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I. Issues Specific To Non-Profits

A. Zone of insolvency and non-profit directors 

Non-profit directors’ fiduciary duties and standard of conduct may shift when the corporation enters the “zone of insolvency,” and these shifts will vary pursuant to state law.  The question for a health care non-profit corporation is whether directors may continue to act solely to advance the mission of the organization or whether, and to what extent, they must pursue the best interests of creditors.   The standard of conduct for directors in the zone of insolvency may vary from the business judgment rule to a trust-type standard for the benefit of creditors.  As a result, directors may incur liability for acts of negligence and have less discretion than they would otherwise have under state law for non-profit director liability.  See Nancy A. Peterman & Sherri Morissette, Director's Duties in the Zone of Insolvency: The Quandary of the Nonprofit Corp., 23-Mar Am. Bankr. Inst. J. 12 (Mar. 2004); Michael W. Peregrine et al., The Fiduciary Duties of Healthcare Directors in the “Zone of Insolvency,” 35 J. Health L. 227 (2002)
B. Eligibility

1. Voluntary Petitions (11 U.S.C. § 109(d))

a. A “person” may file.

(i) A person is an individual, partnership, corporation - § 101(41).

(ii) a corporation includes an unincorporated company or association or a business trust – Code § 101(9).

(iii) Example: a “nonprofit trust fund” was neither person nor business trust and was thus ineligible. In re Westchester County Civil Service Employees Ass’n, Inc. Ben. Fund, 111 B.R. 451 (Bankr. S.D.N.Y. 1990)(trust with funds contributed by county under collective bargaining agreement to pay dental, optical and legal expenses was not eligible to file petition).

b. Subject to authority under state law – some states require that non-profits enter state-law receivership.

2. Involuntary Petitions (11 U.S.C. § 303(a))

(i) “[A]n involuntary case may be commenced … only against a person, except … a corporation that is not a moneyed, business, or commercial corporation…” Code § 303(a).

(ii) Although the Code does not define these phrases, they acquired a specific meaning by judicial interpretation according to which their application is limited to for profit corporations determined by the following.  Matter of Mandalay Shores Co-op. Housing Ass'n, 22 B.R. 202, 205-206 (Bankr. M.D. Fla. 1982).

(a) State law (Sims v. Fidelity Assurance Assoc., 129 F.2d 442 (4th Cir. 1942)).

(b) Articles of incorporation (In re Allen University, 497 F.2d 346 (4th Cir. 1974)(educational corporation was not a “moneyed business, or commercial corporation”)).

(c) The actual character and activities of the corporation (Hoile v. Unity Life Insurance Co., 136 F.2d 133 (4th Cir. 1943)).

(iii) Protection not lost even if non-profit is nonoperational at the time of the involuntary petition. See In re Memorial Medical Center, Inc., 337 B.R. 388 (Bankr. D. N.M. 2005); In re Grace Christian Ministries, Inc., 287 B.R. 352 (Bankr. W.D. Pa. 2002) (church shut down except for operation of for-fee day care center).

(iv) This provision is helpful in protecting assets through the creation of special purpose entities, also know as bankruptcy remote entities.  See Secured Equipment Trust of Eastern Air Lines, Inc. v. First Fidelity Bank, 38 F.3d 86 (2nd Cir. 1994)(trust created to serve as vehicle to facilitate secured financing by airline was not “business trust” eligible to be involuntary Chapter 11 debtor).

3. Conversion, liquidation, and dismissal (11 U.S.C. § 1112(c))

(i) No involuntary conversion from Chapter 11 to Chapter 7  - (“The court may not convert a case under chapter 7 of this title if the debtor is … a corporation that is not a moneyed, business, or commercial corporation, unless the debtor requests such conversion.”)  Code § 1112(c).  See Matter of Mandalay Shores Co-op. Housing Ass'n, 22 B.R. 202, 205 (Bankr. M.D. Fla. 1982).

(ii) Liquidating 11 and dismissal may be allowed if sponsored by a non-debtor such as a Committee or the Trustee.  See, e.g., In re Sheehan Memorial Hosp., 301 B.R. 777 (Bankr. W.D.N.Y. 2003) (dismissal); In re Huebner, 58 B.R. 600 (W.D. Wis. 1986)(creditor’s chapter 11 liquidating plan in a farmer case); In re Nerlich, 72 B.R. 181 (Bankr. D.S.C. 1986)(same);  11 U.S.C. § 1104(a).  But see In re Lange, 39 B.R. 483 (Bankr. D. Kan. 1984)(in refusing to allow a chapter 11 liquidation plan proposed by a creditor against a farmer, the court stated that the policy underlying the involuntary bankruptcy and conversion preclusion should apply equally to preclude the confirmation of a liquidating plan without the debtor’s consent).

C. Ownership of Assets

Pre-bankruptcy restrictions on use of funds generally apply post-petition.  Code § 541(d); see Jones v. Delta Center, Inc. (In re Alpha Center, Inc.), 165 B.R. 881 (Bankr. S.D. Ill. 1994)(van purchased with state grant funds was not property of estate in Chapter 7 case of non-profit corporation established to provide mental health and counseling services to low-income individuals).  These restrictions may determine the ownership of the assets, their availability to fund a chapter 11 plan, and the protection of such assets from creditors.

1. Sources of restrictions

a. Explicit restrictions

(i) Donor restricted grants or trust funds. See In re Joliet-Will County Community Action Agency, 847 F.2d 430 (7th Cir. 1988) (government grants were made to non-profit as “trustee, custodian, or other intermediary, who lacked beneficial title”)

(ii) Debtor’s bylaws or governing rules  (“A constructive charitable trust may be imposed on those assets donated” under articles which restrict the use and distribution of community-based assets.”)

(a) Example: Catholic canon law said bishop owned properties in trust for parishes – but bankruptcy court held that they were diocese property subject to claims against parish 

b. Implied charitable trust

(i) Example: Banner Health System: South Dakota Attorney General could state a claim to block the transfer of sale proceeds out of communities if he could prove elements of a charitable trust (ie., (i) property, (ii) a charitable purpose, (iii) indefinite beneficiaries, (iv) a trustee,  and (v) a distinction between the equitable estate held for the benefit of beneficiaries and the legal estate held by the trustee).  See Certification of Question of Law from the U.S. District Court for the District of South Dakota, Western division, Civ. 02-5017-KES, Banner Health System v. Lawrence E. Long, in his official capacity as Attorney General of South Dakota, Sup. Ct. S. Dakota, May 21, 2003 (Attached).

(ii) But see In re Premier Airways, Inc., 303 B.R. 295 (Bankr. W.D.N.Y. 2003) (despite grant terms that land bought with FAA grant was to be returned to Airport and Airway Trust Fund in the event that the land was no longer used as an airport, the land was property of the estate and not subject to FAA’s charitable trust claim). 

2. Possible effects of restrictions

(i) Automatic stay: assets that are not owned by the debtor are not protected by the automatic stay, but this may mean little to creditors of the debtor since such assets are likely out of reach anyway.  Code § 362(a).

(ii) Cash collateral and plan implementation: assets that are not owned by the debtor are not available to fund a chapter 11 plan or satisfy creditors in a distribution governed by the Bankruptcy Code.  See In re Joliet-Will County Community Action Agency, 847 F.2d 430 (7th Cir. 1988) (funds had to be returned to government agencies, who could distribute them to creditors).  But see Bierbower v. McCarthy, 334 B.R. 478 (D.D.C. 2005) (D.C. statute required distribution of restricted funds to creditors)

Transfer of Assets 

Some courts have held that despite state conversion statutes which regulate the sale of a non-profit entity to a for-profit entity, the bankruptcy court had discretion to approve such sales.  For cases filed after Oct. 17, 2005, however, such discretion no longer exists.  Under Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA) – amending Code §§ 363(d)(1), 541(f), 1129(a)(16) –sales and transfers of property have to be in accordance with nonbankruptcy law (e.g., state “conversion” laws regulating sale of non-profit hospitals to for-profit entities
 and restrictions under the Internal Revenue Code).  This will likely include the common law in some states in which the state attorney general has authority to oversee such conversions.

D. Absolute Priority Rule

1. Does not generally apply under to non-profits. See In re General Teamsters Local 890, 225 B.R. 719(Bankr. N.D. Cal. 1998)(absolute priority rule did not apply in chapter 11 case filed by local labor union, as unincorporated, non-profit association whose members had no ownership interest in union);  In the Matter of Wabash Valley Power Association, 72 F.3d 1305 (7th Cir. 1995) (members may continue in control of reorganized co-operative without violating the absolute priority rule); In re Whittaker Memorial Hospital Ass’n, 149 B.R. 812 (Bankr. E.D. Va. 1993)(retention of control of the hospital by the same individuals who controlled it prior to bankruptcy did not violate the absolute priority rule); In re Independence Village, Inc., 52 B.R. 715 (Bankr. E.D. Mich. 1985)(non-profit organization operating a care facility for the elderly, had no shareholders, and thus there are no interests inferior to the unsecured creditors).

2. The issue is not control, but whether the control group also shares in the profits.  See Wabash Valley Power Assoc., supra at 1318.

3. Some court disagree, however.  See In re Eastern Maine Elec. Co-op, Inc., 125 B.R. 329 (Bankr. D. Me. 1991) (the right of electric co-op participants to receive patronage refunds reflected a return of capital on an ownership interest under state law and thus payments under a chapter 11 plan on a par with the unsecured creditors violated the absolute priority rule).  The distinction seems to lie in the determination under the applicable state law of whether the members hold a claim or equity interest.  Payments on claims are permissible, but payments on equity are not allowed unless the unsecured creditor’s consent.

4. If the non-profit interests are determined to be equity, the absolute priority rule may be satisfied if the equity interests contribute “new value” to fund the chapter 11 plan.  In the case of a non-profit home association, however, the contribution of past due month assessments did not constitute “new value.”  In re S.A.B.T.C. Townhouse Ass’n., Inc., 152 B.R. 1005 (Bankr. M.D. Fla. 1993).

II. Other Issues Related To Health Care Non-Profits 

A. Patient Care Ombudsman, Patient Records, Patient Transfer, and Medicare Recoupment – BAPCPA amendments

1. “Health care business” is a new defined term under Code § 101(27A) 

§ 101(27A) The term "health care business"--

(A) means any public or private entity (without regard to whether that entity is organized for profit or not for profit) that is primarily engaged in offering to the general public facilities and services for--

(i) the diagnosis or treatment of injury, deformity, or disease; and

(ii) surgical, drug treatment, psychiatric, or obstetric care; and

(B) includes--

(i) any--

(I) general or specialized hospital;

(II) ancillary ambulatory, emergency, or surgical treatment facility;

(III) hospice;

(IV) home health agency; and

(V) other health care institution that is similar to an entity referred to in subclause (I), (II), (III), or (IV); and

(ii) any long-term care facility, including any--

(I) skilled nursing facility;

(II) intermediate care facility;

(III) assisted living facility;

(IV) home for the aged;

(V) domiciliary care facility; and

(VI) health care institution that is related to a facility referred to in subclause (I), (II), (III), (IV), or (V), if that institution is primarily engaged in offering room, board, laundry, or personal assistance with activities of daily living and incidentals to activities of daily living.

a. Self-reporting: It is the debtor’s responsibility to self-declare as a “health care business.”  Approximately 45 bankruptcy cases have been filed since BAPCPA enactment that appeared to involve health care businesses, and of those, only 13 self-declared.  Petterman and Morissette, “The New Health Care Bankruptcy Laws—Will Patients Be Heard?”, Norton Annual Survey of Bankr. Law, Sept. 2006.

b. Scope of definition: The definition was unsuccessfully challenged as ambiguous by medical imaging debtors; the court deemed them to be “health care businesses” regardless of the fact that they had no patients and that the legislative history had references to "new protections for patients of hospitals and HMO's and nursing homes."  Id. (citing United Radiology Associates, Inc, et al., Jointly Administered  Case No. 05-95014, Southern District of Texas, Docket No. 13, November 21, 2005) 

2. New procedures for patient care, records disposal, and patient transfer

a. Patient care ombudsman – New Code § 333 provides for the appointment of an ombudsman to monitor the quality of patient care, but the court can decline to order the appointment.

§ 333 (a)(1) If the debtor in a case under chapter 7, 9, or 11 is a health care business, the court shall order, not later than 30 days after the commencement of the case, the appointment 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 the appointment of such ombudsman is not necessary for the protection of patients under the specific facts of the case.

...

(b) An ombudsman appointed under subsection (a) shall--

(1) monitor the quality of patient care provided to patients of the debtor, to the extent necessary under the circumstances, including interviewing patients and physicians;

(2) not later than 60 days after the date of appointment, and not less frequently than at 60-day intervals thereafter, report to the court after notice to the parties in interest, at a hearing or in writing, regarding the quality of patient care provided to patients of the debtor; and

(3) if such ombudsman determines that the quality of patient care provided to patients of the debtor is declining significantly or is otherwise being materially compromised, file with the court a motion or a written report, with notice to the parties in interest immediately upon making such determination.

(c)(1) An ombudsman appointed under subsection (a) shall maintain any information obtained by such ombudsman under this section that relates to patients (including information relating to patient records) as confidential information. Such ombudsman may not review confidential patient records unless the court approves such review in advance and imposes restrictions on such ombudsman to protect the confidentiality of such records.

(2) An ombudsman appointed under subsection (a)(2)(B) shall have access to patient records consistent with authority of such ombudsman under the Older Americans Act of 1965 and under non-Federal laws governing the State Long-Term Care Ombudsman program.

(i) In thirteen post-BAPCPA cases in which the debtor was designated a "health care business", the following decisions were made regarding appointment of an ombudsman:

(a) No forced compliance with § 333 (four cases);

(b) Show cause order entered (one case);

(c) Stipulation that appointment would be premature (two cases, neither debtor continued to provide health services);

(d) Debtor filed joint application with U.S. Trustee (one case); and 

(e) Court ordered appointment of ombudsman on its own initiative (five cases): “in two cases, the bankruptcy court subsequently overturned its order appointing a patient care ombudsman upon finding it was not necessary under the facts of the case; in one case, the State Long-Term Care Ombudsman was appointed by the United States Trustee; in one case, the United States Trustee appointed an attorney to serve as the patient care ombudsman and also approved counsel for the ombudsman; and in one case, the bankruptcy court's direction to appoint an ombudsman resulted in the debtor amending its petition to remove its designation as a "health care business."

Petterman and Morissette, “The New Health Care Bankruptcy Laws—Will Patients Be Heard?”, Norton Annual Survey of Bankr. Law, Sept. 2006.

(ii) Economic impact of ombudsman: greater cost and expense to estate than pre-BAPCPA in general, but questionable added value in majority of cases.  Plus, the ombudsman’s expenses are given administrative priority status pursuant to Code § 330(a)(1).

b. Patient records – New Code § 351 procedure for disposal of patient records when the debtor or the trustee is unable to bear the cost of maintaining them.

c. Patient transfer – New Code § 704(a)(12) provides procedures for the transfer of patients from a health care business in liquidation: the trustee shall “use all reasonable and best efforts to transfer patients from a health care business that is in the process of being closed to an appropriate health care business that (A) is in the vicinity of the health care business that is closing; (B) provides the patient with services that are substantially similar to those provided by the health care business that is in the process of being closed; and (C) maintains a reasonable quality of care.”
3. Specific authority for Medicare to suspend payments 

New Code § 362(b)(28) creates a specific exception to the automatic stay for the Secretary of Health and Human Services (“The filing of a petition ... does not operate as a stay ... of the exclusion by the Secretary of Health and Human Services of the debtor from participation in the Medicare program or any other Federal health care program....)  The debtor’s participation in Medicare or other programs can be suspended without violating the automatic stay, which limits the amount of financial support available to a non-profit health care debtor.  This had previously been the subject of frequent litigation, but it is now decided by BAPCPA in favor of the government.

B. Operating issues as a Debtor-in-Possession (DIP)
Difficulty in getting new lender, in light of federal anti-assignment provisions (bank cannot be assignee of Medicare payments)

C. Regulation by governmental police powers
1. Governmental police powers generally remain unaffected by bankruptcy – Code § 362(b)(4) – but contract enforcement not necessarily exercise of police power.  See In re Corporacion de Servicios Medicos Hospitalarios de Fajardo, 805 F.2d 440 (1st Cir. 1986) (Government’s termination of contract with debtor to operate the formerly public hospitals and post-petition takeover of hospital was violation of automatic stay, and debtor was allowed to assume the contract by curing defaults)

2. Obtain state approvals and bankruptcy court approval when not in the ordinary course of business – Code § 363.  See University Medical Center v. Sullivan, 122 B.R. 919 (E.D. Pa. 1990) (“Since UMC could not agree to a long-term repayment agreement without in effect assuming the Provider Agreement, it would appear that court approval of the agreement was necessary...”)

� adopted by AZ, CA, CO, GA, HI, ID, IN, LA, MD, NE, NH, NJ, OH, OR, PA, RI, SD, VA
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