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Conversion of HMOs and Hospitals: What’s at Stake?*

For-profit conversions have been occurring among nonprofit hospitals and HMOs for
many years without attracting much attention beyond the participants in particular
transactions.! Then the words, billions, HMOs, and conversions appeared together in
California, and Columbia/HCA began a highly publicized campaign of nonprofit hospital
acquisitions. -Conferences on the topic suddenly became a small industry. Observers use
apocalyptic language, such as “the dissolving nonprofit sector”® and “potentially the
largest re-deployment of charitable assets in history.”* The parties to whom the topic is of
great interest now include the entrepreneurs who hope to obtain nonprofits' assets,
nonprofit boards that are trying to fulfill their responsibilities, the lawyers and consultants
who advise both parties, existing nonprofits that hope to receive proceeds from
conversions, policy makers, regulators, and researchers.

The state regulatory processes through which conversions of nonprofit HMOs and
hospitals have generally moved include the courts and state attorneys general and

‘depa‘rtments of insurance or corporations. Interestingly, agencies with responsibilities for
health care are not necéssar_ily involved, and hospital and HMO conversions have
generally not been treated as a health pblicy matter.

This paper provides a framework for assessing the desirability of conversions of
nonprofit hospitals and HMOs from a health policy standpoint. Ibegin with a discussion
of some specific implications of the basic ownership forms of health care organizations. 1

then discuss some of the reasons that conversions have been occurring and lay out



arguments regarding the advantages and disadvantages of these transactions from a policy
perspective. I continue by exploring in greater detail the concerns and evidence regarding
a major possible disadvantage -- loss of the trustworthiness and social benefits of

nonprofits in health care. I conclude by suggesting a public policy perspective from which

conversions in health care might be viewed.

Basic Ownership Forms in Health Care

Legal and economic comparisons of nonprofit and for-profit organizations have
emphasized the absence of equity owners in the nonprofit form and the prohibition in
nonprofits of the distribution of profits to owners or other private persons (what
Hansmann has called the nondistribution constraint).” Also important is the related
difference in internal accountability structures. Managers of for-profit organizations are
ultimately accountable to owners, who generally seek to maximize the value of their
investments, while nonprofit managers are accountable to boards of trustees whose
members lack an ownership stake and who may be chosen in a variety of ways and have a
variéty of values, motivations, and goals, including commﬁnity service. Agency problems
may exist on either the nonprofit or for-profit side, with manégers pursuing their own
interests as they define them, rather than focusing primarily on the ‘interests of
stockholders or the values of trustees. But the for-profit health care companies use several
devices to align the incentives of owners and managers. Senior executives commonly own
substantial amounts of corporate stock, and companies often use large economic

incentives to motivate executives toward corporate goals.®
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Economic performance is important to both for-profits because both types of
organizations in health care rely heavily on retained earnings and debt for new capital
outlays. (Although there are important exceptions, charitable contributions are not now a
significant source of capital for nonprofit hospitals and HMOs.) Despite their similarities,
fér-proﬁt and nonprofit organizations do face differences with respect to sources of
capital. Differences first arise at the outset of operations: nonprofits usually begin with
some mix of debt and donations or grants from private sources or government, while for-
profits begin with a mix of equity capital and debt.

Public policies regarding capital have treated for-profits and nonprofits somewhat
differently. Donations to charitable organizations [as defined by Section 501(c)(3) of the
Intérnal Revenue Service code] are tax deductible to the donor. (Of course, tax policy has
also been used at times to stimulate capital investment -- for example by allowing
accelerated depreciation expenses.) Among hospitals, Medicare return-on-equity
payments provided a significant source of capital for for-profits thét was not received by
nonprofits and was an important reason for the growth of the investor-owned hospital
companies. Among HMOs, federal loans and grants from the HMO Act of 1973 were an
important source of capital that was available, with narrow exceptions, only to nonprofits
for a decade ending in the early 1980s.

Although many sorts of organizations may seek growth, equity capital provides special
growth incentives. For organizations with growing earnings, equity capital can be much
cheaper than debt. The higher the stock price in relationship to earnings, the cheaper the
organization’s access to equity capital.” High price/earnings ratios result from investors'
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expectations of future earnings; such expectations can be fed by a history of earnings
increases, a pattern that is achieved more readily via acquisitions and mergers than via
improved performance of a fixed set of hospitals or health plans.

Regarding operating revenues, nonprofit and for-profit HMOs and hospitals all rely
heavily on payments for services rendered. Although there are again some exceptions,
most n‘onprofit hospitals and HMOs do not have major sources of revenue other than
those connected with the provision of services. As competitive pressures grow, the ability
of nonprofits to use revenues generated from the sale of services to subsidize unprofitable
mission-oriented activities may decrease. However, even relatively small amounts of non-
service revenues may prove important in differentiating nonprofits in a competitive era.

A final point of contrast concerns nonprofits’ exemption from a variety of federal,
state, and local taxes that for-profits must pay. Estimates in the mid-1980s put the value
of nonprofit hospitals’ tax exemptions at about 5% of revenues,® although these estimates
were rough or were based on questionable extrapolations from a small number of
financially healthy institutions during a brief period when hospitals had particularly
healthy bottom lines as a result of the early implementation of Medicare's prospective
payment system.” As an ownership-related matter, the tax exemption issue has
complexities. For example, at certain points in their histories, many for-profit health care
firms have enjoyed significant tax breaks designed to stimulate investment. Also,
nonprofits are not exempt from all taxes. They pay payroll taxes and, in some states,
taxes levied by the state on hospital admissions or payments to government in lieu of
taxes; in some locales nonprofit hospitals actually pay more taxes on average than do for-



profits because of their larger size and payrolls.”’

Reasons for Conversions of Hospitals and HMOs

In broad terms, conversions take two forms which reflect different circumstances
and dynamics. One form involves the acquisition of an organization or its assets by
insiders from its management, board, or medical staff."" This is often a leveraged buy-out,
where the purchasers borrow the money to purchase the organization’s assets. The second
form is the purchase of a nonprofit's assets (perhaps including its name) by an external
organization. (There are, of course, mixed cases in which an insider is involved with an
external purchasing organization.) It appears, though systematic data do not exist, that
purchases by insiders have been common among HMOs and rare among hospitals, where
the sale and conversion of nonprofits seems generally to involve an external investor-
owned company.

Related, though not identical, to the insider/outsider purchaser distinction is the
question of whether the sale/conversion is primarily driven by positive organizational
goals or by an absence of alternatives. That is, for trustees and those who influence them,
the decision abo‘ut conversion may be driven by strategic considerations regarding access
to capital, building market share, forming strategic alliances and so forth -- matters that
can bespeak a healthy organization that is trying to position itself to do well in the rapidly
changing health care system. At the other extreme are organiiations that are in trouble,

unable to compete and lacking the capital and the vision to respond to health system -
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change. Their trustees might be searching for a White Knight to rescue the organization
and relieve them of the problems that they face in trying to run it.

This suggests that conversions might occur in two very differént situations -- in
organizations that believe their future is very bright and in organizations that are very
troubled. Although systematic empirical data is lacking, I believe that some HMO
conversions have been undertaken out of strength and strategy and that hospital
conversions have tended to occur out of fear, a choice from a list of unpleasant

alternatives.

Public Policy Issues Raised by Nonprofit Conversions
Should conversions of nonprofit health care organizations be encouraged or

discouraged by public policy? Arguments can be offered on both sides of the question.

Why Might Conversions be Encouraged? At least six reasons can be advanced for public
policy encouraging conversions of nonprofit health care organizations. (I’ve not included
the war horse about greater efficiency on the list because (a) its. meaning is often murky in
health care™ and (b) the preponderance of evidence does not suggest that for-profits
necessarily have lower costs or are less expensive either to purchasers or from a societal
point of view.")

1. To facilitate health coverage of the uninsured. The replacement of nonprofit hevalth
care organizations with for-profits, it might be argued, would hasten the end of the belief

that the medical needs of the uninsured can be met adequately without governmental



action to assure universal insurance coverage. The presence of a large “voluntary” sector
was used as an argument against national health insurance in the 1930s," and it may
account for the confidence sometimes expressed by conservative politicians today that
America’s 40 million uninsured get Medicaid care when needed. That confidence might
decline if nonprofit institutions were replaced by for-profits.

2.To move more organizations onto the tax rolls. With concern about revenues

developing in cities and states that rely heavily on property taxes for revenues, the
conversion of nonprofits would have the beneficial effect of moving more organizations
onto the tax rolls. (Taxes on, or payments in lieu of taxes by nonprofits might accomplish
the same thing.) Federal and state taxes on corporate profits would also provide

- additional revenues for those governments, although it would represent a shift of
resources from health care to other purposes.

3. To put charitable assets to more productive uses. An enormous amount of capital is

tied up in hospitals and HMOs that generate almost all of their revenues from the sale of
services. If that capital were extracted, perhaps it could be used for services for which
sources of payment are less readily available, such as care of the uninsured, prevention
programs, or services deemed experimental by payers.”

4. To enhance access to needed capital. For hospitals and HMOs that are in financial

difficulty, capital for modernization or expansion may be difficult to obtain. Sale or
conversion to a for-profit organization may facilitate organizational survival by providing

access to new sources of capital.



5. To facilitate consolidation and capacity reductions. Surplus hospital capacity is a

serious public policy problem. Insofar as nonprofits’ boards view their responsibility as
preserving their institutions, they may find it difficult to cease operations. Selling the
assets may be a useful alternative for preserving value.'® The sale of several hospitals in
the same market to the same purchaser may hasten the closure of some facilities, since the
market share of the acquiring organization would be enhanced. Depenciing upon one’s
perception of larger consequences (e.g., the impact on safety-net hospitals), this may be a

good idea.

6. To end the "fiction" that nonprofits are more socially beneficial than their for-profit
counterparts. Advocates of for-profit control commonly assert that nonprofits enjoy a
halo effect and tax exemptions that are not justified by their performance (typically on
narrowly defined criteria)."” This is both a conceptual question [How might we expect

nonprofits to differ from for-profits?] and an empirical one. We will return to this issue.

Why might conversions be discouraged? At least three reasons can be cited for a public
policy of discouraging conversions of nonprofit organizations.

1. The difficulty of preserving the nonprofits' value in the nonprofit sector and of

preventing private inurement. Establishing the value of a nonprofit organization can be

difficult. Windfalls by purchasers have been quite common, with a substantial net loss to
the nonprofit sector. There are several reasons for this. Competitive bidding, and its
benefit for establishing an organization’s worth, is often missing in these situations.
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Moreover, the individuals who know the organization best (e.g., the CEO) may be on
both sides of the transaction. Particularly in the HMO situation, purchasers have
frequently been insiders. But even when an outside purchaser is involved, financial
payments or promises of future employment may be made to the ndnproﬁt"s managers.®
Thus, in several common situations, those who are responsible for the nonprofit (as
managers or trustees) may have an interest in minimizing the price paid for the nonprofit’s
assets.

In addition, because nonprofits have likely not been seeking to maximize profits from
their operations, their revenue-generating potential rﬁay be difficult for a seller (or
regulators.) to assess. Purchasers -- particularly those who have experience in buying
nonprofits and operating them for profit -- may have a substantial informationél
advantage over sellers in this situation. It is difficult to prevent purchasers from acquiring
the organization at a bargain price, particularly since the financial details of such
transactions are often not made public where they might inform future sellers of
nonprofits. Improved processes.» public disclosure and technical expertise regarding
pricing -- would ameliorate this problem. In a growing number of states public officials
have required that details of hospital deals be made public; in some instances the acquiring
organization has then shifted its attention on to other targets.

2. Uncertainties about protecting the public interest. Neither the trustees of the
converting organization nor the burchasers of their assets are responsible for considering
the community impact of a conversion. So far as I can determine, often no one is. And

even if legislation was to assign review responsibility to a state agency with substantive
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responsibility (e.g., a department of health), no generally recognized conceptual tools exist
for guiding reviewers regarding what information or potential consequences they should
consider.

3. Potential loss of social benefits of nonprofit health care. If substantial social or

community benefits inhere in nonprofit organizations in health care, conversions could
have significant disadvantages. The potential social benefits of nonprofit health care

organizations are discussed in the next section.

What Are the Social Benefits of Nonprofits?

Proposals to convert nonprofits to for-profit ownership occur primarily in fields that
already have a mixture of ownership forms. In fields where for-profit organizations can
exist and prosper, what is the role or value of the nonprofit organization? Arguments on
both sides of the conversion question rest heavily on the social benefits (or lack thereof)of
~nonprofits, so it is essential to consider carefully what those benefits might be 1 will

discuss three types.

Regulatory. One reason for preserving a predominantly nonprofit health care system is the
regulatory tool provided by the tax exemption. When faced with a public policy goal or
challenge, government commonly faces a choice between using tax revenues or forcing (or
encouraging) others to take acfion. Depending on the issue that is involved, these others
might be individual citizens, lower levels of government, businesses, or nonprofit
organizations. As with tax policy generally, nonprofits’ exemptions provide policy makers




with a lever to which a variety of conditions can be attached. In recent years, all levels of
government have become interested in attaching performance-related conditions -- most
commonly, charity care requirements -- to tax exemptions for nonprofit health care
organizations.” The wisdom of this approach is debatable both regarding the desirability
of governmental control of nonprofit organizations® and on efficiency grounds, but the
tax exemption is nevertheless a tool that can be used to accomplish governmental
purposes. The disappearance of institutions that are subject to this tool, or to moral
suasion regarding community responsibilities, would be a disadvantage of replacing

nonprofits with for-profits.

Trustworthiness. Healthcare is characterized by serious informational asymmetries
because of the vulnerabilities of patients and the use of third-party payment.?! Parties that
are at informational disadvantages must trust that their vulnerabilities will not be
exploited. Henry Hansmann hypothesized that nonprofit organizations, because of the
constraint on the use of surpluses, may be seen by purchasers as less likely than for-profit
organizations to behave in an untrustworthy manner in the presence of an informational
advantage.”” He also suggested that in the health care context patients’ vulnerabilities are
protected by their agency relationship with physicians and that the nonprofit form

therefore is not needed to increase the trustworthiness of hospitals.?

There is, however, an extensive body of literature showing that physicians’ patient care
decisions are influenced by a variety of non-medical factors, including economic

incentives.” Moreover, many other parties in health care have economic interests that
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lead them to seek to influence physicians’ patient care decisions. HMOs or hospitals may
seek to influence physicians' patient care decisions with methods that range from
persuasion to finding ways to put rﬁoney in their pockets. Some past attempts have
violated the fraud provisions that apply to Medicare (e.g., the Paracelsus Health
Corporation’s scheme of a decade ago to gplit profits with doctors on their Medicare

patients admitted to the hospital under the DRG payment system).”

Not subject to the nondistribution constraint, for-profit health care organizations can
enter into profit-sharing arrangements with doctors that may influence their patient care
decisions. Columbia/HCA’s strategy of forming local partnerships with physicians who
admit to their hospitals is an interesting example.?* According to Kuttner, Florida’s
Agency for Health Care Administration found evidence that physicians are influenced by
this arrangemen-t. Medicare patients for w.hom hospitals receive fixed, diagnosis-related
reimbursement who were admitted to Victoria Hospital in Miami, a Columbia/HCA
hospital, stayed an average 8.48 days, while the same doctors’ Medicare patients who
were admitted to other area hospitals had an average length of stay of 13.5 days,
suggesting that doctors either were steering their sickest patients to hospitals other than
Victoria or were treating patients differently in the hospital in which they had a financial
interest. The report, which was never released, talked of the “possibility of cream
skimming” and the “possible adverse effects on a market of physician ownership in a

hospital.”?

HMOs have become the object of much distrust in recent years because of instances in
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which they seem to be simultaneously depriving patients of needed care,creating conflicts
of interest for affiliated physicians, and profiteering at the expense of all other parties in
the system. Critics of HMOSs’ practices often link their concerns to HMO owners’
financial stake in limiting services for patients, suggesting that there may be a connection
between the grovﬁng distrust of rﬁanaged care and the prominent presence of for-profit
HMOs. Perhaps this explains public perceptions of regarding HMO ownership. Ina
national survey by Louis Harris and Associates in 1995, more than half of respondents
expressed a strong preference regarding the ownership form of HMOs; of these, more
than 80 percent preferred a not-for-profit organization over a plan owned by a for-profit
company.” In one of the few studies that has examined ownership}and incentives in
HMOs, Pauly, Hillman, and Kerstein found that the incentive devices used for primary
care physicians by for-profit plans significantly impact physicians’ patient care decisions,

while this is not true of the incentives used by nonprofit plans.?’

Whether there are systematic ownership-related differences in trustworthiness of
HMOs is uncertain, but there is evidence that for-profits and nonprofits are at the
opposite ends of some pertinent distributions. Thus, a HCFA review of disenrollments
from Medicare risk contracts in 1993 found that the five HMOs with the highest rates
were all for-profit HMOs of the IPA model and the five HMOs with the lowest rates were
all nonprofits of either the group or staff model.® A similar pattern has been reported in
the appeal process for Medicare beneficiaries enrolled in HMOs, where the highest appeal

rates were from for-profit plans, and the lowest rates were all nonprofits.>! The rate of

i3



complaints per thousand enrollees ranged from 4.58 in Humana's Florida plans down to
.18 in nonprofit Group Health Cooperative of Puget Sound. A third example comes from
the 20,000 responses to Consumer Reports survey of readers’ experiences with, and
assessment of, 37 HMOs: An average 12.2% of respondents from for-profit plans
reported that they did not get care that they felt they needed because the plan discouraged
it, compared with an average 7.8% of respondents from the 18 nonprofit plans about

which data were obtained. The distribution of responses hardly overlapped.®

More systematic data on the relationship befween trustworthiness and ownership form
of health care organizations are needed before firm conclusions can be drawn. However, .
inforrnétional asymmetries and associated problems remain prominent in health care.
There are theoretical reasons, and some evidence that is consistent with those reasons, to
suggest that trustworthiness problems may grow in concert with the growth of investor

control of health care organizations.

Community Benefit. Nonprofits could provide valuable community benefits or public
goods that are insufficiently available from for-profits. These might be tangible (offering
unprofitable services, providing charity care) or intangible (the benefits, whatever they
may be, of governance by local trustees who are free to make decisions that are relatively

uninfluenced by self interest).

Why might we expect ownership-related differences in the provision of public or
collective goods? Economic theory predicts that market-driven organizations will not

respond to wants or needs that are not accompanied by money demand,* and nonprofit
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organizations are governed by, and accountable to, parties whose concern is not profit-
making. Moreover, there are public expectations, somewhat inchoate but reflected in tax
exemption policies, that nonprofits will operate to serve the public interést. Even so, the
adequacy of the community benefits provided by nonprofit health care organizatio_ns has

been the subject of much controversy and attacks on nonprofits’ tax advantages.

These attacks have been fed a number of factors: dubious performance by some
nonprofits, skepticism from some legal analysts, governmental appetites for new revenue
sources, the search by advocates for the uninsured for ways to enhance the ability of the
poor to obtain medical care, and lobbying activities by the investor-owned health care
industry.** A sense has grown that nonprofits’ tax exemptions in health care should be
tied to the organization’s community benefit activities. Discussion of this issue, however,

is plagued by conceptual confusion regarding the meaning of community benefit.

The narrow view of community benefit focuses on charity care for the poor. This has
some policy appeal because it seems (misleadingly, unfortunately)® to refer to something
quite concrete and measurable and because it addresses an important problem (the
uninsured) that lawmakers have not addressed more directly. Moreover, most nonprofit
hospitals and HMOs are tax exempt as cbaritable organizations, although the Internal
Revenue Services defines this term not in terms of free care but in terms of community

benefit.

For-profit advocates generally frame the community benefit issue in terms of charity

care, perhaps because it suggests a narrow picture of the role of nonprofits® and because
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the extent of charity care, generally measured as uncompensatéd care (deductions from
revenues for bad debt and charity), varies widely among nonprofit hospitals (as it does
among for-profits) depending on a variety of factors, including hospital location. Many
hospitals are located where the need for provision of charity care is small. If charity care
were adopted as the sole measure of cohlmunity benefit for tax-exemption purposes, some

nonprofits would fail the test.

National uncompensated care numbers based on hospital self-reports in surveys by the
American Hospital Association show only slightly higher levels of uncompensated care in
nonprofit than in for-profit hospitals, a pattern that has been quite persistent for many
years.” Uncompenéated care data for 1994 showed nonprofits at 4.5 percent with

revenues and for-profits at 4.0 percent.*®

This picture of comparative behavior is widely cited, .but it may be misleading because
of weaknesses in the measure used (unaudited self-reports by hospitals and with some
nonresponse problems) and because it ignores state level differences. Nonprofits are
found in large numbers in all states, including many that have low levels of the uninsured
and, therefore, proportionately low levels of need for hospitaliiation among the
uninsured. For-profits ar;: concentrated in states that had growing populations and
friendly regulatory environments; many of these states have relatively and high levels of
uninsured people.”” In such states, nonprofits tend to provide much higher levels of
uncompensated care than do for-profits; this is true for Texas, Tennessee, Florida, and

Virginia.** An inference that can be drawn from this pattern is that nonprofits may be
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more responsive to unmet needs for medical care than are for-profits. However, when the
need for indigent care is relatively low, because of low numbers of uninsured or the
availability of governmentally-subsidized public hospitals,* differences between for-profit

and nonprofit hospitals are small.

Several other pieces of information are consistent with this idea. Research has shown
that nonprofit hospitals admit many more uninsured and Medicaid patients than do for-
profits.*” For-profit hospitals are also more likely than nonprofits to put pressure on
physicians not to admit uninsured and Medicaid patients,* and physicians report conflict

over the treatment of indigents more often in for-profit than in nonprofit hospitals.*

Community benefit can be viewed in much broader terms than indigent care. In work
_published elsewhere, Mark Schlesinger, Elizabeth Bradley, and I developed a more
comprehensive set of measures derived from tax law, economic theories of nonprqfits, and
the work of scholars and hospital associations regarding community benefit.* We
identified some 30 different dimensions including activities that create positive
externalities (e.g., contracting with essential community providers; reporﬁng bad clinical
practices to appropriate authorities), minimizing negative externalities (e.g., shifting the
burdens of cost containment to providers or patients’ families), creation of public goods
(e.g., involvement in research and educational activities), minimizing the exploitation of

informational asymmetries, and various forms of community involvement.

The research base with which to assess the overall community benefits of different

types of health care organizations has serious inadequacies, particularly regarding HMOs,
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and a full summary of available information is beyond the scope of this paper. But a wide
variety of indicators suggest that nonprofits have substantial advantages from a broadly
defined community benefit standpoint. For example, local governance is much more
typical among nonprofit than for-profit hospitals; nonprofit hospitals are more likely to
be located in urban areas with large numbers of poor and uninsured; nonprofit héspitals
and HMOs are much more involved in research and education than are for-profits;
nonpfoﬁt hospitals offer a greater array of services including some that typically lose
money; nonprofit HMOs have been much more likely to participate in the Medicare and
Medicaid programs; and nonprofits are much less likely than for-profits to undergo

recurrent changes of ownership and control.*

The advantage of a broad definition of communit); benefit is that it more fully captures
the benefits that might be provided by nonprofits organizations and that might be at stake
when organizations convert. The disadvantage of the broad definition is that it is not
based in a common metric that can be quantified and compared across organizations.
Obviously, the breadth with which community benefit is defined has both analytical and
political consequences. There is no one correct answer to the question of which definition
is Aright,” but a broad definition would seem desirable if one were to conduct an

environmental impact assessment of potential conversions.

Most of the data on uncompensated care and other community benefit activities in
nonprofit hospitals comes from an era in which nonprofits were under little governmental

pressure to provide and document their "community benefit" activities. In recent years,
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nonprofit hospitals have come under much additional pressure to serve the poor and
uninsured to justify their tax exemptions. Some hospitals have begun including such
service in their budgets and making public reports of theif community impacts. How the
new public pressures have affected the community benefit activities of nonprofit hospitals
is not known. Research on psychiatric hospitals, however, has shown that public pressure
on nonprofits is associated with greater differences with for-profits in care for indigent

patients.?’

An Appropriate Public Policy Stance

The appropriate stance for public policy regarding conversions of nonprofit healfh
care organizations depends on one’s beliefs and values regarding several matters that
cannot be wholly laid to rest based on available evidence. These beliefs or values include
at least the following:

1. Whether one views community benefit in narrow or broad terms. If only “charity
care” counts, many hospitals and most HMOs provide very little. However, the
number and magnitude of differences between for-profit and nonprofit health care
organization grows as the number of corhparative dimensions is increased.

2. Whether one believes that health care essentially involves private goods or that the
community benefit aspects of health care (however that may be defined) are
importgnt. Or, in a different formulation, if one is highly confident that pursuit of

economic incentives in health care will produce an appropriate set of outcomes for
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patients and communities, one would have little concern about the possible negative
effects of conversions because there is considerable evidence that the behavior of for-
profits tracks the economic incentives more closely than does the behavior of
nonprofits.

Whether one believes that performancé measurement and reporting by purchasers has
reached a point of completeness and sophistication as to obviate the problems of
trustwérthiness that arise from the informational asymmetries that exist between
provider and patient and between provider and payer; and whether one furthermore
believes that purchasers will serve as reliable protectors of patients’ best interests.
Whether one believes that tax exemptions can and should be used to advance public
policy goals, because the performance of nonprofits on community benefit measures
may improve as a result of public scrutiny and pressure.

Whether one believes that local control by \;oluntary trustees plays a valuable role in
meeting community needs. One’s attitude about the importance of stability of control
of health care organizations will also be fmportant.

How high a burden of proof should justify a public policy stance supporting
conversions. Should it be viewed as benign as long as no one can show it would be
harmful from a community standpoint, or should conversions be discouraged until

there is clear evidence that it is a beneficial change.
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Conclusion

Policy arguments about the desirability of the conversion of nonprofits turn on the
extent to which nonprofits provide community benefit and trustworthiness. Advocates of
conversions see insufficient benefit in nonprofits, while opponents express concern about
the loss of community benefits if conversions take plac\e. Many nonprofits do not provide
as much community benefit (or, at least, as much of certain forms of community benefit)
as critics would like, although the evidentiary picture itself has serious shortcomings. The
focus of research has been rather narrow, and some aspects of community benefit and
trustworthiness have received insufficient attention. Moreover, almost all research is cross
sectional, and almost all is focused on situations where for-profits co-exist with healthy
nonprofits. Thus, we have no evidence about the consequences of the conversion of most
or all nonprofits in a particular market. We can only speculate about the potential
consequences of conversions of nonprofits on é grand scale.

Among hospitals, with their future uncertainties arising from the changing patterns of
medical care and excess inpatient capacity, the investor-owned compgnies’ acquisition
appetites seem to be fed by (a) opportunities to make very cheap acquisitions because of
nonprofits’ uncertainties about the future and lax regulatory oversight and (b) the hope of
obtaining sufficient market share that large purchasers will have to deal with them, even
with high prices. Among HMOs, where the market continues to expand, conversions
seem driven less by external suitors than by internal strategies. The oppormﬁity to obtain

a bargain is also a factor.
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Conversions of nonprofits may be an alternative that will help preserve essential
services in some instances, so a general policy of opposition to conversions seems
undesirable. However, a sound process would protect the public interest by (a) preserving
the value of converting in the nonprofit sector (e.g., in new or existing foundations), (b)
preventing private benefit (as occurs when assets are purchased for less than fair market
value) and (c) surfacing and minimizing the harmful effects of conflicts of interest, and (d)‘
assessing in a comprehensive way the community benefit dimensions that may be affected
by a conversion.

As is discussed elsewhere in this volume, many states are developing legal provisions tb
assure procedural integrity in conversion situations. It will be interesting to see if the
wave of conversions continues under circumstances in which procedures are in place to
bring sunshine to the matter, to assure that a proper price is being paid, to make
provisions for conflicts of interest, and to protect communities from the loss of
community benefits (as in the Nebraska legislation). Perhaps the conversion phenomenon

will retreat back into the obscurity that helped to facilitate it in the first place.
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