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Corporate Governance
and the HealthSouth
Derivative Litigation

By Ken Randall and Hunter Hill

n June 18, 2009, Jefferson County

Cireutt Judge Allwin Hom

entered a judgment of pearly $3
billion against former HealthSouth CEO
Richard Scrushy in the derivative action
filed on the corporation’s behalf. Scrushy
ased the company he founded. the industry
leader in rehabilitative health care, o per-
petuate a colossal fraud on the market.
Scrushy and his CEOs overstated
HealthSouth’s net income by $3.1 billion
over seven years and raded HealthSouth’s
slovk in order 1o take advantage of this
fraw, harming nol only HealthSouth and
its shareholders but the market as 4 whole,
Following extensive litigation, involving
perhaps the most blatant breach of corpo-
rate vovernance by a homegrowa Alabama
company, Judge Hom conclusively gave
Scrushy the titke “CEQ of the fraud™
(Tucker v. Scrushy, No. CV-02-3212 at p.
25 (Jefferson County Cir. Ct., Ala, June
18, 2002) (memorandam opinion)).

The Structure of
the Litigation

Three different trials compose the cor-
pus of the HealthSouth fraud litigation.
In 1998, a class of stockholders filed a
direct securities fraud suit in federal
courl against HealthSouth and several
insiders, inclnding Scrushy, claiming that
management materially misrepresented
the effects of certain acquisitions and
Medicare chianges in 1997 on
HealthSouth’s financial position, In the
wake of sharply declining earnings in the
third quarter of 2002, several other secu-
rities fraud class sctions were {iled by
various stockholder and bondhoider
wroups. Afier the financial frund at
HealthSouth became public in March
2003, the old and new federal court secu-
rities fraud cases were consolidated into
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a class-action dubbed Ju re flewlthSouth
Corporation Securities Litigenion. While
Scrushy refused 1o setthe, HealihSouth
and the ather directors and officers sei-
tled the case for $443 000,000, covered
by stock issuance and imsurance.

Secondly, the SEC brovght criminal
charges against Scrushy, filed in federal
court. with ¢laims providing the first reat
test far provisions in the Surbanes-Oxley
Act (*SOX™). which were mtended to
assist the prosecution of accounting
fraud. The business and Jegal communi-
ties viewed this proceeding as 4 relative
failure. HealthSouth settled for onty
S100.000.,000 in civil damages and was
enjoined fram further breaches of securi-
ties laws, while not admuting (o any
wronuedoing. As is well known by now,
though five former HeatthSouth CFOs.
who had plead guilty. testified against the
former CEQ, Scrushy was acquitted on
these securities fraud eriminal charges.

Our focus, Tucker v. Scrushy, was d
derivative action filed by shareholders on
behalf of HealthSouth, The action began
in August 2002, before the HealthSouth
accounting fraud was made public, when
a shareholder, Wade Tucker. filed suit
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againsl Scrushy, then CRO. and vanous
other officers and directors i the Cireut
Court for Jefferson County, Alabama, {or
various hreaches of fiduciary duty stem-
ming primarily from sclf-dealing transac-
tions." Afler the accounting fraud was
announced. Judge Hom found that
demand would have been futife and
appointed Wade Tucker as the derivative
plaintiff, who had authority 1o assert the
clatms of HealthSouth resulting from the
accounting fraud that was discovered in
March 2003. Several other sints were
consolidated under this name and were
placed under the care of Judge Horn.
Atter a hench trizl in May 2009, the
cowrt faund that the damages that sheuld
he awarded against Scrushy totaled
$3.115.103.000. Atter certain judgment
credits related to previous recoveries on
hehudf of HealthSoutl in this same deriv-
ative litigation, Judge Horn entered a
judgment against Scrushy and in tavor of
Wade Tucker, derivatively for
HealthSouth Corporation. in the sum of
$2 876,103 000 for frand. insider trading,
neeligence and self-dealing.

As in the Bernte Madoft case, efforts
are now underway to identify, find and
liguidate Scrushy family assets, the fruits
of corporate waste and unjust enrichment
from massive breaches of fiduciary
responsibilities. Tt i doubtful that full
racovery ever will be made.

These three proceedings, combned,
found HealthSouth, Scrushy. other offi-
cers and directars, anditors, and invest-
ment hankers liable for well over 33 bil-
Tion in damages and disgorgements.

The Derivative
Litigation: A
Myriad of
Fiduciary
Violations

For publicly-traded corporations. the
officers” and directors” ullimate responsi-
bility is to the company s owners, the
shareholders. Tn The Wealth of Nations,
Adam Smilh wrole thal “being managers
rather of other people™s money than of
their own. it cannot be well expected that
they should watch over it with the same

anxious vigilance with which , .. parl-
ners . . . frequently watch over their
own.” Fanctionsl capital markets require
thal in¥estors turn over their camital to
these mapagers, normally compiele
strangers. In fact, the U.S, Supreme
Court held that the essence of a “securi-
1" is “whether the scheme involves an
imvestment of money i @ common cnier-
prise with profits to come selely from the
eflorts of atbers.™ The scourity is the
fundwmental building block of our public
markets, requiring investors to trust thal
other people will produce worthwhile
finuncial returns. In other words., our
very market cconomy is defined by trust.

Therefore, the kew has imposed certain
indispensable Tiduciary duties on officers
and directors Lo foster confidence thal
they will maximize the investors’
returns.” Under stundard corporate-gover-
nance nomenclature, fiduciary responsi-
bility includes the “duty of care”™ and the
“duty of lovalty.” A case involving a
breach of care “is essentially a negli-
gence cause of action.” according to Dr.
Richard Thigpen’s renowned treatise.
while a breach of lovalry “relates more to
the Jaw of traud.™

Scrushy's behavior was a tremendous
breach of bath the duty of carc and the
duty of lovulty, Courts have utilized a
spectrum of standards in defining the
duty of care, but Scrushy violated that
duty from one end of the spectrum to the
other. Delaware law coverned the deriva-
tive litigation. Even if under Delaware’s
business judement rule “director lability
is predicated upon concepts of gross neg-
ligence,™ Scrushy clearly viclated that
standurd of care. Similarty, the dertvative
action demonstrates Serushy’s complete
disrecard of his daty of loyaity to
advance HeathSouth's best interests,
through his multiple acts of self-dealing.

Forecast Fallures

There were al least two molivations for
the fabrication of HealthSouth's camings.
The first involved the company s failure o
meel it fmancial forecast, which would
have dismaved Wall Street and greatly
reduced the viue of Scrushy’s own
HealthSouth stock, While valuation meth-
ods lypically mvolve discounting Lhe per-
pernal cash flovwes (o shareholders . a corpo-
ration’s cash {lows are only as goad as the
last quarier. Failing 1o meel canings



reduces the expected future cash Qows.
naturalty driving down the frndamental
vithie of o company’s publicly taded stock.
Ans the largest shareholder of the company
hie founded, & great deal of Serushy’s
wealth was ted (o the share price,

Foflowing multiple acguisitions, the
10-Q HealthSouth (Hed with the SEC i
the second quarter of 1996 telis the story
of a vibrant company. operating 643 out-
patient care centers as of June 1996,
compared with only 382 cutpatient care
centers a year carlier. There was growth
reported. though less pronounced, in the
number of surgical and inpatient facili-
ties. Quarterly carnings per share were
reported at $0.36, compared to just $0.08
a year carlier. The reality was much
bleaker. According to the Special Audit
Committee Report of May 26, 2005, the
financials overstated pre-tax income by
$7.9 million in Q2. $10.7Y million in Q3
and §70.2 million in Q4. For FY 1946,
HealthSouth missed the board-budgeted
net income by over 32 percent, buot it
reported that it beat the estimates.

It is difficult 1o imagine a more blatant
violatton of the duties of loyaity and care
than Scrushy™s zctions. Granted, 2 higher
steck price equally enhanced the value of
every shareholder’s stock during the peri-
od of the fraud. but the faisified finan-
cials imnperiled the company’s reputation
and very existence, The fraud ultimately
led to a great dectine in the stock’s value.
At issue, of course. is not only the fabri-
cated value of HealthSouth’s stock bur d
fundamental attack on the core of the
public market: accurate and transparent
pricing information. Choices to buy, hold
or sell stock can be onty as good as the
data informing the decision,

Fraud s illegal in #]] business entities,
but fiduciary duties must be contextual-
tzed. Federal and state laws distingaish
hetween the application of regulations o
privately ind publicly held compeanies. In
private (including closely held) corpora-
lions, operations oflen are informal. and
often all shareholders are also divectons.
Delaware law even permits the behavior
of LI.C members 10 be governed by con-
tract faw. rather than by traditional fidu-
ciary responsibilities.

With a publicly traded company, how-
ever. stlockholders have fess direct board
representation. Thelr knowledge base is
iramed by the company’s eamnings
reports: few shareholders actually attend
the company s annual meetings. Tt is said

For publicly-traded
corporations, the
officers’ and
directors’ ultimate
responsibility is to
the company’s

owners, the
shareholders.

that shareholders can “vote with their
feet,” by walking away from an under-
performing compuany. Bul when company
executives perpetuate a fraud on the mar-
ketplace for securiu‘cs they do more than
keep the company s owners in the dark-
they blindfold and handeuff stockbolders.
Judge Horn found that, through the
exercise of stock options and the sale of
stock. Scrushy received about $93 mil-
lion from trades in 1997 and $54 million

from trades in 2002 -—returns inflated by
reparting ” On the olher hand, the inflat-
ed earnings acually cost HealthSouth
$G 14,146 000 in additional federal
income tax on nen-existent profit.
Another overpayment of $103.218.000
was made for stale imcome taxes.
HMealthSouth alse overpaid $81.,334.000
in taxation on fictilious persenad proper-
ty. Bven though it eventually recovered
the overpayment of federal and state
income tax, HealthSouth lost use of
money when it needed it: the “time value
of money” exacerbated the damage from
the overpayment.

With some irony, the bloated financials
also hiked the price HealthSouth paid for
the repurchase of its own publicly traded
stock. Like any other sharcholder. but at
a lareer scale, HealthSouth paid more
than it should have for company stock.
Though otiier courts have accepted
expert testimony to evaluate the differ-
ence between the purchase price and a
corrected fair market value of traded
securities, Judge Horn found this calcula-
tion 100 speculative to award damages to
the corporanion. Besides, much of the
class-action settlements centered on
HealthSouth benefiting from the bloated
pricing, which had enabled it to acquire
other rehabilitative health care compa-
nies with # lower cost of capital.

When the fraud was exposed its 2003,
HealthSouth experiencedd the most direct
damage. The price of HealthSouth stock
fell 1o less than $0.30 per share from
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$10.55 the day belove the FBI raid in
March 2003, As the share price fell. the
cosl of debt increused. and HealthSouth
tneurred $1.5 billion in debt service and
credit premiurs. JP Morgan (roze the
$1.23 billion credit hne it had opened for
the company jusl days before some $300
million in debt principal was due. Fears
raged that revelations of the frand woulkd
force the compuny to file for bankrupicy.
just as Envon and Worldeom had done,
The New York Stock Exchange delisted
HealthSouth shures. Just w reconstruct
and restate e finuncials cost HealthSourh
$692 million in accountants’ fees: the sam
of $622 million wis included i the judg-
ment for this expense.”

Bogus Bonus

A secomd motivation for falsifymg
HealthSouth’s financials involved
Scrushy’s emplovment contract, Under
his contraet, Scrushy earned a boyus if
HealthSouth’s actual net income exceed-
ed its budgeted net income. Stnilar
bonuses ofter are used appropriwety and
effectively o incentivize C-suite per-
formance and to create a metric for link-
ing management CoMpPensation to corpo-
rate performance, thus reducing the so-
cafled agency problem. Since stockhold-
ers have only a residual claim to earn-
ings, greater earnings increase stock
value and retim. Tying compensation to
performance incents the CEO to work
more industriously.

1n a setting of fraud, however, Scrushy s
bonus incented him not to improve per-
fonmanee but to falsify eamings. Scrushy’s
FY 1996 bonuses alone more than tripled
the 7oted amount that the average CEO of
an S&P 500 portfolio company eamed at
the time’— und, of covrse. Scrushy did not
actually meet the performance metric for
his bonus., The court’s judgment included
$22 880,000 related 1o Scrushy's having
illegitimately earmed his 1996 bonus. The
courl previously had wwarded more than
double that amount for borus bonuses for
1997-2002."

Law school business organization
courses devole much time 1o the subjeet
ol the business judgment rule. Though
the business judgment rute has muitiple
meanings, i can help evaluste whether
officers or directors met their duty of
care. Management's reasonable care is
equated with its having made at leust
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"motivation for
falsifying
HealthSouth’s

“financials involved
Scrushy’s
employment
contract.

rutioned! business decisions. When seeking
to determine whether a director used rea-
senable care. the burden of proof is on the
plainuff 10 show that the divector's ex anre
decision was either eninformed or made
for some reason other than 1o benefil the
shareholders.! But where officers and
directors aentionally deceive or harm the
entity and its shareholders, a breach of the
duty of care becomes an outright frand, an
intentional tort andd a violation of the secu-
rities taws, rather than just 4 negligent and
bungled judgment. The business judgment
rule obviousty dozs not ingulate an officer
or director for liability from fraud intended
to falsify the satistaction of bonus metrics.
Management certainly cannot claim they
acted in good faith in such a situation,

Of all the evidence of Scrushy’s fraud
at HealthSouth—overcoming any possi-
ble defense of him having simply made &
had judgment i trusting his CFOs—
Judge Horn focused on Scrushy’s receipt
of weekly and monthly consolidated
income/tracking statements. Those state-
ments contained the red monthly finan-
cial data, so anyone secing them woukd
liave been aware of HealthSouth's irie
earnings and the level of cancoction
needed to reach the targeted numbers
subsequently reported 1o the market,
Scrushy’s handwriting was contained on
several puges of the tracking documents,
With this evidence, even if Scerushy bad
not actively perpetrated the fraud (which
the court found he had), his claim of
being unaware of others” ongoing fraud
logicully evaporated. The regulur “spik-
ing” of tracking figures in the third month
of cach guarer—which would have
looked suspect 10 cven a novice at read-
myg {inancisl staicments—also suggests

knowledge of the frand by the forme
HealthSouth CEO

Yel Scerushy himsell had signed the 10-
Ks and 10-Qs, conlaning data that was
different from the tracking staterments he
had seen. An obvious molivation for
Scrushy’s signing imaccurate filings was
tiedt 10 his contractual bonuses. Reporting
excess net income not only appeased
Wall Street and enhanced Scrushy’s own
holdings, but also augmented his already
sizable compensation

Comoborating documentary evidence
sarne from @ notebook prepared by an
unindicted former HeadthSouth treasurer
Like the rracking stutememts, the note-
hook reported real eamings versus pro-
jected eariings., summarizing the level of
fabrication needed to meet the atter. Two
wilnesses testified that the notebook had
been shown 10 Scrushy, who became rute
with the neasurer who had prepared 11,
Aftar this confrontation. Scrushy failed to
take any action to stop the fraud. and the
treasurer promptly resigned.,

Indeed. direct evidence that Scrushy
himself had participated actively in the
fraud came from the testimany of five
convicted former HealthSouth C1FOs. To
those who found Scrushy™s exoneration in
the criminal trial to be unfathomable. it
was the testimony of the CFOs that
seemed most compelling of a guilty ver-
dict. However. the CFOs testimony was
dispositive in the derivative litigation.
Each former CFO pave detailed testimony
aboul Scrushy’s active role in the fraud.
Though the five ol them ure convicted
felons, whose credibility may be in doubt.
Scrushy is also « felon, even #f 0 an unre-
lated criminal proceeding, As Judge Hom
concluded straightforwurdly, it is “inher-
ently mcredible that a CEO could fail to
know or discover a fraud of this mugni-
tude ol almost seven years.” (p. 28},

Scrushy. moreover, was thrust upon his
own petard. The derivative action velied
on estimony from a deposition thut
Scrushy had given ten years carlier in an
unrelated case involving fraud by u com-
pany called MedPartners. HealthSouth
was an investor in MedPartners, and
Scrushy was on the MedPariners board.
When the MedPartners CEO and
HeulthSouth director. Larry House,
resigned over the fraud. Serushy briefly
filled this role at MedPartners,

Tn Serishy’s deposition in the
MedPariners” case, he was asked who
was responsible for the fraudulent



MedPartners financial statements.
Scrushy answered: “H would be the (op
(inancial guvs, which would involve the
comptroller and the CHFO wid i wonld be
the CEO. tp. 7. emphasts added).
Scrushy apparently hoped 1o be held 1o a
lesser standurd of CEQO responsibility at
HeulthSouth than the standard he had
arliculated for the MedPartners CEO.
Such an inconsistency rises ta hypocrisy,
given the atfiliation between HealthSouth

and MedParters.

“Self-dealing”™ is one way that officers
and directors can violate their duty of loy-
alty. Like much corporale governance ter-
minology. “seH-dealing” means what it
says. Officers and directors self-deal when
they usc their positions with the corpora-
tion to enrich themsehves, ratiier than the
shareholders. Scrushy caused HealthSouth
to de business with various cntities in
which he and family members had an
interest. Such affiliated transactions are
not per se iltegitimate. 1f such # transac-
tion involves & fair market value for the
commaodity being sold or traded, and if
the officers or directors disclose thew
interest to the hoard of directors, a court
easily may view the transaction to be
appropriate. This is s0 especially where
the board or shareholders approve or rati-
fy a trunsaction. However. the cure-all of
disclosure did not oceur with regard to
Serushy’s self-dealing transactions."”

Petrhups the worst exampte of Scrushy™s
self-dealing involved a company called
MedCenerDirect.com (CMCDC™).
HealthSouth owned 29.8 percent and
Serushy owned 283 percent of MTDC,
which Scrushy formed during the dot com
bubble. Scrushy actually tainted the entire
HealthSouth Board of Directors with
regard to MCDC | by tucilitating every
director’s purchase of MCDC stock. Al
shureholders — Tncluding HealthSouth,
Scrushy and the otber direciors— paid &
minimal amount lor their stock in MCDC
{$0.30 « share).

TUnder Serushy's direction. HealthSouth
loaned MCDC $10 million and guaran-
teed other Toans of $20 million. However,
by committing only HealthSouth to
underwrite the loan and loan gugrantees.

and not Scrushy or the other shareholders,

HealthSouth incurred a disproportionate
amount of risk i MCDC was unsuccess-
ful, On the other hand., ull stockhokders
would share in the upside if MCDC sue-
ceeded and enjoved  ligudity event.
such as an [PO. So Scrushy and the other

directors potentially coudd benefit from
HealthSouth's capitalization of MCDC,
hut they would not suffer dhrectly from
MODC's default on its loans. Scrushy
and his board coutd lose their uumnimal
equity investatent, but they could not lose
the valoe of the loans.

When MCDC became insolvent in
2003, HealthSouth incurred a judgment
of nearty $32 million on the guarantee,
including post-judgment intesest. Judge
Horn awarded the platiffs $57,709 000

(metuding interest) for the sel{-dealimy
mvatved in the MCDC transactions.
Another gllegation involving a type of
self-dealing —violating the fiductary duty
of loyalty —concerned insider trading.,
Having tound Scrushy a knowing paitici-
pant in the fraud, the court linked that
mside infarmation with Scrushy’s prot-
itable decision 1o sell HealthSouth stock
m 1997 and 2002, Under Bropiy v Ciries
Sevvices Co.. " any profits e made on
trades using his special knowledge of the

When vour client applied for benefits, a subrogation agrecment
was siened pursuant to §15-23-14. Code of Alabama (1975). T a
crime victim received compensation benefits. an attorney suing
on behalf of & crime victim must give notice to the Alabuma
Crime Victims™ Compensation Commission, upon filing a lawsuit

on behalf of the recipient.

For further information, contact Kim Martin, staff attorey,

Alabuma Crime Victims™ Compensation Commission at (334)

290-4420.
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company rightly belony to HealthSouth,
As noted earber, those sales. imcluding
his exercise of stock oplions, profited
Scrushy by $147 430,000, which Judee
Hom incloded in the damages awarded
in the derivative action, plus intevest of
$126,321.000.

Going Forward

I i is said that “hard cases make bad
lase.” then there should be no danger of
the HealthSeuth derivative Huigation gen-
grating had precedent, Though the case
imvolved billions of dollars. it did not
involve a difficull fuct patem o follow:
the case simply involved earnings and
did not deal with complicated derivative
where the underlving assets are pack-
aged. bundled and leveraged, Tn the
world of corporate reorganization and
restruciuring, HealthSouth iself wias
oroanized fairty simply. Hs mpatient ad
outpatient functions were part of the
same corporate entity, There was ne
claim that the nuances of GAAP had
caused a miscaiewlation of HealthSouth's
EBIDTA M lndeed. under stipulation,
even Scrushy agreed with the former
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CFOs that fraud bad occurred. The out-
conie of the HealthSouth derivative Tio-
gation primanly wmed on the fuctua)
issue of whether. andl, 10 so, how, Scrushy
wis involved in the fraud.

Delaware Jaw primarily governed the
HealthSouth derivative litigation, Like
most publicty held corporations,
HealthSouth was incorparited in
Defaware, which has laws favorable 1o
business. Although I8 nol up ©
Alahama lawyers to contemnplade revi-
sions to Delwware Jaw, the Delaware
Gieneral Corporation Law was more than
adequate to govern and redress the Kinds
of activities in which Scrushy was
engaged. The concept of fransparency -
essential to corporate Lovernance.— per-
vades Title 8 of the Delaware Code und
Delaware case law. For example, section
144 concerns transactions involving
imerested officers and directors. Tt
requires disclosure of material facts. plus
director authorization or shareholder
approval  or ratification of transactions
fuir to the corporution.’* The HealthSouth
CREO and CFOs spectacularly violated
this and other stntes that help define
the fiduciary duties of care, lovalty and
fuir dealing. The Delaware business
judgment nde likewise did not insulate
the officers” frandulent accounting.

1f the Delaware Code adequately out-
tawed Scrushy’s behavior (not to meation
the restrictions of tederal and state securi-
ties faws), what or who shouid have
stopped the fraud? Where the CEO and
CFO of a publicly traded company —those
responsible to report earnings accurately to
the market—are complicit in fraudulent
accounting. it is not easy for independent
directors and sharcholders to detect a prab-
Tem. At HealthSouth. Scrushy dominated
the mformation flow. not only founding the
company. but serving as CEO and chair-
man of the hoard until he was forced out In
2003. Other board members, especiaily
mdependent ones. at such a publichy-held
company spend comparatively hittle time
on the corporation’s business. They have
Tittle recourse but 1o accepl as true the
firancials being yenerated by management,

To be sure. the HealthSouth board bore
a level of responsibility for the compu-
ny’s decline. Indeed, Wade Tucker recov-
ered $100 miltion on behull of
HealthSouth in a settiement with
HealthSouth’s former direclors and offi-
cers based on the accounting fraud.
Nevertheless, there was no direet evidence

that the outside directors of HealthSouth
ever knew of or participated in the
accounting {raud.

Smee the CEO and CFO cantrol the
duta that go into the financiads, unless
there 15 an obvious red flag, u board cun-
not cesily detect falsified Ngares. Al least
in the short term, 4 public company s
directors and shareholders ave at the
merey of management’s reporting. [n
other words. it is difficult (or the outside
directors of @ public company 1o guard
against an outright fraud perpetnated by
a conspinag CEO and CFO and then
subordmates.

The corporate culture at HealthSouth
apparently accentnaled the normal Timits
on outside directors. By all accounts.
Scrushy ran the company with more than
Just an iron fist he dominated 10 perhaps
tyrannically, Founders of companies that
2o public oflen resent the fact that they
no longer have controlling ownership.
trealing questions of their decisions or
pronouncements as undercutting their
authority, Evidence in the case showed
that HealthSouth employees or direciors
who questioned the financials were
exposed 1o Serushy’s anger and retribu-
tion, Scrushy sereamed at the treasurer

ings with him: “Where do you get off
telling me how 1o run my company? {"ve
been running this company for 15 years.”
{p. 10). Such an intimidating culture at
HealtiiSouth fomented the fraud. 1o the
ultimare detriment of the sharcholders,

It was the external accountants who
had the hest chance of uncovering
HealthSouth's fraud. Emst & Young was
HealthSouth's outside auditor from the
inception of the company and throughout
the veurs of the accounting fraud. The
derivative claims against Ernst & Young
remain pending uind will be decided in an
arbitration proceeding. Ernst & Young
settled its involvement in the securities
fraud sharcholders class action in federal
court for $109.000.000.

Of course, afler the Enron crisis,
Congress enucted new regulations of
accounting firms. through Sarbanes-
Oxley. SOX muy. in fuct, deter account-
ing fraud, but the 1996 origins of
HealthSouth’s fraud predated the law.
Whatever deterrence SOX may provide
has come. however, 41 no small cost:
comphiumee has become a substantial cor-
porate expense. Sinee the type of account-
ing fraud occurring w HeallthSouth is



relatively rare, 1t is questionable whether A Shareh()lder

SOX v prevention ol such instances of

fraud ourweighs the ongoing costs of derlvative Suit iS
SOX'y implementation.”
one brought, on

Derivative behalf of the
Litigation as corporation, by

the Concluding : (sh?el:l?}%e;zﬁ
Chapter AT

In the absence of effective and effi-
cienl preventative anti-fraud measures,
attention turns, after the fact, to the effee-
tiveness of litigalion in making victims
whole, A shareholder derivative suit is
onc brought. on behalf of the corpora-
tion, by shurcholders against a third
party. Afler making an unsuccesstul
demand that the corporation bring the
suit, or showing demand furility, a share-
holder may proceed with an action, in the
corporation’s namce. against an officer,
director and/or another party who
allepedly injured the company.

Though instigated by sharehoidcrs. thie
procecds from a suce
action ga to the comoranon mther than
to the plaintiff-shareholders. Since the
sharcholders are owners of the corpora-
tion, they benefit from & positive Iitiga-
tion result. But this benefit to the
HealthSouth sharcholders is less direct
than in class action litigation. The pur-
pose of the derivative Htigation is 10 Endnotes
restore the congpaniy, an independent
legal entity, to its pre-injury state. By
comparison, the divect, class-action liti-
gation seeks to make whole those stock-
holders and bondhotders who purchased
securities at inflated prices during the 2
time of the fraud. So the HealthSouth
derivative Iitigation provided redress 1o
the corporation and indirectly its curreni
shareholders., while the direct class action
repaid investors who owned HealthSouth
stock from when it traded on pink sheets.

Thus. it is the combination of deriva-
tive and direct litigation thut seeks to
hring economic justice in the face of
fraud, which is difficult to prevent. Simce
it also may be economically inefficient to
prevent outright and complicit CEO and
CFO fraud through regulation, litigation
becomes a necessary resolution of man-
dgement’s infeniional violation of its
Nductary duties.

The fraud at HealthSouth shook the
foundations of trost on which the capital
marketplace of securities is built, In the
derivative litigation, Judge Hom’s opin-
ion provided the “last chapter in the
HealthSouth/Scrushy saga ... .7 (p. 1)
Now, atiempting to leave behind these
three teials, HealthSouth s working to re-
establish tisell us one of Alabama’s cor
porate leaders, The judgment in the
derivative action. even if not fully satis-
fied, is an important step forward in
HealthSouth’s rehabilitation, A¥A
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