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Issues Arising in Connection with 
Sales of Health Care Companies

Negotiating, structuring and closing M&A 
transactions in the context of a chapter 11 
case is often a complex task. These com-

plexities multiply significantly when the target 
company is a health care provider. Among other 
things, health care companies are highly regulated, 
and their business models often differ significantly 
from a “typical” company. This article highlights 
certain issues and considerations that can arise in 
connection with the sale of a health care business 
in bankruptcy.
 In recent years, health care businesses have 
faced particular challenges that have given rise to 
a steady stream of financially distressed health care 
companies.1 Several factors have contributed to this 
increase, including (1) the increasing regulatory/
administrative burden (this has been particularly 
difficult for small standalone hospitals); (2) adverse 
changes in payer mix; (3) constant reductions in 
reimbursement rates; (4)  increased regulatory scru-
tiny (including the threat of civil penalties arising 
from improper billing, fraud or Stark violations (i.e., 
improper referral systems)); (5) uncertainty created 
by the Affordable Care Act; (6) reductions in state 
budgets and federal grants; and (7) an increasingly 
competitive environment. Furthermore, financial 
distress has been experienced across a variety of 
health care sectors, including hospitals, diagnostic 
labs, behavioral health, senior living, home health, 
medical schools and Medicare-reimbursed durable 
medical equipment providers. 

The Health Care Industry Is Unique
 Before discussing specific issues relevant to a 
distressed health care transaction, it is important to 

understand some of the factors that make the health 
care industry unique. The business model of a health 
care company is often substantially different than 
a typical company. Among other things, there is a 
divergence between the “customer” that receives 
the goods/services (i.e., the patient) and the person 
that pays for those services (typically a private or 
government insurer). In many cases, the customer/
patient does not even know the actual price of the 
health care service that is being purchased. In addi-
tion, the industry is heavily regulated, and compli-
ance costs are significant. Improper billing or viola-
tions of the Stark law can result in significant fines 
and penalties. 
 Health care is also different from other indus-
tries in that some people question whether health 
care is (or should be) a “business.” Some assert that 
access to health care is a moral right, which people 
should be provided regardless of their ability to pay, 
and that hospitals and other health care companies 
should not be regarded as pure “businesses.” As dis-
cussed in detail below, all of these unique facets — 
third-party payers, regulatory burdens and nonprofit 
moral considerations — contribute to the complexity 
of acquiring a health care business in bankruptcy. 

Section 363 Asset Sales
 Sales of substantially all of a debtor’s assets are 
commonplace in chapter 11 cases. Most sales of a 
debtor’s business (particularly health care business-
es) are accomplished via § 363.2 Most readers of this 
column are familiar with § 363 sales, but the follow-
ing is a general outline of the process: (1) the debtor/
seller executes a “stalking-horse” asset-purchase 
agreement (APA) with a proposed buyer (which 
serves as a “floor” for further bidding); (2) the debt-
or/seller files a motion with the bankruptcy court 
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seeking approval of procedures for a marketing and auc-
tion process and approval of the sale of substantially all of 
the debtor/seller’s assets; (3) the debtor/seller will then seek 
“higher or better” offers, culminating in an auction among 
competing bidders; (4) after the winning bidder is determined, 
the bankruptcy court will hold a hearing to consider the 
approval of the sale; and (5) if the bankruptcy court approves 
the sale, the parties will then close the transaction. 
 As compared to a transaction consummated pursuant 
to a chapter 11 plan, § 363 affords a streamlined process 
for a buyer to acquire a debtor’s assets as a going concern. 
Furthermore, the process gives the buyer the opportunity to 
designate certain of the debtor/seller’s contracts as “assumed 
and assigned” and others as “rejected” — effectively giving 
the buyer the ability to “cherry pick” economically beneficial 
contracts and leave others behind.3 Since the sale is consum-
mated pursuant to an order entered by the bankruptcy court, 
the buyer in a § 363 sale also has more comfort regarding the 
title to assets and absence of successor liability. 
 A typical § 363 sale is different from a traditional out-of-
court M&A transaction in the following respects: (1) “cash is 
king,” and it is rare for a debtor/seller to receive other forms 
of consideration (e.g., debt or equity issued by the purchaser); 
(2) the buyer is normally required to post a cash deposit upon 
execution of the APA; (3) the seller’s representations and war-
ranties regarding the business are more limited than in “healthy” 
M&A deals; (4) there is usually no post-closing indemnification 
provided by the debtor/seller; and (5) the APA is typically not 
subject to financing or due-diligence contingencies. 

Medicaid and Medicare Provider Agreements 
 For a health care company that provides goods or ser-
vices that are eligible to be reimbursed under the Medicaid 
or Medicare programs, the company’s “provider agreements” 
are essential to the financial performance of the business. A 
provider agreement is a contract pursuant to which Medicare 
or Medicaid reimburses providers for health care goods and 
services provided to Medicaid/Medicare participants. Most 
bankruptcy courts treat provider agreements as executory 
contracts, which may be either “assumed” or “rejected.”4 
 Since a health care business must have a provider agree-
ment in order to receive payments from Medicaid/Medicare, 
and since the process of obtaining a new provider agreement 
can be lengthy and time-consuming, buyers typically take an 
assignment of a debtor/seller’s provider agreements in order 
to maintain adequate cash flow after the consummation of 
the transaction. However, if a buyer takes an assignment of 
such an agreement, it assumes all future obligations under the 
provider agreement. 
 Since providers receive (in effect) estimated payments 
under provider agreements for the services that they pro-
vide, which are later “trued up” by the government, sig-
nificant liabilities can accrue related to past overpayments; 
these liabilities will not be fully known (or determinable) 
at the time of the sale. Accordingly, taking an assignment 
of the provider agreement may expose the buyer to signifi-
cant unknown liabilities; as a result, one critical area for due 
diligence when handling a distressed health care acquisition 

is the target company’s billing practices, cost reports, etc. 
Buyers of a health care businesses in bankruptcy typically 
employ four strategies to address this risk.5

 Strategy No. 1: Do not take an assignment of the seller’s 
provider agreements; instead, apply for new ones. As previ-
ously noted, this can be problematic due to the amount of 
time that is necessary to obtain new provider agreements, 
and the delay will have a material impact on the business’s 
revenue. However, if due diligence suggests that the risks of 
unknown liabilities under the existing provider agreements 
are substantial, this may be the only practical option.
 Strategy No. 2: Take an assignment of the provider 
agreements, but escrow a portion of the purchase price as 
a holdback to cover unexpected liabilities under the provid-
er agreements.6 The downside of this approach is that the 
protection afforded to the buyer is limited to the amount of 
the holdback. If the liabilities under the provider agreement 
ultimately exceed the holdback amount, the buyer will ulti-
mately be responsible for the excess amount. 
 Strategy No. 3: Do not take an assignment of the seller’s 
provider agreements; instead, use the buyer’s existing pro-
vider agreements to process billing for the acquired business. 
This option will not be available in every instance; however, 
if it is possible to transfer billing for the newly acquired busi-
ness to the buyer’s existing provider agreements. This will 
avoid delay and the assumption of unknown liabilities under 
the seller’s provider agreements. 
 Strategy No. 4: Take an assignment of the provider 
agreements and use the bankruptcy process to reach a settle-
ment with the government to cap unknown liabilities. This 
option requires the government’s consent, and in many cases, 
the government might be unwilling to settle. 

Regulatory Approvals: 
Sales of Nonprofit Businesses
 Another source of added complexity is the potential 
necessity of obtaining state regulatory approvals for the 
sale of a nonprofit hospital or health care business. In most 
states, the sale of a nonprofit hospital or health care business 
is subject to extensive regulatory approvals and constraints. 
For example, in Georgia, notice must be given to the attor-
ney general before a nonprofit hospital is sold.7 The attorney 
general then conducts a public hearing in order to determine 
whether the sale is in the public interest.8 In order to dem-
onstrate that the sale is in the public interest, adequate dis-
closure must be made showing “that appropriate steps have 
been taken to ensure that the transaction is authorized, to 
safeguard the value of charitable assets, and to ensure that 
any proceeds of the transaction are used for appropriate char-
itable health care purposes.” 
 The Georgia Code provides a nonexclusive list of 13 fac-
tors that must be considered in this analysis.9 The process gen-
erally takes at least 90 days after the submission of the original 
notice to the attorney general, and as a practical matter, it is 
difficult to shorten the time period for regulatory approval. 
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 Prior to 2005, it was not clear whether sales of nonprofit 
health care businesses in bankruptcy were subject to state reg-
ulatory requirements. However, pursuant to the Bankruptcy 
Abuse Prevention and Consumer Protection Act of 2005 
(BAPCPA), the Bankruptcy Code now contains provisions 
that expressly require compliance with applicable state 
laws and regulations when selling a nonprofit. For example, 
§ 363 (d) provides that “[i] n the case of a debtor that is a cor-
poration or trust that is not a moneyed business, commercial 
corporation, or trust, [the sale of the debtors’ assets pursu-
ant to § 363 must be] in accordance with nonbankruptcy law 
applicable to the transfer of property by a debtor that is such a 
corporation or trust.”10 The phrase “not a moneyed business, 
commercial corporation, or trust” includes a nonprofit entity, 
and this provision generally requires that sales of nonprofits 
under § 363 comply with applicable nonbankruptcy law.11

 This provision (as well as with others enacted pursu-
ant to BAPCPA)12 resolves any ambiguity that may have 
existed prior to BAPCPA’s enactment; the sale of a non-
profit health care business in bankruptcy must comply 
with applicable state law requirements. Depending on the 
jurisdiction, these requirements can cause substantial delay 
in closing a transaction. In situations where the buyer is 
funding the health care debtor’s operations prior to clos-
ing,13 any delay may result in the buyer having to fund 
additional pre-closing losses, and there may not be any real-
istically available alternative for recouping those losses.  

Fiduciary Obligation to Maintain 
Charitable Purpose
 In a typical § 363 sale process, the bidder offering the 
highest purchase price is selected as the “winning” bidder. 
However, a nonprofit health care debtor cannot simply apply 
the traditional calculus of the “highest bid wins.” Instead, offi-
cers and directors of a nonprofit debtor must be mindful of 
their fiduciary obligations to the debtor’s charitable purpose 
when choosing among potential buyers. Moreover, a well-
advised purchaser should structure the proposed transaction 
in a manner that demonstrates that the charitable purpose will 
be respected (to the extent that is feasible) post-closing.
 Some bankruptcy courts have held that a nonprofit’s 
charitable mission must be considered when evaluating 
competing offers to purchase a nonprofit’s business. For 
example, in In re United Healthcare System Inc., the district 
court reversed a bankruptcy court’s denial of sale confirma-
tion.14 Prior to the bankruptcy filing, the debtor conducted a 
sale process, which resulted in multiple bids for its assets. 
The debtor’s board of trustees selected a proposal from St. 
Barnabas Corp. because, among other things, St. Barnabas 
was the only bidder committed to keeping the debtor’s chil-
dren’s hospital open.15 When the debtor filed for bankruptcy 

and sought the bankruptcy court’s approval of the sale, the 
bankruptcy court denied the motion, finding that the board’s 
decision to award the sale to St. Barnabas was not a sound 
exercise of business judgment.16 
 On appeal, the district court reversed the bankruptcy court. 
The district court noted that a bankruptcy court must not 
“mechanically apply” bankruptcy principles of “highest and 
best” offer with a nonprofit debtor; rather, the court must look 
at the totality of the circumstances.17 The district court con-
cluded that the bankruptcy court “failed to acknowledge that 
the Board of [the debtor], a nonprofit organization, had a fidu-
ciary obligation to maintain the legacy of the [hospital].”18 In 
light of the debtor’s charitable mission, the district court found 
that the sale to St. Barnabas (even though it was not paying the 
highest price) was an acceptable decision by the board. 

Patient Care Ombudsmen
 Another issue adding complexity to the sale of a health 
care business in bankruptcy is the potential for the appoint-
ment of a patient care ombudsman (PCO) in the debtor/seller’s 
bankruptcy case. If a debtor is a “health care business” (which 
is a defined term in the Bankruptcy Code), the court must order 
the appointment (by the U.S. Trustee) of an “ombudsman to 
monitor the quality of patient care and to represent the interests 
of the patients of the health care business” unless the court 
finds that a PCO’s appointment is unnecessary.19 
 The PCO serves as a patient advocate — “one who can 
speak for the consumers of the health care business’s services 
who might have different interests then those of the health 
care business’s creditors.”20 Among other things, the PCO is 
obligated to report every 60 days to the bankruptcy court on 
the quality of patient care.21 Since these reports are, in most 
instances, publicly available, any problems with the quality 
of patient care reported by the PCO can result in substantial 
adverse publicity, which may have a material, adverse effect 
on the debtor’s future financial performance. Parties nego-
tiating an APA should be mindful of this issue, particularly 
when negotiating any “material adverse change” clause that 
may trigger a buyer’s right to “walk.” 

Conclusion
 No M&A transaction in bankruptcy is easy. However, 
buying and selling health care businesses in bankruptcy 
involves unique and challenging issues that do not arise in 
a typical § 363 sale. Practitioners must have a firm grasp on 
these and other issues in order to guide a distressed health 
care transaction to a successful completion.  abi
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