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Nonproﬁt hospitals receive various tax exemptions from federal, state, and local gov-
ernments with the expectation that, in return, they will provide benefits to the community.
In this paper, requested by the Chairman of the House Committee on Ways and Means,

the Congressional Budget Office (CBO) examines several measures of community benefits
provided by hospitals of different ownership types. Nonprofit hospitals are compared with
for-profit hospitals, which do not receive tax exemptions. The analysis focuses primarily

on differences in the provision of uncompensated care but also examines the provision of
Medicaid-covered services and the provision of certain specialized services, such as emergency
room care. In keeping with CBO’s mandate to provide objective, nonpartisan analysis, the
paper makes no policy recommendations.

Chapin White, Robert Nguyen, and Alshadye Yemane of CBO’s Health and Human
Resources division prepared the report under the supervision of James Baumgardner and
Bruce Vavrichek. The report benefited from comments by Thomas Bradley, Douglas
Hamilton, and Dennis Zimmerman, all of CBO. Several outside reviewers also provided
comments, including Richard Frank of Harvard University and William Gentry of Williams
College. (The assistance of external reviewers implies no responsibility for the final product,
which rests solely with CBO.)

Loretta Lettner edited the report, and John Skeen proofread it. Maureen Costantino designed
the cover and prepared the report for publication. Lenny Skutnik produced the printed
copies, and Simone Thomas prepared the electronic version for CBO’s Web site

" Dondd_B. W

Donald B. Marron
Acting Director

(www.cbo.gov).

December 2006


Maureenc
Donald B. Marron Jr.





Contents

Introduction and Summary
Provision of Uncompensated Care
Provision of Medicaid-Covered Services
Provision of Specialized Services

The Value of Tax Exemptions for Nonprofit Hospitals

Background
Differences in Ownership Structure
Differences in Tax Treatment
The Value of Tax Exemptions for Nonprofit Hospitals
Approaches to Providing Collective Goods

Defining Community Benefits

Previous Research on Differences Between For-Profit and
Nonprofit Hospitals

Study Data and Methods
Measures of Community Benefits

Data Sources
Methods of Analysis

Characteristics of Hospitals

Differences in the Provision of Uncompensated Care
Effect of Location on Adjusted Differences
Differences by State

Distribution of Hospitals’ Uncompensated-Care Shares
Differences in the Provision of Medicaid-Covered Services
Differences in the Provision of Specialized Services
Limitations of the Analysis

Appendix: Detailed Results from Regression Models of
Uncompensated-Care Shares

N A AR L W e N N~

10
11

12

14
15
17
17

17
20

21

23



\'4

NONPROFIT HOSPITALS AND THE PROVISION OF COMMUNITY BENEFITS

Tables

L. Estimated Value of Tax Exemptions Provided to
Nonprofit Hospitals, 2002

2. Hospital Ownership Types, by Region

3. Characteristics of Hospitals, by Ownership Type

4. Uncompensated-Care Shares, by Hospital Ownership
Type and State

5. Economic Characteristics of Hospitals’ Communities, by
Hospital Ownership Type and State

6. Medicaid Shares, by Hospital Ownership Type

7. Share of Hospitals That Provide Specialized Patient

Services, by Hospital Ownership Type

A-1.  Uncompensated-Care Shares (Ordinary least squares
regression models)

1. Distribution of Hospitals, by Uncompensated-Care
Share and by Ownership Type

12

13

15

16
19

20

24

18



Nonprofit Hospitals and the
Provision of Community Benefits

Introduction and Summary

The various tax exemptions provided to nonprofit hospi-
tals have come under scrutiny by policymakers, with the
central concern being whether those hospitals provide
community benefits that justify forgone government tax
revenues. In this paper, the Congressional Budget Office
(CBO) measures the provision of certain community
benefits and compares nonprofit hospitals with for-profit
hospitals. For-profit hospitals do not receive tax exemp-
tions and are not required to meet community-benefit
standards; the level of community benefits provided

by for-profit hospitals serves, therefore, as a useful bench-
mark against which to compare nonprofit hospitals.

The analysis also examines the provision of community
benefits by nonfederal government hospitals.!

Although nonprofit hospitals must provide community
benefits in order to receive tax exemptions, there is little
consensus on what constitutes a community benefit or
how to measure such benefits. For the purposes of this

1. Hospitals are identified as nonprofit, for-profit, or governmental
on the basis of classifications reported by hospitals in the “control
type” variable in the Medicare Hospital Cost Report. According to
the control type variable, “nonprofit” refers to voluntary nonprofit
(with or without church affiliation); “for-profit” refers to propri-
etary hospitals owned by individuals, corporations, partnerships,
or other entities; and “government” refers to state, county, city-
county, city, hospital-district, or other governmental entities (fed-
eral hospitals were excluded from the analysis).

analysis, community benefits include the provision of
uncompensated care, the provision of services to Medic-
aid patients, and the provision of certain specialized ser-
vices that have been identified as generally unprofitable.
Those services were selected because they benefit the
community but are not typically considered financially
rewarding.

In general, the comparisons of nonprofit and for-profit
hospitals yielded mixed results. CBO found that, on
average, nonprofit hospitals provided higher levels of
uncompensated care than did otherwise similar for-profit
hospitals. Among individual hospitals, however, the
provision of uncompensated care varied widely, and the
distributions for nonprofit and for-profit hospitals largely
overlapped. Nonprofit hospitals were more likely than
otherwise similar for-profit hospitals to provide certain
specialized services but were found to provide care to
fewer Medicaid-covered patients as a share of their total
patient population. On average, nonprofit hospitals were
found to operate in areas with higher average incomes,
lower poverty rates, and lower rates of uninsurance than

for-profit hospitals.

Provision of Uncompensated Care

The level of uncompensated care provided by community
hospitals is examined here for hospitals located in five
states—California, Florida, Georgia, Indiana, and
Texas—using data from 2003 (the latest year for which
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such data are available).? “Uncompensated care” refers to
the sum of charity care (services for which a hospital does
not expect payment) and bad debt (services for which a
hospital expects but does not collect payment). Although
charity care is a better measure of the community benefits
provided by a hospital, data limitations precluded CBO’s
analyzing charity care and bad debt separately.

The five selected states were chosen in part because
sufficiently reliable data on uncompensated care were
available in those areas. The data were provided to CBO
by the Government Accountability Office (GAO) and
were developed by GAO for use in its analyses of issues
relating to the level of uncompensated care provided

by different types of hospitals.> CBO’s analysis expands
on GAO’s findings in several ways: first, regression tech-
niques are used to calculate adjusted differences between
nonprofit and for-profit hospitals in the provision of
uncompensated care, taking into account hospital charac-
teristics and the characteristics of local populations; and,
second, the provision of Medicaid services and specialized
services, such as emergency room care, are analyzed

quantitatively.

2. “Community hospitals” include nonfederal short-term general
hospitals. This definition includes most hospital facilities but
excludes, for example, federal hospitals run by the Veterans
Administration, psychiatric hospitals, and long-term-care hospi-
tals. Several of the key data sources used are Medicare administra-
tive files. Therefore, only Medicare-certified community hospitals
were included in the analyses in this paper. Throughout the text
“all community hospitals” refers to all Medicare-certified commu-
nity hospitals. The findings are referred to as representing the year
2003, but the data are actually taken from either 2003 or 2002.
For the analysis of uncompensated care, which includes hospitals
in only five states, the data for 57 percent of hospitals are from
federal fiscal year (FFY) 2003, and those for 43 percent of hospi-
tals are from FFY 2002. For convenience, 2003 is used to describe
the findings because the majority of hospitals report data for FFY
2003. For consistency, the analysis for all community hospitals
used the same data years that were used to analyze uncompensated
care costs in the five states. The FFY 2003 data were used for all
hospitals not in the five states. For the other analyses, which
include hospitals in all of the states, 90 percent of hospitals had
FFY 2003 data and 10 percent of hospitals had FFY 2002 data.

3. See Statement of David M. Walker, Comptroller General of the
United States, before the House Committee on Ways and Means,
published as Government Accountability Office, Nonprofit, For-
Profit, and Government Hospitals: Uncompensated Care and Other
Community Benefits, GAO-05-743T (May 26, 2005), available at
www.gao.gov/new.items/d05743t.pdf.

CBO’s five-state analysis of uncompensated care yielded
the following key findings:

B In the five states analyzed, nonprofit hospitals pro-
vided a total of about $3 billion in uncompensated
care, government hospitals provided more than $3 bil-
lion, and for-profit hospitals provided about $1 billion
in uncompensated care. The difference in the total
amount of uncompensated care provided by nonprofit
and for-profit hospitals is largely attributable to the
fact that nonprofit hospitals accounted for a much
larger share of the hospital market than did for-profits.

B The average “uncompensated-care share”—the cost of
uncompensated care as a share of hospitals’ operating
expenses—was much higher at government hospitals
(13.0 percent) than at either nonprofit hospitals
(4.7 percent) or for-profit hospitals (4.2 percent).

B Individual hospitals varied widely in their uncompen-
sated-care shares. Although nonprofit hospitals, on
average, have slightly higher uncompensated-care
shares than for-profits (by 0.5 percentage points), the
distributions of uncompensated-care shares among
those two types of hospitals overlap to a large extent.

B When regression techniques were used to adjust
for the hospitals’ size and location and for the charac-
teristics of the local populations, nonprofit hospitals
were estimated to have an average uncompensated-
care share that was 0.6 percentage points higher than
that for otherwise similar for-profit hospitals. That
estimated difference corresponds to nonprofit hospi-
tals in the five selected states providing between $100
million and $700 million more in uncompensated
care than would have been provided if they had been
for-profits.t

Provision of Medicaid-Covered Services

Medicaid’s payment rates have, in general, been found
to be somewhat below the costs that hospitals incur in
providing Medicaid-covered services. Because providing
hospital services to Medicaid patients is often unprofit-
able and serves a needy population, it can be thought of
as a type of community benefit. Among all community
hospitals nationwide, CBO found that the Medicaid
share—Medicaid-covered days as a share of all patient

4. The range of $100 million to $700 million represents the 90 per-
cent confidence interval from the underlying statistical analysis.



days—was, on average, 1.5 percentage points lower
among nonprofit hospitals than it was among for-profit
hospitals (15.6 percent versus 17.2 percent). The Medic-
aid share was substantially higher among government
hospitals (27.0 percent). When regression techniques
were used to control for hospital characteristics, non-
profit hospitals were found to have adjusted Medicaid
shares that were 1.3 percentage points lower than those
of otherwise similar for-profit hospitals.

Provision of Specialized Services

CBO also examined the share of hospitals of different
ownership types that provide four specific types of spe-
cialized patient services: intensive care for burn victims,
emergency room care, high-level trauma care, and labor
and delivery services.” Each of those services addresses a
community need and has been identified as being gener-
ally unprofitable. Among all community hospitals na-
tionwide, emergency room care and labor and delivery
services were both quite common, whereas few hospitals
provided burn intensive care or high-level trauma care.

CBO found that nonprofit hospitals were more likely
than for-profit hospitals to provide each of the four spe-
cialized services examined. After adjustment for hospital
characteristics, nonprofit hospitals were found to be sig-
nificantly more likely than for-profit hospitals to provide
two of the four specialized patient services (emergency
room care and labor and delivery services). Compared
with otherwise similar for-profit hospitals, the share of
nonprofit hospitals providing emergency room care was
3.8 percentage points higher, and the share providing
labor and delivery services was 10.5 percentage points
higher. CBO did not attempt to quantify the value to
the community of the availability of those specialized
services.

5. In CBO’s analysis, a hospital provides “high-level trauma care” if it
is alevel 1 or level 2 adult trauma center (stand-alone pediatric
trauma centers are not included). A hospital may be designated
as a trauma center if it meets certain criteria developed by the
American College of Surgeons. Trauma centers are assigned a level
ranging from 1 through 5, with level 1 being the highest. To be
designated a level 1 or level 2 trauma center, a hospital must
“[provide] comprehensive trauma care” and must “have immedi-
ate availability of trauma surgeons, anesthesiologists, physician
specialists, nurses, and resuscitation equipment.” See Ellen J.
MacKenzie and others, “National Inventory of Hospital Trauma
Centers,” Journal of the American Medical Association, vol. 289,
no. 12 (March 26, 2003), pp. 1515-1522.

NONPROFIT HOSPITALS AND THE PROVISION OF COMMUNITY BENEFITS

The Value of Tax Exemptions for Nonprofit
Hospitals

The Joint Committee on Taxation (JCT) recently exam-
ined the value to nonprofit hospitals and their supporting
organizations of the major tax exemptions they receive
from federal, state, and local governments. Together,

the value of the various tax exemptions in 2002 was
estimated to be $12.6 billion, with exemptions from
federal taxes accounting for about half of the total and
exemptions from state and local taxes accounting for the
remaining half.

JCT also estimated the value of some of the tax exemp-
tions for nonprofit hospitals located in the five states

for which uncompensated-care data were available. In
those five states, the exemptions from federal and state
corporate income taxes, state and local sales taxes, and
local property taxes were valued at $2.5 billion. (Two
important categories of tax exemptions—tax-exempt-
bond financing and the deductibility of charitable contri-
butions—were included in the national totals but were
not available for the five states and are not included in the
five-state total.)

Background

The hospital industry in the United States includes a mix
of ownership forms. Nonprofit hospitals are the most
common type, but for-profit and government hospitals
also play substantial roles.® Of the 630,000 beds in
Medicare-certified community hospitals in the United
States in 2003, 68 percent were located in nonprofit
hospitals, 16 percent were located in for-profit hospitals,
and 15 percent were located in government (nonfederal)
facilities.

This section of the analysis examines the differences be-
tween nonprofit hospitals and for-profit hospitals in their
ownership structure, tax treatment, and the provision of
collective goods. (Collective goods are defined as goods or
services that, when used or consumed, generate well-

6. The terms “nonprofit” and “tax-exempt” (or “untaxed”) are some-
times used interchangeably, but they are technically distinct. For
the purposes of federal taxation, an organization may be deemed
tax-exempt by meeting the requirements of section 501 of the
Internal Revenue Code. Nonprofit status, on the other hand, is
granted by state governments on the basis of criteria that vary
from state to state. In CBO’s analysis, hospitals that identify
themselves as nonprofit in Medicare Hospital Cost Reports are
assumed to be exempt from federal, state, and local taxes.

3
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being or utility for more than one individual at the same
time.”) The tax exemptions for nonprofit hospitals are
discussed as one approach to promoting the provision of
collective goods, and other approaches are identified as

well.

Differences in Ownership Structure

Ownership of a business entity entails the right to direct
the operations of that business and the right to receive its
profits. Like for-profits, nonprofit hospitals have govern-
ing boards that guide their operations. And, like for-prof-
its, nonprofit hospitals may earn surpluses or accounting
profits, meaning an excess of revenues over expenses. But
nonprofits face a “nondistribution constraint,” which
means that they do not have shareholders and may not
distribute surpluses to managers, individual owners, or
members of the governing board. Surpluses generated by
nonprofit hospitals’ activities are expected to be rein-
vested in the hospitals” operations rather than distributed
to individual owners.

Differences in Tax Treatment

Nonprofit hospitals receive tax exemptions that allow
them to use funds that would have been paid in taxes for
patient care or other purposes. Tax exemptions provided
to nonprofit hospitals, therefore, can be viewed as a form
of government subsidy for the activities of a certain type
of hospital. Whether that subsidy is justified from a pub-
lic policy perspective depends on whether policymakers
believe that the activities of hospitals in general should be
subsidized, and, if so, whether those subsidies should

be targeted at hospitals that organize themselves as
nonprofits.

One possible rationale for providing tax exemptions to
nonprofit hospitals would be if nonprofit hospitals
tended to provide more collective goods than did for-
profit hospitals. The provision of uncompensated medi-
cal care to an indigent individual might be thought of as a
type of collective good: the medical care directly benefits
the indigent individual who receives it and might also
benefit members of the community (by fulfilling compas-
sionate impulses, for example, or by preventing the
spread of a communicable disease). The managers of
nonprofit organizations, because they do not directly re-
ceive the profits from the activities they oversee, might, in

7. Burton A. Weisbrod, The Nonprofit Economy (Cambridge, Mass.:
Harvard University Press, 1988).

principle, be more willing than the managers of for-profit
firms to provide collective goods when doing so is un-
proﬁtable.8

Unlike for-profit hospitals, nonprofit hospitals are gener-
ally exempt from federal and state corporate income
taxes, and local sales and property taxes. Nonprofit hospi-
tals can also obtain tax-exempt-bond financing and re-
ceive charitable contributions that are tax-deductible to
the donor. For a hospital to qualify for exemption from
federal income taxes, it must be organized and operated
exclusively for a charitable, educational, or scientific pur-
pose and meet Internal Revenue Service (IRS) require-
ments under section 501(c)(3) of the tax code.

The IRS does not specifically require that a hospital
provide a certain level of charity care to qualify for tax-
exempt status, as long as the hospital provides some
benefits to the community. The criteria the IRS uses to
determine whether a hospital qualifies as tax-exempt have
changed over time and have been the subject of some de-
bate. Activities that could support a hospital’s application
for federal tax-exempt status include operating an emer-
gency room that is open to all members of the commu-
nity regardless of their ability to pay; having a governing
board composed of community members; and using
earnings to improve facilities, patient care, medical edu-
cation, training, and research.

8. A concept in the discipline of economics that is similar to a collec-
tive good is that of a “public good.” Public goods are defined as
having two properties: (1) nonrivalry in consumption (meaning
that one person’s consumption does not diminish another person’s
ability to consume the same good) and (2) nonexcludability
(meaning that, because of the nature of the good, it is not feasible,
once the good has been produced, to stop someone from consum-
ing it; therefore, it is not possible for a seller of the good to recoup
adequate payment for it). If nonindigent members of the commu-
nity are made better off when indigent individuals are given health
care, and if it is not possible for the hospital that provides such
care to prevent nonindigent community members who have not
contributed to the hospital from being made better off, then the
provision of uncompensated care to poor people fits the definition
of a public good. Because people can benefit from a public good
without paying anything toward its production, a private market-
place may not produce an appropriate amount of such goods.
Governments may intervene to bring about adequate production
of public goods by either having the government produce those
goods or by providing subsidies to private producers of such
goods. Prevention of the spread of communicable disease also fits
the definition of a public good and provides an additional ratio-
nale for subsidization of certain hospital activities, including care
for the indigent.



Table 1.

Estimated Value of Tax Exemptions
Provided to Nonprofit Hospitals, 2002

Value
(Billions of dollars)

Corporate Income Tax (Federal) 2.5
Tax-Exempt-Bond Financing (Federal) 1.8
Charitable Contributions (Federal) 1.8
Corporate Income Tax (State) 0.5
Sales Tax (State and local) 2.8
Property Tax (Local) 31

Total 12.6
Source: Joint Committee on Taxation.

To qualify for exemption from state corporate income
taxes and for exemption from state and local property and
sales taxes, hospitals are subject to local requirements that
may differ from federal requirements. State and local gov-
ernments have, in many cases, required that, in order to
receive tax exemptions, hospitals meet standards that are
stricter than those imposed by the IRS. For example, in
1985 the Utah Supreme Court ruled that, to qualify for
the property-tax exemption, hospitals must engage in
some “act of giving,” such as providing charity care. In
Ilinois, property-tax exemptions are limited to nonprofit
hospitals that dispense charity care to all who need it.
Some states have already taken or have proposed taking
the additional step of imposing specific reporting and
performance requirements on nonprofit hospitals. For
example, in Texas, to receive a property-tax exemption,
nonprofit hospitals must regularly report on the charity
care and other community benefits that they provide and
must meet specified quantitative standards.” Those state
and local requirements can represent significant con-
straints on nonprofit hospitals, given the financial value
to nonprofit hospitals of the exemptions from state and
local taxes.

To evaluate how nonprofit hospitals currently meet the
community benefits standard, the IRS recently distrib-
uted a questionnaire to a selected group of nonprofit hos-

9. For details on Texas’s charity-care standards for the nonprofit
hospital tax exemption, see Statement of David M. Walker, May
26, 2005; and Kathryn J. Jervis, “A Review of State Legislation
and a State Legislator Survey Related to Not-for-Profit Hospital
Tax Exemption and Health Care for the Indigent,” journal of
Health Care Finance, vol. 32, no. 2 (Winter 2005), pp. 36-71.

NONPROFIT HOSPITALS AND THE PROVISION OF COMMUNITY BENEFITS

pitals. Those hospitals were asked to provide a detailed
report on their community-benefit policies, admissions
policies, billing policies, and the amount of uncompen-
sated care they provide. The IRS may use the responses to
the questionnaire to issue further guidance or standards
relating to tax exemptions for nonprofit hospitals.

The Value of Tax Exemptions for Nonprofit
Hospitals

JCT recently examined the value to nonprofit hospitals
of the major tax exemptions they receive from federal,
state, and local governrnents.10 Together, the value of
the various tax exemptions for nonprofit hospitals nation-
wide was estimated to be $12.6 billion in 2002 (see
Table 1). Exemptions from federal taxes accounted for
about half of the total, and state and local taxes accounted
for the other half. The largest categories were the exemp-
tion from local property taxes ($3.1 billion) and the
exemption from state and local sales taxes ($2.8 billion).
(The exemption from sales taxes applies to supplies that
nonprofit hospitals purchase, such as medical and office
equipment.)

JCT also estimated the value of certain tax exemptions
provided to nonprofit hospitals located in the five states
for which GAO data on uncompensated care were
available. In those five states, the exemptions from the
federal and state corporate income taxes, state and local
sales taxes, and local property taxes in 2002 were valued
at $2.5 billion. (Two important categories of tax exemp-
tions—tax-exempt-bond financing and the deductibility
of charitable contributions—were included in the
national totals but were not calculated for the five states
and are not included in the five-state total.)

In terms of reduced tax revenues, the costs to the various
levels of government of the tax exemptions for nonprofit
hospitals are difficult to quantify. Part of the difficulty in
measuring the value of the tax exemptions arises from the
fact that nonprofits, because of their tax-exempt status,
do not file the same types of tax returns as for-profits and,
thus, do not provide some information needed to calcu-
late their potential tax liability. A more fundamental issue
in valuing the tax exemptions provided to nonprofits is
the fact that nonprofit hospitals, if they were to lose their
tax-exempt status, would likely change their behavior.

10. See Congressional Budget Office, Nonprofit Hospitals and Tax
Arbitrage (December 20006).

5



NONPROFIT HOSPITALS AND THE PROVISION OF COMMUNITY BENEFITS

To calculate the value of the tax exemptions listed in
Table 1, hospitals’ observed tax bases were multiplied by
the applicable tax rates. That method follows JCT’s
standard approach to calculating “tax expenditures,”
which are defined as revenue losses resulting from special
provisions or preferences in tax law.!! The calculation
of tax expenditures implicitly assumes no behavioral
responses—in other words, it assumes that if special tax
preferences were removed there would be no change

in firms’ income, capital structure, or physical assets.

A revenue estimate, which is the estimated change in tax
revenues arising from a change in tax policy, differs from
a tax expenditure in that the revenue estimate incorpo-
rates behavioral responses. The value of the tax exemp-
tions detailed in Table 1 does not incorporate behavioral
responses and should not be interpreted as revenue

estimates.

Identifying the potential behavioral responses of non-
profit hospitals to removal of or restrictions on tax
exemptions is complex. If nonprofit hospitals lost their
tax-exempt status but maintained their nonprofit owner-
ship status, they would face financial pressure to reduce
their accounting profits and thereby reduce their tax bur-
den.!? That pressure could lead nonprofit hospitals to
change their accounting practices as well as lower the
prices they charge patients and insurers, and increase
their costs of production.!® At the same time, adding new
restrictions on tax-exempt status for nonprofit hospitals
might prompt some of those facilities to convert to for-
profit ownership, which might also result in changes in
their tax bases (taxable income for converting hospitals,

for example, might increase).

Approaches to Providing Collective Goods
Besides offering tax exemptions to nonprofit hospitals,
governments have several options if they wish to promote

the provision of collective goods such as health care for

11. See Joint Committee on Taxation, Estimates of Federal Tax
Expenditures for Fiscal Years 2006-2010, JCS-2-06 (2006).

12. For-profit hospitals also face an incentive to minimize their tax
burden, but they are constrained from doing so by their owners
interests in generating and distributing income.

13. See Congressional Budget Office, Taxing the Untaxed Business
Sector (July 2005).

low-income individuals. The first approach is to produce
those goods directly. Government hospitals that provide
charity care are an example of direct production. The sec-
ond approach is to purchase collective goods from private
organizations. An example of that approach is the Medic-
aid program, through which the federal government and
state governments purchase health care from private orga-
nizations on behalf of low-income individuals. The third
approach is to subsidize the activities of producers of col-
lective goods. Subsidies have the advantage of flexibil-
ity—local organizations can direct the use of the subsidies
to meet locally identified needs—but potentially have the
disadvantage of being poorly targeted.

Unlike the tax exemptions provided to nonprofit hospi-
tals, other subsidy mechanisms exist that are available to
hospitals of all ownership types. Such subsidies include
Medicare and Medicaid disproportionate share hospital
(DSH) payments and Medicare’s supplemental payments
to teaching hospitals through the indirect medical educa-
tion (IME) program.14 Hospitals may also receive partial
reimbursement from Medicare for bad debt incurred for
Medicare patients.!® In addition, some states fund hospi-
tals through various revenue sources such as tobacco-

settlement funds and uncompensated-care pools.

The existing subsidies for hospital care, other than the tax
exemptions provided to nonprofits, are substantial. CBO
estimates that in 2005 hospitals received $15 billion in
Medicare DSH and IME payments, and $9 billion in

14. Medicare DSH payments are based on each hospital’s share of
low-income patients. For the purposes of determining Medicare
DSH payments, each hospital’s disproportionate patient percent-
age is calculated, which equals the share of Medicare patient days
accounted for by Medicare beneficiaries who receive Supplemental
Security Income plus Medicaid patient days as a share of total
patient days. The mechanism for allocating Medicaid DSH funds
varies from state to state.

15. If a Medicare beneficiary does not pay the required deductible or
coinsurance for a hospital stay, the hospital may, under certain
conditions, report the unpaid amounts as bad debt and receive
reimbursement from Medicare for 70 percent of that bad debt.
See Statement of Mark McClellan, Administrator of the Centers
for Medicare & Medicaid Services, Tax Exemption for Hospirals
and Federal Payment for Uncompensated Care, before the House
Committee on Ways and Means (May 26, 2005), available at
www.cms.hhs.gov/media/press/release.asp?Counter=1476.



Medicaid DSH payments.'® Other analysts have esti-
mated that Medicare bad-debt payments to hospitals
totaled $1.6 billion in 2005, and that in 2001 state and
local governments provided about $7 billion to hospitals
through various tax appropriations and indigent-care
programs.

Defining Community Benefits

Although nonprofit hospitals receive tax exemptions

in return for providing community benefits, there is little
consensus on what constitutes a community benefit or
how to measure community benefits. In the academic
literature, community benefits have been defined as
“those programs and services that are generally thought to
be provided at low or negative margin and are intended
to improve access by disadvantaged groups or to address
important health care matters for a defined popula-
tion.”'® Community benefits and collective goods are
linked—if a hospital chooses to provide a particular
medical service despite its being unprofitable, that may
indicate that the hospital views that service as a collective
good that is worth providing because it benefits the
community. In identifying and measuring the commu-
nity benefits that hospitals provide, it seems reasonable,
therefore, to focus on services that are uncompensated or
relatively unprofitable.

16. Many states use Medicaid supplemental payment programs,
including DSH and upper payment limit (UPL) arrangements, to
“recycle” Medicaid funds in order to increase the federal matching
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NONPROFIT HOSPITALS AND THE PROVISION OF COMMUNITY BENEFITS

The IRS has developed a practical definition of commu-
nity benefits for the purpose of granting tax exemptions.
The federal criteria for providing tax exemptions to non-
profit hospitals have changed over time and have been
gradually loosened. In a 1956 revenue ruling, the IRS cri-
teria included a charity-care requirement, meaning specif-
ically that a hospital “must be operated to the extent of its
financial ability for those not able to pay for the services
rendered.”!” That 1956 revenue ruling specified clearly
that bad debt did not constitute charity and that incur-
ring bad debt did not satisfy the criteria for the tax ex-
emption. In a 1969 revenue ruling, the IRS significantly
loosened the criteria for nonprofit hospitals to receive the
federal income tax exemption and defined promoting the
health of any broad class of persons as a community ben-
efit, including, perhaps, such activities as charity care,
health screening, community education about health
risks, emergency room services, and basic research.??

A hospital could satisfy the 1969 community-benefit
requirement by offering emergency room services to all
people regardless of their ability to pay, even if the hospi-
tal did not otherwise admit individuals who were unable
to pay. In 1983, the IRS loosened the guidelines further
when it specified that a nonprofit hospital could receive
the federal income tax exemption even if it did not oper-

ate an emergency [‘OOIl’l.21

As a basis for comparison, the Catholic Health Associa-
tion (CHA) recently released a set of guidelines for hospi-
tals to use in identifying community benefits. CHA’s
guidelines, which are in some ways stricter than the IRS’s
standards, specify that community benefits should in-
clude services that are “offered to the broad community
[and] desi