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receivable that are relatively new and arise from the provision of
top-notch healthcare services to satisfied customers are worth
nearly 100 cents on the dollar. By contrast, accounts that are old
or that arise from the provision of subpar services to disgruntled
patients are worth very little and will create high collection costs
that further diminish their aggregate value. Fluctuations in the
government’s reimbursement policies cause further value uncer-
tainty for accounts receivable that remain uncollected for too long.

The value of collateral is not only dependent on general market
conditions, but also on how well a particular borrower is doing.
The value of collateral pledged by a borrower generally rises and
falls in unison with the borrower’s general business health. A
borrower close to bankruptcy cuts costs on maintenance, which
causes its buildings and equipment to fall into disrepair. As
explained below, accounts receivable become increasingly uncol-
lectible as the borrower nears insolvency. Almost all assets contain
“synergistic” value because they are part of a larger economic
system or “going concern.” A hospital bed is not just a metal

bed,; it’s part of a system that routes patients to lie in it and bills
third parties when it5 filled. Bank foreclosure on healthcare assets
destroys “going concern” value unless the bank decides to operate
the entire collateral system cohesively—effectively becoming a
healthcare provider. Banks do not want that risk. So the system

is broken apart in foreclosure and the bed becomes just an object
again, rather than part of a money-making system.

Bankers (and banking lawyers) have long known that when
things go wrong they cannot count on collateral to bail them out.
In fact, the value of collateral is usually lowest just when a lender
needs it. And once the lender forecloses, the value drops further.

Another concept to understand about collateral and that is
crucial to this article is that each type of collateral has a different
economic personality. Compare real estate with equipment. Real
estate can swing widely in value from year to year, but usually
keeps its value or gains value over the long run. Alternatively,
equipment almost always depreciates at a fairly predictable rate
over its lifetime.

Fixing Collateral Problems Through
Compartmentalization

In recognition of these problems, healthcare borrowers and
lenders have long separated their asset holdings in order to maxi-
mize the value of the collateral that they can pledge to lenders. By
compartmentalizing assets and the operations that they empower,
risks associated with such assets can also be kept separate. Each
class of assets can be pledged as collateral in a separate loan
financing that is designed and tailored to accommodate the risks
associated with just that class. Indeed, certain lenders specialize
in lending just in connection with one type of collateral because
they have expertise in managing and hedging against risks of a
particular type.

The aggregate borrowing power of a healthcare organization may
be higher with separate financings than if a single lender were
simply offered everything that a healthcare organization owns.
The reason for this is that an unspecialized lender with many

types of collateral—who may not be familiar with the intrigues

of the healthcare industry—cannot adequately tailor the loan
documents to the risks of just one type of collateral. The risk
profile becomes too complex, and what might work to curtail one
type of risk might exacerbate another. So the lender dealing with
too wide of a mix of collateral tends to control its risk in a less-
imaginative way by simply lending fewer dollars than it might
otherwise. A healthcare organization’s borrowing power may be
partially wasted through intermixing collateral types.

In the financial world at least, the pie can get bigger when you
cut it into pieces.

The typical way that nursing homes, hospitals, and intermediate
care facilities achieve asset and risk compartmentalization is by
creating separate legal operating and land-holding entities. A
so-called healthcare organization is (usually) not just one legal
entity. Rather, it operates more like a basketball team consisting of
individual legal entities passing the financial ball back and forth
between them. In the most simple example, sister companies
are set up—one to own the land and building that a healthcare
facility uses, and one to function as the operating entity itself.
The operating entity then pays rent to its landlord (i.e., its sister
company) to service the mortgage on the land. The land-owning
entity has no healthcare operations and therefore none of the
economic risks and significant potential legal liabilities associ-
ated with healthcare providers. This is extremely important
because healthcare operations remain a very mysterious and
frightening affair for many lenders. While this fear is partially
the result of inexperience, some of the fear is quite legitimate.
Healthcare operations remain a relatively risky enterprise because
of their highly regulated nature, their propensity for litigation,
the extremely complex way in which healthcare is paid for in
this country, and the potential for account collection difficulties.



By contrast, bankers are more comfortable with mortgage loans,
which are understandable and familiar to them. The land-holding
sister company can therefore obtain a mortgage loan that focuses
purely on the real estate as its source of security. Real estate,
untainted and undiluted by healthcare operating risks, has
traditionally been perceived as more of a blue chip collateral that
commands borrowing power.

After their sister companies obtain mortgage loans, operating
entities usually enter into asset-based loans secured only by oper-
ating assets. These assets are known as “personalty” in the legal
world and generally consist of every type of asset other than real
estate or “realty.” Personalty generally includes accounts, equip-
ment, stock, patents, trademarks, copyrights, and other tangible
or intangible personal property types. Often these operating
loans take the form of “revolving loans” that allow the bank’s
lending commitment to theoretically shrink when the collateral
to support the loan—the “borrowing base”—shrinks. A borrower
that finds that its outstanding revolving loans are now bigger
than its borrowing base must immediately pay down those loans
until they are back “within formula.” The borrowing base can

be measured as often as the loan documents provide, and this
allows over-borrowing to be quickly corrected before it grows out
of control. The safety of the borrowing base concept allows the
lender to lend against economically volatile assets.

This borrowing base feature is necessary because personalty is
less permanent than land and can suffer from even wider varia-
tions in value, depending on the total “going concern” value of
the healthcare business. For example, “accounts” generated by

a business that is widely perceived to be failing will often lose
much of their value because the third parties who owe on such
accounts are much less inclined to pay if they believe that the
business is doomed anyway. A healthy business can cut off further
service to a client until invoices are paid, but failing entities are
perceived as having their days numbered and few future services
to provide. While a borrowing base loan exposes the borrower

to potentially shrinking borrowing power, a general truism still
applies: some borrowing power—even shrinking borrowing
power—is better than none at all. The safety that borrowing base
loans provide lenders converts personalty into a loan-inducing
form of collateral under economic conditions in which it might
otherwise be unattractive to lenders. The borrowing base lending
concept allows borrowers to wring the last borrowed dollar out of
a relatively unstable collateral base.

Compartmentalization Under Pressure

Because of the hard economic times and difficult credit environ-
ment, lenders are tempted to demand recourse to not one—but
various classes of collateral. Lenders seek to tear down the legal
walls between separate legal entities in order to obtain security
interests on as much collateral as possible. Rather than taking a
collateral interest in just one sister company’ assets, the lender
demands everything that both sisters own as collateral for a loan
made only to one of them.

Lenders have a variety of legal tools for doing this, but secured
guaranties and cross-collateralization provisions are the most

common tools. When a lender requires an entity operating a
hospital to give a secured guaranty of a loan to an affiliated
landlord, for example, both sister companies (and both asset
classes) are put “on the hook” for the mortgage loan, and the legal
distinction between them is effectively circumvented. The same
result occurs when a lender requires that a mortgage loan be
collateralized with operating assets.

By mixing the different collateral classes back together after

they had once been separated, the lenders create a complicated
mishmash of collateral, both realty and operating assets. The risks
arising from each type of collateral can no longer be separately
dealt with. The result is weakened healthcare borrowing power
at a time when healthcare sorely needed private capital. What

is worse, once the legal distinctions between affiliate borrowers
have been circumvented by one lender, they are effectively lost
on all other lenders. Few borrowing base lenders, for example,
would be willing to lend against collateral that is already pledged
to a mortgage bank.

Tearing down the legal walls that compartmentalize assets and
risk also dampens equity investment. Potential equity investors
know full well that they will stand in line behind debt in the
borrower’s capital structure. When the borrowers assets can be
easily measured against the debts they collateralize, the balance
sheet that the potential investor is buying into is clear enough.
On the other hand, when healthcare assets become pledged on a
contingent basis to support a borrowers affiliate’s loans, prospec-
tive investors become reasonably wary. The year 2008 made it
painfully clear to equity investors what happens when they buy
securities that they do not fully understand. Any blurring of the
lines between two previously separate entities makes an analysis
of either balance sheet difficult—and the difficulty in itself is
enough to scare away capital in this environment.

One Example of Compartmentalization
Under Pressure

Some of the current pressure on asset compartmentalization

is strangely enough coming from the U.S. government. The
Department of Housing and Urban Development (HUD) recently
provided “guidance” to healthcare facilities with government-
insured mortgage loans under HUD’s so-called Section 232
program.' The program facilitates the construction and rehabili-
tation of nursing homes and other care-providing facilities by
having the government insure private loans made to qualifying
institutions. The “guidance” in question suggested ways that a
Section-232-covered borrower might seek the “consent” of HUD
in order to allow an affiliate (a distinct entity) to enter into a
distinct asset-backed loan facility with a completely different
lender and a different collateral base.

The HUD notice in question, Notice H 08-09, even suggested a
certain form intercreditor agreement that could be entered into
between the real estate backed lender and the incoming lender
whose loan would be backed by operating assets. Intercreditor
agreements are necessary when creditors have overlapping and
conflicting claims on the same collateral. To avoid disputes and



uncertainty, the creditors enter into an agreement where they
divide up the common collateral and decide who will have first
priority. HUD’ form intercreditor agreement allows the mort-
gage lender a second lien on the operating affiliate’s assets. The
dividing wall between healthcare operating assets and realty is
seriously weakened.

While HUD might reply that its form agreement still allows

a separate lender to have priority with respect to a particular
collateral class, the damage may still be done. Lenders do not
enjoy having to share collateral, even when they are first in line.
Unwanted complications arise. Priority lienholders find it incon-
venient having a second lender with claims on their collateral.
This is of course why HUD? policy has to come with a form inter-
creditor agreement in the first place. In Chapter 11 bankruptcy
proceedings, the existence of a voting class of secured second
lienholders can cause first lienholders any number of troubles.
While the bankruptcy code theoretically protects first lienholders’
rights, practically speaking bankruptcy offers second lienholders
many opportunities for obfuscation and delay. This often leads to
their being “bought off” to move the proceedings forward. That
is, they are offered economic benefits by the higher priority lien-
holder in return for not obstructing the proceedings. So, banks
will lend less (or charge more interest) when they have to put up
with secondary “lien-mates” sharing a particular collateral class.

For those healthcare entities for which HUD financing is the
only financing available, it may make little difference if HUD

blurs the lines between operating asset-backed and mortgage-
backed loans, or even if HUD imposes yet another condition
to receiving HUD insurance backing. In HUD’s defense, the
policy contained in Notice H 08-09 certainly makes sense if
one focuses narrowly on the goal of recovering and protecting
the financing that HUD extended. For entities that might not
have to totally rely on HUD financing however, the pressure
on asset compartmentalization found in Notice H 08-09 causes
borrowing power to slowly erode.

HUD? policy certainly protects the taxpayer and is consistent
with the rest of the credit industry (assuming that the goal is
strictly defined as improving HUD’s own financial position). But,
Notice H 08-09 clashes with much of the current administration’s
strategy for activating and facilitating private investment to assist
in paying for national healthcare reform.

Potential Borrower Defenses

Healthcare borrowers should therefore do what they can to avoid
giving away cross-collateralization in pre-loan negotiations. The
simplest way to do this is to just say no. Certain lenders ask for
cross-collateralization during negotiations only because they feel
that they have nothing to lose. A simple refusal may be all that

is needed for these lenders. Admittedly, this first technique may
not prove too successful in today’s environment. Many lenders
today will insist that their loan be collateralized across entities
and across collateral types. Borrowers may need to offer persis-
tent lenders more than just a “no,” such as a “yes” on some other
negotiable point. It will be up to borrowers’ CFOs and their
attorneys to decide how far to go, what price to pay, or how many
other points to concede to avoid cross-collateralization. At times,
the existing loan documents that a borrower has may prohibit
certain liens from being granted to new lenders. This is a good
pretext for denying a new lender cross-collateralization, although
an insistent and sophisticated prospective lender may simply
request that the old loan documents be amended to remove

the obstacle. Obviously, at a certain point the costs of avoiding
cross-collateralization will become higher than the costs of giving
in. Perhaps the best technique for avoiding cross-collateraliza-
tion, albeit one not available to all borrowers, is to deal only
with specialist lenders who focus on only one type of collateral

anyway.
Improve Healthcare Finance and You
Improve the Economy

The recent movement towards cross-collateralization has certainly
not caused the healthcare communities’ financial problems. HUD
is not to blame. If anything, the movement is the natural and
understandable consequence of the lending communities’ reac-
tions to the healthcare crisis. But, the result is that the financial
crisis for healthcare providers worsens as they lose the ability to
fully and efficiently leverage their assets on a class-by-class basis.
HUD? actions, although singled out above as an example, are
certainly consistent with the rest of the credit market. Neverthe-
less, HUD is not a private lender and seems politically out of
step at a time when the rest of the federal government attempts



to open the credit market and pump billions into the healthcare
industry.

Healthcare providers and financiers will be paying close atten-
tion to policies coming from government agencies other than the
Department of Health and Human Services (HHS). While HHS
creates the lion’s share of healthcare policy, HUD%s and many
other government agencies’ policies can have large and unfore-
seen effects on the healthcare community.

And there can be no doubt that the community is in crisis.

A January 2009 report by the American Hospital Association
(AHA)? reported that nine out of ten hospitals find it more diffi-
cult to access capital through bank loans. Seventy-two percent of
hospitals reported that banks and financial services companies
were either very or moderately important sources of external
capital.

Consequently, 82% of hospitals have put facilities projects on
hold. While hospitals are not nursing homes and therefore are
not directly affected by HUD’s Section 232 program, the point
suggested by the data remains. The evidence surely suggests
that the current plight of nursing homes is just as bad as that of
hospitals. The AHA report would suggest that HUD’ attempt at
conflating the mortgage and asset-backed lending worlds may

Editor’s Note

William W. Horton, Esquire
Haskell Slaughter Young & Rediker LLC
Birmingham, AL

Friends and Colleagues:

Welcome to the latest issue of Business Law & Governance.
Aside from being chock full of important information for
you and your clients, this issue really reflects the broad
scope of interests encompassed by AHLAs newest Practice
Group. In these pages, we offer a timely discussion on the
outlook for corporate prosecutions. We explore what the
new “patient care ombudsman” provisions of bankruptcy law
do—and what they don't do. We tell you about an important
consideration for healthcare organizations seeking to
maximize their access to capital in today’s turbulent markets.
Finally, we let you in on a common trap for the unwary

in D&O insurance policies and show you how to protect
against it. These diverse topics share one thing in common,
though—they reflect cutting-edge business and governance
issues facing healthcare organizations and their lawyers
today, and they are part of the focus of the Business Law

and Governance Practice Group (BL&G PG).

That’s what we're about with this newsletter and in the BL&G
PG. We want to bring you the information and resources you
need to keep you on top of the business law and governance
challenges that healthcare organizations face today—and those

have an indirect and negative effect on the number of nursing
home facilities that are built or rehabilitated in the United States
in the coming years.

Fewer healthcare facilities being built and fewer old ones being
renovated result in obvious negative effects. Less obvious are

the secondary economic effects. Healthcare expenditures help
fuel the American economy. Indeed, national expenditures on
healthcare are now approaching 20% of GDP. Nationally, millions
of people are employed in the healthcare industry, with five
million alone employed by hospitals. Healthcare is therefore one
of the largest and strongest horses pulling the American economic
wagon and will very likely be a dominant factor in any future
economic revival. It is therefore imperative that the healthcare
industry have access to the private capital that it needs. This
means that consistent with the present administration’s stated
policies, government agencies need to take care in avoiding poli-
cies that unintentionally alienate private lenders and investors.

1 See U.S. Department of Housing and Urban Development, Notice H 08-09,
Issued November 17, 2008, entitled “Subject: Account Receivable (AR)
Financing.”

2 Report on the Capital Crisis: Impact on Hospitals, American Hospital Association,
January 2009.

that they will face tomorrow. Thus, whether your interests lie
in directors’ and officers’ liability, mergers and acquisitions,
nonprofit and for-profit governance, corporate investiga-
tions and prosecutions, joint venture transactions, corporate
finance, or just the day-to-day business of healthcare—we
have something for you.

More importantly, we think you have something for
us—the other members of your BL&G PG. If you have a
topic you'd like to see covered or an article you’d like to
submit, please get in touch with me or with any of the
BL&G PG leaders. If what you have is more suited for

a Member Briefing, Executive Summary, or email alert,
we’d like to hear about that too. The collegial exchange of
information and ideas is one of the best things about the
healthcare bar, and we encourage you to be a part of it.

Let us know what you like about this newsletter and about
what we can do better. Let us know what contribution
you'd like to make to the next issue or to the other BL&G
PG activities. Let us know what resources you need to
make you better able to serve your clients. Mostly, though,
just let us hear from you. Your contributions and input are
what drive this newsletter and the BL&G PG, whatever role
you can play.

Enjoy this issue, and stay tuned for more.

Best,
Bill



Falling Through the Cracks:
Qui Tam Lawsuits and the
Prior and Pending Litigation
Exclusion

Michael J. Rosen, Esquire*
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Boundas Skarzynski Walsh & Black LLC
Chicago, IL

Introduction

A lawsuit is never a welcome guest. Once one appears uninvited
at the door of a hospital or other healthcare entity, however, the
entity will immediately put in motion a plan to meet the threat,
including notifying its insurance carriers and retaining defense
counsel. With regard to insurance coverage, the date the lawsuit
was filed is often a pivotal fact affecting which policy or carrier
should respond. This article considers the possible coverage
implications that might result when a healthcare entity learns for
the first time about a potentially significant lawsuit months or
even years after the plaintiff files his complaint.

In examining this issue, we construct a hypothetical situation

in which the entity renews its insurance policies between the
time the plaintiff files his lawsuit and the time that the entity
learns about the pleading. Under certain circumstances, such a
sequence of events may result in the entity’s receiving no coverage
whatsoever under any of its relevant policies—through no fault
of its own. Qui tam lawsuits brought to enforce the federal

False Claims Act (FCA) present a heightened risk of a health-
care entity’ falling into such a predicament because those suits
must, by statute, remain under seal for at least two months from
the date that they are filed. Accordingly, we begin this discus-
sion by outlining the nature of qui tam FCA lawsuits in general.
Then, after elaborating on the hypothetical mentioned above and
related coverage implications, we offer our observations on how
healthcare entities may coordinate their resources to avoid any
such unexpected loss of coverage in similar situations.

Qui Tam False Claims Act Lawsuits

When a medical facility (or other healthcare entity, such as a
managed care organization) submits a claim to Medicare or
Medicaid, it certifies—among other things—that its bills are
accurate and that they reflect services rendered in compliance
with all mandated standards of care and applicable anti-kickback
regulations. If that broad certification is in any way untrue, the
facility may be liable under the FCA for submitting a false claim
for payment by a government healthcare program.' Although the
United States is the injured party (and proper plaintiff) in any
such action under the FCA, the law allows individual civil plain-
tiffs (relators) to initiate qui tam actions on behalf of the govern-
ment, subject to the government’s right to oversee or intervene
in the action if it so chooses.* The incentive for whistleblowers

to initiate a qui tam lawsuit is significant, as qui tam plaintiffs are
entitled to between 25% and 30% of any damages assessed, plus
attorneys’ fees and costs, if the government does not intervene
in the action.?> An entity found to have submitted a false claim
will be subject to a civil penalty between $5,500 and $11,000
and will further face an assessment of three times the amount

of the claim that was submitted.* Accordingly, in addition to the
statutory penalty assessed per false claim, damages could poten-
tially equal three times the total amount of Medicare/Medicaid
reimbursements that the facility received in connection with any
systemic billing irregularities—whether those irregularities arise
from coding or accuracy problems, standards of care issues, or
anti-kickback violations.

Because FCA damages are assessed for each false claim submitted
to the government, the amounts at issue in a qui tam lawsuit can
be crippling. For example, in late July 2008, the Amerigroup
organization agreed to pay $225 million to settle a lawsuit arising
from its alleged practice of excluding individuals perceived as
“high-risk” (including pregnant women) from participation in its
plans despite certifying in its Medicaid reimbursement forms that
it did not employ such tactics to filter its pool of participants.’
The court originally assessed a total of $334 million in trebled
damages and penalties.

Explanation of Hypothetical Scenario

A regional hospital group (Hospital) maintains directors’ and offi-
cers’ (D&O) insurance coverage with an annual policy period of
May 1 to May 1. For the 2007-2008 policy period (May 1, 2007,
to May 1, 2008) and previous years, Hospital purchased a D&O
policy to cover only its directors and officers, and it purchased

a separate policy to cover its own wrongful acts (Entity policy).
Last year (May 1, 2008, to May 1, 2009),
however, Hospital decided to add entity
coverage to its D&O policy and do
away with its Entity policy.

Citing a long-standing practice
of upcoding and anti-kickback
violations, a relator (whistle-
blower) filed a qui tam
lawsuit (under seal)
against Hospital

on February 1,

2008.7 After twice
extending the
mandatory
sixty-day
waiting
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period to allow the government to complete its investigation and
determination of whether to intervene, the court unsealed the
complaint on September 1, 2008, and the whistleblower served the
Hospital on September 15, 2008. Upon receipt of the complaint,
Hospital tendered the lawsuit to its D&O carrier as a Claim (as
defined in the policy) under its 2008-2009 policy.

Because a claim is typically considered “first made” when an
insured receives it (i.e., through service of a complaint), the
insurer deemed the qui tam lawsuit to qualify as a “claim first
made” on September 15, 2008—within the D&O policy’s term.
After discovering that the Claim directly arose from a lawsuit that
was filed prior to the May 1, 2008, inception date of the 2008-
2009 policy, however, the insurer denied coverage per the policy’s
Prior and Pending Litigation (PPL) Exclusion—even though
Hospital could not have known about the lawsuit until it was
unsealed in September 2008. Hospital then attempted to tender
the lawsuit under its prior D&O policy (that expired on April
30), but the insurer denied coverage based on the fact that the
case did not name a director or officer as a defendant. Because
the previous policy did not provide for entity coverage, the qui
tam lawsuit would not fall under its coverage agreements. When
Hospital attempted to submit the Claim under its prior Entity
policy, that carrier also denied coverage citing a provision in the
policy requiring Hospital to provide notice of a Claim no later
than sixty days after the policy period’s expiration (i.e., no later
than June 29, 2008). Therefore, Hospital—through no fault of its
own—must face what could be an extremely expensive lawsuit
without any insurance coverage.

Effect of Sealed Complaint on Applicability
of PPL Exclusion

Hospital’s 2008-2009 D&O policy (with entity coverage) contains
the following PPL Exclusion:

The Insurer shall not be liable to make any payment for
Loss resulting from any Claim based upon, arising out
of, relating to, directly or indirectly resulting from or in
consequence of, or in any way involving, any prior and/
or pending civil, criminal, administrative or investigative
proceeding as of May 1, 2008 involving Hospital, or any
fact, circumstance or situation underlying or alleged in
such proceeding.

Such exclusions are used by insurance carriers to “bookend” the
risks that they agree to underwrite for a particular policy period.
By limiting the coverage available to claims made on or after

the policys inception date, a carrier can eliminate the risk of an
insured’s submitting a claim under a current policy that it should
have submitted under a previous policy.

As mentioned above, the relator filed his original FCA complaint
on February 1, 2008—approximately three months prior to the
inception date of Hospital’s 2008-2009 D&O policy. Therefore
under the plain language of the PPL exclusion, Hospital’s 2008-
2009 D&O policy will not cover the relator’s qui tam lawsuit.

Hospital may contest the coverage denial on the grounds that
the original complaint was filed under seal, and that it could not

have known about the lawsuit before the inception date of its
2008-2009 D&O policy. While our research has not uncovered
any cases interpreting prior and pending litigation exclusions in
the context of a sealed case filed unknown to the insured prior to
a policy’s inception date, there is case law generally supporting
the insurer’ position. In ML Direct, Inc. v. TIG Specialty Ins. Co.,
the plaintiffs sought coverage under a D&O policy for a securi-
ties fraud class action filed within the policy period.® The insurer
denied coverage based on the policy’s prior and pending litiga-
tion exclusion, citing two previously filed cases arising from the
same alleged pattern of fraudulent activities but brought against
a different group of defendants.” The two earlier cases did not
include the ML Direct plaintiffs as defendants, and it is unclear
from the ML Direct court’s opinion whether the plaintiffs knew
about those prior proceedings.'® Nevertheless, as described
below, it appears that the plaintiffs relied on such an argument
in seeking a ruling that their policy’s prior and pending litigation
exclusion should not bar coverage under that set of facts.!!

The prior and pending litigation exclusion at issue in ML Direct
stated:

This insurance does not apply to any Claim made
against any Insured arising out of any of the following:
[. . .] Any litigation, proceeding, or administrative act
or hearing brought prior to or pending as of the Prior
or Pending Litigation Date as shown in Item 8 of the
Declarations, as well as any future litigation, proceeding,
administrative act or hearing based upon any such
pending or prior litigation, proceeding, administra-
tive act or hearing or derived from the essential facts
or circumstances underlying or alleged in any such
pending or prior litigation, proceeding, administrative
act or hearing . . . .2

The trial court found that the exclusion was valid and barred
coverage for the “new” lawsuit.'> On appeal, the insured argued
among other things that because it was asked to list all known
claims in the policy application, the prior and pending litiga-
tion exclusion should be read in conjunction with that request
and should not apply to bar claims the insured did not know
existed.'* The appellate court flatly rejected this argument,
stating:

As for the policy application and proof whether appli-
cants knew about the [prior lawsuits] when they applied
for the policy, appellants’ argument again tries to add
language that is absent from the policy’s terms. Nothing
in the prior litigation exclusion states that it applies only
as to prior proceedings which the insureds knew about.
Instead, it applies to any prior litigation or proceedings
which bear the requisite factual relationship to a claim
made during the policy period."

More recently, in North American Specialty Ins. Co. v. Correctional
Medical Services, Inc., a Missouri federal court applied the reasoning
of ML Direct to a similar situation in which a previous lawsuit

not naming the insured triggered the policys prior and pending
litigation exclusion to bar coverage for a later filed lawsuit arising



from the same factual circumstances.'® Correctional Medical Services
involved a medical malpractice lawsuit filed by an inmate at a state
prison managed by Correctional Services Corporation (CSC)."
CSC contracted with Correctional Medical Services (CMS) to
provide the inmates with medical care.'® The inmate’s complaint
named CSC instead of CMS, and CSC attempted on two occasions
(unsuccessfully) to tender the defense of the case to CMS, which
was required to carry its own liability insurance.'” CMS’ liability
carrier agreed to provide CSC with a defense, but another court
placed that liability carrier into rehabilitation before it could carry
out its agreed-upon obligation.?

The court presiding over the inmate’s lawsuit entered a $5 million
judgment in his favor.?! CSC5 liability carrier then paid the award
and brought a separate contribution action against CMS that CMS
submitted to its subsequent liability insurer.” CMS’ subsequent
insurer denied coverage for the contribution lawsuit based on its
policy’s prior and pending litigation exclusion.?

The prior and pending litigation exclusion at issue in Correctional
Medical Services stated:

This policy does not apply . . . to any claim against an
insured . . . arising from any pending or prior litigation or
other proceeding as of the inception date of this policy, as
well as all claims or litigation based upon the pending or
prior litigation or derived from the same, or essentially the
same, facts (actual or alleged) that gave rise to the prior or
pending litigation or proceeding . . . .**

Unlike the insured in ML Direct, CMS could not credibly argue
that it was unaware of the prior lawsuit because CSC tried twice
to tender the inmate’s case to CMS. Regardless, the court held for
the insurer, stating:

Like the exclusion discussed in ML Direct, [the prior
and pending litigation exclusion in Correctional Medical
Services] is written in broad, unambiguous terms, which
bar coverage for any claim that derives from pending

or prior litigation as of [the prior and pending litiga-
tion date]. The exclusion does not distinguish between
litigation “against the insured” and other litigation, nor
will [this court]. The language only requires that a claim
be “based upon” or “derived from” pending or prior
litigation.”

Although the ML Direct and Correctional Medical Services decisions
would support the insurer’s position with regard to Hospitals qui
tam claim, Hospital may attempt to challenge the PPL exclusion’s

application under the facts of the hypothetical scenario based on

the “reasonable expectations” doctrine.

Reasonable Expectations Doctrine

The “reasonable expectations” doctrine can provide an insured
with a defense to a denial of coverage independent of the policy’s
language. As Professor (and later United States District Court
Judge) Robert Keeton summarized, the reasonable expectations
doctrine operates on two principal tenets: (1) the insurer will be

denied any unconscionable advantage in the insurance trans-
action; and (2) the reasonable expectations of applicants and
intended beneficiaries will be honored.?® Of course, insurance
law varies from state to state, and only a few jurisdictions have
applied the doctrine as formulated by Judge Keeton.?” Indeed,
some courts take issue with the doctrine—seeing it as an attack
on parties’ freedom to contract. For example, before rejecting the
doctrine, the Michigan Supreme Court remarked on its origin as
follows:

Whether Professor Keeton intended [his reasonable
expectations analysis] to spawn a frontal assault on the
ability of our citizens to manage, by contract, their own
affairs, it had that effect because numerous courts, to
one degree or another, adopted some form of the rule.?®

Nevertheless, the majority of jurisdictions that have considered
the doctrine have acknowledged it in one form or another.

Of those jurisdictions that have accepted the reasonable expecta-
tions doctrine, some courts have embraced Section 211 of the
Restatement (Second) of Contracts as the doctrine’s “black letter
law” equivalent.”® Section 211 states:

(1) Except as stated in Subsection (3), where a party to an agree-
ment signs or otherwise manifests assent to a writing and
has reason to believe that like writings are regularly used to
embody terms of agreements of the same type, he adopts the
writing as an integrated agreement with respect to the terms
included in the writing.

(2) Such a writing is interpreted wherever reasonable as treating
alike all those similarly situated, without regard to their
knowledge or understanding of the standard terms of the
writing.

(3) Where the other party has reason to believe that the party
manifesting such assent would not do so if he knew that the
writing contained a particular term, the term is not part of
the agreement.’!

The reasonable expectations portion of Section 211 is found in
its sub-section (3) that allows for relief from an ambiguous—or,
arguably, an unambiguous—contract term if (in the insurance
context) the insurer has a reason to believe that the insured
would not assent to the term. The drafters of Section 211
included the following comment to expand on the “reason to
believe” concept:

Reason to believe may be inferred from the fact that

the term is bizarre or oppressive, from the fact that it
eviscerates the non-standard terms explicitly agreed to,
or from the fact that it eliminates the dominant purpose
of the transaction. The inference is reinforced if the
adhering party never had an opportunity to read the
term, or if it is illegible or otherwise hidden from view.*

In the jurisdictions following Section 211, the relevant ques-
tion in our hypothetical would turn on whether the insurer had
reason to believe that Hospital would not have assented to the



PPL exclusion if it knew that knowledge of a
prior lawsuit was not required for the exclu-
sion to apply. It is possible that a court

may never reach that fact question,
however. Indeed, the answer may
depend on whether the PPL exclu-
sion is deemed ambiguous.

In its purest form, the reason-
able expectations doctrine
would apply regardless of
whether the policy language
in question is ambiguous.*
Although courts might apply
a reasonable expectations
doctrine based on Section
211’ formulation to unam-
biguous policy terms, in a
1996 case the Oklahoma
Supreme Court noted:

[Tlhe jurisdictions which
have adopted [the reason-
able expectations doctrine]
apply it to cases where an
ambiguity is found in the policy
language or where the exclu-
sions are obscure or technical or are
hidden in complex policy language. In
these cases, the doctrine is utilized to resolve
ambiguities in insurance policies and considers the
language of the policies in a manner which conforms the
policies with the parties’ “reasonable expectations.”*

Echoing the Oklahoma Supreme Court’s observation, the Massa-
chusetts Court of Appeals stated, “When reasonable expectations
analysis comes into play, it is more likely to do so when the task
is to interpret an ambiguous provision rather than an unam-
biguous one whose meaning . . . no one disputes.” Accordingly,
it is likely that if faced with Hospital’s argument that the PPL
exclusion frustrates its reasonable expectations of coverage, a
court would first require Hospital to establish that the exclusion
is ambiguous.

Some courts that have reviewed prior and pending litigation
exclusions have found them to be clear and unambiguous.*®
Other courts, however, find ambiguity in the typically broad “all
claims having any relationship whatsoever with prior litigation”-
type language found in such exclusionary provisions (including
the PPL exclusion).’” Importantly, those courts that find ambi-
guity in such exclusions typically focus on policy language that
would expand the scope of the exclusion to bar claims with

only an attenuated or tangential factual relationship with a prior
lawsuit.’® In Hospitals claim, the “prior lawsuit” and the “current
lawsuit” are one and the same, and as a result, the PPL exclusion’s
broad prefatory language is not at issue. As our hypothetical
coverage scenario does not implicate the section of the PPL exclu-
sion that most often triggers a finding of ambiguity, it is more

likely than not that a court would find no ambi-
guity in the PPL exclusion under such facts. To
the extent that Hospital fails to overcome
that threshold issue, it may never even
get to the point at which it could

present an argument on its “reason-
able expectations.”

Importance of
Proactive Risk
Management

¥\
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As discussed above, it is
unclear (at best) whether a
court would circumvent the
language of the PPL exclusion
in our hypothetical scenario.
In view of such uncertainty,
the need is readily apparent for
facilities and other healthcare
industry insurers to monitor on a
continuous basis whether circum-
stances exist that may support
a future qui tam lawsuit. Typi-
cally, “claims made” liability policies
marketed to business entities contain a
provision similar to the following:

If, during the Policy Period, the Insured first

becomes aware of a Wrongful Act which may subse-
quently give rise to a Claim and, as soon as practicable
thereafter but before the expiration or cancellation of
this Policy:

(a) provides written notice of such Wrongful Act to the
Insurer, including a description of the Wrongful Act
in question, the identities of potential claimants, the
consequences which have resulted or may result from
such Wrongful Act, the damages which may result from
such Wrongful Act, and the circumstances by which the
Insured first became aware of such Wrongful Act; and

(b) requests coverage under this Policy for any subsequently
resulting Claim for such Wrongful Act;

then the Insurer will treat any such subsequently
resulting Claim as if it had been first made during the
Policy Period.

These provisions are commonly known as “notice of circumstance”
clauses. They create a mechanism for an insured to put down a
marker during a current policy period for a scenario that has not
yet, but may one day result in a claim. In this sense, a “notice of
circumstance” clause serves as a counterpoint to a PPL exclusion’s
potentially harsh results. Importantly, it is not necessary for an
insured to have a full picture of the “circumstances” in hand before
it may report them to its insurer. Generalized and non-specific
“notices of circumstances,” however, could anchor a large variety
of future claims in a particular policy period—expanding the risks



associated with the policy far beyond what the insurer antici-
pated when it priced the coverage. For this reason, such clauses,
including the example above, require some degree of specific detail
about the circumstances discovered.

In the context of a healthcare entity, it is essential for the entity

to ensure that its risk management representatives work closely
with its compliance counsel to stay apprised, where possible, of
any developments that could be notified to the entity’s insurance
carriers as “notices of circumstances”—even those developments
or facts that might not trigger the entity’s mandatory self-reporting
duties. With a coordinated effort between risk management and
compliance counsel to spot potential problem areas, an entity can
position itself to take full advantage of its insurance coverage in all
situations, including situations where the entity may not learn of a
qui tam lawsuit until months after it is filed.

Another mechanism available to shore up the risk of uncovered
litigation in situations similar to our hypothetical is a common
optional policy provision called the “extended reporting period.”
These provisions allow an insured to submit claims for a certain
period after the policy’s expiration date so long as the claims arise
from wrongful acts that occurred prior to the expiration date.
They are especially useful when switching insurance carriers
because most PPL exclusions are keyed to the inception date

of the first policy in a line of renewals with a particular carrier.
In other words, renewal policies’ PPL exclusions typically will
exclude only those lawsuits that predate the first consecutive
policy issued by that insurer. Therefore, extended reporting
periods are helpful when an insured moves from one carrier to
another—and restarts the applicable PPL date in so doing.

In our hypothetical, had Hospital purchased a one-year extended
reporting period from its Entity policy carrier, it would have been
able to tender the qui tam claim to that prior policy. Several states
require claims-made policies issued in those states to offer at least
a one-year extended reporting period option.* Likewise, some
states require insurers to provide an automatic extended reporting
period, though only for a period of thirty to sixty days.* However,
many states do not mandate such policy provisions. Moreover,

it is important to note that for certain types of insurance (often
including D&O coverage), all states allow insurers to issue policies
on a “non-admitted” basis—which means that those policies are
not subject to the state’s regulatory requirements. In light of the
nature of qui tam lawsuits in general, healthcare entities should
always be mindful of the dangers inherent in switching carriers
and should discuss the extended reporting period options available
with their risk management representatives and insurance broker.

Conclusion

Should a healthcare entity suddenly face a qui tam FCA lawsuit,
it may also face the possibility that its insurance coverage will
be jeopardized by a procedural quirk of the FCA. As a practical
matter, in view of the expertise regularly offered to healthcare
entities by risk managers and insurance brokers, the chances
are slim that a worst case scenario, such as that described
above, would occur. Nevertheless, the hypothetical highlights
the need for healthcare entities to ensure that they have a full

understanding of how their various insurance policies function.
Because it is uncertain in such situations whether courts would
refuse to apply a policy’s PPL exclusion, healthcare entities should
make every effort to discover and report potential problems

under their policies

)«

notice of circumstances” clauses, and to

secure any appropriate extended reporting periods for expiring
policies that are not being renewed. By coordinating with risk
management representatives and compliance counsel, entities
can work closely with their carriers to ensure that no claims fall
through the cracks of two consecutive policies.

*
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n October 2005, a bankruptcy reform bill that had been
I bumping through Congress for years became law. The 2005

bill was first introduced in 1998. Similar bills were approved
in the House of Representatives and the Senate; in 2000, a final
bill was passed but pocket vetoed by President Clinton. In 2002,
passage appeared imminent but failed because of disagreement in
Congress over proposed amendments. At the time President Bush
signed the bill in April 2005, the most focused upon aspect of the
law, known as the Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 or BAPCPA, was the “means test,” designed
to ensure that individuals filing for bankruptcy who had adequate
“means” be required to repay a portion of their debts over a period
of three to five years under a Chapter 13 plan. Much less atten-
tion was paid to the numerous changes to the Federal Bankruptcy
Code! addressing healthcare issues. One such area of change is
the BAPCPA provision requiring the appointment of a patient care
ombudsman when a “health care business” files bankruptcy.

Healthcare Business Bankruptcies and the
Patient Care Ombudsman

The idea of requiring an advocate for patient care issues had been
proposed by bankruptcy practitioners and members of Congress.?
However, detailed information is lacking in the House Report of
the legislative history of the provision, which merely summarizes
the provisions.?

BAPCPA added a very broad definition of “health care busi-
ness” to the Bankruptcy Code that includes any public

or private entity (whether for profit or nonprofit) that is
primarily engaged in offering to the general public facilities
and services for “(i) the diagnosis or treatment of injury, defor-
mity, or disease; and (ii) surgical, drug treatment, psychiatric,
or obstetric care,” and includes any general or specialized
hospital; ancillary ambulatory, emergency, or surgical treat-
ment facility; hospice, home health agency, and other similar
healthcare institution; and any long term care facility.*
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Under BAPCPA, if a healthcare business files for bankruptcy
protection under Chapter 7 (straight liquidation), Chapter 9
(municipal bankruptcy), or Chapter 11 (reorganization), the
bankruptcy court is required to order appointment of a patient care
ombudsman unless the court finds that the appointment is not
necessary for the patients’ protection under the specific facts of the
case.” If a patient care ombudsman is to be appointed, the Office

of the Untied States Trustee, a branch of the United States Depart-
ment of Justice that oversees bankruptcy, selects and is required to
promptly file a notice of appointment of the ombudsman.®

The revised Bankruptcy Code provides that the duties of the
patient care ombudsman are to monitor the quality of patient
care, represent the interests of the patients of the healthcare busi-
ness, report to the court at sixty-day intervals as to the quality

of patient care, and alert the court and constituents if the quality
of care is declining significantly or is otherwise being materially
compromised.” The ombudsman’s costs, like those of the attor-
neys, accountants, and other professionals appointed to represent
the debtor and any appointed committee (such as a creditors’
commiittee), are to be paid from the bankruptcy estate.®

Courts grappling with whether appointment of a patient care
ombudsman is necessary for the protection of patients in a given
case evaluate factors such as: (1) the healthcare entity’s business
practices; (2) the relative financial ability of the business to main-
tain high-quality patient care; (3) the existence and experience

of external oversight (licensing or supervising entities) as well as
internal procedures directed at ensuring quality patient care;

(4) whether the patients are inpatient or outpatient; (5) the ability
of patients to protect their rights; (6) whether the debtor’s patient
care quality had been high prior to the filing of the bankruptcy;
and (7) the impact of the added cost to the estate.” Many of the
reported opinions are in cases in which the court has concluded
that appointment of a patient care ombudsman would not be
necessary, at least at the outset of the bankruptcy case.*

The weight to accord to each of the factors to be evaluated in
considering whether to appoint a patient care ombudsman is left
to the court’s discretion.!! Factors that tend to receive significant



focus include the healthcare business’ track record with patient
complaints and the existence of reliable oversight and internal
controls to safeguard quality of patient care. While the initial
determination of whether to appoint a patient care ombudsman
in a healthcare business bankruptcy must be made in the first
thirty days of the bankruptcy,'* the applicable bankruptcy rules
provide that a motion can be made at any time in the case for
appointment of a patient care ombudsman, or for termination
of the appointment if the court finds that the appointment is no
longer necessary for the patients’ protection.'?

There are reasons for a court weighing appointment of a patient
care ombudsman to be wary of reliance on existing programs to
ensure the reporting of patient quality care. The debtor’s existing
programs typically will not bring the objectivity of a disinter-
ested third party, and regulating and certifying bodies generally
assess healthcare businesses only on a periodic basis. Annual,
quarterly, or surprise inspection provides ongoing protection of
patients’ right to quality care and privacy, but when a provider

is in bankruptcy, circumstances may change rapidly, making
periodic assessment potentially inadequate to timely identify
quality-of-care issues. Regulating agencies may not be attuned to
the issues of competing uses of cash and the changes in company
infrastructure during a bankruptcy. Because adequate finance and
infrastructure are integral to the delivery of patient care, assess-
ment of patient quality of care may require a focus not only on
outcomes, but also on the ability of the healthcare business and
its infrastructure to support quality care in the future. While
appointment of an independent patient care ombudsman does
not guaranty high quality patient care, it does provide a voice that
is independent of financial pressures faced by the debtor.

Once appointed, the patient care ombudsman typically starts
with a baseline review of patient quality of care as compared

to industry norms. Depending on the debtor’s area of business,
the patient care ombudsman’s preliminary review may include

a review and assessment of the debtor’s policies, procedures,

and compliance; emergency room access and referrals; access to
care; availability of supplies; vendor shortages; availability and
maintenance of necessary equipment; clinical and non-clinical
staffing turnover and shortages; continuing education; clinical
staff certification and licensure; matters documented by certifica-
tion reviews such as CLIA,** The Joint Commission,'” and other
regulatory and certifying agencies; clinical quality-assurance
programs; clinical criteria for treatment, drug storage, expira-
tion, and stability; care planning; psychosocial status; and patient
privacy compliance. The review process should include on-site
inspection as well as financial and clinical staff interviews. A
sampling of patient records should be reviewed, and patients
should be interviewed to determine any existing issues. The
preliminary review and data supplied by the debtor will form the
baseline and can be used to assess subsequent quality of care,
including any decline in care.

As required by the statute, the ombudsman reports its findings to
the bankruptcy court every sixty days.'® Patients are to be notified
of the timing of the reporting, ensuring open communication for
individual issues and concerns. The patient care ombudsman
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immediately reports to the court and notifies the interested
parties of any significant decline in or material compromise of the
quality of patient care during the course of the engagement.!”

Appointment of a patient care ombudsman will result in contem-
poraneous reporting of significant declines in patient quality of
care, and may provide an ancillary “halo” effect of potentially
improving patient care. Objective observation and reporting
regarding patient care policies, processes, and results can result in
an improvement in the quality of care, and may provide comfort
to patients, families, and caregiver staff. Some have observed that
patients who report feeling content heal faster, and that contented
staff that perform a common mission with the healthcare business
for healing patients have reduced anxiety and turnover.'®

Compensating the Patient Care
Ombudsman

When a patient care ombudsman is appointed, BAPCPA is clear
that the ombudsman is entitled to reasonable compensation from
the bankruptcy estate.'® Unlike the case with the debtor’s counsel,
commiittee counsel, and other professionals paid from the bank-
ruptcy estate, however, Congress did not provide the patient care
ombudsman the specific right to seek to be paid periodically
during the pendency of the bankruptcy case.?® Without periodic
payment, the ombudsman could be required to wait a year or
longer for payment. This presents significant risk to the patient
care ombudsman.

Many Chapter 11 bankruptcy cases do not result in a confirmed
plan of reorganization. Indeed, many Chapter 11 cases end up
unable to support the costs of the bankruptcy’s administration
itself. A Chapter 11 debtor may face increased financial pressure
as the bankruptcy case proceeds. With threatened administra-
tive insolvency, it would not be surprising to see deterioration
in support from the debtor’s vendors and suppliers, distraction
of or resignation by the debtor’s employees, and staff reductions
and other cuts. When the healthcare business debtor is forced to
make choices about how to spend a decreasing volume of cash
flow, the quality of patient care may be compromised. Under
these circumstances, the role of the patient care ombudsman to
monitor the impact of the debtor’s deteriorating financial situa-
tion and to report to the court and represent the patient’s interests
may be critical to the well-being of the patients, who may have
no other advocate.

The failure to include the patient care ombudsman among the
professionals who may be paid periodically during the case seems
likely to have been an oversight. A leading bankruptcy treatise
takes this position.?! In the absence of a specific provision in

the Bankruptcy Code permitting interim payment to a patient
care ombudsman, payment may be awarded in reliance on the
traditional equity powers of the bankruptcy court. Section 105 of
the Bankruptcy Code provides that the court may issue any order,
process, or judgment that is “necessary or appropriate” to carry
out the provisions of the Bankruptcy Code.** Case law makes it
plain that Section 105 cannot be used to accomplish what the
Bankruptcy Code specifically prohibits.?? While the Bankruptcy



Code does not specifically provide for the interim payment of
the patient care ombudsman, it also does not prohibit it, and
the statutory design does not indicate an intention to relegate
the ombudsman to a second-class status among court-approved
professionals.

Many bankruptcy courts presiding over healthcare business
bankruptcies are allowing the patient care ombudsman to be paid
periodically, relying on Section 105.2* Bankruptcy Code Section
330(a) permits the ombudsman compensation; Section 105 is
used merely to affect the timing of that payment. Other courts,
however, have refused to include the patient care ombudsman in
the periodic payment scheme based on the failure of the Bank-
ruptcy Code to specifically provide for such interim payment.?

Frequently, a bankruptcy court will permit interim compensa-
tion subject to the possibility of subsequent disgorgement in

the event that the bankruptcy estate becomes administratively
insolvent. Disgorgement—requiring funds to be paid back to the
bankruptcy estate—is a relatively rare but known hazard to the
bankruptcy professional. Should a patient care ombudsman that
is paid on an interim basis be subject to disgorgement of those
payments if the bankruptcy estate becomes administratively
insolvent? The ombudsman may argue for different treatment.

Distinct from the appointment of many other professionals, the
Bankruptcy Code requires the appointment of a patient care
ombudsman in Chapter 7 and Chapter 11 cases.*® Moreover,
while the role and activities of the patient care ombudsman may
result in improved quality of patient care that may in turn help
with stabilizing the census or value of the healthcare business,

it remains the case that the patient care ombudsman has no
financial or operational responsibility for the bankrupt healthcare
business and is not focused on limiting the prospect of admin-
istrative insolvency of the business. Some courts may conclude
that there is therefore little or no basis to subject the patient

care ombudsman to the risk of the bankruptcy estate’s becoming
administratively insolvent, and that instead the ombudsman
should be paid similarly to a vendor who supplies goods or
services to the healthcare business while in bankruptcy and is
paid in the ordinary course of business. As such, the ombudsman
can be viewed as more closely akin to an administrative creditor
that is paid in the ordinary course of the debtor’s business. Such
expenses are typically not subject to disgorgement.?” It will be
interesting to see whether courts adopt this approach.

Counsel for the Patient Care Ombudsman

In addition to failing to add the patient care ombudsman to the
list of professionals who could be paid periodically, BAPCPA also
failed to include a provision specifically permitting a patient care
ombudsman to employ counsel. Nevertheless, in many cases
where a patient care ombudsman has been appointed, bank-
ruptcy courts have authorized the appointment of professionals
to support the ombudsman’s work.?® Again, bankruptcy commen-
tators support the retention of professionals by the patient care
ombudsman.*’

The recently decided case In re Renaissance Hospital-Grand Prairie,
Inc.,” holds that there are specific functions for which the patient
care ombudsman reasonably should be permitted to retain counsel,
including understanding the laws intended to protect the patients
and related regulations on the healthcare business, and interacting
with the Bankruptcy Court as is required pursuant to Bankruptcy
Code Section 333 and the related Bankruptcy Rules. In a typical
case, these roles could include filing motions with the Bank-
ruptey Court and otherwise addressing: (1) the appointment of

the patient care ombudsman and counsel; (2) access to protected
health information;*' (3) the requirements for service and filing the
required ten-day notices of the patient care ombudsman’s reports as
well as the sixty-day reports themselves; (4) reporting and related
review concerning compliance with privacy regulations;

(5) applications for allowance of fees of the ombudsman and
counsel; and (6) relief requested by other parties which, if granted,
would cause patient care to deteriorate or could otherwise
adversely affect patients’ rights.*

Because BAPCPA does not provide guidance to the patient

care ombudsman, different approaches have been taken to the
appointment of counsel to the ombudsman. In In re Haven
Eldercare, LLC, the court suggested that a proper reading of the
statutes dictates that the costs of counsel to the patient care
ombudsman “should be the responsibility of an [o]Jmbudsman,
who may then seek to have such expenses reimbursed under
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Section 330(a) (1) (B).”** In other words, the court indicated that
the patient care ombudsman should simply hire and pay counsel,
then seek reimbursement of the costs of counsel as one of the
expenses it incurred in discharging its duties as patient care
ombudsman.**

In the Renaissance Hospital case, however, the court took a
different approach. There, the court held that although the
BAPCPA revisions to the Bankruptcy Code do not provide for
it, the patient care ombudsman should be permitted to retain
counsel for limited functions, and the court was emphatic that
counsel must be retained through the application process set
out in the Bankruptcy Code, differing from the Haven court’s
thoughts. In reaching this conclusion, the Renaissance Hospital
court relied on cases holding that that parties may not avoid the
disclosure and similar requirements of the Bankruptcy Code inci-
dent to employment of professionals by entering into “subcon-
tracting” arrangements that would “eviscerate the protections of
[the Bankruptcy Code] and allow a third party (rather than the
debtor or the Court) to determine who should render profes-
sional services for the estate.”

While the views of the Renaissance Hospital court are not unrea-
sonable and are in keeping with the provisions of the Bankruptcy
Code that apply in analogous situations where professionals

are employed under Bankruptcy Code Section 327(a), a patient
care ombudsmen trying to sort out available options in light of
the lack of direction provided by BAPCPA might be surprised

to learn that what the Haven court suggested was intended by
Congress is considered by the Renaissance Hospital court to be
tantamount to an effort to eviscerate the protections provided for
by the Bankruptcy Code. The Renaissance Hospital approach will
result in additional expense to the bankruptcy estate due to the
costs of filing a motion for authority to employ counsel. Perhaps
a reasonable compromise would be for the Haven court’s sugges-
tion to be followed with the requirement that the ombudsman’s
counsel provide an affidavit of disinterestedness similar to that
required in connection with retentions under Bankruptcy Code
Section 327(a).

HIPAA Considerations

Another area in which Congress was clear in enacting BAPCPA is
that the patient care ombudsman must maintain any information
relating to patients—including information relating to patient
records—as confidential information. The ombudsman may not
review confidential patient records unless the court provides
approval in advance and imposes restrictions to protect the
confidentiality of the patient records.?® Review of patient records
and communication with the patients can be critical to assessing
quality of care and to effectively advocating for patient quality

of care and rights. Patient complaints and feedback are effective
tools that permit the patient care ombudsman to evaluate the
practical outcome of patient encounters and associated quality.
Absent the required authority to review patient records and
identify patients for interview, the scope of the assessment and
reporting by the patient care ombudsman will be significantly
limited.

The Federal Rules of Bankruptcy Procedure require that a motion
by a patient care ombudsman under 11 U.S.C. § 333(c) to review
confidential patient records must be served on each patient and
any family member or other contact person whose name and
address has been given to the debtor for the purpose of providing
information regarding the patient’s healthcare, among others,
subject to applicable non-bankruptcy law relating to patient
privacy.’” Applicable non-bankruptcy law includes the Health
Insurance Portability and Accountability Act of 1996 (HIPAA),
which permits disclosure of “protected health information,” under
and as defined in HIPAA, in limited circumstances, including

in the course of any judicial proceeding in response to an order

of a court or administrative tribunal, provided that the covered
entity discloses only the protected health information expressly
authorized by the order.®® Therefore, the patient care ombudsman
typically must seek court approval for the debtor to provide the
ombudsman access to confidential patient information in accor-
dance with HIPAA. Until the court enters an order authorizing the
disclosure of protected health information to the ombudsman, the
debtor likely will not be in the position under HIPAA to provide
the ombudsman with the names and addresses of patients for the
service provisions in Rule 2015.1, as that information may itself
constitute protected health information under HIPAA.

Patient care ombudsmen have addressed this problem in different
ways. In some cases, the ombudsman has sought a waiver of

the requirement that the patients and their contact persons be
served with the motion. In others, the ombudsman has worked
with the debtor who has agreed to provide the patients and other
parties with the notice required by Rule 2015.1 in order to avoid
any sharing of confidential patient records prior to issuance of

an order permitting such sharing while still ensuring that the
patients will receive notice as contemplated by Rule 2015.1.

BAPCPA brought about many changes including important
changes for healthcare business bankruptcies. BAPCPA reflects
Congress’ intent that there be an independent ombudsman
appointed in healthcare business bankruptcies to monitor the
quality of patient care. How effectively this mandate can be
carried out will depend on how Bankruptcy Courts, and perhaps
anew Congress, resolve open issues relating to the role of the
patient care ombudsman.

*Ms. Powers is a partner with and co-leader of the Business Restruc-
turing and Creditors’ Rights Practice Group at Schottenstein Zox &
Dunn. The authors gratefully acknowledge the assistance of Daniel
M. Anderson, partner at Schottenstein Zox & Dunn, with portions of
the article.

Mr. Martin is the president of Healthcare MCR. In addition to
various restructuring and turnaround engagements, he has been
appointed patient care ombudsman in bankruptcy cases in numerous
jurisdictions.
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Will the Landscape of
Corporate Prosecutions
Change?

Kevin V. Di Gregory, Esquire
Becky S. Walker, Esquire

Lauren Teitelbaum, Esquire
Manatt Phelps & Phillips LLP
Washington, DC, and Los Angeles, CA

orporate criminal liability and the manner in which the

federal government investigates allegations of the miscon-

duct of a corporation, its officers, and its employees
have garnered considerable attention with the latest revision of
the Justice Department’s Principles of Prosecution of Business
Organizations.! The specter of a protracted investigation possibly
leading to an indictment of the corporation significantly affects a
publicly traded company’ decision whether or not to cooperate
with the government. Contributing to the government’s leverage
when seeking cooperation is the breadth of the doctrine of corpo-
rate criminal liability.

Three significant recent developments have affected the legal
landscape for corporations facing the possibility of criminal pros-
ecution. First, as previously noted, the U.S. Department of Justice
revised its Principles of Prosecution of Business Organizations.
The revisions make several changes to the factors the govern-
ment may consider in determining whether and how to prosecute
corporate crimes. Specifically, the Principles now restrict (but

do not entirely eliminate) the governments ability to consider

a company’s (1) decision whether to waive the attorney-client

or work product privileges; (2) participation in a joint defense
arrangement with individual employees, officers, or directors;

(3) decision not to discipline or terminate employees whom the
government believes have engaged in wrongdoing; and (4) deci-
sion to pay attorneys’ fees for employees, officers, and directors.

Coincidentally, on the same day that those changes were
announced, the U.S. Court of Appeals for the Second Circuit issued
its opinion in United States v. Stein,? affirming the dismissal of an
indictment against employees of the accounting firm KPMG LLP,
holding that establishment and enforcement of the firm’s policy
that led to a halt in the advancement of legal fees to the defendants
amounted to a violation of the defendants’ Sixth Amendment right
to counsel. The defendants, former partners, and employees of
KPMG were indicted after a grand jury investigation of fraudu-
lent tax shelters. During meetings and communications between
attorneys representing KPMG and federal prosecutors, the govern-
ment attorneys inquired whether KPMG would advance legal fees
to its employees who were subjects of the grand jury investigation
and noted that such support would run counter to any assertion
by the company that it was cooperating with the investigation.
After previously assuring both present and former employees that
KPMG would pay their legal fees, the firm changed course and
adopted and implemented a policy that capped fees, conditioned

the payment of those fees on the employees cooperating with the
government, and terminated the advancement of those fees if the
employee was indicted. Partially as a result of these policy changes,
KPMG was not indicted and entered into a deferred prosecution
agreement with the government. The Second Circuit held that
KPMGS policy change regarding the payment of legal fees was “a
direct consequence of the governments overwhelming influence,
and that KPMG’ conduct therefore amounted to state action.” The
court went on to hold that the government’s actions “unjustifiably
interfered with the defendants’ relationship with counsel and their
ability to mount a defense, in violation of the Sixth Amendment.”

Finally, earlier this year the Second Circuit Court of Appeals
rejected perhaps the most vigorous attempt yet to narrow the
doctrine of vicarious criminal liability for corporations in United
States v. Ionia Management, S.A.”

The Department’s corporate prosecution policies, implemented
by former Deputy Attorneys General (including current Attorney
General Eric Holder), have long been vilified by the business

and legal communities as frontal assaults on the attorney-client
privilege, the Sixth Amendment right to counsel, and the self-
incrimination clause of the Fifth Amendment. The outcry
prompted Congress to consider legislation to counter the assaults
on these policies, most recently in a bill introduced by Senator
Arlen Specter (D-PA) on February 13, 2009, entitled “The
Attorney-Client Privilege Protection Act of 2009.”® The Justice
Department’s voluntary revisions to its corporate prosecution
policies were a response to these assaults and threatened
legislation, but it remains to be seen whether the revisions will be
enough to head off congressional action.

The revised Principles coupled with the Stein decision may satisfy
some of the concerns that critics have expressed. In particular,
concerns regarding advancement of attorneys’ fees and the
termination or sanctioning of employees may be ameliorated by
the recent developments. The new Principles bar the govern-
ment from considering the advancement of legal fees to corpo-
rate employees except in the unusual circumstance in which

the payment of fees itself constitutes an obstruction of justice
(such as conditioning payment on the employee’s adherence to a
version of facts known to be false). And with the added force of
the Stein decision and its implicit threat of dismissal of a pros-
ecution, the government can be expected to scrupulously avoid
improper interference with a company’s decision to advance legal
fees to its employees, officers, or directors.

On the other hand, although the Principles say that federal pros-
ecutors will no longer consider participation in a joint defense
agreement or in sharing information with suspected wrongdoers
when evaluating the quality of a company’s cooperation, prosecu-
tors still may ask a corporation not to share information with
others about the investigation and consider whether the corpora-
tion has done as requested. This purported change in policy is a
distinction without a practical difference. So long as the govern-
ment can make the request that a corporation not share infor-
mation, the corporation still faces the same dilemma; i.e., that
mounting any effective defense may undermine the corporation’s
ability to secure favorable treatment from the government.
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Moreover, with respect to attorney-client privilege, the revised
Principles retain the Department’s existing distinction between
factual information gathered by counsel during the course of an
internal investigation on the one hand and privileged communi-
cations and non-factual attorney work product on the other. Pros-
ecutors will continue to be able to demand “factual” privileged
information but may not demand classic privileged communica-
tions or attorney opinions. This line may be difficult to draw as

a practical matter. And as critics have argued, providing notes

of interviews or factual summaries of internal investigations in
order to be deemed cooperative still poses problems because

it transforms counsel for the corporation into an agent for the
government, and undermines the employer-employee relation-
ship and the employee’s constitutional rights.” Finally, to appease
federal prosecutors, some corporate leaders may decide to waive
the attorney-client or work product privileges voluntarily, and the
new Principles expressly acknowledge this possibility.

Even more importantly, regardless of the Department’s formal poli-
cies, or even legislation or court opinions, pragmatic considerations
will continue to have a profound effect on a corporation’s decision
whether and how to cooperate with the government. A corporation
and its shareholders begin to suffer potentially calamitous conse-
quences not when the government decides to indict or when a
company decides not to cooperate, but when a federal investigation
becomes public knowledge. When that happens, the pressure on a
corporation to cooperate with the investigation may be far greater
than any that could be exerted by a prosecutor’s threat to indict if
the corporation fails to waive the attorney-client privilege or make
other concessions. To achieve a swift and favorable result, coopera-
tion may be viewed by corporate leaders as essential. That pressure
can intensify because of the legal doctrine that a company may

be held criminally responsible for the actions of its officers and
employees acting within the scope of their employment.

The most recent test of the use of this doctrine of respondeat
superior in the criminal context occurred in United States v. Ionia
Management, S.A . Tonia, a Greek shipping corporation, was
convicted following a jury trial of conspiracy, pollution in viola-
tion of the Act to Prevent Pollution from Ships, and obstruction of
justice stemming from actions of the engine room crew of the M/T
Kriton, an oil tanker managed but not owned by Ionia. lonia was
fined $4.9 million in addition to probation and assessments.

Tonia, along with an amicus brief filed by a group of six business,
legal, and defense organizations, argued that the jury instruction
on respondeat superior was overly expansive and unfairly subjected
corporations to criminal liability based on unknown actions by
low-level employees that violated corporate policy. The challenged
jury instruction, commonly employed in federal district courts,
allowed for a finding of vicarious liability where an employee’s
misconduct lies within the scope of employment—regardless of
the employee’s position within the company—so long as the acts
benefited the company.

The amicus brief argued that only Congress can make decisions
about respondeat superior in the context of criminal statutes.
Citing Faragher v. City of Boca Raton® and Burlington Industries, Inc.
v. Ellerth,' as well as practice in state courts, amici argued that
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that courts should limit the applicability of vicarious liability to
supervisors and offer an affirmative defense where reasonable poli-
cies designed to deter employee misconduct are in place. Where
“corporations have done everything reasonable to prevent criminal
conduct on the part of their employees, the corporation itself is not
morally culpable yet is disincentivized from taking steps to expose
the wrongdoing because of the risk that expansive respondeat
superior principles will lead to its own criminal liability.”"!

The court resoundingly rejected the argument that respondeat
superior was improperly defined, holding that corporate criminal
liability is not restricted to the actions of managerial employees
and that a compliance program does not immunize a corporation
from liability regardless of Supreme Court cases in other areas

of law. “[A] corporate compliance program may be relevant to
whether an employee was acting in the scope of his employment,
but it is not a separate element.”'?

For now, the legal standard for a finding of criminal vicarious
liability under a theory of respondeat superior in federal court
remains broad. The Second Circuits affirmation of the sweeping
scope of corporate liability has given the government another
boost in its leverage to secure corporations’ cooperation in criminal
investigations involving their employees. Whether other circuits
will heed the call for reform in spite of the Second Circuit’s decision
in Ionia Management remains to be seen. In the meantime, compli-
ance programs and other preventive measures remain as important
as ever, but corporations need to be aware that even taking these
precautions may not immunize them from corporate liability.

Thus, while the revised Principles and the Stein decision represent
a positive change in the landscape for businesses, they probably
will not result in a sea change as long as corporations are vulner-
able to an investigation’s public disclosure and to being held
accountable for their officers’ and employees’ actions. Corporations
facing potential criminal prosecution will still have to carefully
balance the need to zealously protect their rights and privileges,
and those of their employees, officers, and directors against the
need for quick and expedient resolution of criminal investigations.

See UNITED STATES ATTORNEYS’ MANUAL at Ch. 9-28.000 (2008).
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