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Organizational Financial Distress:
Evolving Duties for Healthcare Directors

By Michael W. Peregrine and Miles W. Hughes, McDermott Will & Emery LLP, Chicago, IL

A series of recent creditors-rights
decisions suggest that healthcare
directors may have greater flexibility
when responding to organizational
financial distress.

For a number of years, risks associated
with the harsh “zone of insolvency”
and “deepening insolvency” theories
of director liability have significantly
constrained the manner in which
governing boards address solvency
concerns. Many courts have con-
strued these theories to impose a
higher standard of fiduciary conduct
upon directors within proscribed
periods of financial distress.! These
interpretations have prompted the
increasingly common practice by
bankruptcy trustees and creditors’
committees of complaining that
board actions or omissions were
responsible for the failure of the
organization and the losses of its
creditors.? This exposure to poten-
tially enormous damages for breach
of fiduciary duty has had a significant
chilling effect on how directors
choose to respond to solvency
problems.

More recent decisions, however,
could substantially reduce the fiduci-
ary duty risks associated with these
two theories. Courts in Delaware and
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elsewhere are increasingly reluctant
to recognize deepening insolvency as
an independent cause of action.
Moreover, there is a growing move-
ment among courts to evaluate direc-
tor conduct under the deferential
business judgment rule regardless of
whether the organization was at the
time solvent, insolvent, or in the zone
of insolvency.

These are welcomed developments to
healthcare directors, who are respon-
sible for the strategic oversight of
complex organizations that operate
in a highly fluid industry, face enor-
mous economic pressures, and must
negotiate shifting regulatory chal-
lenges. While the favorable condition
of the national economy in recent
years generally has benefited health-
care providers on an industry-wide
basis, it appears that the cycle is
beginning to turn.? Indeed, there are
increasing indications that stand-
alone hospitals and smaller health-
care systems are encountering signifi-
cant financial pressure that threatens
their continued viability and reduces
their attractiveness as candidates for
merger or acquisition.

It is, thus, the combination of these
new judicial decisions, the anticipa-
tion of a downward trend in the

national economy, and the solvency
pressures currently experienced by a
growing number of providers, that
warrants a review of the healthcare
director’s standard of conduct in
periods of organizational financial
distress.

Overview: Fiduciary Duties
and the Zone of Insolvency

The basic fiduciary duties of care and
loyalty are owed by directors and offi-
cers to the shareholders of a solvent
business corporation or to the chari-
table mission of a solvent nonprofit
corporation. The fundamental tenets
of these fiduciary duties are generally
the same for both business corpora-
tions and for nonprofit corpor-
ations.* The duty of care requires a
director to discharge his or her duties
as a director, including any duties as a
member of a committee, (a) in good
faith, (b) with the care an ordinarily
prudent person in a like position
would exercise under similar circum-
stances, and (c) in a manner the
director reasonably believes to be in
the best interests of the corporation.
Directors are thus obligated to
acknowledge that their personal
interests, and the interests of any con-
stituency that they represent, must be
subordinated to the best interests of



the corporation.® The duty of loyalty
is generally considered to be sub-
sumed within the mandate that direc-
tors act in good faith in a manner
they reasonably believe to be in the
best interests of the corporation.®

The fiduciary duties of care and loyal-
ty are designed to protect the director
who acts with common sense and
informed judgment, and who inno-
vates and takes informed risks consis-
tent with corporate goals and objec-
tives.” The duty of care in particular
does not require a director to act with
excessive caution or as the guarantor
of success of a particular investment
or activity. Rather, it allows the direc-
tor leeway and discretion in the good
faith exercise of his or her informed
judgment.®

Directors of solvent corporations are
generally entitled to the protections
of the business judgment rule. The
business judgment rule is a common
law presumption (often incorporated
into statute) that in making a business
decision the directors of a corpora-
tion acted on an informed basis, in
good faith, and in the honest belief
that the action was taken in the best
interests of the corporation, absent
evidence of fraud, bad faith, or self-
dealing.? The business judgment
rule—a linchpin of Delaware corpo-
rate law, in particular—shields direc-
tors and officers from liability for loss-
es attributable to an unwise business
decision, so long as the decision was
based on a rational business purpose
and the directors and officers in fact
complied with their fiduciary duties.

There is general agreement among
the courts that directors and officers
owe their fiduciary duties to creditors
and other beneficiaries of the corpo-
rate enterprise when a corporation is
insolvent, or enters the zone of insol-
vency (i.e., a term describing a finan-
cially troubled corporation’s descent
into bankruptcy). This shift in duties
constitutes an “insolvency exception”
to the normal rule that fiduciary
duties are owed solely to the corpora-

tion’s shareholders or its charitable
mission.!? Courts disagree, however,
about whether the business judgment
rule is available when a corporation is
insolvent or in the zone of insol-
vency.!! Notably, courts applying
Delaware law have held that a height-
ened level of scrutiny, rather than the
deferential business judgment rule,
should be used to evaluate the busi-
ness decisions of directors and offi-
cers when the corporation is insolvent
or approaching insolvency.!?

Unfortunately, there is no-clear cut
guidance on appropriate director
conduct while the corporation is
operating within the zone of insol-
vency. Rather, most of the insolvency-
exception cases provide guidance on
how directors should 7ot act while
operating within the zone, e.g.:

(a) Directors should not manipu-
late the assets, properties or
liabilities of a subsidiary for
the sole benefit of the parent
corporation, such as by mort-
gaging a subsidiary’s property
to secure and pay loans of the
parent;

(b) A director should not
approve a major transaction
that such director knows
would benefit some or all
of board members and harm
the corporation;

(c

~

Directors should not forgive
the debts of an insolvent cor-
poration by improperly trans-
ferring corporate property or
by making preferential pay-
ments; and

(d) Directors should not approve
loans to insiders without con-
sideration.

These and other vicissitudes of the
insolvency exception have created
confusion and uncertainty amongst
many boards operating within the
confines of the zone of insolvency.
This confusion and uncertainty has in

many cases constrained the board in
terms of its pursuit of strategic initia-
tives that it may have otherwise
thought prudent.

Overview: Deepening
Insolvency

“Deepening insolvency” is an ill-
defined legal theory that has been
recognized as a cause of action in
several jurisdictions and a theory of
damages in others. Much like the
heightened level of scrutiny applied
by some courts to director conduct as
the corporation approaches insolven-
cy, deepening insolvency acts as a
restraint on the strategic alternatives
available to directors in times of
financial crisis. Broadly stated, deep-
ening insolvency exposes these direc-
tors to liability for an injury to corpo-
rate property caused by the expan-
sion of debt and prolongation of cor-
porate life. The basis for damages
under this theory has evolved from a
continuation of business purely for
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fraudulent or self-dealing reasons!3 to
include actions for mere negligence
(e.g., actions taken by the board with-
out sufficient attentiveness).14

Recent Judicial Decisions

Two recent decisions by the influen-
tial Court of Chancery in Delaware
may provide directors with much-
needed relief from the harsh applica-
tions of the insolvency exception and
deepening insolvency. The Chancery
Court held in these cases that the
business judgment rule applies under
Delaware law when directors make
decisions in good faith and on an
informed basis, regardless of whether
the corporation is insolvent or in the
zone of insolvency. The Chancery
Court also joined an increasing num-
ber of courts in holding that a board
is not required to wind down opera-
tions and liquidate assets when the
corporation is insolvent, but may,

in accordance with their fiduciary
duties, decide to take on additional
debt in an attempt to improve the cor-
poration’s financial performance.!?

In Production Resources Group, L.L.C. v.
NCT Group, Inc., the Chancery Court
emphasized that neither the nature
of the fiduciary duties owed by direc-
tors and officers nor the standard of
scrutiny applied to their decisions
changes as the corporation
approaches insolvency. Rather, the
existence of financial distress simply
causes the class of persons to whom
fiduciary duties are owed to expand
to the corporation’s creditors.!6 The
court also held that “the business
judgment rule remains important
and provides directors with the ability
to make a range of good faith, pru-
dent judgments about the risks they
should undertake on behalf of trou-
bled firms.”!7 Central to the court’s
decision was the notion that the
directors and officers of an insolvent
or nearly-insolvent corporation
should have the flexibility to pursue
riskier turn-around strategies without
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being exposed to liability for breach
of fiduciary duty if the chosen course
of action fails.

In Trenwick America Litigation Trust v.
Ernst & Young LLP, the Chancery
Court reaffirmed its commitment to
the business judgment rule by hold-
ing that Delaware law does not recog-
nize an independent cause of action
for deepening insolvency.!® In doing
so, the court stated that “[i]f the
board of an insolvent corporation,
acting with due diligence and good
faith, pursues a business strategy that
it believes will increase the corpora-
tion’s value, but that also involves the
incurrence of additional debt, it does
not become the guarantor of that
strategy’s success.”!? Thus, “[e]ven
when the company is insolvent, the
board may pursue, in good faith,
strategies to maximize the value of
the firm.”?0 An appeal of the decision
is now pending before the Delaware
Supreme Court, oral argument hav-
ing been heard on March 14, 2007.
Given the deference accorded by
courts throughout the country to
business law decisions by Delaware’s
highest court, the importance of the
pending appeal of the Chancery
Court’s decision in Trenwick cannot
be overstated.

Advising Boards Post-
Trenwick

Consistent application of the business
judgment rule to financial distress
scenarios would be a favorable devel-
opment for healthcare directors. By
removing uncertainty as to the appro-
priate standard of director conduct,
directors may feel much less con-
strained in financial distress situations
to act in a manner they reasonably
believe to be in the best interests of
the corporate enterprise and its con-
stituencies. Flexibility notwithstand-
ing, it is important to recognize that
the business judgment rule presup-
poses “that judgment—reasonable

diligence—has in fact been exer-
cised. A director cannot close his eyes
to what is going on about him in the
conduct of the business of the corpo-
ration and have it said that he is exer-
cising business judgment.”?! More-
over, the existence of mounting debt
will continue to be a material factor
that board members must thought-
fully consider when addressing finan-
cial problems. As noted by the
Chancery Court in Trenwick, “No doubt
the fact of insolvency might weigh
heavily in a court’s analysis of . . .
whether the board acted with fidelity
and care” in making decisions of
strategic importance.??

Evidence of a clear and deliberate
process by which the members of the
board evaluate the corporation’s
financial distress in good faith and on
an informed basis is crucial to achiev-
ing the protections of the business
judgment rule and deflecting public
and regulatory criticism. Such a
process should include the following
actions:

1. A commitment to attending meet-
ings, becoming educated about the
issues and potential solutions, and
voting when board action is
required;

2. Identification and monitoring of
key measures of financial health;

3. Appointment of a special commit-
tee of disinterested directors to
study the issues and make strategic
recommendations to the full board
of directors;

4. Engagement of appropriate profes-
sional advisors and utilization of
executive staff to guide the com-
mittee and the board in their con-
sideration of strategic options;

5. Development of a specific
timetable for resolution of the
basic solvency issues facing the
corporation, and application of
conflicts of interest policies and



background fiduciary educa-
tion to committee members;

6. Evaluation of:
(a) The current financial con-
dition of the facility;

(b) Management’s perspective
of the causes of the distress;

(c) Financial projections for
the facility based on the sta-
tus quo;

(d) Availability of additional
sources of financing/gov-
ernmental assistance;

(e) The strategic options to
address the cause of the
distress, e.g:, staffing reduc-
tions, realignment of cer-
tain services, reduction in
bed size or service, change
in status from acute care
hospital to ambulatory or
other alternate use, lique-
faction of assets, change in
control to other healthcare
provider, closure, etc.

(f) Consideration of the impact
on the Community, and on
access to care of the various
strategic options;

(g) Evaluation of the impact of
the distress—and available
options—on all other com-
ponent parts of the health-
care system, differing strate-
gic options (including the
status quo); and

(h) A review of the regulatory
environment, applicable
legal issues;

7. Consideration of advantages
and disadvantages of the vari-
ous available strategic options
(see 6(e), above); and

8. Adoption of the selected strate-
gic option, and implementa-
tion of related actions to
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achieve the option (including inter-
nal and external communications).

Michael W. Peregrine is a partner in
McDermott Will and Emery LLP, and is
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bers of nonprofit corporations.
See, e.g., Gottlieb v. Hicks, et al., C.D.
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for breach of fiduciary duties
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Official Comm. Of Unsecured
Creditors v. Ricks et al. (In re Boston
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Supp. 2d 130 (D. Mass. 2004)
(claims for breach of fidudiciary
duty asserted by creditors’ com-
mittee). In Gottlieb v. Hicks, the
Chapter 7 Trustee of Granada Hill
Community Hospital filed a law-
suit against the hospital’s board of
directors and executive officers, as
well as the officers’ turnaround
management company, alleging
that breaches of fiduciary duties
caused the hospital’s failure and
the creditors’ losses. In January
2006, the district court dismissed
the claims against the director-
defendants, determining that they
were entitled to protection by the
business judgment rule. The
Trustee has appealed the summa-
ry judgment to the Ninth Circuit
Court of Appeals, while the case
against the officers and their man-
agement company continues in
the district court.

See Peter Edmonston, Afler the
Buyouts, Lawyers Prepare to Wrap
Bandages, N.Y. TIMES, Apr. 4, 2007.
According to the Administrative
Office of the U.S. Courts, business
bankruptcy filings fell to a 10-year
low in 2006. During the first quarter
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