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UNITED STATES BANKRUPTCY COURT
CENTRAL DISTRICT OF CALIFORNIA
LOS ANGELES DIVISION

Chapter 11
Case No. LA 07-12312-EC

Inre:

PLEASANT CARE CORPORATION,

et al.
Jointly Administered with Case Nos.
Debtors,
Case No. LA 07-12322-EC
Case No. LA 07-12319-EC
x Affects All Debtors Case No. LA 07-12326-EC

NOTICE OF MOTION AND MOTION OF
THE UNITED STATES TRUSTEE FOR
APPOINTMENT OF CHAPTER 11
TRUSTEE; DECLARATIONS IN
SUPPORT THEREOF

I
}
}
¥
}
}
}
%
} Case No. LA 07-12316-EC
}
}
}
!
}
!
} DATE: May 2, 2007
} TIME: 1:30 p.m.
} ROOM: 1639
TO THE HONORABLE ELLEN CARROLL, UNITED STATES BANKRUPTCY JUDGE,

DEBTORS, DEBTORS’ ATTORNEY OF RECORD, AND OTHER INTERESTED PARTIES:
PLEASE TAKE NOTICE that on the above date and time and in the indicated

courtroom, the United States Trustee will move the Court for an Order appointing a Chapter 11

Trustee in the above captioned cases under 11 U.S.C. § 1104 for cause described in detail herein.
PLEASE TAKE FURTHER NOTICE that if you wish to oppose this motion, you must

file a written response with the Bankruptcy Court and serve a copy of its upon the United States
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Trustee at the address set forth in the upper lefi-hand corner of this document, and upon the
Debtors and the Debtors’ attorney no less than 14 days prior to the above hearing date. Failure to
timely file and serve such opposition may be considered consent to the granting of the Motion.

DATED: -§L Lo - 07 OFFICE OF THE U. S. TRUSTEE

g

RUSSELL CLEMENTSON
Trial Attorney
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UNITED STATES TRUSTEE’S MOTION TO APPOINT A CHAPTER 11 TRUSTEE
PURSUANT TO 11 U.S.C. §1104(a)

The United States Trustee for Region 16 (hereinafter “UST"), through the undersigned
counsel, moves this Court to order the appointment of a chapter 11 trustee in this case, based on
11 U.S.C. § 1104(a). In support of the motion, the UST provides the following points and
authorities.

L.
STATEMENT OF FACTS

Pleasant Care Corporation, SNF Properties Incorporated, PCC Health Services, Inc.,
Atlas Care Enterprises, and Ember Care Corporation (the “Debtors”) operate 30 skilled nursing
and residential care facilities for approximately 3000 residents and have a history of allegations
of elder abuse and criminally negligent care. On April 1, 2007, the Debtors’ president,
Emmanuel Bernabe, resigned and authorized the Debtors to enter into an agreement with LTC
Services, L.L.C., Joesph C. Tutera and Carol Van Horst 10 act as the Debtors’ chief operating and
chief clinical officers (the “Retention Agreement”™).! The replacement of the Debtors’ officers is
both necessary and prudent because of the dire circumstances that exist at the Debtors” facilities.
But the Retention Agreement violates California corporate law because it purports to divest the
Debtors’ directors of their legal obligation to manage the Debtors, either themselves or through
officers accountable to them. The appointment of a Chapter 11 Trustee is necessary to provide
oversight and accountability for the Debtors’ day-to-day management and to ensure that a
properly empowered fiduciary is in place to perform the duties of a trustee under the Bankrupicy
Code.

Four of the Debtors’ facilities have been decertified by the California Department of

Health Services (“DHS™). The DHS decertified facilities in Napa, California and San Joaquin,

'The UST has filed concurrently herewith a Request For Judicial Notice of the Retention
Agreement at Exhibit 10.
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California in rnid-2'005.2 In September, 2006, the DHS decertified two more of the Debtors’
facilities in Novato, California and Ukiah, California.’ Three of these facilities are still operating
and are estimated to cost $1,250,000 in monthly operating expenses without revenue from the
Medicare and Medicaid programs.* Four other facilities are designated by the Debtors to be
losing approximately $500,000 per month.’ Thus, the Debtors admit losses of at least $1,750,000
a month.

The Debtors settled a lawsuit with the California Attorney General’s Bureau of Medi-Cal
Fraud and Elder Abuse in March, 2006.° The lawsuit stemmed from numerous allegations of
elder abuse and criminally negligent care. Under the terms of the injunction the Debtors were
required to implement numerous corrections including training, investigation procedures, proper

nurse / patient ratios and whistleblower protections.” A compliance report for the period ending

2Gee ‘Debtors’ Emergency Motion for Order Authorizing Debtors to Incur Post-Petition
Secured Indebtedness and Granting Security Interests and Priority and Providing Adequate
Protection all Pursuant to Sections 361, 362 and 364 of the Bankruptcy Code; Memorandum of
Points and Authorities; Declaration of Emmanuel L Bernabe in Support Thereof® hereinafter
‘Debtors’ Emergency Motion’, filed on March 23, 2007, page 9, line 24 to page 10, line 2, a true and
correct copy of which is attached as Exhibit 1 to the UST’s Request for Judicial Notice filed on
March 29, 2007. See also page 32, lines 15 to 20 of the Declaration of Emmanuel 1. Bernabe in
support of Debtors” Emergency Motion.

3Gee Debtors’ Emergency Motion, page 10, line 26 to page 11, line 1. See also page 33, lines
17 to 19 of the Declaration of Emmanuel 1. Bernabe in support of Debtors’ Emergency Motion.

1See Debtors’ Emergency Motion, page 12, lines 13 to 18. See also page 35, lines 5 to 10
of the Declaration of Emmanue! 1. Bernabe in support of Debtors’ Emergency Motion.

5See Debtors” Emergency Motion, page 12, lines 18 to 20. See also page 35, lines 11 to 13
of the Declaration of Emmanuel I. Bernabe in support of Debtors’ Emergency Motion.

sSee California State Attorney General’s press release dated March 8, 2006 titled “Attorney
General Lockyer Announces Enforcement Action Against State’s Second Largest Nursing Home
Chain”, a true and correct copy of which is attached hereto as Exhibit B.

"True and correct copies of the (a) Complaint for Violations of Business and Professions
Code section 17200 filed by California Attorney General on March 8, 2006 in Los Angeles Superior
Court under case number EC042435, (b) Stipulation for Entry of Permanent Injunction and Final

4
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February 25, 2007, after operating a year under the injunction, found that the Debtors failed to
deliver quality care to their residents.! The Debtors were found to have:
. Three (3) facilities decertified from the Federal/State Medicare/Medicaid Program
. Facilities were apparently decertified due to Pleasant Care’s inability to correct
deficiencies within the 180 day enforcement rule.
. One (1) facility closed.
. Eleven (11) of the 29 facilities required more than one revisit for the State Survey

Agency to clear the deficiency.

. Four (4) facilities have had a Substandard Quality of Care rating.
. One (1) facility has had Immediate Jeopardy on 2 instances.
. Twelve (12) facilities reported as having Enforcement Actions leading to Civil

Money Penalties.

. Three (3) facilities (as of 1/8/07) reported as being Not In Compliance with
State/Federal Regulations.

. Six (6) facilities reported to have Denial Of Payment for New Admissions.

. Two (2) facilities appear to be included in the Special Focus Facility program (a

program for the most poorly performing nursing homes).

Judgment filed under case number EC042435 on March 8, 2006 and (c) Permanent Injunction and
Final Judgment filed on March 8, 2006 under case number EC042435 are attached as Exhibits 3, 4
and 5 respectively in the UST’s Request for Judicial Notice filed on March 29, 2007.

"The compliance report was prepared by JJ Guiliano and Associates, Inc. at the request of
Bridge Healthcare Finance, LLC. A true and correct copy of the report which is incorporated into
the Bridge Exhibit Appendix Regarding Debtor’s Emergency Motions, hereinafter ‘Bridge Exhibit
Appendix’ filed on March 26, 2007 as Exhibit 17 thereto and reproduced as Exhibit 6 to the UST’s
Request for Judicial Notice filed concurrently herewith.  The curriculum vitae of Mr. John J.
Guiliano which was attached as Exhibit 18 to the Bridge Exhibit Appendix is reproduced as Exhibit
7 to the UST’s Request for Judicial Noticed filed concurrently herewith. The Declaration of John
J. Guiliano authenticating the report he prepared is attached in the ‘Bridge Declarations Regarding
Debtor’s Emergency Motions’ filed on March 26, 2007, a true and correct copy of which is attached
hereto as Exhibit 2 to the UST’s Request for Judicial Notice filed on March 29, 2007.

5
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. Several of the Quality of Care ¢lements mandated in the Permanent Injunction to
improve resident Quality of Care do not appear to be effective.

. Pleasant Care has not received in a timely manner the Independent Monitor’s
reports to assess the strengths and needs of the Pleasant Care delivery systems,
and is thus unable to make the necessary improvements identified by the
Monitors.

The report concludes that at this time Pleasant Care continues to fail in its efforts to

improve their quality of care to residents.

The California Department of Health Services also has concerns regarding the Debtors’
continued management of its facilities citing continuing regulatory violations. Sec Declaration of
Joyce Johnston, hereinatter ‘Johnston Declaration’, Assistant Chief Counsel with the California
Department of Health Services, Office of Legal Services, 117 and 8.7 Ms. Johnston declares that
«At three facilities, for periods of time ranging from five to 18 months, the Pleasant Companies
have been unable to provide care to their residents in accordance with the minimum federal
standards for certification to receive Medi-Cal and Medicare reimbursement.” Ms. Johnston’s
declaration further discloses that there have been “4 category A regulatory violations in less than
three months at the beginning of 2007, compared with 9 in all of 2006, and 5 in 2005. Category
A violations are where serious lapses in the minimum standard of quality of health care were
determined by the Department to present imminent danger or substantial probability of death or
serious harm to residents.” Seg Johnston Declaration, 994 and 9.

Moreover, there are continuing and worsening problems at the Debtors’ facilities.. As set
forth in the declaration of Kelly Bagby, and the attached report submitted by Long Term Health

Care Institute, Inc. to the Office of the Inspector General, the Debtors have numerous unresolved

SThe Johnston Declaration is included in the ‘Bridge Declarations Regarding Debtor’s
Emergency Motions’, a copy of which is attached as Exhibit 2 to the UST’s Request for Judicial
Notice filed concurrently herewith. Exhibit 34 referred to in §7 of the Johnston Declaration is
attached hereto as Exhibit 8 to the UST’s Request for Judicial Notice filed on March 29, 2007, that
exhibit appeared as Exhibit 34 to the Bridge Exhibit Appendix .
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deficiencics. The severity of the problems are detailed in the declaration of Allan D. Stegemann,
who has served as the independent quality monitor pursuant to the Corporate Integrity Agreement
entered into between the Debtors and the OIG, and are summarized at pp. 24-26 of LTC’s report

including as follows:

. Outcome performance has been disappointing, worsening, and unacceptable.
. Policies and procedures are not followed.
. Major care problems exist in many care areas.

See Segemann declaration and Bagby declaration at Exhibit B.

The UST anticipates that the United States Department of Health and Human Services
will join in the request for the appointment of a Chapter 11 Trustee and will provide further
support and analysis of the dire circumstances that exist at the Debtors facilities.

The Debtors have failed to correct this downward slide despite being aware of facts that
demand prompt and decisive action since at least mid-2005. The Debtors’ business plan does not
vary from what it claims to have attempted in the recent past; namely marketing some of its
facilitics and a relatively small infusion of cash. On March 27, 2007, the Court approved interim
financing in the amount of $1,700,000 to fund operations through April 6, 2007. An additional
$3,750,000 will be needed the week of April 9, 2007 in order to pay for such basic necessities as
food, medicine, and staff.' The secured creditor has not agreed to fund beyond April 6, 2007,
and patient care cannot be further jeopardized by what has become an untenable and potentially
tragic situation for the Debtors’ residents.

The Debtors have had almost two years to correct their serious financial and operational
problems, and have been working with their proposed financial advisor over the past year. The

Debtors’ elderly residents cannot be jeopardized further by the status-quo. An independent

1t§ee Exhibit A on page 8 of the ‘Interim Order Pursuant to 11 U.S.C. §§361, 363 and 364
(1) Authorizing Use of Cash Collateral, (ii) Granting Adequate Protection, and (iii) Scheduling Final
Hearing entered on March 27, 2007, a true and correct copy of which is attached hereto as Exhibit
9 to the UST’s Request for Judicial Notice filed on March 29, 2007.

7
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Trustee is immediately needed to evaluate what must occur 10 reorganize the Debtors’ affairs and

provide for the care and safety of the residents.

1I.
ARGUMENT
A. THE STATUTORY BASIS FOR APPOINTMENT OF CHAPTER 11 TRUSTEE.

Section 1104(a)(1) and (2) of the Bankruptcy Code provides that:

“(a) At any time after the commencement of the case but before confirmation of a plan,
on request of a party in interest or the UST, and after notice and a hearing, the court shall order
the appointment of a trustee -

(1) for cause, including fraud, dishonesty, incompetence, or gross mismanagement of the

affairs of the debtor by current management, either before or after the commencement of

the case, or similar cause, but not including the number of holders of securities of the
debtor or the amount of assets or liabilities of the debtor; or

(2) if such appointment is in the interests of creditors, any equity security holders, and
otiter interests of the estate, without regard to the number of holders of securities of the
debtor or the amount of assets or liabilities of the debtor;

11 U.S.C. § 1104(a)(1) and (2)(emphasis added)” As is set forth in full below, cause

clearly exists for the appointment of a Chapter 11 Trustee in these cases. Because cause exists

for the appointment of a trustee, such an appointment is mandatory under 11 U.5.C. § 1104(a)1).

B. CAUSE EXISTS FOR THE APPOINTMENT OF CHAPTER 11 TRUSTEE.
(11 U.S.C. § 1104(a)(1))

1. A CHAPTER 11 TRUSTEE IS REQUIRED IN ORDER TO ADEQUATELY
ADDRESS GROSS MISMANAGEMENT OF THE AFFAIRS OF THE DEBTORS
AND TO PROVIDE A MANAGEMENT STRUCTURE THAT COMPLIES WITH
THE BANKRUPTCY CODE.

The Debtors’ pre-petition and post-petition conduct, in terms of gross mismanagement,

and incompetence in the management of the Debtors, constitutes cause for the appointment of a
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Chapter 11 trustee in these cases. As the clear language of the statute states, the appointment ofa
Chapter 11 trustee may be premised on current management’s incompetence or gross
mismanagement prior to the commencement of the Debtors’ bankruptcy cases. Gross
mismanagement suggests some extreme ineptitude on the part of management to the detriment of
the organization. Inre Brown, 31 B.R. 583 (Bankr.D.D.C. 1983). It must arise above simple

mismanagement to achieve the level envisioned by the Code. Inre Anchorage Boat Sales, Inc., 4

B.R. 635 (Bankr.E.D.N.Y. 1980). In these cases not only is there pre-petition mismanagement,
but that conduct is having dire post-petition consequences as evidenced by the Debtors’ cash
flow crisis and breakdown in the relationship with its lender. Resident care has been and is being
jeopardized in these cases. See generally Johnston Declaration.

Although new officers have been retained, the Debtors’ former board of directors has not
been changed, and the Debtors’ attempts to contract away the fiduciary responsibility of the
directors violates California corporate law. Only a Chapter 11 Trustee can provide the kind of
protections that are necessary to remove the Debtors’ former management from any decision-
making function in these cases in a manner that complies with state law. The negotiated half-
step of replacing officers and conferring on the new officers the powers of a Chapter 11 Trustee,
and duties of a board of directors, is a solution that falls short of the remedy that the Bankruptey
Code provides in cases of gross mismanagement.

The California Corporate Code provides in the broadest terms that “the business and
affairs of the corporation shall be managed and all corporate powers shall be exercised by or
under the direction of the board.” Cal.Corp. Code §300(a). California courts have held attempts
1o curtail the board’s traditional management function by contract to be void. Sece.g: Smith v.

Calif. Thorn Cordage, 129 Cal.App. 93, 98, 18 P.2d 393 (1933)(contract which places total

control of firm finances with finance committec composed of creditors and shareholders held

void); Albercrombie v. Davis, 35 Del.Ch. 599, 123 A2d 893 (1956), rev’d on other grounds, 36
Del.Ch. 371, 130 A.2d 338 (1957)(shareholders” contract which removed power from board of
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directors to manage firm held invalid). In these cases, the Debtors have entered into a contract
that confers on new officers the powers and duties of a board of directors, including but not
limited to, oversight of the Debtors’ officers and approval of transactions that are outside the
ordinary course of business. The corporate resolution identifies Emmanuel Bernabe as the
Chairman of the Debtors’ Board of Directors. Nowhere in the April 1,2007 corporate resolution
does it reflect that any changes have been made to the membership of the Debtors’ Board of
Directors.'!

The Debtors’ Board of Directors oversaw the Debtors’ malaise. The Debtors’ Board of
Directors appointed the Debtors’ pre-petition officers who ran the Debtors’ day-to-day operations
led to the decertification of no fewer than four of their facilities. And as the California Corporate
Code states, the Debtors’ new slate of officers would still be subject to the control of that same
Board of directors, notwithstanding Board’s effort to divest itself of this control by contract.

The Debtors’ proposal to have this Court approve the slate of the Debtors’ new officers
and the agreement by which the board of directors purports to divest itself of its management
responsibulity is improper. If, as the Debtors seemingly acknowledge, they cannot themselves
perform the duties of a debtor in possession under the Bankruptcy Code, the sole remedy under
the Bankruptey Code is the appointment of a trustee to serve as estate fiduciary. Bankruptcy
courts cannot exercise their powers, equitable or otherwise, to place control over the debtor to
another officer of the court like a receiver. 11 U.S.C. § 105(b). Once a trustee is appointed by
the UST or elected by the creditors, the Chapter 11 trustee will be ultimately responsible for all
decisions made by the managers of the Debtor’s facilities. The appointment of a Chapter 11
trustee over these debtors would replace all vestiges of the Debtors’ former corporate
management with a properly empowered and selected individual accountable to this Court and to

the creditors.

1A true and correct copy of the April 1, 2007 corporate resolution is attached as Exhibit A
to the attached declaration of Russell Clementson.
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2. GROSS MISMANAGEMENT BY THE DEBTORS’ FORMER OFFICERS
AND CURRENT DIRECTORS MANDATES THE APPOINTMENT OF A
CHAPTER 11 TRUSTEE. '

The Debtors’ former officers and current directors received more than 160 citations from
the California Department of Health Services for regulatory violations. The former officers and
current directors were permanently enjoined by the State of California by court order entered
March 8, 20062 requiring that the Debtors immediately improve the quality of care to their
residents.

The current directors and former officers were unable to provide care to the residents at
three of the Debtors’ nursing homes in accordance with the minimum federal standards for
certification to receive Medi-Cal and Medicare reimbursement for periods of time ranging from
five to 18 months.

During the tenure of the current directors four of Debtors’ facilities were decertiﬁed by
the Department of Health Services resulting in the cessation of facilities entitlement to MediCal
and Medicare payments for services. As stated in the Debtors’ Emergency Motion, in mid-2005,
the Debtors’ facilities located in Napa, California and in San Joaquin, California were decertified
by DHS which contended that the “two facilities did not meet the standards for participation
under the Medical/Medicare programs . . .” The Debtors’ have failed to effectively address the
resulting losses since mid-2005.

There simply is no evidence that the Debtors have been able to effectively address
resident care deficiencies. As set forth in the J ohnston Declaration, the Debtors have been
recently cited by the DHS for regulatory violations. Such violations reflect serious lapses in the
minimum standard of quality of health care where at least one such lapse was determined by
DHS as having been the proximate cause of death of one patient. DHS has expressed its
concerns that the occurrences of these regulatory violations appear to be increasing. The

continued citations, and the consequences of these citations, gvidence continuing gross

12Gee Exhibit 5 in the UST’s Request for Judicial Notices filed on March 29, 2007.

11
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mismanagement by current management.

Only a trustee will have the necessary authority to take the prompt and decisive action to
address the financial and operational mismanagement that is jeopardizing resident care. The
Debtors’ officers and directors must be removed from any vestiges of control or influence over
the Debtors. While the retention of a new chief operating officer and chief clinical officer is a
positive event, the appointment of a trustee is necessary to establish put into place a fiduciary
properly empowered under the provisions of the Bankruptcy Code that establish a protocol for
addressing gross mismanagement. The appointment of a Chapter 11 Trustee is necessary to
ensure that the Debtors comply with the regulatory authorities throughout their bankruptcy
proceeding, that residents are properly cared for and not exposed to harm and that creditor
interests are protected from further consequences stemming from the Debtors’ gross
mismanagement. While creditor interests are best protected by a Trustee, only a Trustee will
have the authority to make the financial and operational decisions that are necessary to cure
deficiencies that are endangering the residents.

3. DEBTORS’ MANAGEMENT’S RESPONSE TO PRE-PETITION OPERATING
LOSSES IS INDICIA OF THEIR GROSS MISMANAGEMENT.

Furthermore, as stated above, the Debtors presently incur monthly operating losses in the
amount of $1,750,000 from the continued operations of seven of their facilities including the
three decertified facilities in San Joaquin, Novato and Ukiah. The Debtors’ delay in selling or
closing these seven facilities raises serious issues regarding management’s ability to take action
to stem operating losses by closing or selling troubled facilities in compliance with applicable
state law. It is imperative that the Debtors have a Trustee perform the oversight function that
must be performed in connection with recommendations by the Debtors” new officers regarding
any sale of the Debtors’ assets.

The philosophy of chapter 11 is to give the debtor a “second chance™ at business success,

and under normal circumstances current management should be permitted to identify and correct

12
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its past mistakes. However, if management’s performance has been so deficient as to constitute
gross mismanagement, creditors may reasonably lose all confidence in the ability of management
to direct the reorganization effort. Collier on Bankruptcy, 15" Ed., 11104.02[3}[¢][1].

The Debtors’ failure to respond appropriately to stemming operating losses, and in
particular 10 cure resident care deficiencies, constitutes gross mismanagement. There is no
greater example of mismanagement than the failure to make financial and operational decisions
that provide for the health and welfare of the residents, particularly when, as is the case here, the
problems that are at the root of the risk to residents have existed and indeed have been

aggravated over such a long period of time.

IV.
CONCLUSION
Because, as is set forth above, cause exists in these cases for the appointment of a chapter
11 trustee under 11 U.S.C. § 1104(a)(1), such an appointment is mandatory. The UST therefore
respectfully requests that this Court grant its motion for the appointment of a Chapter 11 trustee
under 11 U.S.C. § 1104,
Dated: /- ¢-C/ OFFICE OF THE U.S. TRUSTEE

By: ﬁm// ( [éftmﬁ-——-’
JRUSSELL CLEMENTSON
Trial Attorney
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DECLARATION OF RUSSELL CLEMENTSON

I, Russell Clementson, do hereby declare as follows:

1. [ am an attorney licensed to practice in the state of California and in the Federal
District Court for the Central District of California. Iam an attorney employed by the Office of
the United States Trustee, United States Department of Justice. I am one of the attorneys
responsible for monitoring the above-captioned bankruptcy case.

2. T have personal knowledge of the facts set forth herein and if called as a witness could
and would competently testify thereto.

3. A true and correct copy of the Certificate of Corporate Resolution Approving Debtors’
Employment Of The Tutera Group, Joseph C. Tutera And Carol Van Horst that was provided to
me by the Debtors’ attorneys is attached hereto as Exhibit A.

4. 1 obtained a copy of the California Attorney General’s March 8, 2006 press release
captioned ‘Attorney General Lockyer Announces Enforcement Action Against State’s Second
Largest Nursing Home Chain’ from the California Attorney General’s website; a true and correct
copy of which is attached hereto as Exhibit B.

I declare under penalty of perjury that the foregoing is true and correct.

Exceuted on April €7, 2007 at Los Angeles, California.

%2/1%/ 4 ,,/ /ﬂzmﬂ’"’
R},ﬁssell Clementson




