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This lawsuit involves clams arising from alleged breaches of an intensely
negotiated stock purchase agreement for the sale of Interim Hedthcare, Inc.
(“Interim”) by defendant, Spherion Corporation (“ Spherion”), to plaintiffs, Catamaran
Acquisition Corp. (“Catamaran”) and Cornerstone Equity Investors, IV L.P.
(“Cornerstone”) (the transaction will be referred to hereinafter as “the Sale”). The
plaintiffs, Interim (as acquired)," Catamaran and Cornerstone, allege that Spherion
breached several representations and warranties in the Agreement by failing
adequately to disclosenumerouspre-Saleliabilitiesof Interimand by misrepresenting
thefinancial condition of Interiminthefinancial statements suppliedto the plaintiffs
during duediligence. Plaintiffs seek damages under the indemnification provisions
of the Agreement and also seek expectancy/benefit-of-the-bargain damages for the
difference between what they paid for Interim and the actual value of Interim at the
time of the Sale.

After athree week bench trial and post-trid submissions by the parties, thisis
the Court’ s findings of fact and conclusion of law. In short, the Court hasfound in

favor of the plaintiffs on Counts | and |1 of their Amended Complaint and awards

'Referencesto “Interim” prior to the Sale shall be to the division of Spherion that provided
healthcare services; references to “Interim” after the sale shall be to the entity acquired by
Catamaran. Where necessary, the Court will indicate parenthetically to which Interim entity it is
referring. The Court’ sreference to “ plaintiffs’ shall beto all plantiffs unlessotherwise indicated.
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damagesto plaintiffsin the anount of $1,070,719.47. The Court hasfound in favor
of Spherion on Counts |11 of the Amended Complaint, Count | of the Court of
Chancery Complaint (previously transferred to this Court), and on plaintiffs' claim
for expectancy damages.

This Opinion, necessarily lengthy given the size of the trial record and the
complexity of the claims, is organized asfollows: Part One describes theparties, the
background facts and the Court’s findings of fact where the parties disagree. Part
Two summarizes the claims and defenses and sets forth the Court’s analyses and
conclusions of law. Findly, Part Three summarizes the Court’s conclusions and
directions for the entry of the appropriate verdict and judgment on the docket.

.

A. TheParties

Prior to September 26, 1997, Spherion (formerly known as Interim Services,
Inc.), aDelawarecorporation, operated two principal divisions,acommercid staffing
division and a healthcare division. The healthcare division initially focused on

providing temporary nurses to hospitals? Eventually, the healthcare segment of

’D.l. 109, at 3-5; D.I. 100, at 11 33-36. (“D.l. __" shall refer to the applicable docket item
in the Superior Court dodket; “PX __ " shall refer to the applicable plaintiffs exhibit; and“DX _”
shall refer to the appli cable defense exhibit. All referencesto the parties’ Pretrid Stipulation, D.I.
100, shall beto the paragraphs of thestipul ated statement of facts contaned therein unlessotherwise
indicated.)



Spherion’s business grew withits entry into the home heal thcare, physical therapy,
and other health-relaed markets.® By the time Spherion sold its healthcare business
in 1997, Interim had become the second largest independent home healthcare
company in the United States.* As of December 27, 1996, Interim “operaed a
network of 391 home care officesin 45 states and 4 Canadian provinces.”®

Of Interim’s 391 home care offices, 285 of them were operated by Interim
franchisees?® Theremaining homecare officeswere owned by Spherion and operated
by Interim directly. The mgjority of Interim’s revenues (approximately 75%) were
derived from reimbursementsfor servicesfrom private payers(individual patientsand
private health insurers). The remaining approximately 25% of Interim’s revenues
were derived from Medicare program rei mbursements.’

Cornerstoneisaprivate equity firm based in New Y ork.? Over itstwenty year

history, Cornerstone has focused its investment activities in four basic areas:

*D.1. 109, at 3-5; D.I. 100, at 11 33-36.
*PX 123, at Sph 012139.

°ld.

®D.I. 100, at 1 37.

DX 29.

®D.l. 114, at 30.



technology, retail, consumer business services and healthcare® Cornerstone’s
investors (approximately 30 in number) are primarily state pension funds and large
corporate pension funds.’® Cornerstone formed Catamaran in 1997 as the vehicle
through whi ch it would acquire Interim.*

B. TheMedicare Cost Reimbursement Program

Asindicated, asignificant percentage of Interim’srevenueswerederived from
Medicare reimbursements. It isnot surprising, then, that this segment of Interim’s
operation was a focal point of the parties’ discussion prior to the Sale. Given the
intenseregulatory environment inwhich the M edicare programoperates, it isalso not
surprising that the M edicareaspectsof Interim’s operations hasbecome afocal point
of the parties’ disputeafter the Sale and akey aspect of thislitigation. The Medicare
program, and Interim’sinteraction with it, both are quite complicated. The Court will
address the background of this aspect of thecase in detail in light of itsimportance
to the plaintiffs’ summital claim for relief.

Medicareisafederally funded programcreated in 1966 by the Social Security

Act, 42 U.S.C. § 1395 (the “Medicare statute”), to provide healthcare coverage for

°Id. at 36.
9d, at 37.

YD.I. 100, at 791.



a designated population, including the elderly and disabled.”> At the time of the
eventsgiving riseto thiscontroversy, the M edicare program was administered by the
Health Care Financing Administration of the Department of Health and Human
Services (“HCFA”).®* The Medicare program is comprised of two parts: “Part A”
providescoveragefor in-patient hospital andpost-hospita care, home health services
and hospice care; “Part B” isavoluntary supplemental health insurance program that
provides coverage for services rendered by physicians and other out-patient
healthcareproviders.** Skilled-intermittent nursing, physical therapyand homehealth
aid services rendered by a home health provider to Medicare program beneficiaries
are recognized by Medicarein Part A as“covered services.” > Other services, such
as regular “private duty” nursing care, are not covered by Medicare.*

Prior to a restructuring of Medi care reimbursement in October, 2000, home

healthcare providerswere reimbursed for covered services on aper-visit, retroactive

1d. at 7 1.

B1d. at 9 2-3. HCFA is now known as the Centers for Medicare and Medicaid Services
(“CMS"). Id. at 1 3.

“Id. at 14. Seealso42 U.S.C. 88 1395¢, 1395;.
®ld. at 19 6-7; DX 87, at 6.

*D.1. 100, at 11 6-7.



cost basis.'” Under thissystem, Medicarereimbursesprovidersonly for theallowable
costs of providing the covered services they render to Medicare beneficiaries.'
Providers are not entitled to make a profit on billingsto Medicare by inflating costs
or by improperly shifting non-Medicare costs to the Medicare program.”® In
determining reimbursable costs, Medicare takes into account both the provider's
direct and indirect costs to provide services to Medicare beneficiaries?® The intent
of the reimbursement schemeisto ensurethat the cost of delivering covered services
to Medicare benefidaries is not born by the provider’'s non-M edicare patients and,
likewise, that the cost of providing servicesto the provider’ snon-Medicare patients
is not born by Medicare beneficiaries.”

Under the retroactive cost reimbursement system, the provider bills the

Medicareprogram asitdeliversservicesto program beneficiaries. Medicare, inturn,

DX 87, at 6. On October 1, 2000, Medicare began to reimburse Part A providers through
a " prospective payment system” which reimburses provider costs “based on a predetermined rate”
rather than a“ retrospective” calculation “based on [previously-filed] cost reports.” FARROW,ETAL.,
HEALTH LAw 8§ 13-10 (West 1995). Seealso D.l. 119, at 35-37.

1¥D.]. 100, at 7 7. See 42 U.S.C. § 1395f(b)(1)(A).
°D.I. 100, a 9 6-7.
2042 J.S.C. § 1395x(v)(1)(A)(i); 42 C.F.R. § 413.9(h).

4D.I. 100, at 8. Seealso42U.S.C. 8§ 1395x(Vv)(1)(A)(defining“ reasonablecost” of services
as the “cost actually incurred” and stating that the cost “shall be determined in accordance with
regul ations establishing the method or methods to be used ....").
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pays the provider either on a “claim-by-claim” basis or on the basis of estimated
lump-sum, bi-weekly paymentsknown as periodic interim payments (“PIP").?? Such
payments are estimates of the costs of delivering services and supplies to program
beneficiaries based on past performance At theend of theprogram year (usually the
provider’s fiscal year), the provider prepares and submits to Medicare a year-end
“cost report” in which it calculaes the costs it incurred to provide services to
Medicare beneficiaries during the fiscal year for which the cost report is being
submitted”® To the extent the actual costs vary from the estimated costs for which
the provider aready received PIPs, an adjustment occurs and the provider either
pays back to Medicare any excess reimbursement or receives from Medicare any
reimbursement to which it is owed.*

TheMedicare statute authorizesHCFA to del egateto insurance companiesand
other private parties the responsibility for processing billings from healthcare

providers and for verifying that such requestsfor reimbursement are consistent with

?DX 87, at 7.

#See42 C.F.R.8413.24(f). The provider also submitsinterim cost reports during the course
of theyearin order toreceiveits PIP. Theyear-end cost reports are reconciled with the interim cost
reports and a determination is made as to whether the provider requested too much or too little
reimbursement during the course of theyear. D.l. 100, at 1 23.

#1d. at 11123-27. Upon review of the cost report, the Fl furnishes to the provider aNotice
of Program Reimbursement (“NPR”) inwhich the Fl gives notice tothe provider of the total amount
of reimbursement due, including any adjustments that have been made (with explanations and
citations to applicable authority). See 42 C.F.R. § 405.1983(a)(1)(b).

7



the Medicare statute and the rules and regulations interpreting the statute. These
entities, known as “Fiscal Intermediaries’ (“FI”), are assigned to the healthcare
providers by HCFA and are the first point of contact for the providers when
interactingwiththeMedicare program. Withrespect to homehealthcare companies,
theFl specificallyischarged withresponsibility for enforcingthe Medicareprinciples
of retroactive costs by, among other measures, scrutinizing requests for PIP and
scrutinizing the year-end cost reports submitted by the providers.®

C. Cost Reports

The process by which a provider seeks reimbursement from Medicare Part A,
at first glance, appears quite simple. First, the provider must identify the costs, both
direct and indirect, assodated with providing reimbursable services to dl of its
patients, both Medicare beneficiaries and non-Medicare beneficiaries alike.”” Once
theprovider hasidentified the costs associated with providing reimbursabl e services,
the provider must then divide that number by the number of covered services

provided during the fiscal year. This process yields a “cost per visit” or “cost per

#42 U.S.C. § 1395h.
*|d.

ZTA “direct cost” would include such items as the salary of the care provider and the cost of
medi cal equipment used inthe provision of care. “Indirect costs’ wouldinclude suchitemsasoffice
overhead and other administrative expensesthat are supportive of, but not directly related to, patient
care. D.I. 100, at 11 16-17.



service.”® That number is then multiplied by the number of services rendered to
Medicare beneficiaries during thefiscal year. Thisnumber yieldsthetotal Medicare
reimbursement for that year.®

The allocation of the provider’ s direct costsisrelatively straightforward. By
way of example, if anurseis providing both reimbursable intermittent nursing care,
and non-reimbursable long-term “private duty” care, the direct cost of her salary
would be allocated to Medicare by determining the extent to which she provided
reimbursable services, and allocating that portion of her salary asadirect cost to be
reimbursed by Medicare.®* Indirect costs in the “chain provider”® context, on the
other hand, present arange of morecomplicatedissues, fromidentifying reimbursable
indirect costs,* to determining in what manner they may be allocated as between

heathcare and non-healthcare businesses, and as between Medicare and non-

BAsindicated, not all medical servicesarereimbursed by Medicare. For instance, Medicare
will not reimburse for home nursing services provided on a sustained, “private duty” basis. For
reimbursement purposes, then, such services must be segregated from the reimbursable intermittent
nursing servicesin order to reach an “average cost per visit.” 1d.

2d. at 1 22.
0See generally Id. at 1 18.
$A “chain provider” isa provider with multiple facilitiesin multiple locations. Id. at 1 16.

#Certain“indirect” costsmay not be submitted to M edicarefor reimbursement. For instance,
Medicare will not reimburse providers for cods associated with “marketing,” defined generally as
activities intended to increase utilization of the provider’s Medicare services. Id. at 1 17-18.

9



Medicareservices.® Itisthisaspect of Interim’ scost reportsthat isprimarily at issue
here.
1. TheRegulation of Cost Reports

The regulation of the home health industry’s participation in Medicare and,
parti cularly, the submission of cost reports, isexecuted through a complex scheme
that begins with the Medicare statute itself. From there, the provider looks to
regulations promulgated by HCFA, a provider manual published by HCFA (the
Provider Reimbursement Manual or “PRM”), regular bulletins from HCFA called
“Transmittals’ that attempt toclarify or update the regulations or thePRM, and more
informal communications or directives from the FI.** Unfortunately, these links of
authority from which the provider may seek guidance do not always make a perfect
chain. In some instances, the links offer vague guidance,® and at other times

contradict one another, leaving the provider to make its best guess as to proper

| nterim’ scost all ocation was made more complex by the nature of its operations. Not only
did Interim operate multiple locations, it also offered a wide spectrum of services, some of which
were reimbursable by Medicare and others of which were not. Moreover, Interim treated both
private-pay patientsaswell as Medicare beneficiaries. Finally, Interim wasadivision of acompany
that offered both healthcare services and non-healthcare temporary staffing services. Thisdynamic
created a particularly complicated regulatory environment in which Spherion was expected to
allocate its costsfor purposes of seeking Medicare reimbursement.

¥D.l. 106, at 207-08; DX 119, at 48-49.

®See e.g. PX 334 at §2150.2A (“Home office costs directly related to those services
performedfor individual providerswhichrelaeto patient care plusan appropriateshareof indirect
costs ... are alowable to the extent they are reasonable.”) (emphasis supplied).

10



procedure.®

With respect to cost reports specifically, the Medicare statute offers little, if
any, direct guidance. It simply directs that the provider shall be entitled to the
payment of the lesser of its reasonable and customary charges, the costsit incurred
to provide the service, or established cost limits** The Medicare staute also
generally prohibits cost reimbursement methodologies that will result in “cross-
subsidization” - - any process that would enable the provider improperly to recoup
fromMedicareits non-Medicare related costs.*® Beyond this, theprovider must turn
to secondary authorities for direction.

HCFA'’s regulations offer slightly more definitive guidance, but are by no
meansstep-by-stepinstructions.* The PRM and, occasionally, HCFA’ s Transmittals

addressin some moredetail the manner in which a provide should allocate costsfor

¥ComparePX 69 (Transmittal 2), PX 70 (Transmittal 3) with DX 263 (Transmittal 4). See
also DX 65 (FI acknowledges*inconsistenciesinwritten and verbal direction fromHCFA.”); D.I.
118, at 68-69, 72 (“We were getting conflicting information fromthe[FI] .. .; “...talking directly
to HCFA [we were] hearing onething, but theninwriting it says another. Sowejust felt it was- -
we were getting conflicting information. So we were sticking with what we felt was right.”).

“See 42 U.S.C. §1395f(b)(1)(A).
®|d,

¥Seeeg., 42 C.F.R. §413.24 (d)(1) (generdly describing the “ step-down method” of cost
alocation).

11



purposes of preparing cost reports and seeking reimbursement.” Andfinally,theFls
themselvesfrequently offer their owninterpretation of theapplicableauthority, which
interpretations may vary fromyear to year and from FI to FI.*

Providers submit their cost reportsto their FI on forms supplied by HCFA.*

The FI reviews the cost reports and notifies the provider if it owes the Medicare

program for overpayments it received during the year or if Medicare owes the

provider because the provider was not paid enough in the PIPs* If the provider

disagrees with the adjustments made by the Fl, the provider may appedl the findings

to HCFA'’ s Provider Reimbursement Review Board (“PRRB™) and, if appropriate, to
an Administrative Law Judge and up the appellate chain from there.**

2. Interim’s Cost Reports

Likeall chain providers, Interim was required to file two typesof cost reports

with HCFA: (1) separate cost reports on behaf of the providers at each branch

location from which it provided services; and (2) asingle cost report on behalf of the

Spherion home office where the operati onsof each branch provider were coordinated.

“See D.I. 100, at 120.

“D.I. 119, at 31-34.

“?pX 739, at 3; DX 87, at 9.

“D.l. 119, at 50-53; D.I. 100, at 11 26-28.
“See generallyDX 87, at 7, 12-14.

12



Withrespect to the home office cost reports, I nterimwasrequiredto allocate corporate
overhead first as between the healthcare business and the non-healthcare business of
Spherion, and then as among its various providers. HCFA requires the provider
equitably to allocate corporate costsbetween healthcare and non-heal thcare businesses
to ensure that the Medicare program does not subsidize the non-healthcare business
by providing reimbursement for non-healthcare cogs.”> Once the home office costs
were allocated properly to the providers, Interim then could report such costs in the
individual provider cost reports and at that level seek reimbursement for all
reimbursabl e costs.*
a. The Three Component A& G Mehodology

Toallocatecostspropely at the provider level, Interim, likeall chainproviders,
had to devise an appropriate methodology to allocate operational costs in a manner
that reflected those costs that were reimbursable and those that were not. The
distinction between rel mbursableand non-reimbursable costsat the home officelevel
was made for the chain providers on Interim’s home office cost report. All home

healthcare providers are required by regulation to undertake this process, known as

*D.l. 100, at 1 19.

“Id. at 1 16. Stated differently, in order to pass operational costs on to Medicare, Interim
would moveitshome office costsdown to each provider. The provider, inturn, would add thehome
office coststo its own costs to reach itstotal reimbursable costs. SeeD.I. 121, at 6.

13



“cost finding,” by employing a“step down cost finding methodology.”*’

In 1991, Interim began to utilize a“step down” cost allocation methodol ogy
referred to as “the three component administrative and general (“three component
A& G") methodology.”*® Under thethree component A& G methodology, Interimfirgt
had to identify its “cost centers,” i.e., organizational units within Interim that were
operated for the benefit of theinstitution asawhole.* Interim then dlocated itscosts
using a three-step process. First, Interim would all ocate the costs of its “servicing
center” (home office) down to “operating centers’ that werelocated off site from the
home office and included Medicare Billing, Medicare Compliance and a Processing
Center (payroll, etc.) at one location, Quality Assurance, Commercial Operational
Support and Franchise Operational Support at another location, and Regional Field
Offices at various locations. The combined servicing center and operational center

costswould then be allocated from the operating centers down to the providers using

“See 42 C.F.R. § 413.24(d). “Under the cost finding process, data from the accounts
ordinarily maintained by a provider is recast in order to ascertain the costs of the type of services
rendered. Thisisdone by allocating direct costs and prorating indirect costs.” DX 117, at 7 (citing
42 C.F.R. 8§413.24(b)(1)).

“D.I. 100, at 1120-21, 44. “A&G” stands for administrative and general costs incurred at
both the home office and provider levels.

“D.I. 100, at § 20. “Cost centers’ would include such “organizational units’ as the
accounting, legal, billing and human resource departments within Spherion. See PX 733.
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the three component A& G methodol ogy.>

In the second step of its cost allocation, Interim identified three “A&G
components’ to which it could allocate its home office costs: (1) reimbursable or
intermittent A& G (A& G rdated to Medicare-type services); (2) non-reimbursable
A&G (A&G related to non-Medicare adtivities); and (3) shared A& G (A& G that
benefitted all cost centers).> “ Shared A& G’ included any A& G generated as aresult
of activities that supported both intermittent and non-intermittent services. Interim
interpreted the guidance from HCFA asdirecting that itallocate A& G toshared A& G
whenever it arose even “dlightly” from both intermittent and non-intermittent
activities® By regulation, the costs of non-revenue producing centers must be
allocated to the cost centers they serve by using an “allocaion statistic” designed

fairly to reflect the extent to which each cost center uses the services rendered by the

*D.1. 110, at 91-108. See also PX 733.
°D.1. 100, at 11 44-46.
*2See PX 689, at 8; D.I. 101, at 26-28.
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cost center being dlocated.

In the final step of the process, Interim “closed out” or apportioned its three
component A& G cost centers on the cost report.>* By regulation, all costs of the non-
revenue producing centers are allocated to the centers that receive their services,
regardless of whether these centers themsdves produce revenues™ And, by
regulation, “[t]he cost of the non-revenue-producing center serving the greatest
number of other centers, while receiving benefit from theleast number of centers, is
apportioned first.”*® Once acenter’s costs are apportioned, the center is*“ closed” and
no further costs are apportioned to it.>” When Interimfirst began to employ the three

component A& G methodology, it allocated (or “sequenced”) its shaed A& G first

342 C.F.R. 8§ 413.24. Prior to adopting the three component A& G methodology, Spherion
utilized an allocation statistic for indirect costs that was the product of the ratio between the direct
costs incurred by the departments providing “Medicare-like services’ and those providing “non-
Medicare-likeservices.” Forexample, if eachdvision generated fifty percent of thetotd direct costs
the provider incurred, fifty percent of the apportioned home office and provider indirect costswould
be allocated to each department. 1n essence, then, all costswere allocated to a“shared bucket” from
which only some of the costs were reimbursable. D.I. 101, & 16-17. Under the three component
A& G methodology, however, the allocated home office costs would be segregated into three
components (or “buckets’), as outlined above, including a 100% reimbursable “bucket.” There
appears to be no dispute that the three component A& G methodology, given Spherion’s particular
circumstances, yielded agreater levd of reimbursement from Medicare than its pri or methodology.

%D.I. 101, at 16-17.

42 C.F.R. § 413.24(d)(1).
|,

5\d,
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using a“net accumulated cost” statistic. Under this methodology, Interim allocated
shared coststo all relevant cost centers, including the other componentized A& G cost
centers.® The 100% reimbursable costs were allocated directly to intermittent
operational costs for which full reimbursement was sought; the 100% non
reimbursabl e costs were all ocated to non-intermittent operational codsfor which no
reimbursement was sought.>

The Medicare regulations require a provider to obtain the approval of the Fl
before implementing a sophisticated allocation methodology (such as the three
component A& G methodology), and Interim believed it had obtained such approval

for its allocation methodology, including the sequencing and the allocation statistic,

¥pPX 733; DX 177, at 4. Thefollowing exampleillustratesthe use of the“net cost” statistic
in the three component A& G methodology: if 50% of the Medicare certified provider’ stotal direct
costs were intermittent (reimbursable) operational costs and 50% were non-intermittent (non-
reimbursable) operational costs, then shared A& G would be split 50/50 between reimbursable and
non-reimbursable operational costs, i.e., 50% of shared A& G would be included in the amount
sought from HCFA for reimbursement. D.l. 101, at 20. The “ne cost” statistic is typically
distinguished from the “total accumulated costs” statistic, which is apercentage of reimbursable
operational costs including 100% reimbursable A& G. 1d. a 21. Asagenera rule, shared A&G
would allocate at a higher rate to reimbursable costs using a “total accumulated costs’ statidic
because Medicare-like services tended to consume more resources (including indirect costs) than
non-Medicarelike services, aphenomenon not adequately captured by acomparison of direct costs
for intermittent and non-intermittent services. Id. at 22. By using a “net cost” statistic, and
allocating shared A&G first, Interim could allocate a portion of the shared A&G to the 100%
reimbursable A& G before allocating it separately to the provider, along with direct costs, for
reimbursement. 1d. at 23-24.

»See PX 733.
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beginning in 1992.° As discussed below, Interim adjusted its sequencing and
allocationstatisticin 1996 after itsFI expressed concernthat I nterim’ ssequencing was
leading to inequi table reimbursement results.
b. The Allocation of Capital Costs

Amongtheindirect costs all ocated from the home office tothe chain providers
are capital costs, e.g., moveable equipment depreciation, building depreciation, etc.
Generally, the allowable capital costs of the chain organization’s home office are
allocated among the chain’ sfadlities, first by allocating all costs directly attributable
to particular facilitiesin the chain to those facilities; then, by allocating costs on a
functional basis where possible; and, finally, by allocating all “pooled” or residual
costs among healthcare facilitiesin the chain on the basis of either relative inpatient
days or tota costs if the chain consists only of healthcare facilities, or among
healthcare facilities and the organization’ s other entities on an approved basis if the

chain contains other than healthcare facilities.®*

0SeeD.I. 101, at 70; D.I. 100, at 147; PX 675. The FI and the provider typically negotiate
the use of a particular methodol ogy of cost all ocation because each chain provider presentsits own
unique corporate or operational structure that must be taken into consderation when devising an
appropriate reimbursement scheme. See DX 87, at 18; DX 264; DX 265; D.I. 110, at 115.

®1See PX 334 - PRM, Part I, at § 2150.3; 42 C.F.R. § 413.53 (a)(3).
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Interim elected to allocate its home office capital costs on a“functional basis’
utilizing the sguare footage of its various facilities as its allocation statistic.®?
Although HCFA did not direct providersto utilize a particular statistic for allocating
capital costs, it did suggest that a functional allocation statistic (such as square
footage) should be utilized only if it was reasonably related to the “ services received
by the entities in the chain.”®® To the extent a functional statistic could not be
identified, the provider was directed to allocate capital costs on the basis of total
costs.*

It appears from the record that for the time relevant to this inquiry (1994-96),
Interim allocated its capital costs as follows: (1) it allocated the costs of the capitd
equipment physically located within each cost center directly to that cost center; (2)
it then reall ocated the costs of the home office M edicare operational cost centers back
up to the home of fice administrative departments; (3) it then allocated the capital costs

of the administrative departments along with the reallocated Medicare operational

®2gpecifically, Interim created a square footage alocation statistic for the following
“operating centers’ : the M edi care operations (mai ntained inaseparatebuilding acrossthe street from
the home office), the Quality Assurance Operations, and the Commercid and Franchise Support
Operations. It did not create a square footage allocation statistic for the Processing Center or the
Regional Field Offices. D.I. 101, at 30-31.

3pX 334, at § 2150.3 C.
#See PX 334, at §2150.3C, D.
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indirect costs back down to some, but not all, of the home office departments; and (5)
finally, it allocated these costs to the provider based on a square footage statistic.®
c. Regional Vice President and Branch Manager Salaries
Among the “field office” costs allocated to the providers were the salaries and
related costs for regional vice presidents (four in number) and regional branch
managers (morethan 100 in number).?® In order properlyto allocate these coststo the
providers so that reimbursement could be sought from Medicare, Interimfirst had to
determinewhether the costs were all owable. Medicare will not pay for costsrelated
to marketing or advertising. It will, however, pay for costs associated with
“apprigfing] [physicians, hospitals, public health agencies, nurse associations, €etc.,]
of the availability of the provider's covered services...”® Interim sought
reimbursement from Medicarefor the costsassod ated withitsregional vice presidents

and branch managers to the extent it determined they were not engaged in non-

®D.l. 101, at 29-42. Interim allocated capital costs from the home office servicing center
down to the five operaing centers identified above based on the percentage the square footage of
each operating center occupied inrelation to the total squarefootage of all five operating centers.
Id. at 31. The net result of its capital cost alocation was that approximately 4% of Medicare 1
servicing center salaries were allocated to the medicare operating center while 40% of the capital
costs were allocated to the same operating center. 1d. at 38. See also Id. at 43-51 & PX 677
(According to Interim’s Fl, 7% of pooled costs allocated to Medicare/reimbursabl e versus 42% of
capital costs.).

®D.I. 119, at 117, 128.
DX 87, at 42-43.
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allowable marketing activities®®

D. Interim’sPre-Sale Discussions With ItsFiscal | ntermediaries

Interim’ s cost allocation methodol ogies changed as the nature and extent of its
M edicare operations changed. Inthe early part of 1991, Interim sought and received
fromitsFl, AetnaLife Insurance Company (“ Aetna’), approval toimplement athree
component A&G methodology.”® Interim utilized the three component A&G
methodology inits costs reports for fiscal years 1992 and 1993.7° Interim’ s1992 cost
reports were fully audited by Aetna and no mgor issues were detected.”

In early 1994, Interim sought to confirm that Aetna continued to gpprove of
Interim’s three component A& G methodology.” Aetna responded: “Y ou requested
aletter authorizing approval of athreecomponent A& Gallocation method. We have
reviewed this allocation method at the agency level and did not have any problemsor

exceptions with it.” "

®D.1. 123, at 56-62.
®DX 264; DX 265.
DX 110.

d.

1d.

*DX 31.
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Inearly 1995, Aetnaexpressed concernsregardingthe manner inwhich Interim
sequenced its three component A& G components. Representatives from Interimmet
with Aetna in March, 1995 to discuss the issue.”* Although it is unclear whether
Aetna's concerns arose from its inability to process the ssquencing methodol ogy
utilized by Interim with Aetna’s then current software system, or from some other
moresubstantive problem, itisclear that concernswere expressed and directionswere
given to Interim at the March, 1995 meeting.” Specifically, Aetna directed Interim
to close out “shared A& G” last. Aetnaalso advised Interim that one A& G could not
be allocated to another A& G.” Aetnareiterated this direction by letter dated June 7,
1995.”

Later in 1995, Aetnaadvised Interim tha the 1994 home office cost report had
been selected for afield audit.”® On November 7, 1995, Interim attended a meeting
with Aetnato addressAetna’ sconcemsprior to the commencement of thefield audit.”

Shortly after this meeting, Aetna provided Interim with a memorandum from HCFA

DX 19; PX 20; D.I. 101, at 72-73; DX 169, Ex. G.
*PX 20.

°1d. at 4.

PX 21.

®PX 47; D.I. 100, at 1 56.

“Id. at 157.
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which confirmed that providers utilizing a three component A& G cost allocation
methodology should close out shared A& G last in the sequence.®

Thefield audit of the 1994 home office cost report ultimately was cancelled by
Aetna because it lacked the resources to conduct the audit.®* Aetna advised Interim
that theaudit probably would not bereschedul ed, but that I nterim should expect afield
audit of its 1995 home office cost report® A desk review of the 1994 home office
cost report resulted in Aetna issuing NPR’'s to Interim reflecting downward
adjustments of reimbursement totaling $821,475% Interim timely appealed the
adjustments to the PRRB shortly thereafter.®*

In August, 1995, in the midst of its discussions with Aena regarding the

sequencing of A& G and other issues, Interim madeaformal request to the Regional

®1d. at 158.
81PX 62.

|d. Curioudy, Interim’s 1995 cost report, utilizing a slightly different methodology with
the same net result, was never formally challenged by the FI. See DX 87, at 37 (Interim sequenced
itsshared A& G last but utilized a“total accumulated cost” statistic).

8D.1. 100, 161. A “fieldaudit” isan intensive audit conducted by the Fl at the provide’s
offices and in the field. D.l. 100, at 1 29. A “desk review’ is a less intensive review of the
provider’s cost report conducted by the Fl at its own office. D.I. 119, at 50-51.

#D.l. 100, at 1 62.
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Administrator of HCFA to remove Aetnaas Interim’s FI.* HCFA rejected Interim’s
request and supported Aetna’s conclusionsregarding theimpropriety of I nterim’scost
finding methodologies.?® Throughout this time frame, Interim continued to receive
advicefromitsoutsidelegal counsel encouraging Interimto stay the course and make
its case for its three component A& G methodol ogy.®

HCFA formally weighed in on the sequencing question when it issued
Transmittal 2onMay 1, 1996.% Transmittal 2 waseffectivefor cost reporting periods
ending on or after September 30, 1996, and expressly stated that providers utilizing
the three component A& G methodology must dlocate shared A&G last in the
sequence.® Interim complied with Transmittal 2 but changed its dlocation statistic
to “total accumulated cost.” By utilizing thisallocation statistic, Interim was able to

maintainthe samelevel of reimbursement it wasreceiving when it allocated its shared

¥pX 41. While Spherion acknowledges that the request to change Fl was made as Interim
was contesting Aetna sposition regarding I nterim’ sthreecomponent A& G methodol ogy, Spherion
contends that the request also was motivated by Aetna’ s lack of experience in deding with chain
providers. D.I. 141, at 12; DX 69 (“Our method of cost reporting appearsto bethe sameas. . . other
chains. By movingto [ another FI] wewould be measured againg what is‘ normd and customary’
with other chains rather than the random stream of consciousness from our current H.”). It seems
likely that both factors moti vated Spherion to seek achangein Fl.

8pX 51.

¥See, 9., DX 9, Attach. A, at 2; DX 215.
#¥pX 69.

#d.
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A&G first.®

Aetnaresponded in uly, 1996 by admonishing Interim for using an improper
alocation statistic and warning that if Interim did not comply with “published
guidelines,” Aetnamay not allow Interim to continue to utilize the three component
A&G methodology.” If Interim's three component A& G methodology was
disallowed, then Aetnawould “collgose” the A& G - - aprocess that would result in
an allocation of operaional costs on the basis of Inteim’s old method, i.e., on the
basis of the relationship between the direct costs of Medicare and non-Medicare
operations.”? The practical effect of acollapse of A&Gistha al A&G isplacedin
the “shared bucket.”®® Interim estimated that acollapse of its A& G would decrease
its Medicare reimbursement for home office costs by $3.4 million per year.*
Throughout thistimeframe, Interim continued itsdirect communicationswith HCFA,

through counsel, in an effort to convince HCFA to revisit the sequencing issue.*

0D.|. 101, at 21-24.
1Py 81.

2See D.I. 106, at 47.
D.I. 101, at 80.
%“See PX 22.

%See e.g. DX 210.
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In January, 1997, HCFA issued Transmittal 3 which mandated that providers
utilize net cost, rather than net accumulated cost, as the alocation statistic when
allocating costs under the three component A& G methodol ogy.*® Transmittal 3 also
provided: “[FI’s should] not make adjustments for alternative A& G fragmentation
methodol ogiesemployed for cost reporting periodsbeginning prior to January 1, 1997,
which may have been allowed for those periods.”®” Interim took some comfort in
Transmittal 3. Eventhough HCFA was now directing providers to utilize a net cost
statistic, it appeared to be offering grandfather grace to providersthat were utilizing
a methodology that had been approved by the Fl prior to January, 1997.%® Interim
believed that its three component A& G methodol ogy fell into this category.*

Finally, on November 1, 1997, in a tacit admission that it had been sending
conflicting messages to providersin Transmittals 2 and 3, HCFA issued Transmittal
4 in which it attempted to offer definitive guidance to providers by reconciling its

conflicting instructions with the applicable regulations.'® In Transmittal 4, HCFA

%®pX 70.
Yd. at 2.
%®DX 117, at 5.
¥DX 31.

10X 87, Ex. 5 (stating that Transmittal 4 was intended to clarify “longstanding HCFA
policy contained in 42 C.F.R. § 413.24 (d)(1)....”). Seealso D.I. 119, at 63-64, 73-74.
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clarified its position on sequencing and specified that shared A& G should be
sequenced first and allocated to the other componentized A& G cost centers, i.e.,
providers should utilize anet accumul ated cost statistic.' HCFA declined, however,
to give Transmittal 4 retroactive goplication; according to HCFA, it applied only to
cost reports filed in 1997 or thereafter.'

In late October 1996, | nterim learned that Aetna would no longer serve as its
FI.'% Interim’s new Fl, Palmetto Government Benefits Administrators (“ PGBA™),
assumed Aetna’ s responsibilities sometime between April and June, 1997.'* PGBA
madeit clear that it intended to maintain asmuch of Aetna’ saudit/reimbursement staff
aspossible, and that it did not intend to implement many changesin “the way things
operate.”*® The change in FI occurred during Interim’s 1996 fiscal year. Interim
knew, therefore, that it would be submitting its 1996 year-end cost reportsto PGBA

for review.

1DX 87, at Ex. 5.
12D ]. 101, at 92-95.
193D.1. 100, at 1 69.
199px 91.

1%1d.
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E. Catamaran AcquiresInterim at Auction
1. TheTimingof the Sale

Spherionfirst considered the possibility of sdling its healthcaredivision in the
Fall of 1995.° Plaintiffs contend that the decision to sdl Interim was motivated by
Interim’s ongoing difficulties with Aetna.’® The preponderance of the evidence,
however, establishesthat Spherion was motivated to sell Interimfor reasons separate
and apart from the reimbursement issues it was discussing with the Fl. Specificaly,
Spherion determined that its expanded healthcare business was no longer readily
compatible with its commercial staffing business and that Interim required more
resources than Spherion was willing to dedicate to it, particularly given the intense
regulatory environment in which it was required to operate.'®

Although Spherionfirst contemplated asale of Interimin 1995, the Salewasnot
consummated until two yearslater. In the meantime, Spherion completed a mgjor

acquisition in connection with its commercial staffing business, and completed a

1%D.]. 109, at 19-20.
97D . 136, at 13-14.

1%gee D.I. 109, at 19-21. See also D.1. 137, Evans Dep., at 51-52 (“the [Spherion] board
[decided] to divest itself of healthcare so it could focus, the company could focus, onwhat we felt
wereits core competencieswhich wasthe commercial staffing business.”). The Court hasfound no
direct evidence to support plaintiffs contention that Spherion decided to sell Interim as away out
of itsregulatory battle with Aetna (and later PGBA).
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second public stock offering in late August of 1996. Spherion decided amonth or two
later to go forward with the Sale of Interim.'®
2. TheFinancial Statements
a. The Audited Historical Financial Statements

After Spherion decided to sell the Interim healthcare division, it began the
processof preparing historical financial statementsto reflect theoperationsof Interim
as a stand-alone business.™® While Spherion did maintain “divisional profit and loss
statements” for Interim, these statements were incomplete in that they did not reflect
certain home office expenses, interest income or allocated overhead, all of which a
potential buyer would expect to see in the mix of information needed properly to
evaluate Interim as a stand-alone company.** Accordingly, Spherion tasked Paul
Haggard, Spherion’s Vice President for Financial Affairs and Controller, with the
responsibility of preparing aset of historical financial staementsfor Interimthat could

be supplied to potential buyers.*?

1%See D.I. 109, at 20-21, 226-27; D.I. 137, Evans Dep., at 54.
19D .|. 116, at 92-94.

d. at 90-91.

12D.1. 109, at 228-29.
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Haggard prepared the historical financial statements by taking “the total
company, Spherion, and divid[ing] it into the two divisions, the commercial division
and the healthcare division, so that the sum of the two divisionsequaled the total. It
was a bifurcation of the company on ahistorical basis.”*** The historical financial
statements were intended to “reflect the results of operations, financial position,
changesin [ Spherion] invesment and cash flows of the businesses[that will comprise
Interim when sold] . . . asif [Interim] were [sic] a separate entity for all periods
presented.”

Once completed, Spherion submitted Interim'’ s historical financid statements
to its outside accountants for a complete audit. Deloitte and Touche (“D&T”) had
been acting as Spherion’s auditor since at least 1994."* During the audit process,
D&T “looked at every account, every balance sheet and profit and loss acocount and
re-analyzed them.”**® It also reviewed Interim’ scost reports, including the 1996 cost
report.**” The D&T audit team consisted of as many as nine people, some of whom

were intimately familiar with | nterim because they would spend upwards of three

Bd,

DX 9, at 7.

115D 1. 137, Gordon Dep. at 26.
11d, at 34.

1d. at 37.
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quarters of the year resident at Spherionreviewing information relevant to theannual
audits and/or meeting with Interim management.*® As part of its audit team, D& T
included an in-house “Medicare specialist” to review the cost reports and cost
reporting methodologies."** Although the audit was complete, given the nature of the
estimates and all ocationsthat were utilized to reflect the newly bifurcated healthcare
business, D& T cautioned theconsumer of thefinancial statementsthat theinformation
contained therein may not provide avalid basis to measure future performance.'*
b. TheProForma Financial Statements

In addition to the historical financial statements, Haggard also prepared pro
forma historical and projected financial statements by taking the historical financial
statementsand adj usting themto account for expensesthat woul dbe created asaresult
of the bifurcation of the company.® The purpose of the pro forma financial

statementswas to provide an edimate of what Interimwould look likegoing forward

18d. at 138-39.
9d, at 39, 43, 136-37.

1205 D.I. 109, at 229-31. Seealso DX 9, at 5 (“Principally due to the use of estimates and
allocations, the financial information included herein may not necessarily reflect the financial
position and results of operations of the Company [Interim] in the future or what the financial
position and results of operation of the Company would have beenhad it been a separate stand-alone
entity during the periods presented. Management doesnot consider it practicable to estimate what
the results of operation would have been had the Company operated as a separate, stand-alone
entity.”).

?1D.1. 109, at 229.
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as a stand-al one company.*? While the historical financial statements were audited
by D&T, the pro forma historical and projected financial statements were not
audited.”” As explained by Spherion’s then Chief Financial Officer, Roy Krause:

Q. And why would they [the pro forma financial statements] not be
audited by Deloitte and Touche?

A. Therewasno attempt to estimate every particular revenue or expense
account that could be adjusted under the new leadership or the new
ownership. We did not know who would buy the company, whether it
was a hospital, a home-health agency, or an individual venture capital
company. So, we disclosed the items that we believed on an expense-
account basisthat they [ potential acquirers| need to understand and, then,
we also disclosed that we didn’t affect revenue or any of the other items,
because it was impossible to determine the impact of operations. We
didn’t know who was going to buy it.

So we could audit the historical because that was abifurcation of
the company and the sum of the parts had to equal thetotal. But to try to
adjust it further was - - we considered to beimpractical, and we disclosed
that it was impractical .***

Indeed, the pro forma financial statements themselves provided the following
disclaimer:

Theproformafinancial statementsshow the adjustmentstothe historical
financial statements to reflect the operating expenses of the company as
iIf itwasastand aloneorganization. This presentation doesnot reflect the
actual performance of the Company as a stand al one organization, since

122|d, at 229-31.
123| d

24d, at 231.
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management may have run the company differently if it was not a

division of [Spherion]. The basis for this presentation is the audited

financial statements inclusive of incrementd operating expenses.

Therefore, sales, revenues and direct costs remain unchanged from the

audited historical statements.'*

c. The Medicare Reserves

Spherion’s financial statements included reserves for Medicare cost report
adjustments.?® Spherion historically maintained reserves for cost report adjustments
in the range of $600,000 per year."*" In 1996, it appeared that Interim would set its
reservesin arange consistent with itspast practice.”® In November, 1996, however,
Haggard directed that reserves be reduced by $300,000.° In December, 1996,
Medicare reserves were reduced by another $250,000.'*° These adjustments (or

“reversals’) and othersleft Medicare reserves as reflected on Interim’s 1996 income

statement at $15,000.13*

125pX 123, at 51.

126550 0.9, PX 740, at 17,

127)q,

128DX 102,

129p% 98; D.I. 137, Haggard Dep., at 156.

120pX 98; D.I. 137, Haggard Dep., at 160.

1$1pY 101; PX 102; DX 39; D.I. 109, at 192-193; D.I. 118, at 10.
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The reserves reflected on the balance sheet - - the cumulative reserves - -
showed a different picture by year-end 1996. As of December 27, 1996, Spherion
carried $707,795 in Medicare reserves on its balance sheet.™** As of the timeof the
Salein 1997, Interim's Medicare reserves were set & $3,088,129.*° The significant
jump in Medicare reserves from year-end 1996 to September 26, 1997 was the
product, inter alia, of Interim’sdetermination at thetimeitfiled its 1996 year-end cost
report that its interim cost reports had understated Medicare costs by approximately
$3,000,000."**

d. TheDescriptive Memorandum

Spherion engaged Alex.Brown to serveasthe investment banker for theSale.**

After consideringvariousoptions, Alex.Brown recommended that Spherionsell Interim

at auction.’* Spherion did not ask Alex.Brown to value Interim; it was content to

1%2DX 39; DX 56. Interim’s balance sheet reflects the cumulative financial condition of all
of the company’ s operations, while the income statement reflects adjustments made on a monthly
basis and, for Spherion, only certain expenses were booked on the Medicare reserve “expense
account.” D.I. 109, at 191-92. Stated differently, ontheincome statement, Interim treated Medicare
reserves as “an expense item that [Interim] hadn’'t paid yet.” Id. The “expense’ item would be
reflected as an increase in thecumulative Medicare reserve carried on the balance sheet. Seee.g.
DX39; DX 56.

13DX 57; DX 122, at 40; D.l. 109, at 202-08.
¥D.l. 118, at 26-27, 32-33.
5D 1. 109, at 22.

3d. at 24.



alow the auction process to set the price.*’

Spherion and Alex.Brown prepared a Descriptive Memorandum in April, 1997
for circulation to prospective bidders!*® Alex.Brown had selected a range of
potential bidders(approximately 20), induding privateequity firms(likeCornerstone),
home health competitors, hospitals and nursing homes.*** In the introduction to the
Descriptive Memorandum, Alex.Brown explained that the purpose of the document
was “to assist [potential bidders] in deciding whether to proceed further in the
investigation of a possible acquisition.”* Alex.Brown made it clear that the
Descriptive Memorandum did “not purport to contain all of the information that a
potential acquirer may desire.” *** Amongtheinformation contained asschedulesto the
Descriptive Memorandum were Interim’s actual historical financial statementsforthe
fiscal years1994-96, asummary of pro forma adjustments, and the pro forma historical

and projected financial statements for the fiscal years 1994-2001.'%

37D I. 116, at 4.

DX 72; D.I. 109, at 25-26.
D1, 1009, at 26.

DX 72, at SPH 012134,

M d,

“21d. at SPH 012136.
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3. Cornerstone’ s Due Diligence

Cornerstone first expressed interest in bidding for Interim in April, 1997.1%
Cornerstone proposed “an aggregate all-cash purchase priceto acquire Interimin the
range of $120-$150 million.”*** The expression of interest was conditioned upon
“further due diligence and the receipt of additional information,” induding “meeting
with management, . . . comprehensive legal due diligence (including regulatory and
environmental due diligence to the degree necessary), a thorough review of the
Company’ s historic, current and projected fi nancial performance, . . . [and] reference

calls with customers and payers.” **°

DX 71.

d. Thepartiesdisputethe meansor methodol ogy by which Cornerstonecalculateditsbid
for Interim. Plaintiffs maintain that Cornerstone employed astraight-forward val uation based upon
afixed multiple of income before interest, taxes, depreciation and amortization (“EBITDA”). PX
613; D.l. 114, at 72-75, 144-47. Spherion will not admit that Cornerstone employed this
methodology and, in any event, Spherion maintains that it certainly was never advised by
Cornerstone of what methodology, if any, it wasutilizing to setitsbidsfor Interim. D.l. 116, at 4-5.
According to Spherion, thiswas apure auction; therewas no floor or ceiling set by theseller. 1t was
up to the marketplace to set the final price for Interim. 1d. To the extent afind resolution of this
disputeis required to resolve any of plaintiffs' claims - - unlikely given the Court’ s other factual
conclusions- - the Court condudesthat both parties’ contentions can be reconciled quite easily with
thefacts. Itislikely that Cornerstone did utilize a multiple of EBITDA to determine what it was
willing to pay for Interim. Itisalso likely that Spherion did not know or even care by wha means
the bidders set their bids, particularly giventhe wide range of potential bidders that might surface
for Interim. D.I. 109, at 231.

31d. (emphasis supplied). It does not appear from the record that Cornerstone ever placed
a“referencecall” to Aetna, HCFA or any ather “payea” affiliated with the Medicare program.
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Cornerstone’s due diligence was extensive and continued over a period of
several months.**® While the due diligence covered a number of issues,**’ the primary
focus was on Interim’s financial performance and its Medicare operations.!*® With
respect to Medicare operations, and particularly reimbursement issues, Cornerstone
involved one of its partners with healthcare experience, Martha Robinson, in the due
diligenceprocess.!* Cornerstone al so engaged outside experts. First, itengaged Ernst
& Young (“E&Y") as a consultant to review Interim's financial staements.™® E&Y
was selected because of its particular expertise in the hedthcare industry.™
Cornerstoneal so engaged Judy Bishop of Bishop Consulting (“ Judy Bishop™) toreview
Interim’'s Medicare reimbursements and cost reporting methodology.*>

Spheriondevel oped a“dataroom” inwhichit maintai ned extensivedocumentary

information regarding Interim's operations*® Included among the information

148D |, 114, at 51; D.I. 120, at 76; PX 136, at SPH032501.
e e.g. DX 71.

148D 1. 117, at 34-38.

199D 1. 114, at 92-93, 112; D.I. 120, at 83-84, 94-95.
130D 1. 120, at 49-50.

B,

192pX 134; D.l. 114, at 111; D.I. 123, at 24-25.

18qee PX 125; D.1. 114, at 92.
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contained in the data room were Interim’s last three finalized cost reports, NPRs for
1994 and 1995 (including adjustments made by the FI with explanations), and related
material correspondence with the FI.*** Spherion provided members of the Interim
management team to “chaperone”’ the Cornerstone representaives while in the daa
room and to answer any questions they might have.*>> Robert Getz, aprincipal of
Cornerstone, explained the process asfollows: the Cornerstone representatives would
“submit a request for a specific document or documents and, then, they would be
brought to [the Cornerstone representatives)] to the extent that they wereavailable.” **°

Cornerstone’ sexpert consultants provided positive feedback on Interim. For its
part, E&Y concluded that “there were very few significant audit adjustments made by
theFlIs[withrespect to Interim’ scost reports].” *** Mr. Getz summarized hisimpression
of the E&Y report as follows:

[O]verall,thereport represented anet positive, because, again, itindicated

that the company was relatively doing things in a conservative fashion,

particularly when it came to Medicare. So while there might have been

specificissuesrai sed herein terms of number of visitsthat seemed alittle
off kilter, overall the percepti on was, based on this two-page summary,

9D, 118, at 42-44. See also D.I. 109, at 33; PX 125 (cost reports, NPRs and
correspondence in the data room).

D I. 114, at 93-94.
0d, at 93.
“'DX 75.
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that we were getting positive feedback from E&Y from their brief
review.'®

Judy Bishop likewise was both “impressed” with the opportunity an Interim
acquisition would present for Cornerstone and satisfied that “there should not be any
major changesrequiredinlnterim’ scurrent cost reporting.” **° Significantly, it appears
that both E&Y and Judy Bishop were aware of Interim’s ongoing discussions with
Aetnaregarding thethreecomponent A & G methodol ogy and Aetna schdlengestothe
1994 cost report.**°

4. CornerstonésFinal Bid

Cornerstone communicated its offer to acquire Interim by letter dated June 24,
1997. Initsletter, Cornerstone stated:

[Cornerstone] has performed extensive business due diligence on

[Interim] during the last 55 days, having met with the management team

on five separate occasions and we are comfortable with the information

that we havelearned. In additionto our own examination, [Cornerstone]

has had the benefit of examination of [Interim] by its attorney and

consultants. At thispoint, we have completed substantially all of our due
diligence and we are prepared to move swiftly to a definitive agreement.

8D, 114, at 137.

DX 76. Seealso DX 75 (the E&Y report also suggested that Interim was agood deal: “In
general, the cost reportsappear conservative, given that the percentage of reimbursed M edicare costs
to total expensesistypically lower than Medicare utilization based on visits. Thisindicates there
may be opportunity to increase reimbursement by refining the cost allocation methodologies
used.”)(emphasis supplied).

10pX 125, at SPH 011901-02.
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[Cornerstone] has been waiting to review Interim’s audited financial

statements, whichwereceived yesterday (previousfinancialsweremarked

“Draft.”) Our accountantsat E& Y can quickly perform confirmatory due

diligence on the audit work papers and year-to-date financial s.***
Cornerstone’ s final bid was $134 million,'®* and the auction gavel fdl at this price.*®

5. The Restated Stock Purchase Agreement

The parties negotiated the terms of adefinitive agreement for thesale of Interim
from June 24, 1997 through September 26, 1997 The first Stock Purchase
Agreement was dated June 29, 1997." Prior to closing, however, Interim discovered
a potentia Medicare fraud and abuse issue at its El Paso, Texas and Hollywood,
Floridabranches.*® The closing was delayed and additional provisionswere added to

the Stock Purchase Agreement to addressthe newly discovered potential liability, and

alsoto “firmup” the provisions of the parties’ agreement relating to fraud and abuse

101pX 136.

162px 136. Theinitial “final bid” was $128 million, but Cornergone increased the bid to
$134 million to secure the right to negotiate exclusively with Spherion. D.l. 100, at 11 86-88.

183D, 109, at 41-42.

164See PX 136; PX 172. Plaintiffs assert that “ Spherion insisted . . . that [the] negotiations
be completed on an expedited basis.” D.l. 136, at 15. See also D.I. 114, at 162-63 (Mr. Getz
suggeststhat negotiationswere hurried). To the extent plaintiffsare attempting to suggest that they
wererushed into the ded, the suggestion isat oddswith Cornerstone’ soffer letter in whichit states:
“we are prepared to move swiftly to a definitive agreement.” PX 136, at SPH 032501.

1%D.1. 100, at 1 90.
1%1d. at 7 92.
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liability.*

The Restated Stock Purchase Agreement By and Among Interim Services, Inc.,
Catamaran Acquisition Corp., and Cornerstone Equity Investors, IV, L.P. (“the
Agreement”) comprises 51 pages.'® As indicated by its title, the parties to the
Agreement are Interim Services, Inc. (now known as Spherion) listed as “ Seller,”
Catamaranlisted as“Buyer,” and Cornerstone.'®® Accordingtoitsterms, Cornerstone
was a party to the Agreement solely for the purpose of allowing Spherion to recover
liquidated damages from Cornerstone in the event of a Buyer's default.*”

As to be expected, the parties exchanged numerous representations and
warrantiesin connection with the transaction. They also provided for indemnification
in the event of breach. The parties negotiated five separate “ Representations and
Warranties of Seller” that address specifically Medicare issues and Medicare-related

liabilities!* And each of these representations and warranties is tied to an

167PX 172, at § 3.16 (added after the El Paso investigation); D.I. 109, at 50-56, 73; D.I. 114,
at 204-05; D.I. 117, at 94-96.

108px 172.

1991d, As will become apparent below, the identity of the parties to the Agreement is
particularlyimportant given Spherion’ sargument that Cornerstonelackscontractua standingtoraise
claims for damages under the Agreement.

d. at § 11.5.
Y1d. at 8§ 3.14-3.18.
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indemnification obligation which, subject to certain limitations, provides the Buyer
withindemnity protectionintheeventitislater requiredto pay “any [d]amagesthat are
caused by or ariseout of . . . any breach by Seller of any of its covenantsor agreements
under [the] Agreement ... ."*"

Inadditionto Medicareissues, plaintiffssought and obtai ned representationsand
warrantiesthat the historical consolidated financid statementsfor Interim supplied to
Cornerstone were prepared in accordance with generally accepted accounting
principles (“GAAP’), and that they “present[ed] fairly in all materid respects the
consolidated financial position and results of operationsof [Interim] . . . as of and for
theperiodsindicated . . . and are consistent with the books and recordsof [Interim] for
such periods.” *® Plaintiffs al so obtaned representati ons and warranties that Spherion
had disclosed all pending and threatened litigation involving Interim,*” and that
Interim did not have any liability (“accrued, absolute, contingent or otherwise”) that
would have a“ material adverse effect” on Interim that was not either disdosed in the

Agreement, or the schedules to the Agreement, or adequately reflected and reserved

17214, at § 10.1 (a).
13, gt § 3.7,
1744, a § 3.20.
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against in the finandal statements'’™

Based on developments that occurred after the Sale, plaintiffs now allege that
Spherion has breached numerous representations and warranties regarding Medicare
operations and liabilities, the accuracy of the financial statements and pending or
threatened litigation and/or liabilities. The specific provisions of the Agreement
implicated by plaintiffs' claims are set forth below.

a. TheMedicare Provisions

Spherion represented and warranted that it had not received “Notice” of any
problems with its cost reports, that it had not intentionally filed cost reports without a
reasonablebasisand that its costreportswerefiled in compliance with applicablelaws.
The specific provisions of the Agreement governing Medicare filings provide, in
pertinent part, as follows:

3.16 Medicare/Medicaid Notices.

(a) Except as set forth in Schedule 3.16(a),*%(i) [Interim] is [not]
appealing any notices of program reimbursement, and no notices have
been issued regarding any disputes related to [Interim] cost reportsfrom

”|d. at § 3.29.

6Schedule 3.16(a) disclosed the appeal of the NPR's issued after the desk review of the
1994 cost report. PX 174, at SPH 030337.
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Governmental Entities'”” responsible for administering the Medicare
program for Seller’ s three (3) most recent fiscal years'”®

(b) Except as set forth on Schedul e 3.16(b), with respect to [Interim], no
member of the Seller Group, current or former empl oyees of any member
of the Seller Group, or entities or individuals (other than Franchisees)
with whom a member of the Sdler Group has contracted to provide
services have intentionally filed afalse clam, or filed a claim without a
reasonable basis therefore, with HCFA, its fiscal intermediaries or any
state agency, or other third-party payer, or violated the so-called
“Medicare Fraud and Abuse” Laws contained in Section 1128 (B) of the
Social Security Act or any similar laws addressing fraud and abuse in
government hedthcare programs.*”

Section 3.17 addresses Spherion’s compliance with applicable “Laws’ in the
filing of its cost reports and provides, in pertinent part:

3.17 Government Filings.

Except asset forthin Schedule 3.17, [all] cost reportsand other filingsare
complete and in compliance in all material respects with applicable
L aws.'®

1" Governmental Entity” is defined in the Agreement to include “instrumentalities of any
country or political subdivision thereof.” PX 172, 8 1.35. The parties do not appear to contest that
HCFA would fall within the definition of “ Governmental Entities.” SeeD.l. 136, at 31; D.I . 141,
at 51-53. They do, however, dispute whether aFl isa*“ Governmental Entity” for purposes of this
provision of the Agreement.

178pX 172, at § 3.16(8)(i).
11d. at § 3.16(b).
1801, at §3.17. “Laws’ isdefined at Section 1.62to mean “any federal, state, local or foreign

law, statute, ordinance, rule, regulation, permit, order, judgment or decree.”
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b. TheFinandal Statements Provision
The Agreement provides with respect to the audited historical financial
statements that they are accurate and have been prepared in accordance with GAAP:

3.7 Financial Statements.

Schedule3.7 setsforth: (i) Theaudited consolidated financial statements
for the fiscal years of [Interim] ended on December 30, 1994, December
29, 1995 and December 27, 1996 and (ii) The unaudited consolidated
balance sheet, income statement, and statement of cash flows, as of and
for the period ended March 28, 1997 (collectively, “the Healthcare
Financial Statements’). The Healthcare Financial Statements have been
prepared in accordance with GAAP applied on a consistent basis
throughout the periods covered thereby and present fairly in all material
respects the consolidated financial position and results of operations of
[Interim] operated by the Seller Group as of and for the periods indicated
(subject, in the case of unaudited statements to normal year-end audit
adjustments, matters that would be disclosed in the notes thereto and to
any other adjustmentsdescribed therein) and are consistent with thebooks
and records of [Interim] for such periods. The Healthcare Financia
Statements have been prepared from the separate records maintained by
[Interim] and may not necessarily be indicative of the conditions that
would have existed or the results of operations if [Interim] had been
operated as an unaffiliated company. Portions of certain income and
expenses represent allocations made from corporate headquarters items
applicable to [Interim] as awhole.'®

811d. at § 3.7. The “Seller Group” is defined at Section 1.85 to mean “sdler, its wholly-
owned subsidiaries other than the transferred entities and, prior to the respective Closings, the
Transferred Entities.” The “Transferred Entities’ include Interim, an affiliate of Interim, and all
subsidiaries of Interim. Id. at 88 1.100, 1.101 and 1.103.
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c. ThePending or Threatened Litigation or Liabilities
Provisions

The Agreement provides that Spherion has disclosed threaened or pending

litigation and all pending or contingent liabilities:

3.20 Litigation

Except as set forth in Schedule 3.20, there is no claim, action, suit,
litigation, proceeding, or arbitration, at Law or in equity (collectively,
“Actions’), pending, or to the Knowledge of the Seller Executives, after
consultation with the Healthcare Executives, threatened against Seller
related to the Healthcare Business, any of the Transferred Entities or
arising from any actions by current or former employees of any member
of the Seller Group directly related to the matters described in Section
3.16(b) regarding Medicare and Medicaid fraud or abusethat would have
aMaterial Adverse Effect, and to the Knowledge of the Seller Executives,
after consultation with the Healthcare Executives, there are no facts
presently existing that would lead to any such Action.'®?

3.29 Undisclosed Liabilities.

The Transferred Entities do not have any liability, whether accrued,
absolute, contingent or otherwise, that would have a Material Adverse
Effect, other than liabilities (a) reflected or reserved against in[Interim’s]
financial statements (or in the notes thereto), (b) disclosed in this
Agreement, including the Schedules, (c) that are fully covered by
enforceable insurance, indemnification, contribution or comparable
arrangements, (d) under this Agreement or any other Transaction
Document or (e) liabilitiesincurred or arising in the ordinary course of
business of the Transferred Entitiessince December 27, 1996.'%

¥]d. at § 3.20.

18 |d. at §3.29. “Material Adverse Change” or “Material Adverse Effedt” isdefined in the
Agreement to mean “any change or effect that, individudly or in aggregate, ismaerially adverseto
thefinancial condition, business or results of operations of [Interim] taken asawhole.” Id. at 8 1.67.
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d. Thelndemnification Provisions
The parties addressed the Seller’s indemnification obligation by including a
general indemnification commitment at Section 10.1 and a more spedfic
indemnification commitment at Section 10.4. The parties also negotiated certain
limitationsto their respectiveindemnification obligationsincluding deductibles, caps,
notice requirements and time limitations. The general Seller’s indemnification
provision provides, in pertinent part:

10.1 Indemnification by Seller

(a) Subject to the terms and limitations of this Section 10, Seller shall
indemnify Buyer Indemnitees against any Damages that are caused by or
ariseout of (i) any breach by Seller of any of its covenants or agreements
under this Agreement or any of the other Transaction Documents (ii) any
Inaccuracy in any representation or breach of any warranty of Seller set
forthin Section 3, except to the extent provided in Section 10.3(c) or, (iii)
any of the Excluded Liabilities.

(b) Therepresentationsand warrantiesof Seller set forth in Section 3 shall
survive the Closing. The representations and warranties set forth in
Section 3.3, 3.4, 3.5, 3.7 and subsequent Sectionsof Section 3 shall expire
and be of no further force and effect eighteen months after the Closing
Date, except . . . (ii) clams tha Buyer has previously asserted against
Seller in writing, setting forth with reasonable specificity the nature of
such claims.'#

Thegeneral indemnification obligation set forthin Section 10.1 is subject to the

[imitations set forth in Section 10.3:

¥d. at § 10.1.
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10.3 Limitations.

(a) Buyer Indemniteesmay not assert any claimfor indemnification under
Section 10.1(a)(ii) or 10.1(a)(iii)(a“Buyer’'sclam”) unlessand until: (i)
such Buyer’s Claim (or a series of rdated Buyer’s Claims) givesrise to
Damages (excluding Litigation Expenses for purposes of this threshold
only) in excess of $10,000 and (ii) the aggregate amount of such Buyer’s
Claims shall exceed $2,000,000 and then only with respect to the excess
of such aggregate Buyer’ s Claims over $2,000,000. Notwithstanding the
foregoing,in noevent shall Seller’ sliability under and withrespect tothis
Agreement, the Other Transaction Documents, the Transactions or any
claimsassociated herewith arisingunder Section 10.1(a)(ii) or 10.1 (8)(iii)
(whether in contract, tort or otherwise, but not including any claim for
willful misconduct or willful fraud) exceed an aggregate amount equal to
$25,000,000. The limitations set forth in this Section 10.3(a) shall not
apply to. . . any Section 3.16 damages. . ., which shall be governed by
Section 10.4 below.'®

The Agreement’ s special indemnification provision provides as follows:

10.4 Special Indemnity.

Thelimitationsand thresholdsset forth in Section 10.3 shall not apply to
the following Special Indemnity matters:

(@) Seller shall indemnify Buyer Group with respect to damages resulting
from (i) the failure to collect all notes receivable from the Therapy
Students,'® to the extent that such failure to collect exceeds the amount
specifically reserved therefore as of the Closing Date on the books and
records of the Healthcare Business, as set forth on Schedule 10.4(a); (ii)
clams by Therapy Students against the Seller Group with respect to
obligations of Seller or the Transferred Entities under those certain

%]d. at § 10.3.

1A s explained in detail below, the reference to “ Therapy Students” isto afailed foreign
exchange program for physical therapy students sponsored by Interim before the Sale that resulted
in substantial 1osses to Interim.
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contract concerning the educaion of the Therapy Students . . .
(collectively, the* Specified Damages’). Seller and Buyer shall each pay
50% of all Specified Damages; provided, however, (1) Buyer shall pay the
first $100,000 of Specified Damages and (1) Seller’'s liaoility for
Specified Damages shall not exceed $2,000,000. Any payments made by
Buyer pursuant to this Section 10.4(a) shall be induded for purposes of
determining the threshold set forth in Section 10.3(a)(ii). Any payments
made by Seller pursuant to this Section 10.4(@) shall be included for
purposes of calculating the $25,000,000 maximum set forth in Section
10.3(a).

(b) Notwithstanding any provision contained herein to the contrary,
Seller shall indemnify Buyer Group with respect to Section3.16 Damages
. .; provided, however, that Buyer shall pay 50% of any such Section
3.16 Damages . . . up to an aggregate maximum of $500,000, and,
provided further that Buyer shall not be liable for Section 3.16 Damages
... inexcess of $250,000. . . . Any payments made by Seller pursuant to
this Section 10.4(b) shall not be included for purposes of calculating the
$25,000,000 maximumset forthin Section 10.3(a) and such $25,000,000
maximum shall not be applicable to any Section 3.16 damages. . . .**

F. Interim’sPre-Sale Liabilities

Shortly after the closing, plaintiffs discovered that Interim was exposed to

potential or actual liabilities that they believed were covered by the Sdller’'s
representations and warranties and the corresponding indemnity obligaions in the
Agreement. Some of theliabilitieswere unanticipated; some, plaintiffsargued, should

have been anticipated and disclosed i n the Agreement; and others were anticipated and

specifically addressed in the Agreement.

¥]d. at § 10.4.
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1. TheMedicare Adjustments

Within months after the Sale, HCFA, through PGBA, initiated an audit of
Interim’s 1996 home office cost report.**® The audit was expanded to include certain
provider cost reports in the summer of 1998, and expanded even further to include
additional provider cost reportsin September, 1998.'%° Thefirst adjustments proposed
by PGBA disallowed all of the expenses of numerous I nterim empl oyeeson the ground
that their job descriptions included non-allowable marketing activities. PGBA then
issued NPRs that proposed to collapse the three A& G components utilized by the
providers. PGBA also proposed to reall ocate home office capital costs on the basis of
“total cost,” asopposed to the “square footage” statistic utilized by Interim.*

PGBA immediatdy beganto withha d paymentsto I nterimin order torecoup the
amountsspecified in the NPRs."* PGBA also expanded the audit to include Interim’s

1997 cost reports and thereafter began to propose adj ustments similar to those madeto

188D 1. 100, at 199. It appearsthat the PGBA audit may have been initiated at the direction
of HCFA as part of a nationwide effort “to conduct comprehensve audits of the cost reports
submitted by a sample number of home health agencies whose cost reporting periods ended on or
after October 1, 1996 through September 30, 1997 (thefederal government’ sfiscal year) .. . toserve
asthe primary data source in devel oping the cost basis for anew prospective pay system for home
health agencies.” DX 87, at 22. SeealsoF.N. 17, infra. HCFA did not provide any advance notice
to the home health industry that it intended to initiate this nationwide audit. Id.

'%D.1. 100, at 1 100-01.
%1 d. at 1 102-06.
¥ d. at 7118.
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the 1996 cost reports.’* If al of the adjustments proposed by PGBA for the 1996 and
1997 cost report yearswere applied to all Interim providers, I nterim would have faced
aMedicare liability of approximately $38-40 million.'*®

Interimimmediatdy tendered thedefense of the clamsto Spherion pursuant to
the Agreement, but Spherion elected, asit was entitled to do under the Agreement, to
allow Interim todefend the claims since Spherion no longer possessed the expertisein
M edicare reimbursement to addressthe adjustmentseffectively .*** Interim engaged its
long-time healthcare attomeys, Pyles, Powers, Sutter and Verville, P.C., as well as
healthcare consultants, Thomas Curtis, CPA, and Eric Yospe, to assist in its audit
defense.'*®

Over the courseof the next two years, Interim, withtheassi stanceof itsattorneys
and consultants, submitted several position papers to PGBA,** had numerous
telephone conferences with PGBA’s auditors, and met directly with HCFA

representatives.” At Interim’'s request, PGBA conducted field audits at Interim’s

1921 gt 9 114.

198D |, 115, at 23.

194500 PX 172, at § 1.97.
1950 |. 100, at 1 109, 110.
19%Gpe e.g. DX 260.

197D 1. 100, at 7 111.
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provider locations in order to review personne files and interview employees to
determine whether certain employees were involved in non-allowable marketing
activities®® Asaresult of these meetings, Interimpersuaded PGBA to reverseseveral
of the proposed adjustmentsrel ating to disallowed salaries and benefits.*® PGBA held
firm, however, with respect to its disallowance of al of the regional vice president’s
salaries and twenty-five percent of the branch manager’'s salaries® PGBA also
refused to reverse its adjustments regarding the three component A& G methodol ogy
for the 1996 and 1997 cost reports or the adjustments relating to the dlocation of
capital costs*

After receiving PGBA' sfinal position, Interim beganto presentits casedirectly
to HCFA.***> Ultimately, HCFA reversed PGBA'’s decision to collapse the three
component A& G for the 1996 and 1997 cost reports®®® HCFA did not, however,
reversetheadjustmentsregarding the sequencing of A& G or the cgpital cost allocation.

Nor did HCFA reverse the adjustments to disallow regional vice president and branch

1%¥d, at 7113
¥1d. at 115.
201d. at 7 116.
21,
221d. at 1117.
23,
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manager salaies.®*

After recelving HCFA's final position, Interim filed multiple appeals to the
PRRB regarding all issuesimplicated by the NPRsissued by PGBA.** Thesettlement
discussionswith HCFA continued, however, and on July 27, 2001, Interim entered into
aglobal settlement agreement with HCFA’ ssuccessor, CM S, pursuant to which Interim
paid CMS an additional $4.2 million (over and above the approximately $1 million
aready withheld by PGBA) in settlement of all outstanding NPR’ s and/or adjustments
to its cost reports for fiscal years 1994 through 1999.%° Spherion consented to the
settlement by letter dated October 9, 2001.%°"

2. The Black and Burns Franchise L oans

Interim maintained a variety of franchise loan programs to provide funding to
franchiseeseither to create or expand their franchises®® Thefranchiseloansgenerally
were secured by the franchisee's accounts receivable and other franchise assets,

including Interim’ s ability, in theevent of adefault, to reassumeterritorial rightsto the

2%d. at 7 116.
*®|d. at 7119.
2°1d. at 1 120-21.
27 d. at 122
2%®|d. at 157.
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market areacontractudly held by thefranchisee?® Theloansalsowerecollateralized
in most instances by apersonal guarantee of the franchise owner.*° Interim monitored
theloans and required franchisees periodically toprovidetheir financial staements so
that Interim could compare the loan to the franchisee's financial performance.®!
Interim also monitored the value of collateral that it received from franchisees™* At
thetime of the Sale, Interim’ sfinancial statements reflected |oansreceivable due from
franchiseesof approximately $14,750,000.% Theseloanswere transf erred by Spherion
to Interim (as acquired) as part of the Sale?**

Amongtheloansin Interim’ sfranchiseloan portfoliowereloansto thefranchise
owned by Mary Black (the“Black franchise”) and loansto the franchise owned by Jean
and David Burns(the“Burnsfranchise”). TheBlack franchiseenteredinto arevolving
loan agreement with Interim in July, 1995 for atotal loan amount of $120,000.>** By

August 31, 1997, however, the Black franchise owed Interim $281,650 onitsloan. It

2|d. at 1 158.

49D, 137, Livonius Dep., at 125.

21D 1. 100, at 1 159.

22|d. at 1 160.

23, at 9 161.

249px 174, at Sch. 1.38.

25pX 34; PX 35; PX 36; PX 37; PX 38. SeealsoD.l. 100, at 1 163.
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paid Interim $90,850 on theloan in 1997. Throughout 1997, theattorney for the Black
franchiseadvised Spherionthat the Black franchisewashaving financial difficulties.?*®
After the Sale, when the Black franchise continued to default on its loan payments,
Interim sued Mary Black and the Black franchise seeking to recover the principal
amount of the loan and all accrued interest.?*” Ultimately, Interim obtained a default
judgment for the total uncollectible debt for the Black franchise in the amount of
$268,400.%® The Black franchisefiled for bankruptcy protection shortly thereafter.?*

The Burns franchise had an outstanding loan balance of $230,000 as of
December 27, 1996.”° This amount was the product of two loans extended to the
Burnsfranchise, thefirst in October, 1994, and the second inOctober, 1996.* InJduly,
1997, Spherion negotiated a payment plan with the Burns franchise for overdue

accountsreceivable.?” This agreement was renegotiated in September, 1997 after the

21°1d. at 9 164-67.

2171d. at 1 168.

2%d. at 169-71.

291d. at 7 170.

20d, at 1173.

21pX 84; D.1.100, at 11 173-74.
222PX 152.
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outstanding accounts receivable still had not been pad in full.?® The renegotiated
agreement was prompted by the Burns franchiseadvising Spherion thatit “was having
difficulty with a cash flow shortage.”** On September 22, 1997, the Burnsfranchise
provided further informationregardingitsfinancial situation and advised Spherionthat
it was losing $40,000 each month.*

After the Sale, Interimcommenced col | ection actionsto recover the outstanding
Burnsfranchiseloan balance.”® In response, theBurnsfranchise declared bankruptcy
in February, 1998.%" At the time of the bankruptcy, the Burnsfranchise owed Interim
$230,000.% Interim then pursued Jean and David Burns personally on their financial
guarantees and ultimately settled that claim with Spherion’s consent.”® Interim
incurred $28,788.47 in legal expenses and costsinits effort to collect the outstanding

Burns franchise loan balances.*°

223pYX 166.

224px 731.

225pX 171; D.l. 100, at f175.
29d. at 1 176.

2. at 1177.

22%)d. at 7 178.

229pX 719; PX 721.

Z9D.1. 100, at 7 176.
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3. The Huff Litigation

In June, 1996, Interim was sued by the parents of Joseph Huff, aninfant treated
by a nurse employed by an Interimfranchise in Portsmith, Ohio, who alleged tha the
nurse' s medical negligence caused significant brain damage to their infant son (*Huff
1").2" The defendantsin Huff | were, inter alia, Interim and Interim Home Solutions
(“IHS), an Illinois general partnership in which Interim was a genera partner.??
Spherion’ sinsurance carrier assumed the defense of the case.*?

Inlate 1996, prior to the Sale, the partiesin Huff | began settlement negotiations
that culminated in the settlement and voluntary dismissal of Huff | in 1998.2* A full
and final release was not executed until Jung, 2000.2° In exchange for the payment
of $50,000 by Spherion’s insurance carier, Mr. and Mrs. Huff released Interim, its
franchisee, Appalachian Healthcare, Inc., and their agents and employees (including

the nurse who rendered the care to Joseph Huff).”* They did not, however, release

21 d, at 11122, 136-37.

22pX 77; D.I. 100, at 1 138.
23 d. at 1 139.

24DX 297; D.I. 100, at 7 141.
25DX 295; D.I. 100, at 7141.
256D 295,
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claims against IHS.#*’

Inthemidst of thediscussionsregardingtherel easelanguagein connection with
the settlement of Huff |, Mr. and Mrs. Huff initiated a second lawsuit in federal court
against severa defendants, including IHS (“Huff 11").%® In Huff I1, plaintiffs alleged
that pharmacists were negligent in their preparation of intravenous medication for
Joseph Huff, thereby causing the neurological deficits that were at issue in Huff 1.2*°
Plaintiffs alleged that IHS was jointly and severdly liable with the other named
defendants for Joseph Huff’s brain injury and claimed more than $15 million in
compensatory damages and $25 million in punitive damages?®® IHS forwarded the
complaint in Huff 11 to Spherion which, in turn, referred the matter to its insurance
carrier to defend.®* The carrier, AlG, denied coverage.*

As indicated, Interim, along with Home Solutions Systems, Corporation

(“HSSC"), were the general partners of IHS.>*® The primary defendant in Huff 1| was

#7D 1. 100, at 11 141-44.
28px 219.

2.

#9d.; D.I. 100, at 1 145.
21D . 100, at 1 147.
22pX 276.

3D .[. 100, at 1 138.
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Home Sol utions Equity Corporation (“HSEC”"), an dfiliate of HSSC.?** According to
a management agreement between IHS and HSSC, liability insurance related to the
preparationof intravenous sol utionswasto be procured by HSSC.** Shortly after Huff
Il was commenced, however, Spherion learned that HSSC had not obtaned such
coverage.®*®

By letter dated July 21, 2000, Interim requested that Spherion pursue insurance
coveragefor Huff 11.>*” Spherion declined on the grounds that no “ Interim entity” was
a party to the litigation, and that Spherion was not obligated to provide insurance
coveragefor IHS.**® Spherion allowed that I nterim could undertake an action against
AIG for coverage “at [its] own risk and expense.”**® Interim did just that and, after
incurring $91,180.26 inlegal fees, Interim successfully prevailed upon Al G to provide

coverage for Huff 11.>° As part of the settlement with AlG, Interim was reimbursed

241d. at 1143; PX 219.

#°D.1. 109, at 92-93.

246|d.

#7D.1. 115, at 80; DX 99.

#8DX 99.

249|d.

20D [. 100, at 11 150-51; D.I. 115, at 79-81.
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some of its legal fees, but $41,180.26 remained unreimbursed.®* AIG ultimately
funded the settlement of Huff I1.2%2

Spherion did not disclose Huff | to the plaintiffs prior to the Sale because it
believed that the lawsuit represented an “Excluded Liability” under the Agreement (it
was a claim against Interim for which it maintained liability insurance).”® When
Interim made a demand for indemnification under the Agreement for the expenses
related to securing coveragein Huff 11, Spherion regjected that claim on the ground that
Huff Il was post-closing litigation that did not involve a“ Transferred Entity” under the
Agreement against which an indemnification claim could be made.***

4. TheWilliamsLitigation

Nancy Williams owned an Interim franchise in aterritory immediately adjacent
to an Interim company-owned branch office.”® Spherion’s Chief Operating Officer,
Robert Livonius, testified that Ms. Williams threatened to sue Spherion “many times’

prior to the Salefor alleged “territorial infringement.” >*° It isundisputed that Soherion

1D |, 115, at 78-80; PX 330.

22D |, 115, at 78; D.l. 100, at  151.

23D 1. 109, at 90-91; PX 172, at § 1.30.

24D 1. 109, at 91-93; PX 172, at § 1.101.

2D.1. 100, at 1152,

#*D.I. 137, Livonius Dep., at 115. See also PX 142; PX 144,
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never disclosed thesethreatsto plaintiffs. After the Sale, Interim terminatedWilliams
franchisefor failureto payroyalties®’ Williams' franchisethen suedInterim claiming,
inter alia, that Interim had interfered with the franchise’s prospective economic
advantage by engaging in territorial infringement.®®

Interim prevailed on severa of the claims raised by the Williams franchise on
summary judgment.?® The summary judgment was upheld on appeal **° Interim then
settled the remaining daims with Ms. Williams for $100,000.%* The parties have
stipulated that the fees and costs incurred by Interim (as reguired) to defend the
Williams litigation were $290,717.25.%

5. The Therapy Student Claims

Prior to the Sale, Spherion disclosed to plaintiffs that Interim faced potential

liability arising from afailed foreign exchange program it had sponsored on behalf of

Americanstudentswho wished to study physical therapy abroad (the“ Therapy Student

#7D.1. 100, at 1 153; PX 220; D.I. 115, at 74.
28pX 223; D.l. 115, at 74-75, 76.

29X 690.

20px 691; D.I. 115, at 76.

21pxX 312; D.I. 115, at 77.

262px 335.
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program”).?®® Interim had recruited these students to participae in ajoint programit
formedwith several physical therapy schoolsinthe Netherlandsand had agreed to fund
aportion of the tuition in exchange for the student’ s commitment to work a minimum
of two years for Interim after graduation.”® The Therapy Student program ended
abruptly when the students learned that the schools in the Netherlands were not
properly accredited making it difficult, if not impossible, for the Therapy Studentsto
be licensed in most American jurisdictions.® Many of the Therapy Studentsasserted
clams against Interimalleging that I nterim had misled them about the accreditation of
the Netherlandsschool sand had breached express contractual provisionsregarding the
Therapy Student program.®®

Inadditiontotuitionassistance, | nterim also provided low interest loansto many
of the Therapy Students to cover incidental expenses while they participated in the
program. When the students realized that the program was a failure, many of them

defaulted ontheloans.®®” Consequently, in addition tofacing potential damagesfor the

%310 1994, Interim acquired certain assets known as Therapy Staff Services (“TSS’). PX
735; D.1. 115, at 38, 40. Among the assets purchased wasthe Therapy Student program initiated by
TSSto train American physical therapy students abroad. |d. at 39-40.

264D.1. 100, at 111 123-124; PX 704; PX 705.
%D .|. 100, at 1 125.

2°1d. at 11 126-128.

%71d. at 1 129.
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legal claims brought by the Therapy Students, Interimalso received several requests
for forgiveness of the Therapy Student loans”®®

Interim had begun the process of settling certain Therapy Student claims prior
to the Sale. It also had agreed to forgive certain Therapy Student loan obligationsin
exchangefor arelease of claims.*® Becauseit wasdear that Interimwould not resolve
all of these claims prior to the closing, the parties agreed specifically to address the
claimsinthe Agreement at §10.4.?° At thetime of closing, Spherion carried reserves
of $578,463 to address Therapy Student loans. In addition, Spherion disclosed two
separate Therapy Student lawsuits (one of which wasa multi-plaintiff lawsuit) onthe
Schedules to the Agreement *"*

After the Closing, Interim provided notice to Spherion regarding additional
Therapy Student claimsand demandedindemnification under the Agreement. Spherion
rejected many of these claims on the grounds that certain of the claimants were not
“Therapy Students” as defined in the Agreement, Interim had not provided adequate

notice of the claims, or the claims were otherwise barred by the limitations set forth in

%%%|d. at 1 130.

29 at 7 131.

2d, at 1132; PX 172, at § 10.4.

211D.1. 100, at 11 133-34; PX 174, at Sch. 3.20.
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the Agreement.?”
1.

A. Preliminary Findings of Fact and Conclusions of Law

Before the Court addresses specificdly each of the plaintiffs’ clams, it is
appropriatefirsttoidentify certainlegal principalsand predicatefactual determinations
that will guide the Court’ s analysis throughout the balance of this opinion. They will
bestatedin general teemshereand reiterated, when necessary, inthe Court’ sdiscussion
of the specific clams.

1. The Burden of Proof

The Court begins with the fundamental observation that plaintiffs bear the
burden of proving their claims by a preponderance of the evidence. Inthisregard, the
Court must be mindful that if the evidence presented by the parties during trial is
inconsistent, and the opposing weight of the evidence is evenly balanced, then “the
party seeking to present a preponderance of the evidence has failed to meet its
burden.”*” When balancing the evidence, the Court has applied “the customary

Delaware standard to the trial tesimony:”

2D . 115, at 55-58.

#Eskridge v. Voshell, 593 A.2d 589 (Del. 1991)(ORDER), citing Guthridge v. Pen-Mod,
Inc., 239 A.2d 709, 713 (Dél. 1967).
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| must judgethe believability of each withessand determinetheweight to
be given to all trial testimony. | considered each witness's means of
knowledge; strength of memory and opportunity for observation; the
reasonableness or unreasonableness of the testimony; the motives
actuating the witness; the fact, if it was a fact, the testimony was
contradicted; any bias, prejudiceor interest, manner or demeanor uponthe
witness stand; and all other facts and circumstances shown by the
evidence which affect the believability of the testimony. After finding
sometestimony conflicting by reason of inconsistencies, | havereconciled
the testimony, as reasonably as possible, so as to make one harmonious
story of it al. To the extent | could not do this, | gave credit to that
portion of testimony which, in my judgment, was most worthy of credit
and disregarded any portion of the testimony which, in my judgment, was
unworthy of credit.*”

2. TheParol Evidence Rule
The Court next takes this opportunity to restate a legal conclusion it reached
prior to trial and reaffirmed during thetrial: the Agreement at issuehereis clear and
unambiguous; the Court will not consider parol evidence when construing it.?” Inthis
regard, the Court notes that, at various times in this litigation, the parties have
concurred withthe Court’ scharacterization of the Agreement as“ unambiguous.” *"° At

other times during the litigation, however, when it suited them, the paties have

#“Dionisi v. DeCampli, 1995 Del. Ch. LEXIS 88, at *2-3.

#*See Interim Healthcare, Inc. v. Spherion, Corp., C.A. No. 00C-09-180, Slights, J. (Del.
Super. Nov. 21, 2003)(Mem. Op. at 20-21); D.I. 101, at 2-7.

%See eg. D.I. 75, at 24 (Plaintiffs Opening Brief in Support of Their Motion for Partial
Summary Judgment: “ the proper construction of an unambiguous contract is‘purel y a question of
law’ and may be resolved on summary judgment.”); D.1. 85, at 28 (Spherion’s Opening Brief in
Support of Its Motion for Partial Summary Judgment: “notwithstanding the clear language of the
parties Agreement ....”).
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suggested that the Agreement was ambiguous and that parol evidence was needed to
interpret it.>”” Sufficeit to say, acontract is either ambiguous or it is not ambiguous.
The proper interpretaion of a contract does not depend upon the parties' perceived
need to present parol evidence when the contract, as written, does not support their
position.

The parol evidencerule providesthat “[w]hen two parties have made a contract
and have expressed itin awriting to which they have both assented asto the complete
and accurateintegration of that contract, evidence. . . of antecedent understandingsand
negotiations will not be admitted for the purpose of varying or contradicting the
writing.”?”® To ensure compliance with the parol evidence rule, the Court first must
determinewhether the terms of the contract it has been asked to construe clearly date
the parties’ agreement.?”® Inthisregard, theCourt must be mindful that the contract is

not rendered ambiguous simply because the parties disagree as to the meaning of its

“"See eg. D.I. 120, at 13 (plaintiffs counsel argues that portions of the Agreement are
ambiguous and acknowledgesthat plaintiffs have changed their position on this issue); D.I. 109, at
51-52 (defense counsel asks witnessto interpret the Agreement).

2826 CorBIN ON CONTRACTS § 573 (1960).

“®Comriev. EnterasysNetworks, Inc., 837 A.2d 1, 13 (Dd. Ch. 2003)(citing In Re. Explorer
Pipeline Co., 781 A.2d 705, 713 (Del. Ch. 2001)).
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terms?® “Rather, acontract isambiguous only when the provisionsin controversy are
reasonably or fairly susceptible of different interpretations or may have two or more
different meanings.” %! Upon concluding that the contract clearly and unambiguously
reflectsthe parties’ intent, the Court’s interpretation of the contract must be confined
to the document’s “four corners.”®* The Court will interpret the contract’s terms
according to the meaning that would be ascribed to them by areasonablethird party.®
Having concluded that the Agreement is clear and unambiguous, the Court will

not consider extrinsic evidence to construe it.
3. ThereisNo Evidence of Fraud or Intentional Misrepresentation
The Court feels obliged at this point to state its view of what this case is not
about. Throughout the pretrial proceedings, a times duringthetrial, and again in the
post-trial briefing, plaintiffs repeatedly have attempted to characterize Spherion’s
alleged wrongful conduct aseither intentional or fraudulent. Here again, plaintiffs

position hasevolved asthislitigation hasprogressed. When plaintiffssoughtto amend

their complaint to include the equitable claims of reformation and rescission, they

#0See Rhone-Poulenc Basic Chem. Co. v. American Motoristsins. Co., 616 A.2d 1192, 1196
(Del. 1992)(“A contract is not rendered ambiguous simply because the parties donot agree upon its
proper construction.”).

2 d, (citation omitted).
82Gpe O’ Brien v. Progressive Nothern, Ins. Co., 785 A.2d 281, 288-89 (Del. 2001).
*3Comrie, 837 A.2d at 13 (citations omitted).
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claimed they were without alegal remedy because thefacts did not support aclaimfor
fraud.?® Plaintiffs now apparently perceve some advantage to characterizing
Spherion’s conduct as intentional and/or fraudulent. They have suggested that
Spherion intentionally withheld information from Cornerstone during due diligence,
intentionally misled HCFA in the cost reports submitted on behalf of Interim, and
Intentionally misled Spherion’ sown auditor during the preparation of Interim’ saudited
financial statements. They also suggest that Spherion executives intentionally
destroyed damaging financial information “in a show of corporate arrogance which
recent events have shown to be all too common.” #*

Notwithstanding their hyperbolic declarations, the fact remains that plaintiffs
have not pled fraud or intentional misconduct and, instead, have maintained in this
litigation when it suited them that they were awareof no facts upon which such aclaim
could be based.”® Their strategy apparently changed asthe case moved closer to trial.

Neverthel ess, despite apparent best efforts, plantiffsfailed to present any factsat trial

#SeeD.I. 13,at 15-16; D.l1. 14, at 3, n.5. Indeed, plaintiffswithdrew their fraud claiminthis
Court as a predicate to their argument that the entire case should be transferred to the Court of
Chancery. Accord E.I. duPont De Nemours & Co. v. HEM Research, Inc., 1989 Dd. Ch. LEXIS
132, at * 14 n.12 (“It should be noted that in cases involving a prayer for rescission based upon a
claim of innocent misrepresentation, the equity court has exclusive jurisdiction.”).

D.l. 136, at 2.

%Spe Interim Healthcare Inc. v. Soherion, 2003 Del. Ch. LEXIS 130, at * 30-31(discussing
the procedural history of the case as it relates to plaintiffs position regarding Spherion’s aleged
fraud and explaining why the Court would not consider the claim).
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that would support aclaimfor fraud or intentional misconduct. Consequently, the Court
will not consider a claim of fraud, nor will it consider plaintiffs' breach of warranty
clams (or any other claim) in the context of, or against the backdrop of, fraud. The
evidence simply does not support the fraud-related “conspiracy theories’ peppered
throughout plaintiffs' trial presentation and post-trial arguments. Thisis abreach of
warranty case and nothing more or less than that.
4. The Elements of a Breach of Contract Claim

Under Delaware law, the elements of a breach of contract clam are: (1) a
contractual obligation; (2) a breach of that obligation; and (3) resulting damages®’
“Relianceis not an element of [a] claim for indemnification [aising from a breach of
contract].” ®® Having concluded that thisis abreach of warranty case, the Court will
consider the evidence of record to determine whether the plantiffs have me their
burden of proof on each of the foregoing elements. The Court will not, however,
require the plaintiffs to prove that they were justified in relying upon Spherion’s
representations and warranties as set forth in the Agreement. No such reasonable
reliance is required to make aprima facie claim for breach. It follows, then, that the

extent or quality of plantiffs' due diligence is not relevant to the determination of

#’H-M Wexford, LLC v. Encorp, Inc., 832 A.2d 129, 144 (Del. Ch. 2003).

?88G| oucester Holding Corp. v. U.S Tape & Sticky Products, LLC, 832 A.2d 116, 127 (Del.
Ch. 2003).
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whether Spherion breacheditsrepresentationsand warrantiesinthe Agreement. Tothe
extent Spherion warranted afact or circumstanceto betruein theAgreement, plaintiffs
were entitled to rely upon the accuracy of the representation irregardless of what their
duediligence may have or should haverevealed. Inthisregard, Spherion accepted the
risk of loss to the full extent of its indemnification commitments in the event its
covenants were breached.
5. Catamaran Has Standing to Allege a Breach of the Agreement

Spherion contendsthat Cornerstone may not seek damages because Cornerstone
IS a party to the Agreement only for the purpose of allowing Spherion to recover
liquidated damages againg Cornerstoneif theBuyer breaches certain provisions of the
Agreement.”® Spherion pointsto thefact that Catamaranistheonly “ Buyer” identified
in the Agreement.®® And, Spherion continues, the Seller's warranties set forth in
Section 3 of the Agreement are given only to the “Buyer.”*' Thus, concludes
Spherion, “Cornerstone cannot independently recover for any breach based on

representations and warranties in a contract to which it is not a party.”**

29pxX 172, at § 11.5.
*0|d. at 8§ 1.6.
#1D |, 141, at 94.
22d,
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The plaintiffs acknowledge that they are not seeking to recover breach damages
on behalf of Cornerstone.?® Their references to “Cornerstone” in the briefing were
intended to include both Cornerstone and Catamaran collectively, as explained at the
outset of their Opening Brief.?** Catamaran, as a named party to this lawsuit and a
party to the Agreement to whom representations and warranties were made, has
standing to plead a breach of warranty claim and any other claims that may properly
arise from abreach of the Agreement, including expectancy or benefit-of-the-bargain
damages, if appropriate.

6. The Contractual Allocation of Risk and Expectancy Damages

Plaintiffs’ showcase claimisthat they were denied the benefit of their bargain
with Spherion: they purchased a company that Spherion represented was worth
approximately $134 million when, in fact, it was worth only $90 million.”* Based on
these facts, plaintiffs seek to invoke what is perhaps the most basic tenet of contract

law: a party that breaches a contract must place the non-breaching party back to the

23D 1. 145, at 27.
24D.l. 136, at 1.

2P aintiffs presented amore“ conservative” claim for expectancy damages at trial based on
an analysis of Interim’ spro forma financial statements with adustments to account for proper cogt
reporting methodologies. See D.I. 121, at 55-60; PX 739. According to this damages modd,
plaintiffs were denied the benefit-of-their-bargain in the amount of $25,485,600. SeeD.I. 136, at
79.
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position he would have enjoyed had there been no breach.?® Thus, according to the
plaintiffs, Spherion must fulfill the plaintiffs expectancy by making up the
approximately $26 million shortfall. While the plaintiffs expectancy argument has
curb appeal, it does not withstand closer inspection.

The Court first considers whether the plantiffs expectancy damages claim is
legally viable in the context of this highly negotiated contract between two
sophisticated parties. Clearly, the Agreement does not expressly contemplate
expectancy damages; they are nowhere mentioned or even insinuated in the contract.
The soleremedy for breach identifiedin the Agreement isindemnification, both for the
Seller (in the event of a Buyer’s breach) and the Buyer (in the event of a Seller’s
breach). The indemnification provisions are quite spedfic in both their scope and
application. According to Spherion, they provide the parties with their exclusive
remedy in the event of a breach of the Agreement. The Court disagrees.

“ Although the parties may, in their contract, specify aremedy for abreach, that
specification does not exclude other legally recognized remedies. An agreement to

limit remedies must be clearly expressed in the contract.”?” Here, athough the

26 Duncan v. Theratx, Inc., 775 A.2d 1019, 1022 (Del. 2001).

2717A AM. JUR. 2d Contracts§ 709 (2004). SeealsoOliver B. Cannon & Sons, Inc. v. Dorr-
Oliver, Inc., 336 A.2d 211, 214 (Del. 1975)(“[ T]he contractual remedy cannot be read as exclusive
of all other remedies since it lacks the requisite expression of exclusivity.”) (citations omitted).

72



Agreement does not specifically provide for expectancy damages, it also does not
specifically exclude them. Accordingly, if other remedies (including expectancy
damages) arefactually viable, then they are legally viable as well %

Turning, then, to the factud bona fides of expectancy damages in this case, as
afact finder, the Court must admit to some knee-jerk reluctanceto embrace theclaim
given the generous pre-Sale due diligence afforded to the plantiffs and the purity of
the auction process leading up to the Sale. The Court’ sfirst impression has only been
reinforced by further consideration of the claim.

At its essence, plantiffs claim appearsto rest on the circular proposition that
Interim was worth $134 million because that is what the plaintiffs paid for it. While
that logic may goply to a commodity the total value of which can be realized
immediately through use or sale —abarrel of oil, for example— it does not hold true
inthe sale of agoing concern. Inafree market economy, all businesses operate under
the constant risk of declining profits caused by an infinite panoply of market factors.
The emergence of a superior competing product, an adverse regulatory ruling, and the

unexpected insolvency of amajor customer are but afew examples. Market risksalso

#8Thisdoes not necessarily hold true for the equitable remediesplaintiffs have sought in the
companion Court of Chancery litigation. See Elysian Fed. Savings Bank v. Sullivan, 1990 Del. Ch.
LEXIS 30 (holding that plaintiffs must elect between breach damages and rescission).
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work in the opposite direction; theinsolvency of, or aregulatory ruling against amajor
competitor, for example, may provide windfall profits. The presence of these market
factors - - more prevaent in some industries (like healthcare) than others - - must be
taken into consideration when attempting to measure afirm's value. Eventhen, the
process is by no means an “exact sci ence.” **°

In this case, the occurrence of a foreseeable risk factor, an adverse regulatory
ruling, soon after the plaintiffs acquired Interim does not necessarily mean that the
plaintiffs received less than what they paid for. If Spherion could have in some way
entirely eliminated therisk of an adverse audit, the parties Agreement would reflect
this protection and the price for Interim most certainly would have been higher. The
representationsand warrantiesinthe Agreement, however, reflect that the partieswere
fully aware that aMedicare audit could occur and that Spherion would bear therisk of

that lossonly in certain circumstances, e.g., if Spherion failedto fileits cost reportsin

#9Gee Cooper v. Pabst Brewing Co., 1993 Del. Ch. LEXIS9, a *23 (“Ordinarily, thevaue
of any commaodity in acompetitive market iswhat awilling buyer would pay awilling seller for that
commodity....” ); Northern Trust Co.v. C.I.R., 87 T.C. 349, 380 (1986 )(“[A] sound val uaion will
be based upon all therelevant facts, but the elements of common sense, informed judgments and
reasonableness must enter into the process of weighing those factsand determiningtheir aggregate
significance. Indeed, we have repeatedly recognized that stock valuation isnot an exact science, but
rather isinherently imprecise and capabl e of resolution only by a Solomon-like pronouncement.”);
Messingv. Commissioner, 48 T.C. 502, 512 (1967) (“ Too ofteninvaluation disputesthe partieshave
convinced themselves of the unalterabl e correctness of their positions and have consequently failed
successfully to conclude settlament negotiations - - a processclearly more conducive tothe proper
disposition of disputes such as this. The result is an overzealous effort, during the course of the
ensuing litigation, to infuse atalismanic precision into an issue which should frankly be recognized
as inherently imprecise and capable of resolution only by a Solomon-like pronouncement.”).
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a manner consistent with its Medicare representations and warranties® The
expectations of both parties, therefore, were shaped by the risks of which they were
aware, and the dlocation of those risks as expressed in their Agreement.***

Professor Williston exposes the factual weakness in plaintiffs expectancy
argument in his explanation of the theoreti cal basis of the remedy:

The theory underlying [expectancy damages]| is as simple as it is
significant: A promi sseeenters into aparticular outcome and believesthat
the best possible outcome, under the circumstances, will be achieved by
contracting with this particular promisor. When the promisor fails to
perform as promised, the promissee becomes entitled to damages
designed to compensate him or her for the harm caused by the breach.
That harm, in turn, is the loss suffered by the promissee when the
promisor failed to performhisor her promise - - in other words, the value
to the promissee of the promise that was broken

Althoughplaintiffspurport tolink their claim for expectancy damagesto alleged

breaches of the Agreement,** much of their argument suggests that Spherion in all

30pX 172, at § 3.17.

%1A|though not relevant to the breach of warranty claim, plaintiffs’ duediligence, including
their discovery of information regarding past audits of Interim cost reports, Interim’s current cost
reporting methodologies, and the FI’s expressed concerns regarding those methodologies, al are
relevant in determining the scopeof plaintiffs’ reasonable expectations.

30224 WiLLISTON ON CONTRACTS, § 64:2, at 23-34 (2002)(emphasis supplied). See also
Holmes, The Common Law & Other Writings, at 297-303 (Legal Classics Library 1982)(Justice
Holmes discussesthe nature of contractual promises generally, and notestha he views the contract
“as the taking of arisk” tied to the specific nature and extent of the promises contained in the
agreement).

3D 1. 136, at 59 (refaring to alleged breaches of Sections 3.7, 3.16 and 3.17 of the
Agreement).
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instances must bear therisk of lossinthistransaction* All things being equal, if the
Agreement did not contain a contractual allocation of risk, the plaintiffs' agument
might bereceived morefavorably. But, inthe shadow of the parties’ highly negotiated
Agreement, after thoroughduediligence, the plaintiffs sound much likean experienced
gambler asking the pit boss to allow him to take his losing bet off the teble after the
roul ette wheel has stopped spinning. Faintiffs had ample opportunity to negotiate for
a specific representation and warranty regarding the value of the company they were
acquiring. No such warranty was given, however. To the contray, Spherion
constructed the Sale of Interim as an auction, prepared pro forma financial statements
peppered with disclaimers, and opened Interim’'s doors to Cornerstone for due

diligence. Under these circumstances, plaintiffs’ reasonable expectancy must be tied

¥See |d. at 60-61.
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to and limited by the express promises made to them in the Agreement.>®

The casesthat the parties belabor involve either the pure economic lossdodrine
or estimating stock price in an appraisal action and, as such, are off point3*® More
relevantisthelonglineof casesinwhich buyers, likethe plaintiffs here, seek to escape
written warranties and disclaimersin favor of common law remedies that assume the
absence of bargained for allocations of risk. Most common among these are disputes
over the sale of goods involving the Uniform Commercial Code For example, in

upholding a contractual allocation of risk in Employers Ins. Of Wausau v. Suwannee

3%Even assuming arguendo that the plaintiffs miscal culated and improperly discounted the
regulatory risks when formulating their $134 million offer, absent some type of fraud not present
here, the miscalculation istheir own fault. Thiswas not a cloak-and-dagger transaction presented
inarushed take-it-or-leave-it fashion; it wasamulti-party auction that incorporated asubstantial due
diligenceprocess. Delaware courtsdo not rescue disappointed buyersfrom circumstancesthat could
have been guarded agai nst through normal due diligence and negotiated contractual protections. See
VGS Inc. v. Castiel, 2004 WL 876032 at *6 (Del. Ch. Apr. 22, 2004) (finding that a sophisticated
investor’s failure to recognize the importance of a contract that was made available during due
diligencediminished the plaintiffs’ fraud and breach of contract claim); Debakey Corp. v. Raytheon
Service Co., 2000 WL 1273317 at *26-28 (Del. Ch. Aug. 25, 2000)(finding that a sophisticated
party’ sfailure to conduct adequate due diligence or to procure express warranties for facts that it
supposedly relied upon in entering a transaction made it impossible to prove justifiable reliance.
Instead, this behavior indicated that the sophisticated party made a business decision it waswilling
to accept in order to complete the deal qui ckly and cheaply, adecision the Court would not second-
guess.). Put another way, if plaintiffsfailed properly to account for risks ascertainable through due
diligence, and to protect against them in the Agreement, then their $134 expectation was not
reasonable and, therefore, it is not compensable.

365pe e._% Danforth v. Acorn Sructures, Inc., 608 A.2d 1194 (Dd. 1992); Duncan V.
Theratx, Inc., 775 A.2d 1019 (Del. 2001).
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River $a Lines, Inc.,** the Fifth Circuit noted,

Wewill not disturb the agreed upon all ocationof riskssimply becausethe

worst of thoserisks has materialized. While this result may seem harsh,

it isclear that two sophisticated commercial actorssuch as[plaintiff] and

[defendant] could have alocated the risk of damage stemming from a

guarantee deficiency differently... [Defendant] and [plaintiff] are

"commeraal giants' of equal barganing power. Their lengthy

negotiations produced a detailed contract of nearly 100 pages in length.

We will not rewrite this contract to substantially alter the allocation of

risks to which the parties have consented.

Here, plaintiffs made abusiness decision to allocate therisk of 10ss as between
Buyer and Seller by including highly negotiated representation and warranty provisions
inthe Agreement. Theserepresentationsand warrantieswereintegral tothetransaction
and were reflected in the purchase price paid for Interim. The contractual dlocation
of risk was etched in stone when the parties included an integration clause, in which
they acknowledged that the Agreement, including the express warranties, represented

the sole and compl ete understanding of theparties*® Theplaintiffs' calculated risk did

not pan out, and now they seek to escape the express language of the Agreement in

%7866 F.2d 752, 780 (5" Cir. 1989). See also Progressive International Corp. V. E.I.
DuPont De Nemours & Co., 2002 WL 1558382 at *8 (Del. Ch. Jul. 9, 2002)(finding that even

strict confidentiality requirements that considerably impede due diligence do not make a deal
between sophisticated parties unconscionable because they are fully capable of making the
business decision to continue the deal or walk away).

38pxX 172, at § 15.4.
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favor of more liberal common law platitudes. The Court is not persuaded. In the
absence of proof by apreponderance of the evidence that Spherion breached apromise
expressed in the Agreement in a manner that materially affected the value of Interim
at the time of the Sale, the Court will not award expectancy damages. As discussed
below, no such breach occurred here.

B. The Medicare Adjustments

1. TheParties Contentions

Theplaintiffscontend that the post-Saleaudit of Interim’ s cost reportsuncovered
numerous probl ems which, individually or in total, constitute breaches of Spherion’s
representations and warranties in the Agreement. Specifically, the plaintiffs have
identified two provisions of the Agreementimplicated by Spherion’ salleged improper
cost reporting methodologies. Section 3.16 and Section 3.17. Asto Section 3.16(a),
plaintiffspoint to Spherion’ srepresentation that “ no notices have beenissued regarding
any disputes related to [Interim] cost reports from Governmental Entities responsible
for administering the Medicare program . . .,” and argue that Spherion’s failure to
disclose Aetna's frequent pre-Sale communications with Interim regarding the

deficiencies in their cost reporting methodologies constitutes a breach of this
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39 Plaintiffs contend that these communications were “notices’ as

provision.
contemplated inthis provision of the Agreement.

With respect to Section 3.16(b), plaintiffs argue that Spherion breached its
representation that “[Interim has not] intentionally filed afalse claim, or filed aclaim
without a reasonable basistherefore, with HCFA [or] itsfiscal intermediaries. .. ." "
Plaintiffs contend that Interim lacked any reasonable basis to support its
implementation of the three component A& G methodology, its allocation for capitd
costsonthebasisof asquarefootage statistic, itsallowance of Regional Vice President
and Branch Managers salaries and costs, aswell asother dlegedly improper claimsfor
reimbursement identified during the course of the PGBA audit.

Asto Section 3.17, plaintiffs contend that Interim’s cost reports did not comply
with “applicable Laws’ because the overall reimbursement impact of the cost reports
caused “cross-subsidization,” a situation where Interim’s non-Medicare costs were
reimbursed by the Medicare program in violation of the Medicare statute.*"

According to the plaintiffs, Spherion’s breach of Section 3.17 isfurther evidenced by

its failure to comply with applicable HCFA regulations, the PRM provisions relating

39 d. at § 3.16(a)(emphasis supplied).
3191d. at § 3.16(b).

$d, at § 3.17.
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to cost reports, and HCFA' s Transmittals 2, 3 and 4.

Spherion denies that it has breached any of the representations and warranties
by its Medicare filings. As an initial matter, Spherion disagrees with Interim’'s
interpretation of the relevant provisions of the Agreement. Asto 3.16 (a), Spherion
arguesthat “notices’ inthat provision refers specifically to formal “noticesof program
reimbursement.” Spherion alleges that it complied with Section 3.16(a) when it
disclosed to plaintiffs all NPRs that it had received from the Medicare program in
Schedule3.16(a) to the Agreement. Spherion also contendsthat communicationsfrom
its FI could not formthe basis of aclaim of breach sinceits Fl is not a“governmental
entity” as contemplated by the Agreement. Thus, according to Spherion, it was not
required to disclose any communicaionsfrom theFl regarding the A’ s concerns with
Its cost reporting methodol ogi es becausesuch communi cationswere neither “notices,”
nor communications from a*“government entity.”

Spherion also takes issue with plaintiffs’ interpretation of Section 3.16(b).
Specificaly, Spherion contendsthat to prove aviolation of Section 3.16(b), plaintiffs
must prove that Spherion “intentionally . . . filed a claim without a reasonable basis

therefore with HCFA [or] its fiscal intermediaries....”** Since the evidence does not

214, o § 3.16(h).
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support a claim that Soherion intentionally attempted to mislead HCFA or seek
reimbursement to which it was not entitled in its cost reports, Spherion contends that
plaintiffscannot proveaviolation of Section 3.16(b). Moreover, evenif plaintiffswere
not required to prove intentional conduct to prove a violation of Section 3.16(b),
Spherion argues that it had a “reasonable basis’ for all of its cost reporting
methodologies.

Turning to Section 3.17, Soherion contends that its cost reports were filed in
compliance with applicable “Laws.” According to Spherion, “Laws’ includes only
Medicare statutesand regulations. It doesnot includethe PRM or HCFA Transmittals.
In any event, even if the Court construes “Laws’ to mean statutes, regulations, the
PRM and Transmittal s, Spherioncontendsthat its cost reportscomplied “inall material
respects” with each of these various authorities. Spherion recaved approval from
Aetna of its cost reporting methodologies in 1994 and continued to believe that its
position with respect toits cost all ocation methodol ogies was correct up to thetime it
filed its 1996 cost reports. Spherion also contends that plaintiffs lone Medicare
reimbursement expert has not made a credible case that any of Interim’ s cost reporting
methodol ogies “materially” violated any Law. Onthe other hand, Spherion’s expert
forcefully and credibly endorsed the proprigy of the cost reports. According to

Spherion, thisview iscorroboraed by the experts on both sides of the transaction who
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reviewed the cost reports prior to the Sale. Simply stated, according to Spherion,

plaintiffs have failed to carry their burden of proof on thisissue.
2. Thelnterpretation of the Applicable Provisions of the Agreement

a. Section 3.16

Asindicated, the parties disagree asto whether the reference to “ Governmental
Entities” in Section 3.16(a) includes Fls or is limited to HCFA .**® “Governmental
Entity” isdefined in the Agreement as “any court, tribunal, administrative agency or
commissionor other governmental or regulatory authority.. . including but not limited
to agencies, departments, boards, commissions or other instrumentalities of any
country or any political subdivision thereof.”** Spherion contends tha a FI is not a
“regulatory authority” asthat termisused in Section 1.35. Accordingto Spherion, “an
FI is merely a private organi zation with which [HCFA] enters into an agreement to
communicaewith providersand to conduct audits.” ***> Plaintiffs counter that FIshave

responsibility (by statute) for administering the Medicare program and, as such, the H

#3Again, Section 3.16(a) provides, in pertinent part: “no notices have beenissued . . . from
Governmental Entities....”

$14pX 172, at § 1.35 (emphasis supplied).

$°D |, 141, at 53, citing 42 U.S.C. § 1395(h); 42 C.F.R. § 421 et. seq. (establishing Fls and
defining their roles).
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isan “instrumentality” of thegovernment**®* The Court agrees.

Aetna communicated with Interim on HCFA letterhead.®” The FI was vested
with authority to process billsand approve PIPs. And it was vested with authority to
audit cost reports in the first instance.®® Under these circumstances, the Court is
satisfied that Aetna (and later PGBA) were “instrumentalities’ of the
government/HCFA.

The parties also dispute the appropriate interpretation of “notices’ as used in
Section 3.16(a). Spherion contends that “notices’ refers only to NPRs; plaintiffs
contend that “notices” would include any communication from HCFA or the Fl in
which the provider is notified of a problem. It isamaxim of contract interpretation
that, where no contrary intention is apparent, “genera words used after specific terms
areto be confined to things ‘ejusdemgeneris - - of the samekind or class asthe things
previoudly specified.”* Ejusdem generis captures the general notion that if parties
intended a contractual term to be interpreted in accordance withits general definition,

they would not haveemployed the term in thefirst instance in thecontext of a specific

315Gpe 42 U.S.C. § 1395(h).
S e.g. PX 282; PX 283.
31842 U.S.C. § 1395(h); 42 C.F.R. § 421.

$1917A AM. JUR. 2d Contracts § 364 (2d Ed. 2004).
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usage or term of art.3®

Applying g usdemgeneristo Section 3.16(a), the Court concludesthat “ notices”
refersto the prior phrase “ notices of program reimbursement.”** The partiesfirg used
“notices” in connection with theterm of art - - “notices of program reimbursement” - -
and then referred to “notices” geneaally. This is precisely when gusdem generis
applies. Moreover, the language “. . . and no notices have been issued . . .”
contemplates a formal process whereby a “Governmental Entity” “issues’ a formal
notice. NPR’s are “issued” by the FlI after the FI completes its review of the cost
report. Interim disclosed all of theNPR’s it had recelved from Aetnain the Schedules
to the Agreement.®** In doing so, it complied with its obligations under Section
3.16(a).%*

With respect to Section 3.16(b), the Court’ stask in interpreting this provision

Isto determine whether the term “intentionally” modifiesonly “filed afalse claim” or

¥0See New Castle County v. National Union Fire Ins. Co. of Pittsburgh, 243 F.3d 744, 751
(3d Cir. 2001)(quoti ng Donaghy v. Sate, 100 A. 696, 707 (D€l. 1917)).

A gain, Section 3.16(a) providesin pertinent part: “[Interim is not] appealing any notices
of program reimbursement and no notices have been issued regarding any disputes related to
[Interim’ ] cost reports ....”

2PX 174, at Sch. 3.16(a).

33The Court also notes that it appears that Interim disclosed at least some of its
correspondences with Aetna regarding the NPRs by supplying these documents to plaintiffsin the
data room during due diligence. See PX 125.
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also modifies“filed aclaimwithout areasonable basistherefore.” *** Not surprisingly,
plaintiffs endorse the former construction - - one that would not require them to prove
intentional misconduct toproveabreach. Spherion endorsesthelatter construction - -
onethat would require proof that I nterimintentionally filed improper cost reports. The
Court is persuaded that Spherion’s interpreation is most consistent with the
Agreement’s overall structure and plan, and most reflective of the parties intent as
expressed in the Agreement.

The Court beginsits analysis by reiterating the general rulethat “[t]he standard
of interpretation of awritteninstrument, except whereit producesan ambiguousresult,
or is excluded by arule of law establishing a definitive meaning, is the meaning that
would be attached to such instrument by a reasonably intelligent person acquainted
with all operative usages and knowing all the circumstances prior to and
contemporaneous with the making of the instrument, other than oral statements by the
parties of what they intended it to mean.”**® When construing the meaning of
contractual terms, the Court will not allow sloppy “grammatical arrangement of the

clauses’ or “[m]istakesin punctuation” “to vitiate themanifest intent of the parties as

#4Again, Section 3.16(b) provides in pertinent part: “[Interim hasnot] intentionally filed a
false claim, or filed a dam without a reasonable basis therefore, with HCFA [or] its fiscal
intermediaries ....”

$517A Am. JUR. 2d, Contracts § 337 (2d. Ed. 2004).
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gathered from the language of the contract.” 32

At first glance, one readily could interpret Section 3.16(b) as representing that
Interim has neither intentionally filed a false claim, nor filed any claim without a
reasonablebasistherefore. The placement of theadverb “intentionally” only beforethe
phrase“filed afalseclaim,” and the placement of the comma after “false claim,” might
be read to support this construction. Certainly this is how plaintiffs have read the
provision. Yet the Court will not allow the imprecise placement of adverbs and
commasto alter the otherwise plain meaning of a contractual provision or to frustrate
theoverall plan or schemememoriaizedinthe parties’ contract. After acareful review
of the Agreement, the Court is convinced that Section 3.16(b) was drafted to address
conduct that either could give rise to liability arising from fraud and abuse or the
intentional submission of improper claims for reimbursement. This conclusion is
consistent with the Court’s reading of the provision during trial >

When interpreting a contract, the Court must view the document as a whole,

%°ld. at 88 365, 366.

¥'See D.1. 114, at 192 (the Court observed during trial: “1 believe that 3.16 is really meant
to address issues that could give rise to a fraud and abuse liability and, therefore, there were
particular indemnity provisions that wererequired because of the nature of tha liability to address
specifically those sorts of claims that might arise down the road, as opposed to 3.17, which was a
more general government filing provisionthat could apply to any number of submissionsthat would
be made on behalf of Interim.”).
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giving effect to all of its provisions.*® “Moreover, the meaning which arises from a
particular portion of an agreement cannot control the meaning of the entire agreement
where such inference runs counter to the agreement’s scheme or plan.”**° Section
3.16(b)’s place in the overall scheme or plan of the Agreement can perhaps best be
gleaned from the schedule of liabilities listed in Schedule 3.16(b), specifically
incorporated by referencein Section 3.16(b). There, Spheriondisclosed only thefraud
and abuse investigations in which it might be exposed to Medicare fraud and abuse
liability, including the El Paso investigation.*** Conspicuously absent from this
scheduleis any reference to the 1994 desk review pursuant to which Aeinaalleged, in
essence, that Interim had submitted its 1994 cost report without a “reasonable bas s’
for certain cost allocations.*** Thispotential liability waslistedin Schedule 3.16(a) and

Schedule 3.17.%%

83 E.1. duPont de Nenoursé& Co. v. Shell Qil Co., 498 A.2d 1108, 1113 (Del. 1985)(“[1]n
upholding theintentions of the parties, acourt must construe the agreement asawhol e giving effect
to all provisions therein.”)(citations omitted).

329 d, (citations omitted).

30pX 174, at SPH 030339.

331| d

332|dl, at Sch. 3.16(a) and Sch. 3.17.
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The structure of the indemnification provisionsin Section 10 of the Agreement
alsosupport the Court’ sinterpretationof Section 3.16(b). Theseprovisionsspecifically
carve out “Section 3.16 Damages’ and exclude them from the limitations that are
otherwise in place for indemnification claims arising from improperly filed cost
reports.®*  The provisions reflect the parties recognition after the El Paso and
Hollywood, Florida investigations that damages and civil penalties relating to
intentional misconduct and fraud and abuse liabilities should not be capped.®*

Finally, it cannot escape observation that the plaintiffs’ interpretation of Section
3.16(b) would allow it to recover unlimited damages based on a lower threshold of
proof - - “without areasonable basis’ - - thanthe limited damagesit would be entitled
to recover upon meeting a higher threshold of proof - - “violation of applicable Law”
- - as edtablished in Section 3.17. This result would also be contrary to the

“[A]greement’[s] overall scheme or plan.”**°

335ee PX 172, at §8 10.1, 10.3(a), 10.4(b).

¥ Asindicated previoudy, the parties renegotiated the initia purchase agreement after the
El Paso and Hollywood, Florida fraud and abuse investigations and agreed to add Section 3.16(b)
and the corresponding indemnification provisions. D.l. 100, at 71192-93. SeealsoD.I. 109, at 73;
D.l. 117, at 94-96.

335E.|. duPont de Nemours, 498 A.2d at 1113.
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Having concluded that Section 3.16(b) relates to intentional misconduct or
mattersthat could giveriseto “fraud and abuse” liability, it should come asno surprise
that the Court has concluded that plaintiffshave not proven abreach of Section3.16(b).
Asthe Court already has determined, plaintiffs have not pled or proven that Spherion
engaged in fraudulent or intentional misconduct. Moreover, no fraud and abuse
investigation was ever initiated against Interim in connection with any of the cost
reports at issue in this case.®*® Plaintiffs remedy for the Medicare adjustments,
therefore, if any, must arise from its claim that Spherion breached Section 3.17.

b. Section 3.17

The parties’ disagreement with respect to the proper interpretation of Section
3.17 centers on the definition of “Law’ as set forth in the Agreement. Spherion
represented that it submittedits cost reportsin compliance withapplicableLaws. The
Agreement defines“Laws’ at Section 1.62: “*Laws means any federal, state, local or
foreign law, statute, ordinance, rule, regulation, permit, order, judgment or decree.” **’
Plaintiffsargue that “Laws” includes provisionsin the PRM and HCFA Transmittals.

Spherion contendsthat “Laws’ includes only statutes and regulati ons.

%D 1. 121, at 69.

¥pX 172, at § 1.62.
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Spherion correctly notesthat thereisampleauthority for the proposition that the
PRM and Transmittalsinterpret, but do not supercede, the HCFA regulations®*® “The
PRM has been described as ‘not binding like law or regulation. Rather, it guidesthe
application of the laws and regulations.’”*** The FI’ s duty is to “consult and assist
providers in interpreting and applying the princi ples of Medi care reimbursement to
generate claims for reimbursable costs.” **° The PRM and Transmittals assist the Fl to
thisend.

Thus, there is a recognized distinction between the Medicare staute and
regulations on the one hand, and thePRM and Transmittals on the other. Clearly, the
statute and regulations have the force of law and the manual and transmittals do not.

Itisequally clear, however, that thePRM and Transmittalsare considered “interpretive

38See Shalala v. Guernsey Mem'l Hosp., 514 U.S. 87, 99 (1995)(characterizing the
provisionsof thePRM as“interpretiverules’ and stating that “ interpretive rulesdo not requirenotice
and comment, although . . . they also do not have the force and effect of law and are not accorded
that weight in theadjudicatory process.”); Ashtabula County Medical Center v. Thompson, 352 F.3d
1090, 1093 n. 1 (6™ Cir. 2003)(“[T]he PRM contains the interpretive rules regarding Medicare
reimbursement.”); . Mary Hosp. of Troy v. Blue Cross & Blue Shield Assoc., 788 F.2d 888, 890
(2d. Cir. 1986)(“We recognize that we deal here, not with either a statute or with formally
promulgated regulations, but with a Manual explicating those regulations. While such interpretive
guides are without the force of law, they areentitled to be given weight.”)(citations omitted).

$9GCI Health Centers, Inc. v. Thompson, 209 F. Supp. 2d 63, 69 (D. D.C. 2002)(quoting
Wilmot Psychiatric v. Shalala, 11 F.3d 1505, 1507 (9" Cir. 1993)).

“ghalala, 514 U.S. at 94 (citing 42 C.F.R. § 413.20 (b)).
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rules’ in Medicare parlance.® And “rules’ are encompassed within the Agreement’s
definition of “Laws.”

Spherion contendsthat thedistinction betweeninterpretiveand substantiverules
Isimportant because interpretiverules cannot supercede the M edicareregul ations and
are not perceived among the courts or the providers of Medicare services as “laws.”
Substantive rules, such as regulations, on the other hand, are controlling. While this
distinction may have meaning in other contexts, it has no meaning in the operative
language chosen by the parties to define their obligations. The Agreement expressly
providesthat “Laws’ includes both “regulations’” and “rules;” the Agreementissilent
as to whether those “rules” must be interpretive or substantive.

Clearly, the parties were sophisticaed scribners and knowledgeable of the
healthcarefield. They were familiar with the rangeof written authorities that regulate
the healthcareindustry. If they had intended to excludethe PRM or Transmittalsfrom
“Laws,” they could have drafted the Agreementin amanner tha it clearly didso. The
Agreement asdrafted, however, encompassesthePRM and Transmittals. Thus, when

determiningwhether Spherion breached Section 3.17, the Court must consider whether

#1See In Re Cardiac Devices Qui Tam Litigation, 221 F.R.D. 318, 352 (D. Conn. 2004).

32PX 172, at §1.62.
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Interim’ s cost reports as submitted complied “in all material respects” with applicable
Medicare statutes, Medicare regulations, provisions of the PRM, and HCFA
Transmittals**
3. TheMedicare Experts

Apparently recognizing the remarkable complexity of the Medicarerelated
issues, both partiesengaged Medicare” rambursement” expertsto addressthepropriety
of Interim’s cost reporting methodologies. Not surprisingly, there was little upon
whichtheexpertscould agree. Giventhat theplaintiffs’ claimsregardingtheMedicare
adjustments, in large part, rise or fall on the testimony of theexperts, it is appropriate
for the Court to share its observations regarding the credibility of the experts
testimony before addressing the substance of the Medicare-related daims.

Plaintiffs presented thetestimony of ThomasCurtis, acertified public accountant
with extensive experience asan auditor with Medicare FIs. Mr. Curtiseventually rose
to the position of “Audit Manager,” in which capacity he supervised approximately

thirty field auditors®** In 1987, Mr. Curtis started his own consulting company where

¥30f course, when reviewing an agency’ s decision regarding a provider’ s compliance with
theapplicablelaw, the courtsfirstlook to the applicable statute. See Chevron, U.SA., Inc. v. Natural
Resources Defense Council, 467 U.S. 837, 842 (1986). Only if theintent of Congressisnot clearly
expressed in the statute will the Court consider the agency’ s construction of the statute. 1d.

%D.l. 106, at 188-91.
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he continues to provide seavices to healthcare providers regardng Medicare
compliance issues, particularly reimbursement issues>” In this capacity, Mr. Curtis
has represented several Medicare providers before the PRRB in connection with
appeals of cost report adjustments.>*

In late 1998, Interim's outside legal counsel retained Mr. Curtis on Interim’'s
behalf to assist Interim in its efortsto reverse PGBA’ s audit adjustments of Interim’s
1996 and 1997 costreports.*’ Mr. Curtisserved as|nterim’sprincipal “ outside expert”
in all of its subsequent dealings with PBGA and later with HCFA.** As Mr. Curtis
himself described his role: “My job was to help [Interim] fight through [the audit]
adjustments.” 34

Mr. Curtis' first impression upon reviewing the PGBA audit findings was that
the audit was “ not properly performed. . . .”**° He characterized PGBA' s goproach to

the three component A& G methodology as “troubling,” its collapse of the three

¥°1d. at 191-92.
¥81d. at 194-95.
#7d. at 213-15.
8 d.

9d. at 216.

¥pDX 5.
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component A& G as “flaved,” and the audit adjustments as “incorrect on several
grounds.”** During the audit process, Mr. Curtis assisted Interim in preparing for
meetings with the FI, the purpose of which was either to obtain a reversal of audit
adjustments or, at the very least, a new audit.*** Position papers were prepared in
advance of the meetings setting forth pointsthat Interim or itsconsultants intended to
communicae to the Fl during the course of the meeting.**® The position papers
included such statements as: “we acted in good faith with reasonabl e assurancesfrom
Aetna that how we handled Interim Hedth Care cost reports was appropriate and
permissible;”*** and “ our goal today isto show you that we have filed our cost reports
based on supportable approved methods.” **° Later, when asked at hisdepositioninthis
litigation whether he believed in the positions I nterim was taking with the FI and later
with HCFA during the audit adjustment meetings, Mr. Curtis acknowledged that he

“[couldn’t] imagine . . . advocat[ing] a position that [he] didn’t think was correct.” **°

*d.

%2D 1. 121, at 85-86.
*3d. at 82.

DX 169, at 9.
¥DX 171, at 4.

%D 1. 111, at 16.
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At trial, however, Mr. Curtis’ views regarding the propriety of Interim’s cos
reportsappeared to change dramatically. Of course, Mr. Curtis’ role had changed too.
During the audit process, Mr. Curtis was engaged to support Interim in its efforts to
secure reversals of the audit adjustments. At trial, Mr. Curtis was engaged by the
plaintiffsto be critical of Interim’s methodologies insupport of the plainti ffs claims
of breach of the Agreement. Thus, whenasked attrial, Mr. Curtisopinedthat Interim’'s
1996 and 1997 cost reportsdid not comply with Law and were not otherwise proper.®’
He concluded that I nterim had improperly attempted to shift itscoststo Medicareinan
inequitable manner.>*®

WhileMr. Curtis clients may becomforted by hiswillingness to advance their
positions in accordance with their circumstance, the Court takes little comfort in this
approach toforensic analysisasit searchesfor thetruth. Mr. Curtis' conflicting roles,
and the disconcerting evolution of his opinions, has limited hisusefulnessto the fact

finder.>*®

®D.1. 121, at 13.

81 d. at 14.

%9The Court also considered the opinions of plaintiffs’ other expert, John K. Dugan, asthey
related to the Medicare issues. See DX 8. While not affected by the same credibility issues, the

Court found the opinions to be less perauasive than those offered by Spherion’s expert.
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For its part, Spherion engaged William J. Simione, Jr., as its Medicare
reimbursement expert. Mr. Simione is a certified public accountant who has been
working in the healthcare industry for more than thirty-eight years** Hiswork as a
healthcare consultant included work on several national committees that participated
in the promulgation of national healthcare legislation.®*" Indeed, Mr. Simione was
instrumental in working with HCFA to introduce the step-down cost allocation
methodol ogy to the home healthcare industry.***> Mr. Simione spent between thirteen
hundred and fourteen hundred hours reviewing the information rdating to Interim’s
cost report submissions before reaching hisopinions®** Although therewereinstances
where Mr. Simione appeared to contradict himself,*** his approach generally was
measured, and his ultimate conclusions were nat overreaching. In short, Mr. Simone
madeacredible expert presentation on behal f of Spherion and, inthe Court’ sview, was

the most persuagve witness on Medicare reimbursement issues.

0D 1. 119, at 23-24.
361| d

%2d. at 26.

%3D 1. 130, at 77.

¥Seee.g. D.1. 130, at 6 (Interim probably should havefiled 1996 cost report under protest);
Id. at 73 (suggesting that Interim did not have to file its cost report under protest).
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The Court’s determination that Mr. Simione was the more credible Medicare
reimbursement expert doesnot end theinquiry. Asthe Court considerseachindividual
claim upon which the experts have opined, the Court must evaluate the expets
conclusionsinthecontext of the entireevidentiary record. Accordingly, the Courtwill
makereferencetothe competing expert opinionsas appropriate when considering each
of the individual claims.

4. The Audit Conclusions of HCFA and the FI areNot Dispositive

Finall y, before addressing the specific Medicare clams, the Court must address
afundamental analytical flawthat flowsthroughoutplaintiffs’ argumentsregardingthe
legality of Interim’ scost reports. Plaintiffs appear to assume that the cost reportswere
prepared illegally because PGBA and, to a lesser extent, HCFA said they were
prepared illegally during the audit and post-audit meetings. The statements and
conclusions of the regulators, however, are not dispositive of theissue. They are, of
course, evidenceto be considered in the total mix of evidence regarding the propriety
of Interim’ scost reporting methodologies. At theend of the day, however, the Court
must consider the legality of the cost reports as the issue has been presented in this
case: the Agreement requires that Interim submit its cost reports “in all materid
respectsin compliance with applicable Laws.” This does not mean that I nterim must

submititscost reportsinamanner thatis satisfactorytoits Fl and HCFA. PGBA’sand
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HCFA's interpretation of the applicable Laws is but one piece of evidence that must
be considered alongwith the other evidence, including the opinions of theexpertswho
have weighed in on the Medicare issues.
5. Cross-Subsidization

Plaintiffs allege that Interim’ s allocation of operational costsresulted in*cross-
subsidization” in violation of the Medicare statute.*® Plaintiffs offer the following
example to illustrate the point with respect to the alocation of capital costs. even
though the President of the company would spend only 7% of his time running the
Medicare operationsfromhisdesk, Interimwould allocateits capital costsinamanner
that would indicate that 40% of the President’s desk, computer, etc., were used in
connection with the Medicare operations.**®

Plaintiffs' cross-subsidizationanalysisappears persuasiveasfar asitgoes. The

apparent imbalance in the allocation of capital versus other costs certainly merits a

353242 U.S.C. §1395X (V)(1)(A)(“[T]he reasonable cost of any servicesshall be the cost
actually incurred, excluding therefrom any part of incurred cost found to be unnecessary in the
efficient delivery of needed health services, and shall be determinedin accordance with regulations
establishing the methods or methods to be used, and the items to be included, in determining such
costs for various types or classes of institutions, agencies and services. . ..").

%6D.1. 136, at 23; D.I. 130, at 46-48. Plaintiffsalso allegethat “ of the $19.4 millionin A& G
alocated to Interim in 1996, $19 million, or over 99%, was deemed reimbursabl e even though
Medicare only accounted for about 25% of Interim’s healthcare revenues.” D.l. 136, at 20. Asto
this example, Spherion dsputes plaintiffs characterization of the costs allocated to Medicare, and
with good reason. A review of the evidence reveals that Medicare was actually asked to pay only
34% of Interim’s allowable Medicare costs of $19.4 million. See DX 270, at Sch. G.
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closer look. But the critidsm ultimately fails because it does not contempl ate the fact
that the Medicare component of Spherion’s business, by itsnature, drained more of
Spherion’ s resources than the other two components of the business (non-intermittent
healthcare and commercial staffing). As Mr. Simone explained, the skilled
intermittent services Interimprovided had tobe billed on aper visit basis. The manner
in which a Medicare bill must be generated is much more highly regulated than the
billings related to Spherion’s other business segments. A skilled intermittent care
provider likely will have several patient encounters and make several Medicarevisits
during an eight hour shift. The resources needed to generate separate bills for these
encounters and visits will far exceed the resources needed to administer the other
components of Spherion’s business.

In the commercial staffing realm, for instance, an individual likely would be
assigned to one client for afull shift and, therefore, only onebill would be required.®’
In the non-intermittent nursing realm, fewer patient encounters and fewer visits

generally will occur in anurse' s shift.**® Under these circumstances, thefact that the

%7D.I. 130, at 102-05.

%8|d. In addition to the added resources required to generatea bill, the Medicare program
also demands additional resources to support and/or justify the bill if later challenged, in the form
of document retention and management protocol s, regul atory expertsand, asevidenced bytheevents
in this case, outside experts and legd assistance. (D.l. 101, at 109-11, discussing documentation
i SSUes).
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alocation of capital costs did not match the allocation of related costs (such as
salaries), or did not match the percentage of Medicare revenues to Spherion’s total
revenue, is not surprising and not necessarily indicative of improper cost reporting.
Moreover, given the Court’s conclusion that plaintiff s have not proven that Interim’s
methodologies violated any Law, as discussed below, it follows that they have not
proven that Interim failed to allocate the “reasonable cost . . . of services. . .in
accordance with regulations.. . . ."*®
6. The Three Component A&G M ethodology

Plaintiffs allege that Interim's three component A&G cost alocation
methodology violated “ applicable Laws’ becausethe methodol ogy allowed Interimto
pass on more of its operational coststo Medicare than was appropriate in violation of
Medicare Law, including HCFA Transmittal 2, Transmittal 3 and, to a lesser extent,
Transmittal 4. Having concluded that HCFA Transmittals are “Laws’ asthat termis
used in the Agreement, the Court mug consider whether any HCFA Transmittal or

other law was violated by Interim’s use of its three component A& G methodol ogy.

%9502 42 U.S.C. § 1395X(V)(1)(A) (the “cross-subsidization” statute).
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Accordingto the plaintiffs, Interimviolated Transmittals2 and 3 by sequencing
the allocation of its A& G components improperly and by utilizing an improper
allocation statistic. Inthisregard, the parties do not dispute that Transmittal 2 required
providers to allocate shared A& G last.>® Nor do they dispute that Interim complied
withthisdirectiveinits1996 cost report.** Interim negated the reimbursement impact
of Transmittal 2, however, by utilizing a“total accumulated cost” statistic to allocate
the A& G cost centerswhich, in essence, allowed it to readj ust the all ocation percentage
each timeit closed out an A& G cost center.>* The parties appear to agree that the use
of this allocation stetistic was not contemplated by Transmittal 2.

Transmittal 3madeit clear that HCFA expected that anet cost, rather than atotal
accumulated cost statistic, would be used when allocating the three A&G
components®” Transmittal 3, however, al stated:

[FIs|] are not to make adjustments for alternative A& G fragmentation

methodologies employed for cost reporting periods beginning prior to
January 1, 1997, which may have been allowed for those periods.

9D |. 100, at 1 63.
¥11d. at 1 64.
721d. at 1 65.

$13px 70.
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[Providers] opting to fragment A& G costs for cost reporting periods
beginning on or after January 1, 1997, must seek [FI] approval or re-
approval for previously approved alternative A& G fragmentation methodologies. . . that
Next in the line of HCFA pronouncements on step down cost allocation was
Transmittal 4 which expressly superceded Trangmittals 2 and 3 and directed providers
once again to close out shared A&G first in the allocation sequence.®* HCFA
explained that the allocation sequence prescribed in Transmittal 4 reflected the need

“[f]or greater accuracy when allocating componetized or fragmented A& G service

costs,” and was consistent with long-standing Medicare regul ations.*”

¥|d. (emphasis supplied).
37D.1. 100, at 7 71; DX 87, at Ex. 5.

$°See DX 87, at Ex. 5(In Transmittal 4, HCFA statesthat it “ clarifi eslong standing HCFA
policy contained in 42 CFR 413.24 (d)(1) which states, in part, that ‘the cost of non revenue-
producing cost centers serving the greatest number of other centers, while receiving benefits from
the least number of centers, is apportioned first.””). Needless to say, statutory and regulatory
provisions trump manual provisionsto the extent there is a conflict between the two. See Shalala
v. . Paul-Ramsey Medical Center, 50 F.3d 522, 528 (8" Cir. 1995); Daviess County Hosp. V.
Bowen, 811 F.2d 335, 338 (7" Cir. 1987).
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Not surprisingly, Mr. Simione testified that HCFA'’ s issuance of Transmittals
2, 3 and 4 caused great confusion in the home heathcare industry.*” Even Aetna
acknowledged that HCFA had been sending conflicting signals regarding the
appropriate means by which to allocate costs under three component A&G
methodology.*”®

While plaintiffs appear to acknowledge that Transmittal 4 superceded
Transmittals 2 and 3, they contend that HCFA declined to give Transmittal 4
retroactiveeffect. Consequently, according to plaintiffs, Interim’s 1995and 1996 cost
reportsweresubject toTransmittals2 and 3. Inaddition, plaintiffscontendthat I nterim
did not comply specifically with Transmittal 4 in any event. The Court rejects both

arguments.

37D.1. 119, at 63-64 (“HCFA issued this Transmittal Letter [Transmittal 2] and put it as part
of the manual instructions and stipulated that the sequence would no longer be the sequence that
most of the agencies were using and had approval for and, that is, with A&G share [sic] first,
reimbursablesecond and non-reimbursablethird. They werereversingtheir opinion and saying that
100% reimbursable should come first, 100% non-reimbursable should come second, and shared
A&G should comelast. ... | mean we, intheindustry, when this came out, and thiswas effective
for cost reports. . . ending on or after September 30, 1996, | mean - - in thefinancial managerswork
group, wewent kind of nutsover thiswhol e situation, because herewasHCFA comingintoamiddle
of afiscal year, and agencies had goproval to file under a certain methodology from the fiscal
intermedi ary, and HCFA comes in with this Transmittal saying, well we don’t care if you're right
in the middle of your fiscal year, thisisin May, you have to now if you are aDecember year-end,
you have to now change your methodol ogy within the middle of the year. We took this up with
HCFA and we said, you know, you just can’t do this. And what happened was they recognized that
they made an error.”).

38See DX 65.
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First, it isnot at all clear that Interim was in violation of Transmittals 2 and 3.
Transmittal 3 stated that providers could employ cost allocation methodologies for
which they had goproval prior to Januay 1, 1997. Interim had received approval for
itsthree component A& G methodology from Aetnain 19943 Plaintiffs concedethat
Aetna approved of the three component A&G methodology in concept, but dispute
whether Aetna was actudly aware of either the sequencing of the three component
A& G, or the allocation statistic utilized by Interim, at the time it gaveits approval in
early 1994. Under these circumstances, plaintiffs contend that Transmittal 3'ssavings
provision does not apply to Interim.

I n support of their contention that the all ocati on sequencingwasnot incorporated
in Aetna’ s January, 1994 approval, plaintiffs cite to the testimony of one of Interim’'s
Medicare managers who indicated that the first time the sequencing was clearly
reflected on an Interim cost report was in the fourth quarter of 1994 (several months
after Aetna confirmed its approval of the three component A& G methodol ogy).**
Spherion countersby notingthat changesin Interim’scomputer systemin 1994 caused

the cost reports to be presented in a slightly different format, but the sequence for

DX 31.

30D.I. 136, at 11, citing D.I. 101, at 28 (“Q: When was the first time, if at all, the actual
sequence that you utilized appeared on the cost report? A: | believe it was the Decembe ‘94 cost

report.”).
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allocating A&G remained the same throughout 1991-94. According to Spherion,
Aetna's field audit, or even a desk review of Interim’s cost reports, would have
reveal ed the details of its methodol ogy.**' The Court agrees.

The preponderance of the evidence demonstrates that Aetna was aware of, or
should have been aware of , the all ocation sequence and statistic utilized by Interimin
1ts 1992 and 1993 cost reports. Whiletheinformation was morereadily discerniblein
thelast interim (periodic) cost report filed by Interim in 1994, it was clearly available
to Aetnaif it had reviewed the schedules to the cost reports in the course of the desk
review (or audit) processin 1992 or 1993. Thereis absolutely no evidenceto support
the suggestion that I nterim was attempting to hideits sequencingor allocation statigic
fromAetnaprior to 1994, or the contention that Aetnawas not aware of these practices
prior to re-affirming its approval of Interim’s three component A& G methodology in
January, 19943

In any event, even if Aetna's prior approval does not save Interim froma

violation of Transmittals 2 and 3, HCFA'’s promulgation of Transmittal 4 provided

¥IDX 9, Attach. H, at 2; DX 218 (“FY 94... wasthefirst year that we [Interim] were able
to update our year-end cost report software to adually show the three lines of A& G as separate
items. ... Having been unable to have the software updated, we did an off-line allocation of our
intermittent A& G to the disciplines.”).

%¥2See DX 9, Attach. H, at 2; DX 62; DX 218.
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Interim with ample ammunition with which to defend its cost reports. In thisregard,
the Court notesthat HCFA'’ srefusal to apply Transmittal 4 retroactively hasbeen held
by the PRRB to be improper.®®* Moreover, the fact that HCFA acknowledged that
Transmittal 4 simply reiterated | ong-standing HCFA policy as reflected in HCFA'’s
regulations suggests quite clearly that Transmittals 2 and 3 arenot, in fact, (and never
were) “Laws’ asthat term isused in the Agreement.

That HCFA' sflawed perceptionof itsown regul ationshappened to be prevailing
at the time Interim submitted its 1995 and 1996 cost reports is of no moment when
determining whether Interim properly represented and warranted that it had submitted
itscost reportsincompliancewith applicable”Laws.” Therepresentationand warranty
was accurate in so far as Interim, in fact, submitted its cost reports in a manner
consistent with “long-standing HCFA policy.”%*

In reaching the conclusion that Interim’s three component A& G methodol ogy
did not violate applicable Laws, the Court hastaken notice of the overwhelming weight

of the expert evidence on thisissue. Interim’s outside healthcare attorneys, the Pyle

%3 n Home Health, PRRB Case No. 95-2210 GE.

%The Court also refuses to find a breach of Section 3.17 simply because Interim did not
comply with theletter of Transmittal 4. The Court issatisfied that Interim complied “in all material
respects’ with Transmittal 4 asrequired by the Agreement. SeeD.I. 101, at 93-95; D.1. 106, at 141-
42; DX 87, at 37-38.
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law firm, and theheal thcare expertswho reviewed Interim’ scost reportsduring the due
diligence leading up to the Sale, al were satisfied that the three component A& G
methodol ogy wasappropriate.*®> Mr. Simione, Spherion’ shealthcare consultant inthis
litigation, and one of the architects of the step-down methodology for ra mbursement
of home healthcare providers, was unequivocal in his opinion that Interim’s three
component A& G methodology complied with applicable Laws.** Even Mr. Curtis,
when he was paid to advocate Interim’s position before the FI and HCFA, expressed
his view that the FI was employing an unreasonable interpretation of HCFA's
requirementsrelating to step-down methodol ogies*’

Finally, the Court is satisfied that theconcernsthat caused PGBA to “collapse”
the A& G into one cog center were unfounded. Indeed, HCFA agreed to reverse this
adjustment prior to the settlement of all outstanding audit issues®**® Moreover, no

expert has opined that the collapse of the A& G was warranted and, given the Court’s

DX 210; PX134; DX75.

¥°D.1. 119, at 26; D.I. 130, at 4, 17-19.

DX 5.

#pjaintiffs’ argument that Interim’ s all ocation methodol ogy produced an inequitabl e result
irregardlessof whether it complied with Transmittal 4 is, in essence, arestatement of the*collapse”
adjustment that was ultimately reversed by HCFA. See PX 313. The Court cannot conclude on this

record that plaintiffs have proven that “inequitable” reimbursement occurred asaresult of Interim’s
cost allocation methodol ogy.
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conclusionthat the three component A& G methodol ogy was proper, the Court canfind
no reason to disagree with the experts.

In sum, the Court concludes that the plantiffs have failed to prove by a
preponderance of the evidence that Interim’s three component A& G cost allocation
methodology constituted a material violation of applicable Law.

7. The Allocation of Capital Costs

According to plaintiffs, the PRM requires that chain providers allocate home
office costsin “amanner reasonably related to the services received by the entitiesin
thechain . ... With respect to capital costs, plaintiffs contend that such costs may
be allocated on a functiond basis only “if there is a correlation of a statistic and a
specificfunction,” i.e., areasonable rdationship between the all ocation statisticand a
department’s use of the services provided by the cost center whose costs are being
allocated

Spherion counters that the Medicare regulations are silent as to the use of

“square outage” or any other specific statistic when allocating capital costs on a

39PX 334, at PRM § 2150.3.
30D.I. 121, at 20-21. HCFA'sinstruction to home officesisfirst to all ocate those expenses

that can be allocated directly and then, as a next step, allocate those costs that cannot be allocated
directly on the basis of afunctional statistic.
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functional basis.**' Spherion contends that the use of asguare footage statistic in its
caseyielded a substantially more*“equitable” dlocation of costs than the “total costs’
statistic proffered by the plaintiffs (and endorsed by PBGA after the audit).** As
“eguitable” cost allocation is at the heart of Medicare’s cost-based reimbursement
scheme, Spherion contendsthat an allocation of capital coststhat is”equitable’ is, per
se, lawful

The parties appear to agree that neither the Medicare regulations nor the PRM
prescribe the use of a particul ar functiona statistic for purposes of allocating home
officecapital costs. Rather, thethemethat surfacesthroughout the PRM isthat capital
costs must be allocated on an “ equitable” basis.** To establish that Interim allocated

its capital costsin amanner that was not “in compliance in all material respectswith

¥1pD.1. 119, at 98.
32|d. at 102-03.
¥3d. Seegenerally42 C.F.R. § 413.130.

e e.g. PRM, § 3104C (“Cost of home office operations - - allocate among the providers
the allowable costs nat directly dlocable on abasis designed to equitably allocate the costs over the
chain componentsor activitiesreceiving the benefits of the costs and in amanner reasonably rel ated
to the services received by the entities in the chain.”); PRM, § 2150.3 C (“Costs Allocable on a
Functional Basis - - The allowable home office coststhat have not been directly assigned to specific
chained components must be allocated among the providers . . . on abasis designed to equitably
allocate the costs over thechain componentsor the activities receiving the benefits of the costs.”);
PRM 8§ 2150.3 D (“Pooled Costs in Home Office - - [Pooled] costs may be allocated to the
components in the chain on the basis of beds, bed days or other basis, provided the basis used
equitably allocates such costs.”).
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applicableLaws,” plaintiffs must demonstrate that the use of a square footage statistic
yielded an inequitabl eallocation of capital costs from the home office servicing center
to the other components of the Interim chain. Plaintiffs havenot carried their burden
of proof on thisissue.

Plaintiffs contend that square footage was not reasonably related to the costs
Interim was attempting to allocate. They contend, therefore, that I nterim was obliged
to allocate costs on the basis of “total cost.” Yet plaintiffs offered absolutely no
evidence to suggest that thissimplistic method of cost allocation would have yielded
amore“equitable” result. Inthisregard, the Court notesthat the PRM does not qualify
its use of theterm “equitable” - - it does not, for instance, state that the cost all ocation
methodology must be“ equitable” only in theeyesof HCFA and/or itsFIs. Equity runs
both ways; the allocation of costs must be eguitable to both parties involved, the
provider and the Medi care program.

On this notion of “equitable” cost alocaion, the Court found Mr. Simion€e’s
testimony particularly persuasive. Mr. Simione opined that all ocating capital costson
the basis of square footage was a more “equitable” dlocation methodology than

allocating on the basis of total costs as suggested by PGBA.** Specificaly, Mr.

¥°D.1. 119, at 102-03, 109.
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Simione testified:

What they’re doing is . . . trying to mandate that you go from a more
sophisticated approach to the leas sophisticated approach, which is
pool ed cost and usingthel east sophi sticated statisticfor pooled cost being
total cost.

Really what they aresaying hereisthat, and that isthe least, what pooled
costs say when you have to allocate it on total costs is that because a
component or a cost center costs more, it should take down more A& G

coststo it, and there' s no relationship between those.. . . they force them
Into using a statistic that was really unequitable, extremely unequitable.

* % %

I’m not saying its [square footage] the most equitable way, but its a lot
more equitablethan throwing it into total costs.3*

While it may be true that there is no direct correlation between square footage
and the capital costs of the servicing centers, thereislikewise no correlation between
the amount of time people spent at the home office (servicing center) to support the
second-tier cost centers and the total cost statistic used to allocate home office
salaries®*’ Nevertheless, Medicare requires salariesto be all ocated on thebasi s of total
costs.*® Thus, Medicarein its own instructions, appears to recognize that there may

not always be a correlation beween the costs to beallocated and the statistic used for

¥°1d. at 102-03, 109.
¥7D.1. 130, at 80-82.

398| d
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the allocation.

Moreover, the Court notes that other FI's have recommended the use of square
footage as an appropriate statistic to allocate capital costs. For instance, Mr. Simione
persuasively relied upon a 1992 Case Study prepared by Blue Cross and Blue Shield
Association,aHCFA Fl, inwhich Blue Crossprovidesexampleswhere squarefootage
has been utilized as a statistic to allocate capital costs®** Square footage is also
recognized in the PRM as alegitimate basisto allocate capital-related costsin certain
instances.*® Given that square footage is a statistic that has been endorsed by HCFA
anditsFl asameansto allocatecapital costs, the Court ishard-pressed to conclude that
Interim’ s utilization of thisstatistic (evenif ultimately determined by the Fl and HCFA
to be improper) violated “ applicable Laws’ in breach of the Agreement.

Finally, unlike Interim’s three component A& G methodol ogy, which plaintiffs
contend was not clearly reflected in the Interim costsreports, the use of square footage
as a statistic to allocate capital costs without question was reflected in Interim'’s cost

reports going back to at least 1994." The 1994 cost report was the subject of a“desk

DX 87, at Ex. 1.

“OPRM § 1709; DX 87, at Ex. 10; D.I. 119, at 109-10 (“ Capital-related costs, movable
equipment, all expenses, i.e., interest, personal property taxes for movable equipment should be
allocated to the appropriate cost centerson the basis of squarefeet of areaoccupied or dollar value.”)

01D . 130, at 32-33.
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review” performed by Aetnawhich resulted in substantial adverse adjustments. Y et
the use of square footage as a statistic to dlocate capital costs - - clearly reflected in
Schedule F of the cost report - - was not challenged.””> These same cost reports were
reviewed by plaintiffs own healthcare experts during due diligence, and the use of the
square footage statistic again was not identified as an issue for concern.””® Indeed,
E&Y concluded that Interim’s cost reports, in general, were “conservative’ and that
“there may be opportunity to increase reimbursement by refining the cost allocation
methodologies used.”*** Thus, when the Court weighs the experts' respective views
regarding the propri ety of Interim’ s cost reporting methodol ogies, including the use of
the square footage statistic, the Court cannot ignore the fact that three healthcare
experts- - E& Y, Judy Bishop, and Mr. Simione- - have not taken i ssuewith the square

footage statistic.*®

402| d
“B3pX 75; DX 76.
‘DX 75 (emphasis supplied).

“5The Court notes that it did not hear from any representatives of PGBA or HCFA during
trial. Inany event, thefactthat PGBA took issuewith Interim'’ s cost reporting methodol ogies, at the
end of the day, carrieslittle weight with the Court given that itsinitial adjustments, totding nearly
$40 million, were drastically reduced in the final global settlement (to approximately $5 million).
To reiterate, the fact that PGBA was prosecuting alleged improprieties in the cost reporting
methodology through the civil administrative process by no meansindicatesthat such improprieties
actually occurred or that they rose to the level of aviolation of Law.

114



8. The Allowance of Regional Vice-President and Branch Manager
Costs

Plaintiffscontend that I nterim’ sallowancefor regional vice-presidentand branch
manager costsviolated applicable L awsbecausethesepositionsinvolved acertainlevel
of non-alowable marketing activity.*® HCFA distinguished between allowable
education activities- - activitiesintended to advise providersregarding the avail ability
of services - - and non-alowable marketing activities - - activities desgned to
increaseutilization of services.”” Inadditiontothese PRM references, plaintiffsrely
upon the testimony of Mr. Curtis who opined that Fls required providers to support

their allocation of salary costswith documentation that demonstrated that theemployee

“%D.1. 100, at 713. After determining that regional vice presidents and branch managers
were engaged in non allowable markeing activities, PGBA disallowed 25% of branch manager and
100% of regional vice president salaries. D.l. 106, at 168.

“"The PRM, at Section 2136.1, provides:

Costsof activitiesinvolving professional contacts with physicians, hospitals, public
heal th agencies, nurses associations, state and county medical societies, and similar
groups and institutions, to goprise them of theavailability of the provider’s covered
services are allowable. Such contacts make known what facilities are available to
personswho require such information and providing for patient care, and serve other
purposes related to patient care, e.g., exchange of medical information on patients
andtheprovider’ sfacility, administrativeandmedical policy, utilization review, etc.

Section 2136.2, on the other hand, provides:
Costs of advertising to the general publicwhich seeksto increase patient utilization
of the provider’ sfacilitiesarenot allowable. Situationsmay occur where advertising

which appearstobein the nature of the provider’spublic relationsectivity is, in fact,
an effort to attract more patients
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was engaged in allowable activities, and that the failure to maintain such
documentation violates Medicare Law.*®

To succeed on their claim that seeking reimbursement for branch manager and
regional vice president salaries violated the Law, plaintiffs bore the burden of proving
that these Interim employees engaged in improper, non reimbursable marketing
activity. Tosustainthisburden, plaintiffs produced expensereportsthat indicated that
a branch manager may have taken a dozen donuts along to a meeting at a medical
provider's office.”® Plaintiffs also introduced job descriptions for the regional vice-
president and branch manager positions, both of which indicate that the positions
involved some level of “marketing” and/or sales*® On the other hand, the Interim
executives who testified at trial indicated that, in fact, neither the regional vice-
presidents nor the branch managers actually engaged in significant marketing or sales

activities. They simply did not havetimeto do so given their other responsibilities*"

“98D.1. 106, at 220 (incorrectly referenced inthe plaintiffs' opening brief (at p. 26-27) asan
admissionfrom Interim’ sMary B. Sneed; actudly testimony fromplaintiffs’ expert, ThomasCurtis).
SeealsoD.l. 136, at 26-27.

“9px 604.

“19pX 602; PX 603.

“See D.I. 123, at 59-60; D.I. 101, at 105-10.
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Plaintiffs correctly observe that certain branch managers acknowledged during
field interviews that they were engaged in some “small amount of marketing.” ** But
Interim also “[self]-disallowed some regional sales managers’ and did not seek
reimbursement for these costs**® That is asfar asthe evidence will take the plaintiffs
on this clam. The fact that a branch manager or regional vice-president may have
brought donutsto ameeting isnot competent proof that these employeeswereinvolved
in disallowed marketing activity, and is certainly not proof that Interim violated the
Law when it allocated a portion of these costs to Medicare.

Finally, the Court cannot help but take notice once again that the Interim cost
reportsfor 1992 and 1994 werereviewed by the Fl and the allowancefor regional vice-
president and branch manager salaies was never questioned. Indeed, Aetha
discouraged Interim from utilizing the very time studies tha both PGBA and Aena

(and now Mr. Curtis) maintain should have been prepared in order to support the

42D ]. 118, at 53-54; D.I. 101, at 105-06.

43D . 101, at 105-06.
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allocationof these executive-level costs.*** Theabsence of thesetime studieswascited
asaprimary basis for theaudit adjustments.* But, according to Mr. Simione, HCFA
traditionally has not required time studies for senior executive positions within
healthcare entities.**°

One can readily glean from the PRM’s less than definitive guidance that
providerswalked afinelinebetween “education” and“ marketing.” Giventhisfineline,
and the paucity of record evidence demonstrating that the Interim executives in
guestionwereengaged in significant non-allowableactivities, the Court concludesthat
plaintiffs have not carried their burden of proving a material breach of Section 3.17

with respect to this issue.

“4Time studies” are employee surveys that breakdown how the employee spends hisher
timeduring theworkday. See DX 87, Ex. 14 (Interim writesto Aetna: “Y ou cautioned us on theuse
of time studies to allocate common salaries.”). See also DX 4 (Agenda for 12/18/98 meeting
indicating that “time study requirementsis new”); DX 119 (Agenda for August 14, 2000 meeting
noting “PGBA & Aetna havedifferent opinions of time studies/time records’); DX 17 (notesfrom
September 30, 1998 meeting: “. . . we were told by Aetna that time studieswould not be accepted
as documentation for the cost report. Now it’ shard to betold that atime study isthe only thing that
would save us when Aetna originally told us that time studies would not be accepted.”).

5pX 739, at 11.

#18D |, 119, at 122 (no manual instruction and he has never seen a Fl require time studies to
support salaries of senior executives).
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9. TheFailureto Adjust Visitsto the Provider’s Statistical and
Reimbur sement Report

Interim’s FI would process its requests for Pl P throughout the course of ayear
and, from time to time, would reject requests that were improperly submitted for
various reasons.*’ The FI would prepare a running tally of disallowed requests for
reimbursement called the Provider Statistical and Reimbursement Report (“PS& R”).
Needlessto say, the provider is not entitled to be reimbursed for costs associated with
rejected visits*® Plaintiffs allege that Interim failed to reconcile its year-end cost
reports with the PS&R to ensure that it was not seeking reimbursement for costs
associated with disallowed visits. According to the plaintiffs, this constituted a
violation of Law.**

Interim’s own billing records reflected disallowed visits*® Yet plaintiffs have
failed to identify any Law that would require Interim to compare its own records to a

PS& R to ensurethat itsown records captured all disallowed visits. Nor have plaintiffs

“'SeeD.I. 101, at 109-11 ( Ms. Watson testified that reasonsabill might be rejected include
“if they ask for documentation and we did not have it - - there was not documentation of avisit or
if orderswere not signed or if it wasn’t reasonable and necessary.”); PX 739, at 12.

418| d

“9D.1. 121, at 43 (Accordingto Mr. Curtis, “[Interimwasn’t] in compliancewith law because
they made a claim for visits that they knew were not paid or going to be paid by Medicare.”).

40D 1. 109, at 212-13.
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demonstrated that Interim’s records were somehow deficient in capturing disallowed
visits, or that Interim did not review its own records prior to submitting its year-end
cost reports. In any event, HCFA’s own instructions to providers suggest that cost
reports can be submitted without reconciling them to the PS& R.** Moreover, the fact
that the detailed PS& R isavailablefromthe FI only “on request” beliesthe suggestion
that HCFA, asamatter of law, requiresthe provider to reconcileits cost report with the
PS& R.*

In sum, while it may have been prudent for Interim to attempt some
reconciliation of its cost report with a PS& R, plaintiffs have faled in their burden of
proving that the failure to do so constituted a material violation of Law.

10. The Miscellaneous Violations of Law

Plaintiffs contend that Spherion did not contest plaintiffs allegation that
Interim’s 1996 and 1997 cost reports violated applicable Law in severa additional
respects, includingthefailureto all ocate costsassociated with routine medical supplies

between reimbursableskilled intermittent services and non-rel mbursabl e services, and

*1See PRM Pub. 15-2 § 1102-3 N; PRM Pub. 15-1 § 2408.2.

*2Spe Medicare Intermediary Manual CMS Pub. 13-2 88§ 2242, 2243. To the extent that
Medicare Law required the provider to reconcile to the PS& R, one would think that HCFA would
regularly supply the required information to the provider to ensure compliance. As stated, under
current practice, if the provider wants a PS& R, they have to ak for it.
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the attempt to classify Interim’'s special billing department as “benefitting both the
skilled intermittent and private duty nursing.”**® After reviewing these claims the
Court cannot conclude that plaintiffs have carried their burden of proving that the
adjustments for medical equipment and billing department alowances constitute
material violationsof any Laws. As Mr. Curtis acknowledged, ninety percent of cost
reports are adjusted by the Fl in some manner or another.”** When adjustments are
made, the FI has determined that the cost report is “incorrect” in some respect.** The
fact that a cost report contains “incorrect” information does not, however, equate to a
violation of Law.*®
11. Causation and Damages

The Court has concluded that plaintiffs have not proven that any of Interim’'s

cost reports were submitted to HCFA in violation of the Agreement’s Medicare

representations and warranties. Yet even if plaintiffs had proven a breach, they still

2D |. 136, at 28.

“24D.l. 121, at 106.

425| d

“2|d. at 106-07. Having found that Interim’s cost reporting methodologies did not breach
the Agreement, theCourt need not address plaintiffs’ argument that Interim improperly certified the

accuracy of itscost reportsor improperly failed to submit itscost reportsunder protest. SeeD.I. 136,
at 33.
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could not recover under theindemnification provisionsof the Agreement because they
have not proven their damageswith the requisite specificity. As Professor Williston
has observed:

[D]amages which are considered too remote and speculative ae not

recoverable. Where actual pecuniary damages are sought, there must be

evidence of their existence and extent, and some data from which they

may be computed: The amount of damages must be established with

reasonable, not absolute, certainty . . . . It is sufficient if a reasonable

basisfor computation of damagesis aforded, even though theresult will

only be approximate.**’

In this case, Interim (as acquired) seeks indemnification for amounts paid to
CMSin global settlement of all adjustments made to Interim cost reports from 1994
through 1999. Thetotal settlement wasapproximately $5.2 million, and plaintiffsseek
the entirety of this amount.*?®

The claim for indemnification damages is flawed for two reasons. Fird, the
representations and warranties to which the right to indemnification attaches are
expressly limited to pre-Sale cost reports, and to liabilities not disclosed in the
Schedules to the Agreement.*”® Yet the global settlement included post-Sale cost

reports and the 1994 cost reports, the potential liability for which was disclosed inthe

2124 WiLLISTON ON CONTRACTS, § 64:8 (4™ Ed. 2002).
428D.1. 100, at 121; D.1. 125, at 29-31; DX 276.

“29px 172, at §8 3.16(a) & (b), 3.17.
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Schedules. Plaintiffs made no effort to secure a breakdown or itemization of the
specific claims that were part of the global settlement or the specific dolla amounts
attributed to each claim.

Plaintiffswerewell aware of thelimitationsof Spherion’s expresswarrantiesand
should have been aware, therefore, of the need to specify those damages attributable
to conduct that was not warranted. Plaintiffselected not todo that, however, and have
declined in thislitigationto explain or justify the manner inwhichtheMedicareclaims
weresettled. Instead, they have proffered variousreasonswhy the Court should award
the entire settlement amount as Damages, or suggested various formulas the Court
might employ to extract from the global settlement the parties’ intent with respect to
the settlement of claims subject to warranty.** As fact-finder, the Court declines to
attempt the extraction. The damages are too specul aive and are not subject to “a
reasonable basis for computation.” TheMedicareindemnification claimfailsfor this

reason as well.

*0See D.1. 136, at 65-68.
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C. Thelnterim Financial Statements
1. TheParties Contentions

Plaintiffs contend that Interimmaintained its financial recordsin amanner that
violated Sections 3.7 and 3.29 of the Agreement. In Section 3.7, Spherion represents
and warrants that Interim’s financial statements were “prepared in accordance in
GAAP’ and that they “present[ed] fairly in all materials respects the consolidated
financial position and results of operations of [Interim] — as of and for the periods
indicated — and are consistent with the books and records of [Interim] for such
periods.”*** In Section 3.29, Spherion represented and warranted “that the Transferred
Entities do not have any accrued, absolute, contingent or other liability except as
disclosed.”** Accordingtotheplaintiffs, theserepresentationswereinaccurate because
Spherion did not maintain adequate reservesfor Medicareliability, did not account for
the impact of “segment reporting,” and did not adequately disclose the liability to

Medicare created by Interim’s improper cost shifting methodologies.”*®* Spherion

BIPX172, at § 3.7.

*2|d. at § 3.29.

*3The plaintiffs’ criticism focuses on the adequacy of the reserves carried by Interim for
Medicareaccountsreceivable. They contendthat Interim’ sMedicarereservesweretoo lowandthat,

consequently, the earningsattributed toM edicarereceivablesweretoo high. This, of course, skewed
plaintiffs’ valuation of Interim which was the product of a multiple of Interim’s EBITDA.
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deniesthat Interim’sfinancial statementswere prepared improperly, were inaccurate,
or otherwise breached any provision of the Agreement.

Neither party disputes that a healthcare provider participating in the Medicare
program must set reserves to account for cost report adjustments.”** Beyond
acknowledging this basic notion of corporate responsibility, the parties take very
different views regarding the adequacy of the reserves Interim carried on its booksfor
cost report adjustments. Indeed, the parties cannot even agree on the actual amount of
reservesthat | nterim carried at any given point intime or wherein Interim’s financial
statementsthe Court should look to find the actual reserves. Plaintiffs contend that as
aresult of inexplicable “reversals’ in thereservefor cost report settlements made near
theend of 1996 at thedirection of Mr. Haggard, Interim closed 1996 with only $15,000
booked as reserves for Medicare losses as reflected in Interim’ s income statement.**
Accordingto the plaintiffs, thisamount was as little as $585,000, and as much as $3.6
million short of the amount required to address probable M edicarelossesidentified (or

identifiable) by Interim as of the end of 1996.**°

*D.l. 111, at 36-37; D.I. 130, at 125-28.
*°px102; D.I. 111, at 51-52.

D . 111, at 51.
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Spherion’ s argument regarding the adequacy of the Medicare reserves focuses
on Interim’ sbhalance sheet. According to Spherion, Interim’s balance sheet reflects a
1996 year-end reserve for cost report settlements of $707,795.%” This balance
incorporatesthe $300,000 reversal authorized by Mr. Haggard in November, 1996, and
the $250,000 reversal authorized by Mr. Haggard in December, 1996.*%% Asof thetime
of the Salein September, 1997, Spherion’ s balance sheet reflectsthat reservesfor cost
report settlements rose to $3,088,129.”° Spherion contends that these reserves were
morethan adequate, were set in compliance with GAAP, and wereaccurately reflected
in Interim’s financial statements.

2. The Adequacy of Interim’s Reserves

Thebalance sheet reflectsa* snapshot” of afirm’ sfinancial stateat agiventime,
and reveals a cumulative picture.*° In this case, the Court finds that the cumul&ive
picture depicted in Interim’s balance sheet offers the most accurate and gppropriate
measure of the adequacy of Interim’s reserves to address contingent liabilities. The

income statement simply doesnot provide acompleteand accurateimage of thereserve

®'DX 56.
438|d.
DX 57; DX 122, at 40.

“0D 1. 111, at 42; D.1. 130, at 125.
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picture.*** The cumulative reserve on the balance sheet reflected Interim's ongoing
assessment of its exposure to Medicare adjustments, not only for the current year but
also for past years for which Interim may still be liable*** This was an appropriate
means by which to account for reserves on receivables and contingent liabilities.*?
Having determined that the balance sheet is the appropriate source from which
to determine whether Interim carried adequate reserves, the Court must deermine
whether Interim’ sreserveswere sufficient to addressM edi careadjustmentsthat I nterim
management knew its FI and/or HCFA probably would make to the as-filed cost
report. Plaintiffsadvancetwo argumentsin support of their contention that the balance
sheet reserves were inadequate. First, they chalenge the bona fides of the reserve
number reflected in the baance sheet. Second, they contend that Interim’s own
“Medicare group” advised Spherion senior management that Interim’s likely liability
to Medicare far exceeded its established cost report reserves. The Court will address

these argumentsin turn.

“IEven plaintiffs own accounting expert acknowledged that “the balance sheet reserve is
going to be reflective of reserves throughout ownership of an organization, whereas the income
statement is strictly looking at areservefor agiven point in time - for that current year.” D.I. 111,
at 42.

“2D.1. 109, at 197-200.

“3D.1. 130, at 125-30.
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Plaintiffs contend that theincreaseinthe amount of rea mbursabl e costs reflected
in the 1996 year-end cost report resulted from Spherion’ s allocation to Medicare of
additional home office coststhat were generated after Spherion acquired acommercial
staffing business in 1996.** Plaintiffs notethat this newly acquired business was not
involved in providing covered sarvices to Medicare beneficiaries. Nevertheless,
Interim allocated some of these costs to Medicare in its 1996 year-end cost report.*”
Without any citation to the record, plaintiffs then summarily conclude that the
alocation of such costs was improper because they were not reimbursable**® The
Court has searched for testimony in the record, either from fact witnesses or expert
witnesses, specifically addressing the impropriety of thisallocation. The Court has
found no such testimony. Moreover, contrary to plaintiffs’ suggestion, Mr. Krausedid

not acknowledge that dl of the increase in costs reflected in the 1996 year-end cost

“D.I. 136, at 36. The shap increase in Interim’s year-end reserves is explained, in
substantial part, by thedifference between the Medicarerevenues I nterim projected it would receive
asaresult of its PIPs and the final amount of Medicare reimbursement sought in the as-filed year-
end cost reports. Rather than record the approximately $3 million difference as additional revenue,
Interim chose not to make ajournal entry for the additional revenue and to carry the amount as a
Medicare cost report reserve. DX 57; D.l. 118, at 26-27, 33. This practice was consistent with
GAAP, which requires that adjustments to the financial records occur at the time the new
information justifying the adjustment is discovered (as opposed to going back to adjust previously
prepared financial statements). SeeD.l. 131, at 17; D.l. 137, Ex. 3, Haggard Dep. & 327.

“°D.1. 119, at 108-10.

“eD | 136, at 36.
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report arosefrom thenewly acquired business. Instead, hetestified: “Thosewere parts
of it. |1 don’t know if that was all or the primary cost, but the whole headquarters cost
had increased in ‘ 96 as the company got substanti ally bigger.”*’

The Court cannot concludethat theincreasein Interim’s M edicare reimbursable
costs, as reflected in the 1996 year-end costs report, and the resulting increase in
reserves booked by Interimas aresult of the increased reimbursable costs, amounted
totherecognition of “baselessrevenues,” asplaintiffscontend.**® Theevidencesimply
does not support this condusion.

Astothecontention that I nterim’s“Medicare Group” told Spherion management
to increase the cost report reserves, plaintiffsrely principally upon three documentsin
therecord. Thefirst document, prepared by the Medicare group, considered potential
issues that could lead to cost report adjustments, but did so in a format that was not
preferred by Interim senior management. According to Ms. Watson and Ms. Snead,
they were directed to discard that document and to prepare new documents that
separated the issues in one document on the basis of adjustments likely to occur, and

in another document on the basis of adjustments not likely to occur** All of the

“D.1. 119, at 108.
“8See D.I. 147, at 145-46 (Plaintiffs' counsel’s characterization during oral argument).

“9See PX21; PX122; D.I. 106, at 55-57, 59.
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information presented in the first document was included in the two later-prepared
separate documents.”® As Ms. Watson testified:
| think | went inwith here's dl theissues, and some of them | feltreally

wereridiculous and should not need to bereserved for. Butgiventhefact
that the intermediary can do what they want to do, we put them all on.

* k%

Then they [senior management] would have made the determinaion of

how much the reserve would be. Then we would go back and kind of fit

it in to the two saying, well, these we're going to reserve for, and these

weren't reserved for, but we didn’t want to disregard the fact they were

still an issue.**

Thetwo documentsthat were prepared to reflect potential issuesfor adjustment,
although not expressly phrased in terms of “probability,” presented the issues of
concern in a manner that would allow senior management to assess the need for

reserves.”* The document entitled “IssuesMost Likely to Occur Requiring Reserve,”

In essence, reflectsthe M edicaregroup’ s assessment that adjustmentswere* probabl e’

40D.1. 106, at 56-57.

1D . 101, at 61, 67.

*2Management must determine, on the basis of “probability,” the“net realizable value” of
the accounts receivable. D.l. 130, at 126, 129. In other words, the firm billsfor an amount it

believes that it is entitled to receive, but then assesses the amount it will probably receive. The
difference represents the amount reserved against accounts receivable. Id. at 125-29.
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(hence, the conclusion that reserves were appropriate.)™® The corresponding
document, “ I ssuesNot Likely to Occur, therefore, Not Reserved,” reflectstheMedicare
group’s assessment tha adjustments related to the issues identified therein were not
“probable.” ** These documentswere prepared in April, 1997. At that time, Interim
carried a total reserve on its balance sheet of approximately $4,574,281.*° The
M edicare group recommended that reserves be se at $4,612,497.° According to the
M edicaregroup, then, I nterimwasunder-reserved by $38,216 asof April, 1997.*" The
difference is not ggnificant in the context of the ongoing assessment of reserves and
certainly not, in and of itself, evidence of a breach of Section 3.7.%®

The Court’s factual consideration of this claim recognizes that the process of

setting reserves requires management to perform a series of ongoing estimates using

8pX 121; D.I. 130, at 125 (Reserves against receivables reflea what will probably be
realized in the judgment of management).

®pX 122.

5px 121.

456| d

457| d

*8Spe DX 122, at 44 (concluding that reserves wereset in accordance with GAAP and were
adequateto address potential cost report adjustments). Obvioudly, the Court’ sfinding that Interim
did not breach any of the Medicare representations and warranties has influenced its analysis of

whether Interim management properly assessed the likelihood of adjustmentsto Interim’ s requests
for reimbursement from Medicare.
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its best judgment.*® Indeed, as Mr. Krause testified:

Q. Now, with respect to the reserve, whether on the profit and loss
statement or on the balance sheet, to what extent does
management’ s judgment or estimates comeinto play withregard to
any of these reserve items?

A. WEell, they’re all estimates because, when you establish areserve
account, you' re looking at the probability of something happening
differently than what you have recorded on the general ledger. So,
you are making an estimate and a judgment, and you need to
consider it probable and accruable at that point in time, and you
make an adjugment for that.**°

At times, Interim senior management would rely upon theinformation received

from the Medicare group in evaluating the adequacy of Interim’sreserves. At other
times, however, senior management made the determination that the Medicare group
was not being reasonable and would ask them to consider other factorsin reassessing
their conclusions. *®* Thisis precisely the process contemplated by GAAP, and there

Is no compelling evidence in the record that Interim management varied from this

accepted practice. “°® Thefact that | nterim made significant year-end adjustmentstoits

*9D.l. 111, at 83 (Dugan); D.I. 130, at 125 (Wright); D.l. 109, at 193-94 (Krause).

0D 1. 109, at 194.

®1D 1. 137, Ex. 3, Haggard Dep. at 42.

%2D.1. 131, at 15, 17. It should be noted that D& T rai sed no concernsregardingthe adequacy
of Interim’ sreserves, anopinionimplicitly echoed by E& Y whenit later concluded that D& T’ saudit
reflected “adequate” procedures and “consistent” application of “accounting principles.” DX 147.
Seealso DX 9 (D&T audit report).
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reserve account is not unusual given the fact that management had acquired more
information upon which to base its estimates.**®

Finally, the Court addresses plaintiffs’ argument that the financial statements
violated the Agreement because they did not account for the impact of “segment
reporting” -- a process whereby the financial statements would reflect the impact on
Interim’ srevenueof separating the healthcare businessfrom Spherion’ sother business
segments. The Court must reject thisargument for the simplereason that it ignoresthe
very documents upon which it purports to be based. First, the audited historical
financial statements themselveswarn:

Principally due to the use of estimates in allocations, the financial

information included herein may not reflect the financial position and

results of operations [of Interim] in the future or what the financial

position and resultsof operation [of Interim] would have been had it been

aseparate, stand-alone entity duringthe periods presented. Management
does not consider it practical to estimae what the results of operation

“D.I. 131, at 11-12. Seealso, D.1. 130, at 127-28 (“ The setting of reservesis—isaprocess
of estimate— of making estimates. Information that acompany . . . hasaccessto constantly changes.
And as such, it is— it is imperative upon management to make the appropriate esimates as one
passes through the course of the year” to reevaluate what is expected to be collected asinformation
becomes — new information becomes available.”). In this regard, it is important to note that
Interim’ saudited historicd financial statements are dated December 23, 1996. DX9, Attach. A, at
5. To the extent additional information was developed after these documents were prepared, the
adjustments would be recorded in the cumulative baance sheet, not by making retroactive
adjustments to the income statements. D.I. 131, at 17.
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would have been had the Company operated as a separae stand-alone
entity. “*

Then, inthe Agreement’ sprovision rdating specifically to financial statements,
the parties agreed:

TheHealthcare Financial statementshave been prepared fromthe separae

records maintained by [Interim] and may not necessarily be indicative of

the conditions that would have existed or the results of operations if

[Interim] had been operated as an unaffiliated company. Portions of

certain income and expenses represent allegations from oorporate

headquarters items applicable to [Interim] as awhole. **°

In view of these multiple disclaimers, which appear throughout the relevant
documents, itisdifficult toconceive how plaintiffs can suggest that Spherion violated
the Agreement by failing to account for “ segment reporting.” Spherion did not account
for theimpact of “segment reporting” because it determined that it was not practical to

do so under the circumstances.*®® It then advised all potential purchasers of the

l[imitations of the financial staements in the documents themselves and in

DX 9, Attach. A, at 7. Alex.Brown also made it clear in the Offering Memorandum that
“[e]lach recipient is responsible for conducting its own independent analysis of [Interim] in
connectionwith any proposed acquisition and for independently verifying theinformation contained
herein.” DX72 at SPH012134.

“px 172, 83.7.

DX 9, Attach. 5. Moreover, neither the audited historical financial statements nor thepro
forma financial statements purport to analyze the effect or impact upon Inteim’s revenues of
Interim’ sseparation from Spherion. D.I. 109, at 229-30, 231. While certain adjustmentswere made
inthe proformafinancial statements, any adjustmentsto revenues appeared inthe midst of multiple
prominent disclaimers. Id. at 236.
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Alex.Brown’s Descriptive Memorandum, and then reiterated this disclaimer
specifically to the plaintiffsin Section 3.7 of the Agreement. If plaintiffs had wanted
to analyze theimpact of “segment reporting,” they could have attempted to do sowith
the information supplied by Spherion during due diligence.*® The fact that this
analysis apparently was not undertaken by either party cannot now be manufactured
into a claim of breach.

D. The Remaining Section 10.1 Indemnification Claims
______TheAgreement containstwo indemnification provisionsrel evant to thisdispute,
ageneral Seller’sindemnification provision and a “Specia Indemnity” provision.*®®
Thegeneral provisionissubject to the“Limitations’ provision; the Special Indemnity
containsitsown limitations.*®® The“ Limitaions’ provision setsa$2 million aggregate
deductible and a $25 million aggregate cap on recoverable indemnification damages.
The Court will address the remaining daims that are subject to the indemmification
Limitations first, and then will address the one remaining specia indemnity claim.
After addressing each of the remaining claims of breach, the Court will give its final

word on the plaintiffs expectancy damages clam.

*’See D.I. 121, at 102-04.
“8pxX 172, at 88 10.1, 10.4.

*9d. at § 10.3.
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1. TheBurnsand Black Franchise L oans

Plaintiffs allege that at the time of the Sale, the franchise loansextended to the
Black Franchise and the Burns Franchise were impaired and should have been written
down or reserved agai nst in the amount of $230,000 for the Burnsloan and $130,00for
theBlack loan.*® Spherion disagrees, noting that theBlack |oan, whiledelinquent, was
adequately collateralized, and the Burns loan was only two months in arrears at the
time of the Sale, with no portion of the principal being due.*”* Once again, the Court
Is called upon to determine whether Interim’s management exercised appropriate
judgment in setting reservesand accounting for potential losses. And, once again, the
parties’ experts are diametrically opposed in their view on thisissue.

To prove a breach of the Agreement, the plaintiffs must establish that Interim’'s
accounting treatment of the Burns and Black franchise loans did not comply with
GAAP, *”# or that the impaired loans represented a “liability” that should have been

disclosed in the schedules to the Agreement.*”? They have not met their burden of

49D.1. 111, at 62-64, 72-73. The franchiseloan portfolio wastransferred from Spherion to
Interim as part of the Sale. PX 174, at § 1.38.

DX 122; DX 288.
42pX 172, at 8 3.7.

d. at § 3.29.
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proof on either front.

The Burns and Black franchise loans both were backed by the personal
guarantees of the franchise owners and were collateralized by accounts receivable,
tangible property and the franchise territories.””* And, although both franchises were
struggling in their start-up phases, this quite common phenomenon does not, in and of
itself, indicate a probability of ultimate failure.*”> The financial condition of both
franchises appear to have been improving in the months leading up to the sale.*”® The
indications that the franchises were facing financial difficulties were not such that
Interim shoul d have concluded that it woul d not eventual ly collect all amounts due,
including any interest accrued during the periods when payments were interrupted.*’’
Indeed, I nterim’ ssuccesswith franchise loans was quite impressive; it had not written

off afranchise note in any of the five years preceding the Sale*®

47pX 8-12; PX 87-89, PX 93-94.

“D.I. 131, at 27-29.

DX 122; D.l. 100, at 1 165.

“"See DX 122, at 52 (citing paragraph 8 of FASB Statement 114; “A loan is not impaired
during a period of delay in payment if the creditor expects to collect all anounts due including
interest accrued at the contractual interest rate for theperiod of delay. Thus, ademand loan or other
loan with no stated maturity is not impaired if the creditor expects to collect all amounts due
including interest accrued at the contractual interest rate during the period theloanisoutstanding.”).

“®D.1. 131 at 31; DX 122, at 51.
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Interim’s decision not to write-off or reserve for the Black and Burnsfranchise
loans was supported by its auditor, D& T, who concluded:

The Franchise notes are collateralized by the Franchise's receivables.

Further, theamount to be borrowed cannot exceed 90% of the outstanding

receivable balance. There are other covenants that must be met by the

Franchisees, such as certain debt to equity ratios, timely financia

statements, timely Medi care reimbursement cost reports, etc.... Based on

the above, there does not appear to be aneed for an allowanceregarding

the Franchise Notes Receivable.*”®

E & Y likewiseraised no concerns regarding the viability of franchiseloansin
itsreview of Interim’soperations.** Asidefrom the opinion of their accounting expert
-- an opinion the Court has found to be less persuasive than Spherion’s accounting
expert’ s opinion -- plaintiffs have faled to offer any evidence to advance thar claim
that GAAP required Interim (pre-Sale) either to write-off or reserve againg the Burns
and/or Black franchise loans or that the loans qualified as liabilities that should have
been disclosed under the Agreement. Consequently, the claim fails.

2. The Huff Litigation

Spherion contends that it is not required to indemnify plaintiffs for the costs

associated with the litigation initiated by Interim (post-Sale) to obtain insurance

DX 134.

DX 75.
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coverage for Huff 11 on three grounds: (1) because the liability in Huff | was covered
by insurance, it was an “Excluded Liability” under the Agreement not subject to
disclosure;*! (2) Spherion reasonably determined that Interim was not liable for the
claims made in Huff 11;*? and (3) the named defendant in Huff 11, IHS, was not a
“Transferred Entity” as defined in the Agreement.”®® The Court rejects each of these
contentions, and findsin favor of the plaintiffson this clam.

In Section 3.20 of the Agreement, Spherion warranted: “except as set forth in
Schedule 3.20, there is no daim, action, suit, litigation, proceeding, or arbitration...
(“Actions’) pending or.... threatened against Seller related to[Interim] [or] any of the
Transferred Entities....”*** Unlike Section 3.29, which provides that any liability
covered by liability insurance need not be disclosed, Section 3.20 makes no reference
to the presence of insurance at all, and certainly does not excuse disclosure when the
claims alleged inthe“Actions’ are covered by insurance.*®* Huff I, therefore, should

have been disclosed to the plaintiffsin Schedule 3.20.

®IPX 172, at §1.30; PX 174, at Sch. 1.44.
2D 1. 109, at 91-92.

®d. at 93.

#IpX 172, at § 3.20.

485| d
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Although negotiations to settle Huff | began prior to the Sale, the actual
settlement agreement was not consummated until June 2, 2000.** The litigation was
voluntarily dismissed without prejudicein February, 1998.*” Six monthslater, Mr. and

Mrs. Huff initiated Huff 11 in which they made claims nearly identical to those raised

in Huff I, and sought in excessof $15 million dollars compensatory and $25 million
dollarsin punitive damages.”®® Mr. and Mrs. Huff named IHS, a general partnership
in which Interimwas ageneral partner, as adefendant in Huff 11 and claimed that IHS
was jointly and severally liable for all damages along with the other defendants. “*°
IHS forwarded the complaint in Huff 11 to Spherion so that Spherion could seek
coverage from its liability carrier.*®® The carrier denied coverage.*®* Spherion then
rejected Interim’ sclaim for indemnification, and further advised that it would not seek

to compel coverage from its insurance carrier.*

DX 295.

*7D.1. 100, at 1 141.
8 d. at 11 142-45.
#d.

01d. at 1 146.

®ld. at 7147.

*21d. at 1 147-48.
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The settlement agreement reached in Huff | left Interim, as ageneral partner in
IHS, exposed to further liability in Huff [1. Spherion knew that the plaintiffs had not
released IHS,** knew that itsinsurance coverage, if any, for further claimswaslimited
to $5.5 million,”** and knew that the $50,000 settlement proceeds paid to Mr. and Mrs.
Huff in Huff | was hardly satisfactory compensation for the catastrophic brain injuries
suffered by their son.*® Under these circumstances, the Courtis satisfied that
plaintiffs have carried their burden of proving a breach of Section 3.20 of the
Agreement, and have further carried ther burden of establishing a right to
indemnification under Section 10.1 of the Agreement. The Damages incurred by
plaintiffs to coerce Spherion’s carrier to provide coverage for Huff Il “arose out of”
Spherion’ s failure properly to disclose Huff | inthe schedulesto the Agreement.**® The

Court alsois sati sfied that Spherion received timely notice of the claim.*’

DX 295.
19pX 276.
DX 295.
1°pX 172, at § 10.1,

“7See PX 692.
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Interimincurred $91,180.26 in legal fees and expensesin its prosecution of the
coverage action.**® AIG paid $50,000 of these legal expenses as part of the settlement
with Interim, leaving $41,180.26 to beindemnified by Spherion.**® Thisclaimisbelow
the $2 million deductible, however, and is not compensable on its own. It will count
towardsplaintiffs' aggregaterecoverableclaimfor indemnification under Sections10.1
and 10.3.*®

3. TheWilliamsLitigation

TheCourt already hasdetermined on summary judgment that Spherion breached
Section 3.20 of the Agreement by failing to disclose the persistent pre-Sale threats of
litigation against Interim made by the Williams franchise.®® Specifically, the Court
determined that Section 3.20 required Soherion to identify all threats of litigation,
whether or not the litigation would result in a “material” loss as defined in the
Agreement>®® The Court concluded that the undisputed evidence of record

demonstrated that the Williams franchise had threatened to sue Spherion on several

“8D.1. 100, at 1 151.

499|d.

S0PX 172, at §8 10.1, 10.3.
0D 1. 94, at 34.

502| d
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occasionsfor territorial infringement and other claims. Theseclaimsultimately formed
the bases of the litigation initiated by the Williams franchise against Interim after the
Sade”® Nevertheless, the Court declined to grant summary judgment to plantiffs on
their claim for indemnification upon concluding that the plaintiffs had not established
causation as a matter of law. The causation issue, therefore, was the only remaining
Issue to belitigated at trial with respect to the Williams franchise litigation.

The Court finds that the plaintiffs carried their burden of proving causation at
trial. A review of the schedul esattached to the Agreement demonstratesthat the parties
werequitethoroughinidentifying potential liabilitiesandincorporating suchliabilities
within the detail ed representations and warranties in the Agreement.>* Had Spherion
disclosed Ms. Williams' persistent threats of litigation to the plaintiffs, aswell asthe
Williams' franchiseregula defaultsonitsfranchiseresponsibilities, it isprobablethat
the plaintiffs would either have sought specific indemnification protection from the
Williamsfranchiseclaimsor, at | east, demanded that gppropriate reservesbeset for the
contingent liability. Moreover, therecan be no reasonable question that Interim’s (as

acquired) exposure to the Williams litigation Damages “arose out of” the inaccuracy

3D 1. 100, at 7153.

%pX 174,
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of Spherion’s representation that it had disclosed all threatened litigation.>®

Contrary to Spherion’ s suggestion, the plaintiffsdid not improperly prompt the
Williamsfranchisetoinitiaelitigation. Rather, totheextent Ms. Williams' motivation
for filing suit can be gleaned from therecord at all, it appears most likely that it wasthe
plaintiffs’ insistence that shecomply with her franchiseresponsibilities (not routinely
enforced by Spherion pre-Sale) that caused Ms. Williamsto pull the litigation trigger.
The litigation gun, however, had been pointed at Interim many times starting long
before the Sale was even contemplated.

Based on the foregoing, the Court concludes that the Damages incurred by the
plaintiffsin connection with theWilliams litigation areindemnifiable. **® The parties
have stipulated that the fees and costs incurred by Interim to defend the Williams
litigation were $290,717.25, and that these fees and costs were reasonable and
necessary.>’ Interim paid the Williams franchise $100,000 to settle the claims that
remained after dispositive motion practice®® Both the settlement proceeds and

attorney’ sfeesand costsare” Damages” asdefined under Sections 1.19 and 1.65 of the

S05pX 172, at § 10.1(ii).
S06pX 172, at §§ 3.20, 10.1(a).
S07PX 335.

8pX 312; D.l. 155.
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Agreement.®® Accordingly, the total Damages recoverablefor the breach of Section
3.20 with respect to theWilliams' litigation is $390,717.25, subject to the limitations
provisions of Section 10.3 of the Agreement.>*°

4. Plaintiffs AreNot Entitled To Indemnification For Any Damages
Indemnifiable Under Section 10.1

The aggregate of plaintiffs Damages from Spherion’s breaches of its Seller's
representations and warranties that are indemnifiable under Section 10.1 is less than
$2 million. Consequently, pursuant to Section 10.3, plaintiffs are not entitled to
indemnification for these Damages.

E. TheTherapy Student Claims

Theclaim for indemnification arising fromthe Therapy Student liabilitiesisnot
subject tothelimitation provisions of Section 10.3. The partiesanticipaed that Interim
would face claims from Thergoy Students and other liabilities arising from the failed
Therapy Student program so they negotiated special indemnification provisions to
address these liabilities. These provisions, and the plantiffs’ entitlement to

indemnification Damages thereunder, will be discussed below.

9pX 172, at 88 1.9, 1.65.

*19d, at § 10.3.

145



At the time of the Agreement, several matters relating to the Therapy Student
program were either already in litigation, or soon to beinlitigation.** Spherionwasin
the process of addressing these various claims prior to the Sale and, accordingly, the
claims becameasubject of certainindemnification provisionsinthe Agreement.” The
parties have stipulated regarding the universe of Therapy Student claims for which
plaintiffs seek indemnification.>** They have also stipul ated regarding the amounts of
clams paid by Interimin settlement of Therapy Student claims, and the amount of
outstanding Therapy Student loans written off by Interim.*** Finally, the parties have
stipulated that plaintiffs are entitled to indemnification as to settlements paid to, or
loans written off on behalf of, certain Therapy Sudents.®™

Astotheremaining Therapy Student claimsor Therapy Student loan write-offs,
Spherion contends that plaintiffs are not entitled to indemnification because: (1) the
clams or loanwrite-offsidentified by the plaintiffsdo not relateto “ Therapy Students’

asthat term is defined in the Agreement; and/or (2) any claims or loan write-offs for

HSee DX 112; PX225; PX223; PX225; PX239; PX253. See also DX 174, at § 3.20.
*?PX 172 at §8 1.96, 10.4.

°3D.l1. 96; D.I. 132.

*¥1d.; PX 336.

°1°D.1. 96, at 11 11-15; D.I. 100, at 11 130-35; DX 74; PX705.

146



which plaintiffs seek indemnification are subject to a*“bad debt reserve’ provided for
In the Agreement and, therefore, are not recoverable in this litigation; and/or (3)
plaintiffsfailed to providetimely notice of the claim(s) as required by the Agreement.
The Court will address these arguments seriatim.
1. The Definition of Therapy Student In the Agreement

At Section 1.96, the Agreement defines “ Therapy Students” as follows:

‘Therapy Students means those individuals who have signed an

agreementwith any of the Transferred Entitieswherebythey receiveloans

and partial advances of tuition from such Transferred Entity for their

education in physical therapy in exchange for their agreement to remain

employed by such Transferred Entity for a specified period following

licensure in the United States.”*®

Spherion contendsthat to qualify asaTherapy Student under the Agreement, one
actually must have received aloan pursuant to a signed agreement. Under plaintiffs
likely view of the Agreement, a participant in the Therapy Student program qualifies
as a “Therapy Student” if the individual signed an agreement tha provided for the
individual to receive aloan, vel non the individual actually received it.

The parties have identified in their stipulation those individuals who did, and

thosewho did not actually receive a Therapy Student loan.”*” Asto those studentswho

S18pX 172, at § 1.96.

D, 132, at 11-2.
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received loans from Interim or its affiliates, the parties appear to agree that these
individualsare Therapy Studentsasthat termisdefined inthe Agreement. Theparties
also have stipulated that, asto those students who did not actually receive aloan, each
of them signed an empl oyment agreement which required them to work for Interim, or
its predecessor, TSS, “for a specified period following licensure in the United
States.”*® Pursuant to the TSS Employment Agreement, students received a
commitment that TSS would contribute $7,500 toward the student’s “tuition” and
would make aloan available to the student for incidental expenses.®™® Whether the
student accepted theloan was up to the student.

After a careful review of the operative language, the Court concludes that the
only reasonabl einterpretation of the Agreement’ sdefinition of Therapy Student must
focusonwhether theindividual signed an agreement that provided for loansand tuition
assistance from either Interim or its predecessor, not whether the student actually
received both a loan and tuition assistance. The definition of Therapy Student

describes the requisite provisions of the employment agreement but does not specify

*18D 1. 96, at 10 (“ Each student entered intoan Employment Agreement in connection with
his or her phydcal therapy education in the Netherlands identical to the Employment Agreements
marked as plaintiffs’ exhibits 704 and/or 705"); PX 704; PX 705.

*See e.g. PX 354; PX 355; PX 388; PX 392; PX 412; PX 451; PX 466; PX 474; PX 491,
and PX 501.
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whether the student must dect all of the benefits of the employment agreement to fall
within the definition. Moreover, Spherion has faled to offer any meaningful
justification - - either in the tenets of contract construction or in the practical
consequences of the competing constructions - - for an interpretation of the definition
that would allow Interim (as acquired) to seek indemnificaion for claims made by
students who received loans, but would prohibit indemnification for claims made by
those students who elected not to accept aloan. Like blue on black, the distinction
makesno difference when considered in the context of theliability exposureto Interim
that the parties intended Section 10.4 to address.>®
2. The Therapy Sudent Reserve

Section 10.4(a) of Agreement provides, in pertinent part:

Seller shall indemnify Buyer Group with respect to Damages resulting

from (i) the failure to collect on notes receivable from the Therapy

Students, to the extent that such failure to collect exceeds the amount

specifically reserved therefore [“the Therapy Student Reserve’] as of the

Closing Date on the books and records [of Interim], as set forth on

Schedule10.4(a), (ii) claimsby Therapy Studentsagainst the Seller Group
with respect to obligationsto Seller or the transferred Entities under those

*The parties’ course of conduct prior to this litigation supports the Court’ s interpretation
of the clear language of the Agreement. D.I. 115, at 68-69 (“-- atno time[prior to thelitigation] did
Spherion — ever take the position that a Therapy Student without aloan was not a Therapy Student
under the definition in the Stock Purchase Agreement.”).
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certain contracts concerning the education of the Therapy Students,
(“ Specified Damages”).>*

Spherion contends that the Therapy Student Reserve mus be applied to reduce
itsobligationtoindemnify plaintiffswith respecttoall Therapy Student loansthat were
written-off, even those that were subject to “claims by Therapy Students against the
Seller Group” asreferenced in Section 10.4(a)(ii). Plaintiffscounter that the Therapy
Student Reserve is referenced only in Section 10.4(a)(i) and, therefore, it is not
applicableto the claimsthat arethe subject of Section 10.4(a)(ii), evenif such clams
include Therapy Student loans written-off by Interim. Stated differently, plaintiffs
contend that the Therapy Sudent Reserve doesnot apply to settlements of litigation or
threatened litigation, even if the consideration for the settlement includes, inwhole or
in part, awrite-off of a Thergpy Student loan.

The Court will follow the interpretation of the Agreement proffered by the
plaintiffs. Section 10.4(a) contemplates separate bases for indemnification. First, in
those instances where Interim has determined to write-off Thergoy Student loans
without the threat of litigation because the loans are uncollectible, the parties agreed

to a designated reserve amount to address those situations and to reduce the Seller’s

2L pX 172,810.4(a). “ Seller Group” includesInterim (pre-sale) and Spherion. 1d. at § 1.85.
“Transferred Entities’ includes Interim and its subsidiaries. Id. at 88 1.100, 1.101, 1.103.
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indemnity liability. On the other hand, where Therapy Students have made claims,
either in threatened or actual litigation, aganst Interim or its predecessors based on
alegations, inter alia, of breach of contract, misrepresentation or fraud, the
consideration offered by Interim to resolve those claims - - including, if appropriate,
theforgivenessof outstanding loan obligations- - isnot subject to the Therapy Student
Reserve. The write-off of the loan, under these circumstances, is tantamount to, and
an integral part of, a payment of “Damages resulting from [a] daim by [d Therapy
Student.”*# There issimply no canon of contract construction reasonably applied to
the text of the Agreement that would justify applying the Therapy Student Reserve to
payments made under such circumstances.
3. Noticeof Ther apy Student Claims

Spherion next contends that plaintiffs may not seek indemnification for any of
the Therapy Student claims because plaintiffs did not submit their demand for
indemnification inaccordancewiththenotice provisionsof the Agreement. Inaddition
to the adequacy of plaintiffs' notice of the claims, the parties dispute whether loan

write-offs constitute “Third Party Claims’ as defined in the Agreement.

2|d. at 8 10.4(q)(ii). Seealsold. at § 1.19 (“*Damages means claims, losses, penalties,
fines, damages, liabilities and expenses ....”)(emphasis supplied).
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The first applicable provision of the Agreement is Section 10.1(b), which
provides, in pertinent part:

The representations and warranties of Seller set forth in Section 3 shall

survive the Closing. The representations and warranties set forth in

Sections 3.3, 3.4, 3.5, 3.7 and subsequent sections of Section 3 shall

expire and be of no further force and effect eighteen months after the

initial closing date, except with respect to — (ii) claims that Buyer has
previously asserted against Seller in writing, setting forth with
reasonabl e specificity the natureof such claims>*

The second provision, at Section 10.4(f), specifies that the aghteen-month
survival period set forth in Section 10.1 applies to Therapy Student claims.®** At
Section 10.5, the Agreement requires “prompt” and “reasonably detaled notice of
Third Party Claims.”>* The Agreement defines “ Third Party Claim” as“any and dl
claims, demands, suits, actions or proceedings by any person or entity, other than
members of the Buyer Group or the Seller Group, that could give rise to aright of
indemnification under Section 10.”°%

Spherion contends that plaintiffs failed to comply with the notice provisions

because they either faled to deliver timely notice, faled to deliver the notice in

5219, at § 10.1.
5241d, at § 10.4(f).
5. at § 10.5.

2°|d. at § 1.97.
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writing, or failed to deliver noticethat set forth the claimfor indemnification with the
requisitespecificity contemplated by the Agreement. Plaintiff schallenge Spherion’s
interpretation of Section 10.1 and argue that their written notice of the Therapy
Student claims complied with areasonabl e interpretation of the Agreement’ s notice
provisions.

The Agreement does not define “ reasonabl e specificity,” yet this appearsto be
the focus of the parties’ dispute with respect to this issue. The parties agree that
plaintiffs did provide written notice to Spherion regarding several of the Therapy
Student claims within the prescribed time period.”” They also appear to agree that
the written notices to Spherion did not identify by name all of the Therapy Students
for which plaintiffs demanded indemnification.>*®

Giventhat Spherion waswell aware of the compl etefiasco its Therapy Student
program had become prior to the Sale, and knew well that most if not all of the
Therapy Students had not received what they were promised (an ability to seek an
education abroad and then licensure and employment in the United States), the Court

Is disinclined to follow Spherion’s narrow construction of the Agreement’s notice

2D . 109, at 134-36; PX 225; PX 229; PX 235; PX 239.
See e.g. PX 239 (“[Interim] and Buyer take the position that other Therapy Students

making alegations in the future, similar to the allegations previously disclosed to you, would be
covered by the Special Indemnity provision of Section 10.4(a) of the Agreement.”).
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provisionwith respect to the Therapy Student claims.®* Spherion knew specifically
the universe of studentswho participated in the Therapy Student program. Each of
the students, in one form or another, signed an agreement with Interim (pre-Sale) or
its predecessor.”*® And each of these Therapy Students possessed a patential claim
against Interim fromthe moment the Therapy Student programfailed to deliver what
Interim or its predecessor had promised. Under these circumstances, the Court finds
that plaintiffs’ written notification regarding the future Therapy Student claimswas
sufficient to satisfy the “reasonable specificity” requirement of Section 10.1(b)(ii),
andthe“reasonably detailed” requirement of Section 10.5.>*' Spherionknew full well
who these potential claimantswere and what itslikely exposureto such claimswould
be.

The Court also sharesplaintiffs’ view that |oan write-offsarenot “ Third Party
Claims’ as defined in the Agreement, at |east to the extent that the write-off did not
occur in consideration for the release of a Third Party Claim. Because the Therapy
Student program was a total failure, Interim was forced to write-off several loans

deemed uncollectible. The assessment of the viability of the loans, and thedecision

29Gee PX 112; PX 233; PX 234; PX 253; PX 174, SCH. 3.20.
0D 1. 96, at 1 10.

531pX 172, at §§ 10.1(b)(ii), 10.5.
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to write them off, had nothing to do with a “claim, demand, suit, action or
proceeding.”>** The loan write-offs, therefore, were not subject to the notice
requirementsof Section 10.5.>*
4. Indemnification for the Ther apy Student Claims

The Agreement providesthat the parties are to share the losses associated with
the Therapy Student program. Specifically, the Agreement provides that Interim
would pay thefirst $100,000 without any contribution fromSpherion. Thereafter,the
parties agreed to pay 50% of “Specified Damages.”>** As to the loan write-offs,
Spherion was obliged to pay 50% of the amount written off over and above the
Therapy Student Reserve ($578,463.00), plus the fees associated with collection.>*
Based on the parties stipulations, and the Court’s factual and legal conclusions
regarding the proper construction of the Agreement, the Court is saisfied that the

plaintiffs are entitled to the full amount of indemnification they seek for losses

e ld. at § 1.97.

*¥d. at § 10.5 (“any Indemnified Party that seeks indemnification with respect to a third
party claim from the other party.. must provide written notice to the Indemnifying
Party....”)(emphasis supplied).

¥ d. at 810.4(a)(iii).

55|, at §10.4(a)(i).
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associated with the Therapy Student program. Specifically, plaintiffs are entitled to:

Alford Action: $467,722.88
Abrajano Action: $420,086.12
Stecker Action: $255,443.89
Other asserted daims; $444,700.54
Loan write-offs in access

Therapy Student reserve: $322,051.31
Probable additional loan write-offs: $331,434.21

Total: $2,241,438.95
Less: $ 100,000.00

Interim share: $1,070,719.48

Spherion share:  $1,070,719.47 >

F. Plaintiffs Are Not Entitled to Expectancy Damages

The Court aready has concluded that plaintiffs recovery of expectancy
damages must betied to ther ability to prove a breach of the express promises made
to them in the Agreement. Thus, for instance, had plaintiffs proven abreach of the

M edicare representations and warranties, or the financial statement representations

*%The following evidence relates to each element of the Therapy Student indemnification
Damages: (1) Alford action—PX 112; PX 329; PX 336; D.I. 132, /9. (2) Abrgjano action—PX 233;
PX 329; PX 336; PX 716; D.I. 96, §1; D.I. 132, at 19. (3) Stecker action — PX 253; PX 254; PX
336; D.1. 132, 19. (4) Other asserted claims— PX 239; PX 329; PX 336; D.1. 132, at 9. (5) Loan
write-offs— PX 329; PX 336; D.l. 132, at 11, D.1. 96, a 1 1 6, 7, 8.
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and warranties, plantiffs could reasonably argue that their valuation of Interim was
skewed as a result of these breaches and that expectancy damages, therefore, are
appropriate. Plaintiffsfailed to meet their burden of proof on these breach claims,
however, and the breaches that they have proven are not such that the Court can
conclude that plaintiffs' reasonable expectations for this transaction have been
frustrated. Indemnification, under the circumstances, is the appropriate (and
exclusive) remedy.
[11.

For the foregoing reasons, the Court has found in favor of the plaintiffs on
Counts | and Il of their Amended Complaint. The Court has found in favor of
Spherion on Count |11 of the Superior Court Complaint and Count | of the Court of
Chancery Complaint, which claim was transferred to this Court prior totrial. The
Court also has found in favor of Spherion on plaintiffs’ claim for expectancy
damages.

Plaintiffs are awarded $1,070.719.47 withrespect to Count |1 of the Superior
Court Amended Complaint, pluspre and post judgment interest at the statutory rate,
and reasonabl e attorney’ s fees and costs in accordance with Sections 1.19, 1.65 and
10.1 of the Agreement. Because the plaintiffs’ Damages with respect to Count | of

the Superior Court Amended Complaint, in the aggregate, do not meet the $2million
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deductibleset forthin Section10.3 of the Agreement, plaintiffsare not awarded their
otherwise recoverable Damages as to these claims.

Theparties shall present a stipulation to the Court within fourteen days of this
Order setting forth the means and timing by which they propose to address the
attorney’s fees issues under Sections 1.9, 1.65 and 10.1 of the Agreement. Upon
resolution of this issue, the Court will enter its final judgment and verdict on the
docket.

IT 1SSO ORDERED.

The Honorable Joseph R. Slights, 111

Original to Prothonotary
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