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The Essential Resource for Today’s Busy Insolvency Professional

Financial Statements
By DaviD Herman, Peter Kaufman anD HaDley CHu

Restructuring a Distressed 
Health Care Portfolio Company

So long as private-equity (PE) leveraged buy-
outs stretch balance sheet leverage to mini-
mize initial equity investment in hopes of 

maximizing returns, a large percentage of sponsor-
backed companies are bound to find themselves in a 
capital structure bind. PE firms are set up to source, 
manage and oversee portfolio companies, and while 
they are experts in raising and deploying capital to 
drive growth and value creation, sponsors are not 
necessarily as skilled at achieving success through 
complex financial restructurings. While consider-
ing recent trends in both PE investing in the health 
care space and the valuation and leverage profile 
of buyouts in recent years, the authors have seen 
and advised on an increasing number of insolven-
cies, workouts and restructuring cases specifically 
involving sponsor-backed health care investments. 

Recent Trends in PE Health 
Care Investing
 In recent years, PE investment in physician prac-
tices has notably increased. Per Bloomberg Law, in 
the first quarter of 2019, 45 physician-practice and 
20 dental-practice transactions were announced or 
closed, on pace to far exceed the number of simi-
lar deals from 2018. At the same time, on a more 
macro-industry level, PE is investing significantly 
more capital in health care (see Exhibits 1 and 2).
 Over that same period, PE firms have taken 
on more debt in connection with buyouts, a trend 
driven by two primary factors: (1) the increase 
in valuations and purchase prices pushed up by a 
competitive M&A market, which means that the 
same loan-to-value (or debt-to-equity) ratio results 
in more debt; and (2) the relatively low interest 
rates and covenant-light nature of debt capital. 
Pitchbook reports that median debt-to-EBITDA 
multiples for U.S. PE buyouts increased from a 

range of 3.0x to 4.6x for 2009-12 to between 5.2x 
and 7.2x in the years since (with median 2018 
leverage at 5.8x).
 Illustrative of this trend, according to a Moody’s 
October 2018 report, since 2009 “92 percent of 
companies owned by the top 16 PE firms are 
rated B2 or below, compared with 40 percent for 
companies without PE backing,” and the “ratings 
of PE-backed companies do not bode well for them 
when the economy turns.” This dynamic creates a 
market with an increasing number of PE-backed 
health care companies supporting a simultaneously 
growing amount of leverage. Together, this situa-
tion translates into what the authors expect will be 
an increasing amount of restructurings for PE in the 
complicated world of health care. 

Considerations for PE in a Workout
 Historically, PE firms have utilized institution-
al lending relationships to create “go-to” lending 
institutions that are active across such firm’s port-
folio. As a result, firms have typically relied on the 
strength of these relationships to resolve any bumps 
in the road consensually — whether that means 
amending and extending or even agreeing to run a 
sale process. Since the 2008 Great Recession, these 
dynamics have shifted, particularly in the middle 
market. Here are a few highlights. 

1. Today, when a portfolio company encoun-
ters challenges, PE firms are finding that these 
lending relationships are not as strong as before. 
Instead, lending organizations are much more 
quickly, and frequently, moving nonperforming 
credits into “workout” status, either to return the 
credit to performing status or otherwise remove 
it from their balance sheet — and in neither case 
to the benefit of the sponsor.
2. Likewise, PE firms are less frequently will-
ing to write off an investment. This shifting 
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attitude is particularly illustrative of trends in the M&A 
market, which have driven sponsors to pay more for 
the same asset (thus having to invest more equity and 
“squeezing” returns, which means a significant loss now 
has a disproportionately larger impact on fund returns). 
By way of example, Pitchbook data suggests that the 
median amount of equity invested by U.S. PE firms has 
increased from 4.4x EBITDA as recently as 2015 to 
5.8x EBITDA in 2018 and 6.6x EBITDA through the 
first six months of 2019.

 When sponsors approach a workout situation, there might 
be a host of both economic and non-economic consider-
ations, including the following:

1. Managing fiduciary duties. Wearing their “director 
hat,” PE-affiliated directors will often find themselves in 
a position of having fiduciary duties to the enterprise as 
a whole, including creditors — and not simply equity. 
These obligations can contrast to those when they are 
wearing their “PE hat”: to maximize returns to their LPs 
and other investors. Relatedly, a sponsor may also have 
to manage cross-fund considerations in the event of a 
troubled investment in one of its funds. For example, 
the lender at the distressed portfolio company might be 
an important banking relationship across investments in 
multiple funds, or the PE firm may want to either pro-
vide rescue financing or pursue a “bail out” acquisition 
through a subsequent fund. In each case, what might be 
best for the company (or the LPs of the current invested 
fund) might appear to be at odds with the best interests 
of the PE firm. These are indicative of a host of potential 

conflicts that can arise for PE firms as portfolio compa-
nies become distressed.1

2. Litigation risk. Since the business has gone into a 
workout, it is common for the actions and decisions of the 
sponsor and its designated directors to come under scru-
tiny from disgruntled creditors. These risks also include 
equitable subordination (in the event that the PE firm has 
invested money in the form of debt) and fraudulent con-
veyance (to the extent that dividends or other distribu-
tions have been made in the past).
3. Institutional/reputational issues. Sponsors may also 
consider the implications that a restructuring might have 
on (a) lender relationships, (b) current or future fundrais-
ing (and the timing of the same) and (c) the perception 
of management, both those across their current portfolio 
and in connection with future recruiting.
4. New money. Does a sponsor have new money available to 
invest as part of a solution? If so, is that availability from the 
current fund invested in the company or a different fund? 
5. Taxes. Depending on how the transaction is structured, 
the PE firm might also have tax exposure (s) that it will 
want to mitigate through structuring.

 Simply put, PE restructurings are complex, particularly once 
you consider the “non-economic” goals and considerations that 
do not exist in a traditional corporate restructuring. Now, take 

1 Scott A. Arenare and Amelia A. Cottrell, “Continuing SEC Focus on Private Equity Conflicts and 
Disclosure,” Willkie Farr & Gallagher LLP, Nov. 30, 2015, available at willkie.com/~/media/Files/
Publications/2015/11/Continuing_SEC_Focus_on_Private_Equity_Conflicts_and_Disclosure.pdf. See 
also Jonathan Cohen, “Private Equity Fund Formation Conflicts of Interest,” Duane Morris LLP, 
January 2015, available at duanemorris.com/site/static/private_equity_fund_formation_conflicts_of_
interest.pdf (unless otherwise indicated, links in this article were last visited Sept. 11, 2019).

Exhibit 1: U.S. PE-Backed Health Care Buyouts by Dollars Invested
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what is already a complicated restructuring, and layer on issues 
that are specific to the health care industry. The combination 
can create a situation that can be complicated for even the most 
sophisticated and experienced restructuring professionals.

Issues in Health Care Insolvencies
 Health care insolvencies offer their own set of issues and 
considerations that alter the landscape of a potential workout. 
There is a significant amount of literature out there on these 
issues, including as it relates to (1) HIPAA (patient confi-
dentiality and medical records),2 (2) Medicare and Medicaid 
(and the fact that the automatic stay does not prohibit exclu-
sions from them),3 (3) the interplay between Medicare and 
accounts-receivable financing,4 (4) tax implications of tax-
exempt bonds,5 (5) overpayment liability,6 (6) pending medi-
cal malpractice litigation7 and (7) complexities for nonprofits 
(e.g., duty of obedience).8 

 While all of these topics are important to a potential 
insolvency proceeding, they are often shared issues among 
all of a debtor’s constituencies. Given the authors’ debtor-
side advisory focus (and specifically their experience in 
assisting PE firms in achieving recoveries in such situations 
irrespective of the value waterfall), three primary topics 
will be highlighted that can have a direct impact on strate-
gies available to a PE firm in restructuring negotiations with 
its creditors.

Continuity of Care and the Role of a PCO
 “Continuity of care” relates to how a patient’s health care 
is connected over time and is based on the notion that the 
quality of care is increased when a physician provides ongo-
ing care for a patient. To ensure continuity of care and rep-
resent patients in a health care bankruptcy case, a PCO is to 
be appointed (with some exceptions) within 30 days of filing 
for bankruptcy under chapters 7, 9 or 11.9 This construct has 
implications in an insolvency involving a PE firm, including 
the following: 

1. Even in a liquidation wind-down, someone may well 
need to invest incremental financing to provide continu-
ity of care (e.g., a patient transfer). From the sponsor’s 
perspective, even if there is a technical ability to avoid 
that obligation, future investments might be jeopardized 
if it takes such a calloused approach. Conversely, a lender 

2 Liz Boydston, “Healthcare Bankruptcies and Regulatory Considerations,” Bankruptcy Law Section 
of the Texas State Bar, April 2019, available at txbankruptcylawsection.com/resources/Documents/
Newsletters/2019%20BenchBar%20Healthcare%20Presentation%20FINAL.pdf.

3 Id.
4 Cheryl Camin, John Holman Jr. and Elaine Flores, “Healthcare Insurance Receivables and Accounts as 

Collateral: A Plain English Explanation for Lenders,” ABF Journal, August 2010, available at abfjournal.
com/articles/healthcare-insurance-receivables-and-accounts-as-collateral-a-plain-english-explana-
tion-for-lenders.

5 Thomas R. Califano, Malhar S. Pagay and Adam C. Rogoff, “Restructuring Healthcare Entities in 
Bankruptcy: Unique Challenges and Benefits of Chapter 11,” Strafford CLE and CPE Courses, Nov. 15, 
2017, available at media.straffordpub.com/products/restructuring-healthcare-entities-in-bankruptcy-
unique-challenges-and-benefits-of-chapter-11-2017-11-15/presentation.pdf.

6 Id.
7 Id.
8 See Boydston, supra n.2.

9 11 U.S.C. § 333.

Exhibit 2: U.S. PE-Backed Health Care Deals
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must also consider this potential obligation, which might 
turn into a liability when it evaluates its alternatives (e.g., 
foreclosure). Applicable state law should be closely eval-
uated by all parties.
2. In the context of a § 363 sale, “highest and best” is 
often dictated by maximizing the financial consideration 
available for distribution. However, consideration here 
can also be given to continuity of care. For example, in 
the St. Vincent’s Catholic Medical Centers case,10 the 
debtors eschewed a liquidation of real estate for an alter-
native that maintained some level of health care services 
to the community, notwithstanding a lower monetary 
recovery. This alternative measure creates uncertainty 
to lenders as they consider the potential outcome in a 
363 sale. A PE firm can take further advantage of this 
uncertainty if it is willing to step in and act as a stalking 
horse — potentially at a low valuation that the lenders 
might not like, but with commitments around continu-
ity of care that give it credibility as a potential “highest 
and best.” An alternative approach that the authors have 
utilized in the past is instead to negotiate for a sharing of 
proceeds between the shareholders and lenders, even if 
the lender is not coming out whole. 
3. Finally, the presence of a PCO creates further uncer-
tainty as to the outcome of a bankruptcy proceeding, 
as it introduces a wild card into what pre-petition is a 
negotiation among financial creditors. A savvy PE firm 
might take advantage of this aspect in negotiations with 
its lenders, who are typically primarily concerned with 
downside risk. 

Complications Related to Physician-Owned Practices
 PE funds are often restricted from the outright purchase 
of a physician-owned practice because of state regulations. 
State Corporate Practice of Medicine (CPOM) laws in 
31 states and medical board opinions in the other 19 states 
prohibit or otherwise restrict, in some manner, businesses 
from practicing medicine or employing health care providers 
if they are not physician-owned. 
 In order to comply with these restrictions, sponsors 
often buy the physician practice’s Management Service 
Organization (MSO), which is allowed to manage the non-
medical portion (administrative, financial and operational) 
of the physician practice, while physicians remain in place 
managing medical operations. In the context of a restruc-
turing, a few implications of this structure might include 
the following:

1. In states that have enacted stricter CPOM laws (e.g., 
California, New York and Texas), MSOs might lack 
the power to select medical equipment and supplies and 
the authority to hire, fire or oversee clinical personnel. 
These regulations might limit their ability to cut costs 
in a physician-owned practice, which adversely affects 
a PE firm’s ability to extend the runway from a liquidity 
perspective through cost cuts alone.
2. This structure creates a complicated organizational 
structure where the PE firm and financial creditors might 
need to negotiate with each physician-owned entity 
under the PE-controlled holding company independent-

ly. While this complicates a PE firm’s path to retaining 
control in the event of a bankruptcy, it creates signifi-
cant uncertainty to a lender in its ability to “take over” 
the business as a going concern through, for example, 
a foreclosure. 

Treatment of Provider Agreements
 Medical service provider contracts (or provider agree-
ments) dictate how care providers are reimbursed and are 
a requirement for any business receiving payments from 
Medicare or Medicaid. For a host of reasons, reimbursement 
under these agreements often results in the federal govern-
ment overpaying the provider, leading to that provider hav-
ing a repayment obligation. 
 In the context of chapter 11, there is no uniformity of 
opinion as to whether these provider agreements are consid-
ered assets of the estate or executory contracts.11 The former 
suggests that the provider agreement could be “sold” free 
and clear of liability; the latter would mean that any repay-
ment obligation would need to be cured to allow assump-
tion. Depending on the debtor’s business and the size of any 
overpayments made, a requirement to make good on those 
repayments could have a material impact on the actual con-
sideration available for the debtor’s financial stakeholders 
in a § 363 sale. 
 Most recently, Hon. Kevin Gross ruled that the partici-
pating provider agreement in the Center City Healthcare 
case (1) was not an executory contract within the meaning of 
§ 365 of the Bankruptcy Code and (2) may be assigned to the 
buyer free and clear of any claims arising prior to the closing, 
subject to a $3 million “CMS Pre-Closing Amount.”12 
 The decision is expected to be appealed, and in any event, 
there remains a lack of uniformity in opinion on the issue, 
which will continue to create uncertainty around the ultimate 
outcome of a bankruptcy. Most relevant for this discussion, it 
undermines a lender’s ability to simply credit bid with “green 
stamps” and not have to come out of pocket with real money 
in a competitive auction process.

Implications of the Foregoing on Strategies 
and Tactics for PE in Distressed Health Care
 In a typical PE-backed restructuring, strategies gen-
erally revolve around game theory and developing and 
assessing the credibility of, then employing “carrots and 
sticks” in a negotiation with, other financial institutions. 
Considerations to those strategies often include (1) views 
on valuation and debt capacity; (2) non-cash assets or value 
that the sponsor brings to the table (industry expertise, rela-
tionships with management, etc.); (3) availability of new 
money (from the sponsor or lenders) and under what terms; 
(4) weaknesses that can be exploited in the credit docu-
ments; (5) creditor composition; (6) M&A market interest 
and at what level; (7) liquidity constraints; and, most criti-
cally, (8) the range of outcomes for all parties in the event 
of a chapter 11.

10 In re St. Vincent’s Catholic Med. Ctrs. of New York, et al., Case No. 10-11963 (CGM) (Bankr. S.D.N.Y.).

11 Dania Slim, “Medicare Provider Agreements in Bankruptcy: Executory Contracts or Assets That Can Be 
Sold Free and Clear (or Effectively Neither)?,” Pillsbury Law, July 28, 2016, available at pillsburylaw.com/
en/news-and-insights/medicare-provider-agreements-in-bankruptcy-executory-contracts.html.

12 In re Center City Healthcare LLC d/b/a Hahnemann Univ. Hosp., et al., Case No. 19-11466 (KG) (Bankr. 
D. Del.), Doc. 681. For further discussion, see also John Tishler, “Provider Agreements Can Be Sold Free 
and Clear of Future Liabilities, Delaware Court Rules,” Waller Lansden Dortch & Davis, LLP (Sept. 13, 
2019), available at wallerlaw.com/News-Events/Bulletins?find=203002 (last visited Sept. 16, 2019).
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 All of the foregoing typically informs the alternatives 
available to a PE firm as it approaches a restructuring, but a 
sponsor in a distressed situation often has the option to attack 
a negotiation with a “heads we win, tails they lose” mantra. 
Said differently, any perceived potential value diminution 
in an insolvent situation (e.g., from a contested bankruptcy, 
management attrition in the absence of a recapitalization, 
lack of new liquidity, etc.) would (in a strict priority sense) 
be borne first and, in large part, by the debtor’s creditors. 
Accordingly, the sponsor — as old equity — can utilize its 
control value as a lever in negotiations.
 However, this dynamic can change materially when 
the restructuring involves a health care organization. As 
previously discussed, duties with respect to continuity of 
care, the potential presence of a medical ombudsman in an 
eventual chapter 11, the treatment of provider agreements, 
and the complicated ownership structures that are utilized 
at times to preserve physician-owned status all create addi-
tional uncertainty.
 This is not to say that sponsors cannot succeed in achiev-
ing a successful outcome in a health care restructuring. In 
fact, in the authors’ experience, PE firms can actually take 
advantage of these complications to extract a dispropor-
tionately favorable outcome in negotiations with creditors. 
However, the key is to be thoughtful, have a lack of conflicts 
with creditors, and be proactive in the consideration of these 
issues so that the PE firm is able to not only navigate safely 
from a governance perspective, but also take advantage of 
this increased uncertainty in negotiations.  abi

Reprinted with permission from the ABI Journal, Vol. XXXVIII, 
No. 10, October 2019.
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