivables due to overpayments for services rendered 

affecting liquidity and security interests. The central issue surrounding recoupment is whether reimbursement payments made for 

any one “cost report” year arise from transactions wholly distinct from reimbursement payments made for subsequent “cost 

report” years. 

• The majority view of recoupment of Medicare and Medicaid provider overpayments is that the right of recoupment is an 

equitable defense whereby claims arising out of the same transaction may be reconciled. 

• United States v. Consumer Health Servs. of Am. Inc., 108 F.3d 390, 396 (D.C. Cir. 1997)(Majority view: cost report years are simply for 

efficiency purposes and all years are part of same transaction) compared to In re Univ. Med. Ctr., 973 F.2d 1065, 1080 (3d Cir. 1992); 

(Minority view: cost report years are all deemed separate transactions and recoupment is not appropriate among different years).  
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Jurisdiction Over Medicare-Related Disputes 

• Majority View 

• Section 405(h) of the Social Security Act “bars a bankruptcy court … from exercising jurisdiction over 

Medicare claims.” In re Bayou Shores SNF, LLC, 828 F.3d 1297, 1322 (11th Cir. 2016). 

 

• Minority View 

• “Section 405(h) ... in no way prohibits an assertion of jurisdiction under [28 U.S.C.] section 1334 [the 

bankruptcy jurisdiction provision].” In re Town & Country Home Nursing Servs., 963 F.2d 1146,1155 (9th 

Cir. 1991). 
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Duties of Board of Directors of Healthcare Providers 

1. Duty of Care 

• Directors of not-for-profits and for-profits must act with the diligence, care and skill that an ordinary 

prudent person would exercise under similar circumstances 

2. Duty of Loyalty 

• Directors of not-for-profits and for-profits must put the organization’s interests before their own. 

3. Duty of Obedience (“Charitable Mission”) 

• Not-for-profit directors possess a duty of obedience to ensure that the charitable mission is carried out 

since the ultimate objective of not-for-profits is perpetuation of particular activities that are central to 

the raison d’etre of the organization.  

• The charitable mission can be a key consideration for the sale or transfer of assets as the debtor’s 

board of directors balances the need to maximize value for the estate’s creditors, on the one hand, 

with preservation of the debtor’s healthcare mission, on the other hand. 

4. Duty During Zone of Insolvency 
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Closure/Transfer of Healthcare Facilities 

• The legislative history of sections 363(d) and 541(f) of the Bankruptcy Code indicate that the Bankruptcy 

Court has jurisdiction to approve transfers of not-for-profit healthcare businesses in accordance with non-

bankruptcy law. 

• Transfer of a not-for-profit healthcare facility is also subject to approval by the state’s attorney general. 

• In obtaining authority for a transfer, the provider needs to consider potential conflicts between the Bankruptcy Court’s 

review under section 363 and the state court review standard, e.g., New York's Not-For-Profit Corporation Law § 510-

511. 

• Coordination with federal, state and local regulatory bodies is a must for closure/transfer of not-for-profit 

and for-profit healthcare facilities. 

• For-Profit or Non-Profit Providers may be required to file and obtain approval of a Hospital Plan of Closure from the state 

regulatory agency, e.g., Department of Health and other applicable agencies.   

• Some states require not-for-profits to provide written notice to and obtain written consent of the Attorney General prior 

to entering into any sale/transfer/closure transaction (e.g., California). 

• State licenses must be reviewed individually for transfer/approval requirements.   

• Example: The Saint Vincent’s bankruptcy, closure, and transfer of services involved coordination with over twelve 

agencies, including but not limited to, N.Y. Department of Health, N.Y. State Liquor Authority, N.Y. State Department of 

Motor Vehicles, U.S. Nuclear Regulatory Commission, N.Y. Department of Environmental Protection. 

• In order to convert a not-for-profit healthcare provider to a for-profit healthcare provider, providers must 

be mindful of non-bankruptcy laws even if the provider has filed for bankruptcy. 

• Section 704(a)(12) of the Bankruptcy Code requires the trustee to use reasonably best efforts to transfer of 

patients from a closing healthcare business to a nearby facility offering substantially similar services and 

maintaining reasonable quality of care. 
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Case Study: Daughters of Charity Health System 

• Daughters of Charity Health System (“DCHS”) operated various hospitals in California. It 

undertook a nearly two year sale process, primarily because of the rigorous approval 

process. 

• The DCHS sale process timeline: 

• 2013: The DCHS board announces that without a sale, closure or bankruptcy was necessary. 

• October 2014: Following receipt of multiple bids, DCHS announces proposed sale to Prime Healthcare 

Services (“Prime”). 

• February 2015: The California Attorney General approves the proposed sale to Prime but imposes 78 

pages of conditions that included requiring acquirer to keep 4 of 6 hospitals open for 10 years as 

acute hospitals and operate fifth hospital as skilled nursing and emergency service facility – none of 

which were profitable parts of the business. 

• March 2015: Proposed sale to Prime collapses as a result of California Attorney General’s “impossible” 

conditions. 

• December 2015: California Attorney General approves sale to Integrity Healthcare and certain funds.  

A key factor in the Attorney General’s approval was a requirement of the buyer to maintain the 

system’s essential services for at least 10 years and operate the system as a nonprofit for up to 15 

years. 
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Case Study: St. Michael’s Medical Center/Prime Healthcare 

• St. Michael’s Medical Center was a150 year-old, 357-bed hospital in Newark, New Jersey, 

with 1400 employees. 

• February 8, 2013 – St. Michael’s entered into Asset Purchase Agreement with Prime 

Healthcare 

• State review process on hold to await result of consultant’s report studying the needs of the Newark 

health care market.   

• March 2, 2015 - Consultant recommended closing the inpatient services at the hospital due 

to overcapacity of area hospital beds and converting to ambulatory care facility.   

• August 10, 2015 – St. Michael’s and affiliates filed chapter 11 bankruptcy petitions.   

• Community leaders and politicians supported sale.   

• Among other things, California-based, for-profit Prime Healthcare agreed to: 

• Increase original purchase price from $50 million to $62 million 

• Increased investment commitment from $25 million to $50 million to modernize facilities, upgrade 

technology 

• Keep the facility operating as a hospital for at least five (5) years 

• Retain “substantially all” 1400 employees 

• Maintain or increase level of charity care 

 

• May 1, 2016 – Sale to Prime Healthcare closes.   
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Charitable Mission vs Sale Proceeds 

• Courts will consider the charitable mission of a not-for-profit healthcare business in assessing 

whether to approve a sale or transfer of the not-for-profits assets. 

• Courts have upheld the notion that higher price does not necessarily yield the best use of 

healthcare assets.  

• In In re United Healthcare Sys., Inc., 1997 U.S. Dist. LEXIS 5090 (D.N.J. Mar. 26, 1997), the District 

Court of New Jersey found that preservation of the acute healthcare center’s mission as an 

integrated children’s hospital warranted approval of a sale transaction and that the 

Bankruptcy Court erred in approving another, purportedly higher competing transaction.   

• United Healthcare received four sale proposals and awarded the sale to Saint Barnabas, who was 

committed to continuing the children’s hospital in one location with comprehensive services.  The 

Bankruptcy Court concluded the sale to Saint Barnabas would not be approved because the 

transaction hindered the ability to obtain a fair price for the assets for the benefit of creditors.  The 

Bankruptcy Court believed UMDNJ/Cathedral’s offer was higher and better and preserved more jobs 

and protected more physicians.  

• On appeal, the District Court of New Jersey reversed the Bankruptcy Court and found the “[c]ourt 

must not only weigh the financial aspects of the transaction but also look to the countervailing 

consideration of a public health emergency.” 
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Case Study: Saint Vincent’s Westchester 

• Saint Vincent’s Westchester (a behavioral health hospital) was faced with two options – (1) 

close the hospital and sell the real estate for non-health care use or (2) sell the hospital to an 

acquirer that would continue to operate the facility. 

 

 

 

Closure Option Going Concern Sale 

 Closure could have allowed for the sale of the entire 66 acre real 

estate parcel for residential or commercial development, favored by 

mortgage creditors, subject to zoning changes. 

 

 The real estate was encumbered by approximately $170 

million in secured debt and the behavioral health business was 

encumbered by approximately $320 million in debt. 

 

 Critical behavioral health care services would have been lost.  There 

was inadequate “absorption” of the services by other providers due 

to the special care needs of the patients.  As such, regulatory bodies 

opposed closure.  

 

 Closure Costs would have been very significant: 

 

 Patient placement would have been time-consuming 

 No available alternative beds for in-patients 

 No one willing to take over many of the treatment 

programs (both inpatient and outpatient) 

 Medical records storage costs 

 

 Saint Vincent's health care mission would have  been abandoned.  

As such, its non-profit status provided flexibility in assessing 

alternatives. 

 Ensured patient safety and continuation of care. 

 

 Avoided extensive closure-related costs. 

 

 Marketing process demonstrated that only one viable health care 

provider could purchase the business.   

 

 Mortgage creditors believed that there was value in the real estate 

that could satisfy their claims. However, the state would not approve 

closure. Saint Vincent’s Westchester put together creative solution 

since only one-half of the property was used by the hospital. 

 

 To provide the mortgage creditors with the opportunity for 

increased value, the buyer agreed to make an option 

available to Saint Vincent’s to buy back the real estate that 

the hospital did not use.   

 Marketing process and bid procedures for the real estate 

option were established, with the hospital buyer serving as the 

stalking horse. 

 If a higher bid emerged for the option then the option could 

be purchased from the hospital buyer subject to obtaining 

zoning and related approvals to subdivide the property.   

• Ultimately, with the support of New York State and the community, Saint Vincent’s 

Westchester transferred the operations in a going concern sale. 
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Real Estate and Zoning Concerns 

• When a health care business is determining whether to close its facilities, the value of the underlying real 

estate (often the most lucrative asset) is an important consideration. 

• However, it is not unusual for real estate used by hospitals to be specifically zoned for health care 

purposes only, thereby requiring rezoning for an alternative use.   

• For example, requests for rezoning in New York City are subject to the city’s Uniform Land Use Review 

Procedure (ULURP) process.  The ULURP process takes approximately 200-215 days and requires the 

following steps: 

1) Filing of ULURP Application 

2) Certification of Completed Application 

3) Committee Board Review 

4) Borough President Review 

5) City Planning Commission Review 

6) City Council Review 

7) Mayoral Review 

• Case Study: 

• Saint Vincent’s Manhattan: The hospital undertook a marketing process of the main Manhattan hospital campus 

focused on maximizing value for stakeholders while also providing a health care alternative for the community. The key 

challenge was that the real estate would need to be rezoned if used for non-health care related purposes. To assist in 

this process, the debtors required that any land purchaser provide a “health care solution” for part of the former 

campus.  SVCMC secured a purchaser that paid $260 million for the real estate (not conditioned on zoning or 

regulatory approval) and agreed to develop (with North Shore/LIJ) the first free-standing emergency department in 

New York City on one parcel. It took the purchaser 200 public meetings over the span of over one year to ultimately 

obtain rezoning. 
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Operational Considerations in Health Care Restructurings 

• Length of Stay 

• Providers are reimbursed a fixed amount dependent upon the service provided to a patient. The 

”bundle” reimbursement is calculated based upon a formula that calculates average costs incurred 

based upon the various procedures and average length of stay.  Thus, length of stay is an important 

component of the overall revenue received from each patient. 

• Capital/Operational Expenditures include: 

• Replacement of non-functional or outdated equipment 

• Construction of urgent care centers and other ambulatory care facilities 

• Renovations and other improvements to the infrastructure of facilities 

• Informational systems and infrastructure 

• Disposition of patient medical records 

• Medical equipment and supplies 

• Observational beds in emergency department before admitting patients 

• Labor 

• Electronic Health Records 

• Overcapacity/Excess Bedding 
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Specific Considerations for Secured Creditors of Health Care Businesses 

• “Double Lockbox” Arrangement 

• Secured creditors are prohibited from taking a direct, irrevocable pledge on government receivables. 

To protect themselves, secured creditors employ a “double lockbox” structure whereby Medicare 

and Medicaid receivables can be deposited in a segregated account under the borrower’s control 

(revocable pledge), and are promptly swept into the secured lender’s account (irrevocable pledge). 

• Section 552 of the Bankruptcy Code 

• The applicability of section 552(b)’s exceptions to a hospital’s post-petition health care receivables is 

an open question.  Limited case law supports that post-petition receivables are derived from the 

provision of services and not from the collateral itself.  Therefore, post-petition receivables are not part 

of the secured creditor’s cash collateral. 

• Note that chapter 9 of the Bankruptcy Code provides additional protections for secured creditors of 

municipal hospitals.  Public hospitals that finance through tax-exempt municipal bonds have a security 

interest in the stream of revenue generated by the property – “special revenue.” Section 928(a) 

provides that bondholders’ lien on special revenues survives the filing. 

• Section 503(b)(8) of the Bankruptcy Code 

• Section 503(b)(8) of the Bankruptcy Code provides that claims associated with disposing of patient 

records and transfer of patients are afforded administrative priority. 

• Legislative history indicates that costs associated with disposal of patient records and transfer of 

patients are to be surcharged against secured creditor’s collateral if the provider is administratively 

insolvent.  
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Federal Civil Enforcement Claims 

• Applicability of automatic stay 

• False Claims 

• CMC chargeback claims 
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