
Intensive CareIntensive Care
By AndreA CunhA, ClAre MoylAn And ethAn MCMAhon

At the tail end of the COVID-19 pandemic in 
2021 and through the first quarter of 2022, 
the nation saw a record high number of 

mergers and acquisitions in the health care space.1 
The market has since cooled, and the aftereffects 
of the pandemic have set in: Interest rates have 
spiked to 15-year highs2 and remain elevated; infla-
tion reached 9.1 percent3 but has since dropped to 
3.2 percent as of July 2023; COVID-19 stimulus 
funds ceased; reimbursement rate increases fail to 
cover cost inflation; health care labor challenges 
continue; and we have seen an acceleration in the 
trend toward out-of-hospital care. These factors 
are putting pressure on business performance, cash 
flow, valuations and access to capital, resulting in an 
increased number of distressed health care compa-
nies and more limited turnaround options.
 As these key drivers persist, distressed health 
care transactions are expected to increase. This 
presents a unique opportunity for strategic buyers in 
the market who can provide a lifeline to distressed 
health care providers. However, distressed acqui-
sitions are typically complex, and time is usually 
of the essence, so professionals with deep industry 
expertise are needed who can bring creative solu-
tions and a different mindset to mitigate the risks 
involved and to ensure the best chance of success. 
This article provides an outline of key issues and 
recommendations for facilitating successful transac-
tions involving distressed health care companies.

Background: Key Factors Driving 
Distressed Health Care Markets
Margin and Cash-Flow Pressures
 T h e  C O V I D - 1 9  p a n d e m i c  h a d  a  p r o -
found impact on the U.S. health care industry. 
Throughout the first few years of the pandemic, 
“cash poor” providers had access to cash through 
COVID-related government programs like the 
Coronavirus Aid, Relief, and Economic Security 
Act, and they received waivers and extensions 
from lenders that provided a financial buffer to 
avoid restructuring alternatives. Not only did these 

sources of relief largely dry up by the end of 2022, 
but providers who received Medicare advances4 
were required to repay those advanced funds,5 thus 
impacting cash flow.
 In addition, labor costs per hospital discharge 
rose by 25 percent, pharmaceutical costs by 21 per-
cent, and supplies by 18 percent between 2019-22.6 
The health care workforce was also hit hard by the 
“Great Resignation,” with burnout, stagnant pay and 
pandemic-related stress prompting many to leave 
and not return.
 As a result, profit margins have been squeezed 
and, in many cases, wiped out completely. For 
example, roughly half of all hospitals ended 2022 
with negative margins due to increasing expenses 
surpassing revenue growth.7 With limited cash 
reserves and an inability to pass on all of the cost 
increases, health care companies are suffering from 
margin compression coinciding with a fraying safe-
ty net as COVID-19 relief funds dry up.

Limited Strategic Alternatives
 Despite being viewed as a “recession resis-
tant” industry, the health care sector has encoun-
tered financial difficulties amid a weakening econ-
omy. In order to combat rising inflation, the U.S. 
Federal Reserve started increasing interest rates in 
March 2022. By August 2023, the federal funds tar-
get rate had reached 5.25-5.5 percent,8 the highest 
target rate in more than 15 years — and it could 
increase further.9

 Higher interest rates have increased the finan-
cial burden on health care companies, particularly 
those with high leverage and exposure to floating-
rate debt, but the higher rates have also had other 
implications. Asset valuations are affected by 
interest rates, which has led to pricing uncertainty 
and a disconnect between buyers and sellers, thus 
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resulting in fewer deals taking place. Access to capital has 
become more difficult, as lenders tighten credit requirements 
and increase the cost of debt. For companies in financial 
distress, the usual “self-help” solutions are much harder to 
access. Eventually, unaddressed liquidity shortages compel 
a restructuring solution or a sale transaction in order for the 
company to survive.
 
Health Care Bankruptcies on the Rise
 The increase in financial distress in the health care sec-
tor is evident in recent bankruptcy activity. As of June 30, 
2023, chapter 11 health care filings in 2023 for debtors with 
liabilities of more than $10 million are trending three times 
the level seen in 2021.10 There were 40 health care bank-
ruptcies11 filed during the first six months of 2023, com-
pared to 46 total filings in 2022. There were 13 large bank-
ruptcy filings involving liabilities of more than $100 million 
in the first six months of 2023, compared to 15 filings in 
2021 and 2022 combined.12

 While chapter 11 activity in the hospital sector is only 
starting to increase in 2023, hospitals may be particularly 
vulnerable moving forward, especially rural and standalone 
hospitals. As of February 2023, 43 percent of America’s 
rural hospitals had negative operating margins.13 In states 
without Medicaid expansion, that number increases to 
51 percent.14 Since 2010, 141 rural hospitals have closed 
and another 453 are reportedly vulnerable to closure.15 Even 
where hospitals are staying open, vital health care services, 
such as obstetrics and chemotherapy, are being reduced or 
eliminated to preserve viability.16

Distressed Health Care Transactions
 Distressed health care companies can provide valuable 
opportunities for strategic buyers or investors. However, a 
distressed health care transaction is very different, and typi-
cal solutions to mitigate risk might not be available. The fol-
lowing are some key considerations and practical solutions 
in distressed health care transactions.

Factoring in the Compressed Timeline
 Distressed companies typically have strained cash flow, 
thus expediting a sale timeline. For buyers, swift identifi-
cation of the biggest risks and opportunities in diligence is 
key. Where there is insufficient time for robust diligence, 
a buyer should factor the potential risks into the purchase 
price. Typical remedies, such as indemnification or escrows, 
might not be available if the target’s representations and war-
ranties turn out to be inaccurate (or are not provided).
 For sellers of distressed health care companies, re-trading 
of the agreed deal post-auction but pre-closing is relatively 

common, and measures such as qualifying bidders, requiring 
meaningful cash deposits and securing backup bidders can 
provide some risk mitigation. This risk is particularly appar-
ent in health care facilities, where several months or years 
may be needed to transfer licenses or provider numbers and 
close a transaction. The additional time gives the buyer more 
information on how to price the deal, and with the passage of 
time comes negotiating leverage.

Engaging Key Constituents
 In a typical acquisition, creditors are not actively 
involved. However, as a company enters the zone of insol-
vency, creditors’ rights must be considered. It is important 
to identify and engage with the key constituents throughout 
the process to ensure that assets can be sold free and clear. 
It is here where there might be divergent interests between 
a secured creditor (looking to be repaid) and a company’s 
board (looking to maximize return for all creditors and 
shareholders). The sooner these key constituents are identi-
fied and brought into the process, the easier it will be to get 
a deal finalized.

Keeping the Company Afloat Until Closing
 Distressed companies often have insufficient liquidity to 
continue operating until closing. There are several options 
that companies may seek in order to allow them additional 
time, such as: (1) negotiating with a secured lender to grant 
permission to use replacement reserves to fund a transaction 
process; (2) obtaining consents from lenders for payment 
relief, rescue financing or debtor-in-possession (DIP) financ-
ing (in a bankruptcy proceeding); (3) temporary arrangements 
with a buyer to assume financial responsibility prior to taking 
ownership (e.g., interim management agreements) or buyer 
interim financing, which requires identification of potential 
collateral and negotiations with current lenders (if the buyer 
interim financing seeks to prime the current lender’s liens); 
and (4) public-interest funding from local or state governmen-
tal bodies to prevent the closure of vital health care facilities.

Pros and Cons of Acquisitions in Bankruptcy
 The bankruptcy process provides a plethora of options to 
health care providers with some major benefits. Bankruptcy 
can provide for the forced assignment of managed-care con-
tracts, which might not be permissible otherwise.17 A debtor 
can reject unfavorable contracts and assign Medicare num-
bers that might not otherwise be assignable.18 In a bankrupt-
cy, liabilities are typically known, and a sale is free and clear.
 If any post-closing disputes arise, the parties can return 
to bankruptcy court, providing an efficient forum for resolu-
tion. To support a sale process, a potential buyer can obtain 
stalking-horse-bidder protections, such as a breakup fee and 
minimum bid increments. DIP financing can provide the 
lifeline needed to get a sale completed. In addition, a bank-
ruptcy court can compel a sale timeline (usually a minimum 
of 45 days) that might otherwise languish.
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 With increasing governmental and regulatory scrutiny 
around health care transactions and mergers, bankruptcy can 
be a useful forum to accelerate decision-making from those 
bodies (although not guaranteed). Bankruptcy does not come 
without drawbacks, however. The bankruptcy process is pub-
lic and can be expensive. A business’s value might diminish 
during the pendency of the bankruptcy. A bankruptcy sale 
process is subject to higher and better offers, which is a risk 
for buyers. Furthermore, a debtor needs sufficient assets to 
cover post-petition administrative costs and typically provide 
for some distribution to unsecured creditors. Lastly, there is 
limited recourse for a buyer against a bankrupt debtor. 

Timing of the Bankruptcy Filing Is Important
 It is best to have a simultaneous sign-and-close with a 
distressed company or minimize the time between signing 
and closing. This is not always possible with health care 
companies when there are pre-closing notice or licensure-
filing requirements. If a target files for bankruptcy pre-clos-
ing, the purchase agreement could be rejected, and a potential 
buyer would be left with a meager unsecured claim in the 
target’s bankruptcy case for damages. Closing an acquisition 
prior to the target’s imminent bankruptcy filing also poses 
certain risks, and protections should be added to the purchase 
agreement to preserve certain buyer rights.
 A party should minimize the executory nature of the pur-
chase agreement so that it cannot be rejected. This agreement 
should include a strong integration clause so that all purchase 
documents are considered part of the same integrated trans-
action and cannot be bifurcated. The definitive agreements 
should prevent the target from taking positions in a bankrupt-
cy proceeding contrary to those in the agreements. Lastly, the 
agreement should allow for setoff rights against any future 
payments owed to the seller (e.g., royalties, earn-outs, etc.), 
which are secured claims in a bankruptcy proceeding.

Minimizing Fraudulent-Transfer Risk 
by Demonstrating Fair Market Value
 Creditors who remain unpaid may have no recourse to recov-
er their claims and may become litigious. Buyers may become 
targets in sales for less than a reasonably equivalent value. It is 
important for a buyer to be able to demonstrate that the purchase 
price was the fair market value. While this can be difficult in an 
expedited sale or where there is no market for the assets, buyers 
should consider obtaining a third-party valuation, an affidavit 

from a banker or broker relating to the marketing process for 
the assets, or a fairness opinion. While not conclusive, they are 
an indication of value at the time of sale and may provide strong 
evidence in defending a fraudulent-transfer claim.

Successor-Liability Considerations
 While the law continues to evolve on whether provider 
agreements are statutory entitlements (allowing free-and-clear 
sales) or executory contracts (requiring assumption, assign-
ment and cure) in the bankruptcy context,19 there are other 
circumstances where a buyer might be deemed a successor to 
the seller’s business despite explicit provisions to the contrary 
in the purchase agreement. For example, certain states provide 
that a buyer is automatically liable for any unpaid state taxes 
of a seller in an asset sale if the buyer does not obtain a tax 
clearance letter from the state taxing authority prior to closing.
 Courts are also more likely to find that a “de facto merg-
er” occurred in a distressed sale, because they will examine 
whether the sale was a way for the seller to avoid liabili-
ties. These factors can be minimized by the seller ceasing 
operations, liquidating and dissolving as soon as legally and 
practically possible post-closing, and the buyer assuming the 
obligations of the seller that are ordinarily necessary for the 
seller to conduct its business uninterrupted. The goal is to 
clearly differentiate the buyer from the seller. A buyer should 
consider making a public announcement of new ownership 
that is separate and distinct from the seller, changing the 
name of the business, appointing new officers or relocating 
the headquarters of the business, if possible.

Other Risk Mitigators
 Given that typical risk-mitigation options might not be 
available, there is a heightened importance on the diligence 
of a distressed target. Other ways to mitigate risk include 
negotiating pre-emptive releases with problematic con-
stituents, obtaining written consents to the transaction, and 
obtaining representation and warranty insurance. If the sale 
is an equity sale, it is recommended that the company obtain 
releases from prior officers and directors so that the company 
does not need to potentially indemnify them in later director-
and-officer-liability litigation.

Conclusion
 While the ongoing financial distress of health care pro-
viders is expected to continue into 2024, a transaction can 
provide an opportunity for a distressed business to find a new 
“home” where it can thrive, and buyers can acquire assets for 
attractive prices. While these transactions do not come with-
out risk, if properly mitigated with the guidance of expert 
professionals, the risk may be justified by the reward.  abi
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