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Executive Summary 

Because a number of public hospitals had been sold or leased to for- 
profit firms and because information about such transactions was 
lacking, Senator Sam Nunn asked GAO to develop information. Specifi- 
cally, he wanted information on (1) the circumstances leading to the 
decisions to sell or lease the hospitals, (2) the effects of the changes in 
control on local communities and taxpayers, and (3) the effects on Medi- 
care and Medicaid payments after the transactions. 

Senator Nunn also asked GAO to review several acquisitions of not-for- 
profit hospitals and several acquisitions of hospitals by not-for-profit 
entities. GAO'S review covered 40 sales or leases of hospitals that took 
place during 198082 in the Southeastern United States. The Southeast 
was selected because it reportedly had been particularly active in 
changes of ownership for public and not-for-profit hospitals. 

Background The vast majority of the nation’s counties and cities operate hospitals 
In rural counties, the county-operated hospital is often the only hospital. 
By law or custom, public hospitals generally serve all people in their 
area, regardless of ability to pay, and they reportedly provide about 
twice as much uncompensated care to the medically indigent as other 
hospitals when measured as a percentage of total hospital expenses. 

For-profit hospital firms increased their presence in the industry from 
8.3 percent of hospital beds in 1978 to 9.8 percent in 1984. One reason 
for this increase has been the acquisition through lease or purchase of 
public and not-for-profit hospitals by for-profit firms. To a lesser extent, 
not-for-profit hospital firms have also acquired public and not-for-profit 
hospitals. 

GAO identified 40 public and voluntary not-for-profit hospitals that had 
been leased or sold during 1980-82 in the Department of Health and 
Human Services’ (HHS') Atlanta region, which covers the Southeast. Of 
these, 30 were acquisitions by for-profit firms and 10 were by not-for- 
profit entities. GAO analyzed cost and charge information on Medicare 
cost reports for these 40 hospitals and visited 11 of them. 

Ftesults in Brief The 11 hospitals GAO visited had been suffering financial difficulties and 
needed substantial renovation or modernization. The former operators 
were generally unable or unwilling to fund the hospitals’ deficits or raise 
the capital necessary to improve them. The acquiring firms aggressively 
pursued acquisition and promised to fix the hospitals’ deficiencies. 
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Executive Summary 

Data for the 40 hospitals showed that, after the change m control, 
charges for ancillary services generally increased dramatically, utiliza- 
tion of services sometimes also increased, and Medicare costs went up. 
In all but 1 of the 11 hospitals GAO reviewed in detail, the new operators 
made investments to renovate or replace the hospitals that should have 
increased their ability to provide quality care. 

Because of a lack of comparable data, GAO could not quantify the effect 
the changes in hospital control had on the amount of indigent care pro- 
vided. The sale, lease, or associated agreements for the public hospitals 
contained provisions governing indigent care by the new operators, but 
the local governments were not assuring compliance with these 
provisions. 

P$incipal Findings 

Reasons for Sale The 11 hospitals GAO visited were sold or leased primarily because they 
were losing money. Nine of the 11 had lost money during the year before 
sale or lease. All 11 needed substantial renovation, modernization, or 

- replacement and were not generating sufficient revenue to fund these 
needs. The operators were unable or unwilling to fund the deficits or 
raise the capital needed for hospital improvements. Also, for social or 
political reasons, the operators did not believe they could increase hos- 
pital charges sufficiently to overcome these financial problems. (See 
ch. 2.) 

Fbrmer Operators Satisfied The former operators of 10 of the 11 hospitals GAO visited were satisfied 
With Performance of New with the new operators’ performance. Also, the new operators had gen- b 

dpe rators erally kept their promises to renovate, modernize, or replace the 
acquired hospitals. As a result, the hospitals offered expanded services 
and/or better equipment and were in a position to offer better quality 
care. 

GAO compared, where available, the results of hospital inspections 
before and after acquisition. Of the 11 hospitals, 7 were cited for defi- 
ciencies before acquisition, but only 4 were cited after. (See pp. 26-28.) 

Page 3 GAO/HBDBso Salea of Public Hoopit& 



Executive Summary 

- ospital Charges Increase 
After Acquisition 

The new operators generally increased hospital charges for ancillary 
services-such as drugs, laboratory services, and X-rays-as measured 
by ancillary service charges per discharge. Ancillary service costs also 
increased but not as much as charges, which resulted in increased gross 
profit margins-charges minus costs-for ancillary services. Because 
Medicare and Medicaid payments are based on costs, not charges, 
increasing charges alone should not affect these programs’ payments to 
the hospitals. However, private insurers and self-paying patients gener- 
ally pay based on charges, so their costs increased. 

For the 40 acquisitions GAO identified, on the average, ancillary service 
charges per discharge increased 46 percent, ancillary costs per discharge 
increased 37 percent, and gross profit margins on ancillary services 
increased by $222 per discharge. On the average, acquiring for-profit 
firms increased ancillary charges per discharge 32 percent more than 
not-for-profits. (See pp. 31-36.) 

of Data on Changes in GAO could not compare the amount of free care provided by hospitals 
before and after acquisition because of a lack of comparable data. Data 
were usually available for the pre-acquisition period, but not for the 
post-acquisition period. 

I 

The sale or lease agreements for the nine public hospitals GAO visited 
included either specific or general provisions regarding the new opera- 
tors’ responsibilities for indigent care. Despite the contractual provi- 
sions, the hospitals generally did not have records to document the 
extent of indigent care provided. Moreover, the local governments did 
not monitor the hospitals’ compliance. (See ch. 4.) 

iospita Costs Increased 
More Than Hospital 
Inflation 

b 

Hospital acquisitions resulted in significant increases in hospitals’ cap- 
ital costs, return-on-equity payments from Medicare, and administrative 
expenses. These three items accounted for about 67 percent of the total 
cost increases per discharge for the 30 hospitals acquired by the for- 
profit firms and about 40 percent of the total for the 10 hospitals 
acquired by the not-for-profit firms. (See ch. 6.) 

Capital costs (interest, depreciation, and lease payments) increased an 
average of 109 percent on a cost-per-discharge basis. One reason was 
that the new operators paid more for the hospitals than the net book 
value (historical cost less accumulated depreciation) of the former oper- 
ators, This resulted in higher depreciation. Also, the new operators often 
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Executhe Summiuy 

borrowed money to fund a large part of the purchase price; thus, 
interest costs increased. Finally, lease payments substantially exceeded 
the former operators’ capital costs for the leased hospitals. The Deficit 
Reduction Act of 1984 set limits on Medicare’s allowances for interest, 
depreciation, and, if applicable, return on equity for hospitals changing 
ownership after July 18, 1984. 

Medicare does not pay a return on equity to public or not-for-profit hos- 
pitals, so for the 30 hospitals converted to for-profit status after acquisi- 
tion, return on equity represented a new Medicare cost. Medicare return- 
on-equity payments averaged about $10 1 per discharge and totaled 
about $2.9 million annually for the affected hospitals. 

Finally, although 38 of the 40 hospitals were acquired by multihospital 
chains, which often claim to be able to reduce administrative costs, 
average administrative costs per discharge increased by about S 123 per 
discharge, or 76 percent, after acquisition. This was substantially higher 
for the periods involved than the increase in the hospital market basket 
index, which measures the price changes of the goods and services 
bought by hospitals. 

R&commendations Because the matters in this report relating to the Medicare and Medicaid 
programs have generally been addressed through recent changes in law, 
GAO is not making recommendations. 

Comments by 
I$erested Parties 

HHS said it had reviewed the report with interest and had no comments. 
The National Association of Public Hospitals said GAO'S analysis of the 
effects of ownership transfer showed similar causes of and results from 
transfers that it has observed. The Federation of American Health Sys- 
tems said that it had no quarrel with the information GAO presents but 

b 

that it believed some points needed to be presented in a different con- 
text to be as fair and meaningful as possible. The American Hospital 
Association said the report presents an interesting perspective on a com- 
plex issue. The Association expressed concern that some of the data 
could be misinterpreted. See the end of chapters 3,4, and 6 for a discus- 
sion of these organizations’ comments. 
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Chapter 1 

Introduction 

Senator Sam Nunn wrote to us expressing concern about the lack of 
information on the effects of the acquisition of not-for-profit facilities 
by for-profit (investor-owned) firms. He asked us to provide information 
on 

l the circumstances leading to the decision by the former operators to sell 
the hospitals, 

l the effecta of such changes in control on local communities and tax- 
payers, and 

l the effects on Medicare and Medicaid payments after the acquisitions. 

We met with Senator Nunn and agreed to focus on the lease or sale of 
public hospitals to for-profit firms. Leases were included because oper- 
ating control of a hospital usually changes under a lease as it does under 
a sale.’ Senator Nunn asked that we include several acquisitions by not- 
for-profit firms. To measure the effect of the acquisitions on local com- 
munities, we agreed to consider (1) any improvements to the facilities or 
expansion of services, (2) changes in the charges for hospital services, 
and (3) if possible, changes in the amounts of uncompensated care pro- 
vided to indigents in the community. We agreed to use data from hospi- 
tals’ Medicare cost reports before and after the acquisitions to determine 
the changes in the hospitals’ charge levels and in the amounts claimed 
for Medicare reimbursement. Medicare is a national program with uni- 
form payment methods, whereas Medicaid is a state-operated program 
with many variations in payment methodologies. 

Background 
I 

Most counties and cities have publicly owned hospitals to serve their 
residents. These hospitals represent about 30 percent of the nation’s 
acute care general hospitals and are primarily financed by the revenues 
they receive through charges for the services provided. When these rev- 
enues are insufficient to cover public hospitals’ costs, the local govern- b 
men@ have financed the differences. Generally, by law or custom, public 
hospitals treat all persons, regardless of their ability to pay. Many 
public hospitals were constructed or renovated, in whole or in part, with 
money provided through the federal Hill-Burton program.* In these 
cases the hospitals were required to provide a reasonable amount of 

‘In thb report, we refw to both sales end leases ee acquisition13 

2The lB46 leghhtton authom the federal health fadlitiea constrution pmgrem wee coepontmed 
by~mListerHillandHaroldBurtonandbecamepopllarlyknownastheHill-Wutanp~ 
Bet.wua 1946 and 1974, the program provided federal @ante for conetruatng public and nobfor- 
profit IwepItala. F’mm 1970 to 1876, the pm provlded direct loans to public health faciIitiea and 
---by ammerhl lendem to *for-profit facilitks. 
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chapter 1 
lntxoduction 

uncompensated services to the indigent population as a condition for 
receiving Hill-Burton financial assistance.3 

Hospitals organized as voluntary, not-for-profit entities, such as church- 
operated hospitals, represent the largest group of hospitals in the 
country (about 66 percent). These institutions also are primarily sup 
ported by the revenue they receive through charges for services pro- 
vided, supplemented with charitable contributions and income from 
endowments. State licensure requirements generally provide that these 
hospitals must treat any person, regardless of ability to pay, for emer- 
gencies. Many voluntary, not-for-profit hospitals also received financial 
assistance under the Hill-Burton program; as a result, they are required 
to provide reasonable amounts of uncompensated care to indigents. 

Proprietary or for-profit hospitals are the third group (about 16 percent 
of the total). They depend on revenues received for services provided to 
cover their costs, and if the costs are higher than revenues, they incur a 
loss. Conversely, if revenues exceed costs, the owners make a profit. 
State &ensure requirements concerning the provision of emergency ser- 
vices without regard to a person’s ability to pay also generally apply to 
the for-profit hospitals. However, the Hill-Burton uncompensated care 
requirements do not apply because proprietary hospitals were not eli- 
gible for financial assistance under that program. 

I 

Since the late 1970’s, for-profit hospital firms have increased their pres- 
ence in the hospital industry from 8.3 percent of hospital beds in 1978 to 
9.8 percent in 1984. One of the reasons for this increase has been the 
acquisition through lease or purchase of public and not-for-profit hospi- 
tals by for-profit firms. To a lesser extent, not-for-profit hospital firms 
have also acquired public and not-for-profit hospitals. 

vedicare and How It 
Pays Hospitals 

Act (42 U.S.C. 1396), became effective on July 1,1966. Medicare pays 
much of the health care costs of eligible persons aged 66 or older and 
certain disabled persons. The program is administered by the Health 
Care Financing Administration (HCFA), a component of the Department 
of Health and Human Services (HIS). 

3The reasonable volume of uncompensated services to be provided annually is the lower of 3 percent 
of the facilities’ annual operating Costa lea8 reimbursement from Medicare and Medicaid or 10 percent 
of the federal r&stance received, +&&ed for inflation. 
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Chaptsr 1 
Introdactlon 

Medicare consists of two parts. Part A-hospital insurance for the aged 
and disabled-covers inpatient hospital care, home health care, inpa- 
tient care in a skilled nursing facility after a hospital stay, and several 
other institution-based services. Part A is principally financed by pay 
roll taxes, which are paid by employers, employees, and self-employed 
persons. During fiscal year 1984, over 29 million people were eligible for 
part A benefits, and benefit payments amounted to about 841.6 billion, 
of which about $40 billion was for inpatient hospital care. 

Part B-supplementary medical insurance for the aged and disabled- 
covers (1) physicians’ services, (2) outpatient hospital care, (3) home 
health care, and (4) other medical and health services. Part B is financed 
by beneficiaries’ monthly premiums (26 percent of program costs) and 
appropriations from general revenues (76 percent). During 1984, about 
29 million people were enrolled in part B, and benefit payments 
amounted to about $19.6 billion, of which about $2 billion was for out- 
patient hospital care. 

Until fiscal year 1984, Medicare reimbursed each hospital for its actual 
allowable costs of providing services to Medicare beneficiaries. Begin- 
ning in 1974, under the authority of section 223 of the Social Security 
Amendments of 1972 (Public Law 92-603), HHS established limits on 
reimbursements for routine inpatient costs (room, board, and general 
nursing costs). 

Section 101 of the Tax Equity and Fiscal Responsibility Act of 1982 
(Public Law 97-248) expanded the application of the limits to include 
both routine and ancillary service costs (such as operating room, radi- 
ology, and laboratory services) for hospitals’ cost reporting periods 
beginning on or after October 1,1982. These limits were applied to (1) 
the rate of increase in the average cost per discharge from one year to 
another for each hospital and (2) the average cost per discharge based 
on the average costs of similar hospitals adjusted for the relative com- 
plexity of the hospital’s case mix. 

For cost reporting periods beginning on or after October 1,1983, inpa- 
tient hospital services are paid based on Medicare’s prospective pay- 
ment system established under the Social Security Amendments of 1983 
(Public Law 98-21). This system, which is being phased in over a Pyear 
period, generally pays hospitals fixed amounts based on the Medicare 
patients’ diagnoses or treatment using 468 groups of related diagnoses. 
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chapter 1 
Introduction 

Medicare’s various cost reimbursement limits and its prospective pay- 
ment system do not apply to outpatient hospital services or to capital 
costs, which are “passed through” on a reasonable cost basis. 

Reimbursement for Capital Capital costs are facility costs associated with furnishing the buildings 
COStS and equipment necessary to provide patient care. Allowable capital 

costs under Medicare include lease payments for or depreciation of these 
assets as well as interest paid on funds borrowed to acquire them. Under 
both the cost reimbursement limits and prospective payment system, 
capital costs are passed through-that is, they are not considered in 
computing the maximum payable amounts under cost reimbursement or 
in establishing the prospective rate and are paid to the facility on an 
actual reasonable cost basis. Thus, Medicare will generally pay the per- 
centage of capital costs that reflects the ratio of Medicare utilization to 
total utilization. For example, if Medicare patients used 40 percent of 
the services provided by a hospital, Medicare would pay 40 percent of 
the hospital’s capital costs. 

The prospective payment law requires HHS to report to the Congress on 
the methods, along with proposals for legislation, by which capital- 
related costs associated with inpatient hospital services can be included 
in the prospective payment system. The prospective payment law 
authorizes capital costs to be included in the payment rates beginning 
October 1, 1986. The Congress has established reimbursement limits for 
revaluing assets after a change in ownership. These limits, which were 
included in section 2314 of the Deficit Reduction Act of 1984 (Public 
Law OS-SSO), basically prohibit any increase in Medicare or Medicaid 
payments for capital costs after a change in ownership. 

Administration of 
Payments 

Medicare contracts with insurance companies, such as Blue Cross and 
Mutual of Omaha, to determine the amount of Medicare payments indi- 
vidual hospitals will receive. These paying agents are called 
intermediaries. Each year hospitals submit cost reports to the 
intermediaries detailing hospital costs and allocating a portion of them 
to Medicare and Medicaid based on utilization of services by each pro- 
gram’s beneficiaries. The intermediaries have not yet finally determined 
how much of the costs associated with several of the hospital acquisi- 
tions included in our review will be recognized as allowable for the 
Medicare program. 
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clupter 1 
Introduction 

Hospital Payments 
Under Medicaid 

The Medicaid program, authorized under title XIX of the Social Security 
Act effective January 1, 1966, is a federal/state program that pays for 
health care for eligible low-income persons. States design and operate 
their Medicaid programs within the framework provided by federal law 
and regulations. HCFA is responsible for the federal administration of 
Medicaid. 

States are required to cover under Medicaid a broad range of health care 
services, including inpatient and outpatient hospital services, and may 
elect to cover virtually any other health service. Regarding hospital ser- 
vices, until fiscal year 1982 states were required to use Medicare’s rea- 
sonable cost methodology to pay hospitals. Section 2173 of the Omnibus 
Budget Reconciliation Act of 1981 (Public Law 97-36) repealed this 
requirement to allow the states greater flexibility in paying hospitals. 
Since this change in federal requirements for paying hospitals under 
Medicaid, most of the states have established prospective payment sys- 
tems, but the features of these plans vary from state to state. Because of 
the variations among the state payment methods, we did not attempt to 
trace the increases in cost due to the acquisition of individual hospitals 
through the various states’ Medicaid rate-setting methodologies. 

Objectives, Scope, and In accordance with our agreements with Senator Nunn, our review had 

Mekhodology 

I 

three objectives. First, we wanted to determine the circumstances or rea- 
sons leading to the decisions to sell or lease public or voluntary, not-for- 
profit hospitals. (This issue is discussed in ch, 2.) Second, we wanted to 
determine how these acquisitions affected local commumtles through 
changes in services and hospital charges (ch. 3), and any changes in pro- 
viding indigent care (ch. 4). Third, we wanted to determine how the 
changes in ownership or control affected payments under the Medicare 
program specifically and under the Medicaid program in general terms . 
(ch. 6). 

To identify the universe of public and not-for-profit hospitals that had 
been acquired during calendar years 1980,1981, and 1982 in HHS’ 
Atlanta region,’ we contacted officials from the HHS region, the states in 
that region, and Medicare intermediaries. We did not include acquisi- 
tions after 1982 because cost data for hospitals acquired in 1983 or later 
generally were not available. We selected the Atlanta region because, 
according to HHS, the Southeastern United States had been particularly 

‘Covers Alabama, Florida, Georgia, Kentucky, Mwsuwpp~ North Carobna, South Carobna, and Ten- 
nessee We did not include Tennessee because of problems m obtammg necessary data 
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active in changes of ownership for public and not-for-profit hospitals 
and because Senator Nunn expressed a special interest in this area. 

No single federal or state office could provide a complete list of hospital 
acquisitions for each state. Based on our contacts with HH!3, the states, 
and the intermediaries, we identified 40 public and not-for-profit gen- 
eral, acute care hospitals sold or leased between January 1980 and 
December 1982 in the seven states. (See app. I.) Of these transactions 
(sales and leases), 30 involved acquisition by for-profit firms and 10 by 
voluntary, not-for-profit organizations. While we may not have identi- 
fied all of the public and not-for-profit hospitals acquired in the HHS 
Atlanta region during this 3-year period, we believe that these 40 pro- 
vide an accurate representation of the effect of an acquisition on hos- 
pital costs and charges in that region. 

A major segment of our fieldwork related to determining the effect of an 
acquisition on hospital costs and charges. For each of the 40 hospitals 
we obtained, when available, 

9 the Medicare cost report for the period immediately preceding the sale 
or lease (usually these reports were for less than a year), 

l the last full-year cost report submitted before the acquisition, 
l the first cost report submitted after the acquisition (these reports also 

usually covered less than a year), and 
l the first full-year cost report submitted after the acquisition. 

These cost reports covered periods ranging from about 2-l/4 to 4 years. 

We identified changes in hospital costs and ancillary charges by com- 
paring the pre-acquisition and the post-acquisition cost report data. We 
used the cost or charge per patient discharge as a standard unit of meas- b 
urement. For example, to calculate the pre-acquisition administrative 
and general (A&G~ cost per discharge for each hospital, we totaled and 
combined A~G costs for the full cost reporting year and any partial year 
before the acquisition. This amount was then divided by the total 
number of discharges included in the same cost reports. This provided 
the average cost per discharge for the period before acquisition. Post- 
acquisition A%G costs per discharge were calculated in the same manner 
using post-acquisition cost reports. These pre- and post-acquisition A&G 

6A&G coets are for activities that support overall hospital operations, such aa businees office, data 
promming, insurance, public relation, end personnel office expenses 
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costs per discharge values were then compared to determine the dollar 
change that occurred after acquisition. 

Because some of the increases in the hospitals’ costs and charges would 
reflect “inflation” between the pre- and post-acquisition periods, we 
computed an inflation index for each hospital. To do this, we used HCFA'S 
hospital market basket index, which is designed to measure changes in 
the costs of goods and services bought by hospitals. We computed the 
average index for the midpoints of the pre- and post-acquisition periods 
and compared these to determine the change in hospitals’ costs as 
reflected in the market basket index. We used this change in the hospital 
market basket as an indicator of how much of the change in a hospital’s 
costs and charges is explained by inflation. According to HCFA officials, 
this was the best available methodology to calculate the effect of infla- 
tion for each hospital. 

We evaluated capital costs, A@ costs, and ancillary costs and charges to 
patients. We looked at capital costs because they historically have 
increased after an acquisition because the purchaser usually pays more 
than the former owner’s book value for the hospital (historical cost less 
accumulated depreciation). We evaluated the changes in m costs for 
two reasons: (1) hospital chains maintain they can control such costs by 
centralizing management-type services, such as data processing and 
accounting, and (2) chains allocate home office costs to member hospi- 
tals, which could increase overall hospital costs. We assessed ancillary 
charges because of indications that these were often increased after hos- 
pital acquisitions. 

In addition to reviewing cost reports of 40 hospitals, we conducted addi- 
tional audit work at 11 of these hospitals. Three were located in Ala- 
bama, four in Florida, and four in Georgia. Table 1.1 shows these 11 
hospitals, their locations, purchasers or lessees, and acquisition dates. 
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Tablr 1.1: Hoapitalr Where QAO Performed Additional Audit Work 
Number 

Name ot ho8pltal and type 0t Date ot 
of acquldtion Locatlon beds acquisition Purchaser/Lersee ---.. - 

Public hoapltalr acquired by tar-protltc --- -~ -_ 
Brookwood MedIcal Center Eufaula, Ala - 74 Jan 1981 Brookwood Health Services, Inc - . .--. -. 
Clarke Jackson, Ala 35 Apr 1982 Gllllard Health Services, Inc -. -- 
FairvIew Park- - Dublin, Ga 190 Mar 1981 Hospital Corporation of America --.-- .--- ~ 
Henry County Abbeville, Ala 48 Dee 19828 Health Care Management Corp 
Humana/Newnan Newnan, Ga 144 Dee 1982 Humana, Inc ---- 
G; Memonal Buena Vista, Ga 30 Mar 19828 -L--. - -- Health Care Management Corp 
Riverbide New Port Rchey, Fla 102 July 1982 American Health Care Enterprises, Inc __--. __ 
~hoapitala acquired by not-for-profits: ----i-----. 
East Pasco Medlcal Center 53 June 1981a -. i -~. --~- Dade City, Fla Adventist Health Systems 

- Watkins Memorial Ellljay, Ga 41 Jan 1982 Georgia Baptist Medical Center ------. 
Voluntary hoapitalr acquired by for-protltr: 
Ormdndeach 

_.~- 
Ormond Beach, Fla 81 July 1981 Southern Health Services of Kentucky, Inc 

East Polnte Lehigh Acres, Fla 88 July 1981a Hospital Corporahon 01 Amenca 

1Date hospital was leased 

We judgmentally selected these 11 hospitals to review in detail a mix of 
hospital ownership characteristics. This mix included hospitals 

purchased by national hospital firms, 
purchased by regional or smaller hospital firms, 
leased instead of purchased, and 
acquired by voluntary, not-for-profit hospital firms. 

The detailed work in these 11 hospitals generally included determining 

why the public or voluntary not-for-profit owner decided to sell or lease 
the hospital, 
whether local authorities were satisfied with the hospital’s operations 
after the acquisition, 
whether any improvements in facilities and services were made by the 
acquiring firm, and 
the effect of the acquisition on hospital costs and charges and on Medi- 
care reimbursement. 

Because of a lack of comparable data for 10 of the 11 hospitals, we 
could not determine the amounts of indigent care provided before and 
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after the changes in control. We did determine what arrangements the 
former operators had made for indigent care to be provided by the new 
operators through inclusion of provisions in the purchase or lease 
agreements. 

The fieldwork for these hospitals involved interviewing local officials, 
such as hospital governing board members, hospital administrators and 
employees, physicians, elected city and county officials, county family 
and children services and county health department officials, involved 
citizens, and Legal Services Corporation representatives. For each hos- 
pital, we also analyzed related documents, such as financial statements, 
Medicare cost reports for periods both before and after acquisition, pur- 
chase or lease agreements, various inspection or survey reports by 
outside public or private agencies, hospital board records, and available 
records relating to providing indigent care. We also contacted officials of 
nearby hospitals and of the acquiring firms. We discussed hospital 
acquisitions and reviewed available records at federal and state offices. 
These offices included HHS’ Atlanta region as well as state health plan- 
ning and development agencies and state licensure and certification 
offices in Alabama, Florida, and Georgia. 

We also contacted other organizations familiar with issues discussed in 
this report, reviewed these matters with them, obtained their views, and 
analyzed and incorporated information they provided, as appropriate. 
For example, we used information generated by the state of Florida’s 
Hospital Cost Containment Board, which was established by the Florida 
legislature to review hospital financial activities. We also contacted the 
North Carolina Center for Public Policy Research, Inc., a statewide, not- 
for-profit organization that was analyzing these financial issues. 
Blue Cross-Blue Shield of North Carolina provided a 1983 study that 
analyzed for-profit hospital charges to its subscribers. We also contacted b 
the National Association of Public Hospitals and the Georgia and Ala- 
bama Hospital Associations. Finally, we contacted the Georgia and Ala- 
bama State Boards of Medical Examiners to obtain their comments 
regarding for-profit corporations’ recruiting of physicians. 

Our fieldwork was performed from October 1983 through July 1986 in 
accordance with generally accepted government auditing standards. 
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l?inacid Problems Led to Hospitals’ Sale 
or Lease 

The primary reason for the sale or lease of the 11 public and voluntary, 
not-for-profit hospitals we visited was that they were losing money. 
Compounding these hospitals’ financial problems was the fact that 
many of them needed substantial renovation or modernization and the 
authorities operating them were unable or unwilling to raise the neces- 
sary capital to pay for the improvements. Moreover, the acquiring for- 
profit and voluntary, not-for-profit hospital entities aggressively pur- 
sued the acquisition of the financially distressed hospitals and promised 
to correct many of the problem5 they would inherit. Faced with the hos- 
pitals’ financial problems and the offer5 to acquire them, hospital 
authorities found sale or lease to be an attractive alternative to the con- 
tinued operation of hospitals that were losing money and in need of cap- 
ital infusions. 

Substantial Operating Table 2.1 shows (1) the operating experience of the 11 hospitals during 

Losses and Low 
Occupancy Rates 

the two cost reporting periods immediately before their sale or lease and 
(2) the occupancy rates during the year immediately before the change 
in control. Of the 11 hospitals, 9 experienced operating losses during 
either one or both of the prior periods. The losses ranged from 843,141 
to $914,717. In some instances, the local governments were unable to 
fully fund the deficits, which officials told us resulted in a degradation 
of services and facility maintenance. The two hospitals that had not sus- 
tained operating losses (Fairview Park and East Pointe) needed to be 
replaced with new facilities. The owners said that they could not afford 
to do so because virtually all of their revenues were needed for oper- 
ating expenses. 

Relatively low occupancy rates contributed to the hospitals’ financial 
problems. Hospitals prefer to have relatively high occupancy rates. For 
example, average occupancy rates between 80 and 90 percent normally b 
would provide a cushion of beds for peak demand periods yet permit 
hospitals to maintain relatively low charges and still cover costs. How- 
ever, a5 shown in table 2.1, only 1 of the 11 hospitals had an occupancy 
rate over 80 percent and 6 had rates below 60 percent, which means 
that over half their beds were usually empty. 
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Table 2.1: Operating Lo8rer and Occupancy Rater Before Change in Control 
Operatina ios8eo 

Second year before First year before 
Occupancy 

acquisition acauirition 
rate-fir8t 

As a percent 
year before 

Name of horpltal and typa of acquirition Period Amount of revenues 
A8 a percent 

Amount of revenuer 
acquisition 

(percent) ----- .~.- ___ _ .-. 

Publlc hoepitair acquired by for-profits: - _ 
Broakwood MedIcal Center 1 O/l /70-9/30/80 $133,691 52 $171,685 54 67 5 -&...- . _-_.-_ ____- 
Clarke 10/l /79-9/30/81 287.152 173 274.104 168 607 

Falrbw Park 1 O/l /70-9/30/00 a a a a 71 4 ~- 
Henly County 

Hurrana/Newnan 
-- Marlon Memonal 

RIversIde 

PuMic horpitaia acquired by not-for-profitri 
Easl Pasco Medlcal Center 10/l /78-9/30/80 

-- 
- 10;1;80-9;3O;s2 287,993 197 89,853 73 24 0 

1 O/1/80-9/30/82 436,955 57 848,930 104 45 9 
7/l/79-6/30/81 191,644 23 2 43,143 39 37 9 -. -.- ~---- 

10;1;79-9;30;81 a a 6141289 83 684b 

561.182 26 3 535.998 187 35 7b 

Watkms Memonal 10/;/;9-12;31;81 2911284 130 914:717 31 7 499 

Voluntary hoopitair acquired by for-profitr: 
Orrrjond Beach 3/l/79-2/20/81 
East Pomte - 7/l /79-6/30/81 

a a 63,383 09 86 6b 
a a a a 680 

- ~~ ~ ~~ ~~ 
aNo operatmg losses were expenenced dunng the lndlcated penod 

‘Ihe occupancy rate IS for an annual penod that differs by a few months from the year before acquisl- 
tion 

In addition to the low occupancy rates experienced by most of these hos- 
pitals, many also had problems in collecting payment from their 
patients. Table 2 2 shows the bad debt expenses incurred by each hos- 
pital for the 2 years before the changes in control. At eight hospitals the 
bad debt expenses accounted for all or most of the hospitals’ operating 
losses for the last year it was operated by the former owners. 
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labiq 2.2: Bad Debt txpenu Before 
Change In Control 

Name of ho#pitai and type of 
acaui8ition 

Bad debt expense 
Second year before First year before 

acquiritlon acquirltion 
As a percent A8 a percent 

Amount of revenues Amount of revenue8 

Public horpitair acquired by for-proflts: 
Brookwood MedIcal Center % em30 
Clarke 225,000 

31 $97,682 3.1 

136 232,900 143 
Fairview Park 410,525 63 414,168 47 

Henry County 488,185 33 4 95,524 78 

Humana/Newnan 353,000 46 475,000 58 

Marion Memorial 35,074 44 76,572 69 

Rveralde 1,159,259 163 932,579 125 

Public hoapitaio acquired by not-for-profltr: 
East Pasco MedIcal Center 502.122 23 5 338.048 110 
Watkins Memonal 1 a B II 

Voluntary horpitair acquired by for-profitr: 
Ormond Beach 185,434 

East Polnte 67.624 

32 423,396 63 

16 94.462 19 

Vata not avallable because the applicable hospital records were destroyed by previous owner 

Table 2.3 shows accounts receivable for the last 2 years before the 
change in control for the nine hospitals where comparable data were 
available. Although accounts receivable are not reflected as operating 
losses until they are written off as bad debts, sizable amounts of 
accounts receivable can cause cash flow problems. Accounts receivable 
had increased as a percentage of revenue at four of the nine hospitals 
and in absolute dollars at eight. 
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Table 2.3: Accounts Recelvabie Sefore 
Change in Control Accounts receivable 

Second year before 
acaui8ltion 

Fint year before 
acquisition 

Name of hoapitai and type Percent of Percent of 
of acqulrltion Amount revenue8 Amount revenue0 

Public horpitaia acquired by for-profits: 
Brookwood Medlcal Center $609,584 
Clarke 398,866 
Falrview Park 18860.744 

23 4 $736,312 236 
24 1 462,117 590 

28 6 2.284.430 25.9 
Henry County 822,323 562 622,988 507 
Humana/Newnan 1,515,775 199 1,704,718 209 

Marion Memonal 110,118 134 226,400 203 
Riverside 1,425,849 20 0 2.0959943 28 2 

Pubik Ho$pltair acquired by not-for-profit% 
East Pasco Medical Center 1 1 146,588 
Watkins Memorial b b b 

Voluntary horpitair acquired by for-profit% 
Ormond Beach 831,598 14.4 966,734 
East Polnte 420,751 10 1 441,804 

‘Data not reported for this period 

%ata not avallable because hospital records were destroyed by previous owner 

50 
b 

144 

8.9 

Lack of Money for The 11 hospitals were from 16 to 29 years old and, according to the 

Chpital Improvements 
former owners, were in need of extensive modernization, renovation, or 
replacement at the time officials decided to sell or lease them. At most of 

and P;lant Maintenance the hospitals all revenues were needed to cover operating expenses, and 
none of the operators had funded depreciation1 to provide for capital 
improvements. Many of the public hospitals had difficulty maintaining 
supplies, services, or the physical facilities at acceptable levels. For 1, 
example, seven of the hospitals (Clarke, East Pasco Medical Center, East 
Pointe, Marion Memorial, Ormond Reach, Riverside, and Watkins Memo- 
rial) were inspected by their state hospital licensure and certification 
offices within 3 years preceding their acquisition. These inspections 
identified deficiencies at all seven hospitals (see p. 28) that required 
money to correct. These deficiencies included 

. patient rooms, bathrooms, and hallways needed painting, 

. plumbing needed repairing, 

‘A technique used by hospitals whereby fund8 are set tide in an mtereet-earning fund to be used for 
replacement or renovation of capital asset8 
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l carpet needed replacing, and 
. service, patient, and parking areas needed expanding. 

Sources of money for capital improvements were limited. Hill-Burton 
funds partially financed the construction of nine of the hospitals (all 
except Ormond Beach and East Pointe). However, the Hill-Burton grant 
and loan assistance programs have not been available since 1976. 

The only federal financial assistance available since 1976 for construc- 
tion and rehabilitation of public and voluntary, not-for-profit hospitals 
has been the Department of Housing and Urban Development’s Section 
242 Mortgage Insurance Program. This program offers reduced interest 
rates to qualifying hospitals-both not-for-profit and for-profit-but 
because of strict credit worthiness criteria, hospitals experiencing 
severe financial problems do not qualify for this insurance. 

Local county officials and taxpayers did not favorably view the pros- 
pect of increasing taxes or issuing bonds for capital improvements. For 
example, for 2 of the 11 hospitals (East Pasco Medical Center and River- 
side), officials told us that voters rejected bond referendums to provide 
funds for upgrading the hospitals and making them more competitive 
with the newer and better equipped for-profit hospitals in the area. Fur- 
ther, county hospital governing boards or county commissioners refused 
to assess additional taxes in three other counties where this action was 
considered as one of the alternatives to selling the hospitals (Brookwood 
Medical Center, Fairview Park, and Humana/Newnan). 

1 

Aqquiring Firms The companies that acquired the financially distressed public hospitals 

Offered to Deal With 
had aggressively pursued the acquisitions by offering to resolve their 
financial problems and make necessary capital improvements Many of l 

Financial Problems the acquiring companies were large, with nationwide or regional opera- 
tions. For example, 22 of the 40 hospitals were acquired by national hos- 
pital chains. In addition, 11 of the other 18 were purchased by regional 
firms or firms that owned a chain of hospitals. Many of the purchasers 
had substantial assets and were in sound financial condition, which ena- 
bled them to obtain long-term financing. Also, in some instances, acquisi- 
tions and/or capital improvements were financed from available 
corporate funds. 

When the for-profit corporations and some voluntary, not-for-profit 
organizations contacted the operators of financially distressed public 
hospitals, they often made attractive offers, such as 
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l paying cash for the facility, 
l assuming the hospital’s outstanding liabilities, 
. providing uncompensated medical services for the indigent, 
. paying property taxes in the local commumty, 
. renovating the existing facility, or 
l building a new facility. 

were sold or leased and also were in need of capital improvements. The 
two hospitals that were not losing money needed to be replaced with 
new facilities, and the previous owners could not or would not raise the 
necessary funds. Because the new operators offered a way out of the 
financial difficulties and also promised to improve or upgrade the 
existing facilities, the previous owners decided to sell or lease them. 
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New Operators Modernized Hospitals, 
Expanded Services, and Increased Charges ’ 

To satisfy sale or lease agreements and to make the facilities more 
attractive to potential patients and their physicians, the new operators 
at 6 of the 11 hospitals we visited had spent at least $77.7 million for 
building new facilities, expanding or renovating the hospitals, and 
adding new equipment. Four others had renovated the facilities and/or 
added or expanded services, but we were unable to determine the 
amounts spent on such improvements. The new operator at the 
remaining hospital (Riverside) had made no improvements in the facility 
or its services. 

In an effort to attract more patients and thus improve occupancy rates, 
the new operators at all 11 hospitals aggressively recruited additional 
physicians for their medical staffs. However, because of a national trend 
toward fewer hospital admissions, increased occupancy levels were gen- 
erally not realized; all but three of the hospitals had lower occupancy 
rates several years after the acquisition than before the changes. Also, 
to improve the hospitals’ financial positions, the new operators 
increased the charges for ancillary services, such as operating rooms, 
laboratory and X-ray services, and drugs. Also, for at least two hospitals 
the average amount of ancillary services provided patients significantly 
increased after the changes in control without a corresponding increase 
in the relative complexity of Medicare cases being treated. 

/ 

Facilities and Services County and hospital officials at the nine public hospitals generally char- 

Improved 
acterized the overall condition of the facilities as poor before they were 
sold or leased. They said that hospital facilities and equipment were not 
modern, or in some instances were inadequately maintained, due to lack 
of money. According to these officials, as a result of the hospitals‘ poor 
condition they were unable to attract physicians for their medical staffs 
and to maintain the desired quality of services. The former owners of . 
the two not-for-profit hospitals acquired by for-profit firms said that 
although they lacked money for needed capital improvements, operating 
revenues were generally sufficient to maintain the facilities and provide 
quality services. 

Recognizing these deficiencies, the sale or lease agreements provided for 
the new owners to replace 3 and renovate 2 of the 11 hospitals. Table 
3.1 shows the amounts that the new owners have spent in meeting these 
commitments as well as the improvements made by the new operators at 
five other hospitals, The sale agreement with the new for-profit oper- 
ator at Riverside Hospital in New Port Richey, Florida, did not require 

Page 26 GAO/HBDB680 Saleo of Public Hocrplt~I~ 



and the new owner did not make improvements to the facility or its ser- 
vices after its purchase in July 1982; however, the hospital was resold 
in December 1983 to another for-profit firm that planned to spend about 
$1 million to improve the facility. Also, if the hospital obtains a certifi- 
cate of need from the state to increase its capacity from 102 to 162 beds, 
the second owner planned to build a replacement hospital at a cost of 
about 8 16 million. 

by New Operaton Dollars In millions 
Date 

Cort CornDIeted Added or exPanded oewiced 
Built new tacllity: 
Farrview Park 

East Paaco Medrcal 
Cent& 

$26 1 12/82b 

15.5 1 /85b 
East PornteC 

15 1 

Exlunded or nnovatedz 
Humana/Newnan 

53 

Watkins Memorial 
e 

1 2/i33b 
Expanded hours of operation of 
emergency room 

3/&b 
Added cardiology and upgraded 
emergency room 

d 
Added outpatient clrnrc and expanded 
laboratory and pharmacy sewvIces 

Ormond Beach 140 1 O/W Not available 

Added new equlpment: 
Brookwood Medical 
Center 

Added physical therapy, fetal monitoring 
17 N/Ah systems, and portable X-ray machines. 

Changed urvlcer: 
Clarke 

Henry County? 

Marion MemonalC 

Renovated pharmacy and X-ray rooms 
and opened a new intensive care unit 

Added special care unit and expanded 
pharmacy and radiology serwces 

Added respiratory therapy and cardiac 
monitoring system 

b 

No change: 
Riverside 

*These are examples and may not be all lncluslve 

bRequired by lease or sale agreement 

=Leased 

dPatlent rooms, lounge areas, and air-condttmlng system were renovated, cost data not avallable 
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Inspections by Hospital 
Accrediting and Licensing 
Agencies Also Reflected 
1 mprovements 

As an indication of whether the improvements by the new operators 
tended to upgrade the overall quality of the 11 hospitals, we reviewed 
the results of any surveys or inspections made by the Joint Commission 
on Accreditation of Hospitals (JCAH)’ and state licensing agencies before 
and after the sale or lease. The results of this comparison are summa- 
rized in table 3.2, which shows that in at least three instances, the 
improvements by the new operators were favorably reflected in the 
results of the JCMI or state agency inspections. 

Table’3.2: Comparison of Inrpectlonr 
Befor@ and After Sale or Lea80 Rewlta of JCAH Deflclonclea IdentItled by 

accreditation aurwy rtato aaency 
Name of horpital and type Before After Before After 
of acqulsltlon acqulsltlon acqulsltlon acquisition acqul8ltion 

Public hospital8 acquired by for-profltr: 
Brookwood Medical Center Conditional Fullb 

Clarke No survey 

FaIrview Park Full 

Henry County’ Full 
Humana/Newnan Full 

Manon Memonala No survey 

No survey 

Full 
Full 

Full 

No survey 

Yes 

Yes 

Yes 

Nob 

Rverslde No survey 
%Y’ but 
accredited 

Yes Yes 

Public ho8pltalr acquired by not-for-proflts: 
East Pasco Medlcal Centep No survey Full 

Watkins Memonal No survey No survey 

Yes 

Yes 
Nob 
Yes 

Voluntary horpltalo acquired by for-profits: 
Ormond Beach Full Full 

East Polnte@ Full Full 

Yes 

Yes 

Yes 
c 

‘Leased 

blmprovement reflected by the JCAH or state report 

CNot surveyed by state after acquwtlon 

I JCAH makes surveys at federal and nonfederal hospitals Hospitals seek JC4H accreditation to 
demonstrate quality of services and to attract physwians If a hospital meeta standards on building 
and grounds safety, medical records, medical staff privileges, and radiology, laboratory, and other 
hospital servwes, JCAH will fully accredit it for periods up to 3 years. If serious problems are identi- 
fied, JCAH will not accredit the facility (Until 1982 JCAH sometimes gave “mnditional” l-year 
accreditations ) Accreditation by JCAH is accepted by Medicare and Medicaid as proof of meeting 
most of the programs’ conditions for participation State licenaw agencies also inspect or survey 
hospitals for compliance wth fire safety and other standards for facility operation and maintenance. 
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Recruitment of 
Physicians to the 
Medical Staffs to 
Improve Occupancy 

One method used by hospitals to increase occupancy rates was 
increasing the number of physlcmns practicing at the hospital to 
increase the number of admissions. All the new operators initiated 
recruiting programs aimed at adding physicians to the hospitals’ medical 
staffs. Some officials who had sold public hospitals told us that for- 
profit and not-for-profit hospital firms are more effective at recruiting 
and retaining physicians than are public hospitals. They attributed this 
greater effectiveness to their ability to offer more financial incentives. 
For example, one for-profit firm offered a first year physician a guaran- 
teed annual income of $70,000 plus free office space, a fully equipped 
laboratory, and secretarial and nursing assistance. 

The results of the recruiting activities, along with a comparison of the 
occupancy rates both before and after the changes in control, are shown 
in table 3.3. Because these recruiting activities are aimed at achieving 
both short- and long-term improvements in occupancy levels, we made 
our comparisons generally for the first full year immediately before the 
changes in control with (1) the first year after the changes and (2) cal- 
endar year 1984, which was 2 to 4 years after the changes. 
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Table 3.3: Incnwer in Phyrlckn8 on tha MedIcal Staff After Changer In Control a8 Compared to Changes In Occupancy Rater 
OccuDancy rater (percent) 

Increase In After acaulrltlon 
Name of hospital and type phoy;-& Before Calendar Percentaae Doklt chanao 
of acqulsltlon Percent acqulsltlon First year year 1984 First year 1984 

Public hospitals rcqulred by for-profits: 
Brookwood MedIcal Center 6 60 675 665 485 -10 -190 ~-- 
Clarke 0 0 607 71 0 390 +103 -217 

Fairview Park 5 15 714 708 698 -06 -16 

HendCounty 3 150 24.0 337 320 +97 +a0 
Humana/Newnan 23 53 459 462 41 5 +03 -44 

Marioh Memorial 1 33 379 57 1 400 +192 +21 

River$lde 24 83 68.4 580 459 -104 +225 

Publlc hospltala acquired by not-for-proflts: 
East Raeco Medical Center 15 --- 
Watkins Memorial 1 

75 35.7 536 61 5 +179 +258 
33 49.9 50.3 302 +04 -197 

Voluntw hooDltals acaulred by for-Droflts: 
Ormohd &a& _ 1 ---- 
East Pointe 12 

3 86.6 769 51 4 -97b -352b 
38 680 533 523 -14.7 -157 

“As of June-August 19S4 Some hospitals actually recruited more physalans, but some were replace- 
ments for those who left after the changes In control 

bReductlon in occupancy rates partially due to dlsruptlons dunng extenstve renovations made by new 
owner 

As indicated by the comparisons in table 3.3, adding physicians to the 
hospitals’ medical staffs did not always result in increased occupancy 
rates. However, we believe that in the two cases where the occupancy 
rates improved most dramatically over the short term (Marion Memorial 
and East Pasco Medical Center), the improvements were mainly attrib- 
utable to the hospitals’ physician recruitment efforts. 

In explaining the decline in occupancy rates from the year before acqui- 
sition to 1984, we were told by hospital officials that this was the result 
of (1) Medicare’s new prospective payment system, which encouraged 
shorter lengths of stay, thus reducing occupancy and (2) the nationwide 
decline in hospital admissions. 

One for-profit firm (Health Care Management Corporation) recruited 
physicians for Henry County and Marion Memorial hospitals who had 
previously lost hospital privileges and were practicing with restricted 
licenses. Of the six physicians added to the staffs of these two hospitals 
(including two replacements), three had previously lost privileges at the 
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hospitals. Two of three physicians were practicing with restricted 
licenses at the time of the acquisitions, and the other’s license was 
restricted 19 months after the acquisition.2 Hospital officials stated that 
they added these physicians to the hospital staffs because they were 
local doctors who were immediately available and the firm needed to 
increase the occupancy levels in both hospitals. The officials stated that 
during 1984, after they were acquired by another for-profit firm, the 
hospitals were more selective. 

According to officials of the Georgia and Alabama State Boards of Med- 
ical Ekaminers and two hospitals’ chiefs of medical staffs familiar with 
the situations discussed above, some for-profit firms add physicians to 
their medical staffs regardless of their qualifications to increase hospital 
occupancy and, thereby, improve profits. Officials of another for-profit 
firm strongly disagreed with that contention. They noted that, at one 
hospital we visited, the firm had removed a physician from the medical 
staff even though he admitted more patients than any of the other doc- 
tors, This was one of the physicians who had lost hospital privileges 
before the acquisition and had been readmitted to the staff after the 
acquisition. 

Increased Charges for In addition to attempting to improve hospitals’ financial condition by 

and Use of Ancillary 
increasing occupancy rates, the new operators at all 11 hospitals 
increased their charges for ancillary services. These services are in addi- 

Services tion to room, board, and general nursing care and include the use of 
operating rooms for surgery, X-rays, laboratory tests, drugs, and sup- 
‘plies. Historically, ancillary service charges represent about 60 percent 

I of the total charges for a hospital stay. Table 3.4 shows the overall 
increase in the average ancillary charges per discharge at the 11 hospi- 
tals after the changes in control. I 

20ne physician’s license wss restricted whereby he could perform surgery only in an emergency, the 
second physician had restrictions related to preacrlbing controlled substances, and the third physician 
could not provide obstetrical or newborn pediatric services. 
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Table 3.4: Increaser in Ancillary 
Charges per Discharge 

Name of hospital and type 
of acqulrltlon 

Ancillary charflea per discharge 
Before After Percent 

acqulaltion acquirltlon Increaw increase 

Public hospitals acquired by for-proflts: 
Brookwood MedIcal Center $83054 $1.372 28 $54174 652 
Clarke 788 93 1,068 03 279 10 35 4 

FaIrvIew Park 676 57 861 60 185 03 27 3 

Henry County 889 03 1,671 18 782 15 88 0 -- 
Humana/Newnan 1,219.93 1.557 44 337 52 27 7 

Marlon Memorial 704 16 134294 638 78 907 

RIversIde 2,168 11 

Public hoapltals acquired by not-for-proflta: 
East Pasco Medical Center 1,080 84 

2,871 49 703 38 32 4 

1,402 91 322 07 29 7 

Watkins Memorial 1,092 28 1,419 57 327.29 30 0 

Not-for-profit hoapitrlr acquired by for-profits: 
%ond Beach 1.836.90 2.383 80 546 89 30 0 

East Pointe 1,493 75 2,098 98 605 23 40 5 

Welghted average 1,15931 1,529 27 369 96 32 0 

Although the weighted average increase in ancillary charges per dis- 
charge for the 11 hospitals was 32 percent, the post-acquisition 
increases in charges per discharge were substantially higher (66 to 91 
percent) at 3 hospitals. Therefore, to determine whether increases in the 
utilization of ancillary services (in addition to increases in charges) con- 
tributed to these increases, we compared various workload indicators 
for selected ancillary services before and after the changes in control. 
The services selected were the number of surgical, laboratory, and X-ray 
procedures and drug costs per discharge because these services gener- 
ated substantial revenues and utilization data were readily available. 
This comparison is given in table 3.6, which shows that the two hospi- b 
tals with the highest increases in the ancillary charge per discharge 
(Henry County and Marion Memorial) also had the highest increases in 
number of or amounts of ancillary services per discharge. 

Officials at two hospitals (Brookwood Medical Center and Marion Memo- 
rial) told us that the utilization of ancillary services had increased 
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because they were treating a larger percentage of patients with compli- 
cated illnesses. Therefore, we obtained Medicare’s case mix indexes3 for 
periods before and after acquisition to see whether this had occurred for 
Medicare patients. This information, also shown in table 3.6, indicates 
that, for these two hospitals, the increased ancillary services cannot be 
accounted for by treating more complicated Medicare cases. 

Table 3.5: Changes In Ancillary Service8 per Dlrcharge by Type of Service 
Percent change in use of selected ancillary service8 

per discharge 
Percent 

Name of hospltal and type of acqulsltlon 
Surgical 

change in 
Laboratory X-ray Drug-related case mlx 

procedures procedures procedure8 costs index 
--- 

Public horpltals acquired by for-profltr: ---i ----- - 
Brc(okwood Medlcal Center -14a b +26 +60 -5 

fiii$kT - 
. .-_-_- -_-~ 

-15 +26 0 +28 +1 _-- ,... - 
FaIrvIew Park- 

~-- 
0 +15 0 +30 fl - -- 

Henry County 
-~ 

+118 +3 +14 +238 +8 -r_-_ __ - 
Humana/Newnan -6 -24 c -4 +9 
May&Memorial 

- -~ 
+267 +109 -36 +93 -19 --- ---_ _ . . _ _ _ -- --- 

RIverside -6 +23 -11 +47 -5 --_ -_ - _ -___ _..._ ---- - 
Public horpitals acquired by notlfor-profIts: _-_.- . - 
l%$ibasco Medlcal Center - -- - 

-~- - 
+90d +12d +10d +15d +5 _- ___ 

V%$klns Memorial 
__ _ - _-..~.-- 

c c c +20 +7 - __ -_ - - .-- __ --- ----- - 
Voluntary hospltals acquired by for-proflts: 
&mond Beach - 

--. ___ _--_._ .-- --- 
+29d -1ld +5d +249d -3 

East Polite 
--_ . -..- -- 

+70d +6Ed +lEd +14d +14 

I ‘%eflects loss of hospital’s full-time surgeon shortly after acqulsltlon 

bData before and after acqulsltlon not comparable 

‘Not available 

dThe new operators did not have workload data for periods before the change in control, and the 
increases or decreases reflect changes In services for discharges for two successive annual reporting 
periods after acquisltlon 

3For most hospitals particlpatmg m Medicare, HCFA mamtams a statlstlcal mdex to measure the 
relative complexity of the types of Uwsses bemg treated for Medicare patients This case mix index 
was used to dust payments to hospitals under the reunbursement lututs established by section 101 
of the Tax Equity and Fwcal Responsibility Act of 1982 and to compute Medware’s prospective pay- 
ment rates for hospitals @ee p 12 > 
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Usually increases in hospital charges for ancillary services do not 
directly affect the amounts paid by Medicare because this program’s 
payments are based on costs, not charges.4 However, the increases do 
affect health insurance companies and individual patients that pay for 
services based on hospital charges. 

Our analysis of cost report data for the 40 hospitals before and after 
acquisition showed that in every case average ancillary charges per dis- 
charge increased. This information, which is presented in detail in 
appendix II, is summarized in table 3.6. 

Tablo 3.& Pro- and Post-Acqulrttlon 
Anclllory Charges per DImcharge for 40 
Hospttalr 

Percent 
Averaae anclllaor charae per dlscharae Increase In 

Before After Percent ancillary 
acaulsltlon acquisition Increase increase costa 

Welghted 
average for 30 
hospitals 
acquired by 
for-oroflt firms 

WeIghted 
average for 10 
hospitals 
acquired b 

Y not-for-pro It 
firms 

Gghted 
average for the 
40 hospitals 

Weighted 
average for the 
11 hospitals 
visited bv GAO 

$84484 $1.263 24 $418 40 50 39 

1,01944 1,409 64 390 20 38 32 

862 16 1,288 12 405 97 46 37 

1.159.31 1.529 27 369 76 32 31 

Table 3.7 lists for ancillary services the average cost-to-charge ratio for 
the pre- and post-acquisition periods for the 40 hospitals. The cost-to- 
charge ratio is the total costs of ancillary services at a hospital divided 
by the total charges for these services. Medicare used the ratio for each 
ancillary department to convert charges for Medicare patients into the 
costs of those services that Medicare paid. For example, if Medicare 
patients had been charged $600,000 for laboratory services by a hos- 
pital and the cost-to-charge ratio for the laboratory department was 
0.60, Medicare would have paid the hospital $260,000. 

‘Before implementation of the Medicare hospital prospective payment system, mcreaslng the quan- 
tity of ancillary services would increase Medicare payment8 to a hospital However, under the prc~ 
8pecMve payment system, the amount of ancillary services provided does not affect the payment a 
hoepltal receives 
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Table 3.7 shows that on the average, under the new operators of the 
hospital, the charges for ancillary services per discharge increased sub- 
stantially. Also, the cost-to-charge ratio decreased slightly, which in 
turn means that the hospitals’ gross profit margin (charges minus costs) 
increased somewhat. The combination of these two factors means that, 
for payors who pay based on charges, the hospitals substantially 
increased their gross profits per discharge from ancillary services, 

Table 3.1: Pro- and Post-Acqulsltlon 
Anclllay Swvlce Marglnr for Charge 
P&ora on an Averago per Dlochargo 
Bad, 

Pre-acquisition Post-acquisition 
ancillary services ancillary services 

Average Average 
cost- cost- 

to- Avera 
Change in 

8 per 
charge 

to- Avera e per 

rat 0 
diw arge char 8 !I 1 dlsc%arge discharge 

margin rat 0 marg n marg n 
Weighted average for 30 
hos ltals acquwed by for- 
pro I? it firms 0 57 $360 0.53 $590 $230 
Weighted average for IO 
hospitals acquired by not- 
for-proht firms 53 475 51 689 214 
Weighted average for the 
40 hospitals 56 365 53 607 222 

Weighted average for the 
&lAypitals wited by 

52 561 51 745 184 

I 

That a hospital has a positive margin on ancillary services does not 
mean that it makes a profit. The hospital may lose more on room and 
board and through bad debts than it gains on ancillary services. This is 
illustrated by the fact that 9 of the 11 hospitals we visited were losing 
money before acquisition although they had positive margins on ancil- 
lary services. 

Blue Cross-B lue Shie d of 
North Carolina Study of 
- ospita Charges 

Blue Cross-Blue Shield of North Carolina also reported on changes in 
hospital charges after a hospital’s sale. In July 1983, this organization 
studied average charges for services provided to its 198182 subscribers. 
This study concluded that care in a for-profit facility was usually much 
more expensive than care in a similar-sized, not-for-profit hospital. 
Pharmacy and medical/surgical supply charges primarily accounted for 
these higher charges. The study also found that in some hospitals, 
charges increased rapidly for several years following a sale to a for- 
profit organization. 
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SUIMl~ The new operators at 10 of the 11 hospitals we visited had built new 
facilities, expanded and renovated existing ones, and/or bought new 
equipment. In six instances, the improvements were required by the 
sale, lease, or associated agreements. 

To improve the hospitals’ financial condition, the new operators (1) 
recruited more physicians for their medical staffs in order to increase 
the number of patients admitted and (2) generally increased the charges 
for ancillary services. However, in only two instances did the former 
strategy appear to result in significant increases in occupancy rates. By 
1984 the occupancy rates for the other nine hospitals were about the 
same as or lower than they were before the acquisitions. For two of the 
hospitals with the largest increases in ancillary charges per discharge, 
the average amount of services provided also increased substantially. 
These volume increases did not appear justified by changes in the Medi- 
care case mix of the hospitals. 

Comments by 
Intxwested Parties 

The Federation of American Health Systems, an association of proprie- 
tary hospitals and health systems, questioned whether our data support 
the inference that acquiring proprietary hospitals raises charges more 
than acquiring not-for-profit hospitals. The Federation said that our 
study does not compare matched pairs of hospitals so it cannot be said 
what a not-for-profit would have done under similar circumstances. 
According to the Federation, hospitals with above average increases in 
charges may, for example, have upgraded their technology base more 
than others, and such an upgrade would have to be taken into account to 
get a true picture of increased charges relative to the level of services 
offered.’ 

We did not imply that hospitals acquired by proprietary firms raised 
charges more than those acquired by not-for-profits. Rather, we 
reported that this was the case for the hospitals we reviewed. While we 
did not attempt to compare matched pairs of hospitals, we did include in 
our data base all of the changes of ownership that occurred between 
1980 and 1982 in seven of the eight states in the HHS Atlanta region. The 
reviewed hospitals were basically smaller hospitals in rural areas. 
Regarding the upgrading of technology, we discuss this in some detail 
for the 11 hospitals we visited and point out that both proprietary and 
not-for-profit acquirers generally made substantial improvements (see 
pp. 26 and 27). 
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The Federation also said that the hospital market today is different 
from the “charges are no object” days of the early 1980’s and that com- 
petition is driving realized charges closer to costs for all hospitals. While 
increases in hospital charges have moderated in the last few years, as 
measured by the Consumer Price Index, they are still higher than the 
overall increase in the index. Also, most of the hospitals in our review 
were rural hospitals without nearby competing hospitals. 

The National Association of Public Hospitals, which represents pri- 
marily larger publicly owned hospitals, said that this report was a valu- 
able contribution to the debate on the sale or lease of public hospitals 
and that the report carefully weighs both the possible advantages and 
disadvantages of the transfer of ownership of public and not-for-profit 
hospitals. According to the Association, its observations of numerous 
other transfers of ownership follow similar patterns of the causes and 
results of transfers. 

HHS said that it had reviewed the report and had no comments. 
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Lack of Data on Changes in Uncompensated 
Care Provided to Indigents 

We could not make a pre- and post-acquisition comparison of the amount 
of free health care provided by 10 of the 11 hospitals we visited because 
of the lack of comparable data on the number of indigents treated and 
the cost of services provided during the post-acquisition periods. The 
nine public hospitals we visited had received Hill-Burton financial assis- 
tance and before the changes in control were providing indigents with 
free hospital care using Hill-Burton criteria for determining eligibility 
for and the amount of such care. 

The sale, lease, or associated agreements for the nine public hospitals 
included either specific or general provisions to the effect that the new 
owners or lessees would continue to provide indigents with free hospital 
care. Only one of the agreements specifically provided for the payment 
of related physician services provided to indigents. The two voluntary, 
not-for-profit hospitals selected for detailed review had not received 
Hill-Burton assistance, and the sale or lease agreement with the for- 
profit firms that acquired them did not include provisions addressing 
indigent care. 

Despite the contractual provisions for indigent care services, the hospi- 
tals generally did not have records to document the number of indigents 
treated or the cost of services provided them, nor did the local govern- 
ments monitor the hospitals to insure that the specific levels of services 
agreed upon had been provided. The new operators of the nine former 
public hospitals and the two former voluntary, not-for-profit hospitals 
generally limited indigent care to persons who were diagnosed by a phy- 
sician on the medical staff as seriously ill or requiring emergency 
services. 

Although we were unable to make pre- and post-acquisition comparisons 
for 10 of the 11 hospitals we visited, other data we reviewed indicated b 
that for-profit and not-for-profit hospitals provide lower levels of free 
care to indigents than public hospitals. 

Who Provides for 
Indigent Care? 

Responsibility for providing health care to the nation’s poor population 
has traditionally been shared by all levels of government and various 
nongovernment entities. The federal government participates by (1) 
requiring hospitals that received financial assistance under the Hill- 
Burton program to provide uncompensated services to indigents and (2) 
sharing in the costs of the states’ Medicaid programs. However, the 
number of Hill-Burton-assisted facilities under obligation to provide free 
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care to indigents is declining, and the states’ Medicaid programs do not 
cover all the indigent population. 

Some states in the HHS Atlanta region have enacted legislation making 
the counties the responsible governmental entity for providing health 
care to indigents not covered by Medicaid. These states often have not 
provided money to pay for these services; instead they have left the 
funding responsibility to the option and ability of the individual coun- 
ties. For example, in Alabama and Florida, the counties depend on 
public hospitals to provide care for the indigent. To the extent that the 
costs for these services are not covered under hospitals’ revenues from 
operations, local taxpayers have financed the deficits. 

Federa Hill-Burton 
Program 

/ 
I 

I 

Between 1946 and 1974 the Hill-Burton program provided federal 
grants for the construction of public and voluntary, not-for-profit hospi- 
tals and other health facilities. In addition, from 1970 to 1976 the fed- 
eral government made direct construction/renovation loans to public 
health facilities and guaranteed loans made by commercial lenders to 
voluntary, not-for-profit health facilities. Through September 1981, the 
amount of Hill-Burton financial assistance provided for the construction 
and modernization of health care facilities was about $6.9 billion-$4.4 
billion in construction grants, $1.3 billion in guaranteed loans, and $0.2 
billion in direct loans. 

As a condition for receiving a Hill-Burton grant or loan, the facility 
agreed to provide a reasonable volume of services to persons unable to 
p.ay.1 Normally, the period of obligation was 20 years under the grant 
program and until the loan was repaid under the loan program. If within 
the obligated period the facility’s status changes to something not eli- 
gible for Hill-Burton funds at the time of application (e.g., sale or lease b 
to a for-profit firm), the federal government may recover the total 
amount of federal assistance regardless of the amount of free services 
already provided. On the other hand, when such a change in status 
occurs, the facility is no longer obligated to provide free care to 
indigents. 

‘The reasonable volume of w-vices to be provided annually is the lower of 3 percent of the facilities’ 
annual operating cc& leas reimbursement from Medicare and Medicaid or 10 percent of the federal 
asalstance received gusted for inflation 
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If a facility under Hill-Burton obligation denies a request for uncompen- 
sated services, it must give the applicant a written dated statement con- 
taining the reasons for denial. Requests for services may be denied if the 
applicant does not meet the federal poverty guidelines, the facility’s 
compliance level has been met for that fiscal period, or the requested 
services are not offered at the facility. Other than the above exceptions, 
requests for services may not be denied simply because they are non- 
emergency. The uncompensated services may be provided to persons 
whose income is below the poverty guidelines or at reduced charges if 
income is greater than but not double the guidelines Under the Hill- 
Burton obligation, uncompensated services include only hospital ser- 
vices; physicians’ charges are the patients’ responsibility. 

Because the Bill-Burton grant and loan programs ended by 1974 and 
1976, respectively, the number of facilities under obligation to provide 
uncompensated services is decreasing. For example, the total number of 
hospitals and other health care facilities aided by Hill-Burton funds and 
obligated to provide uncompensated services was 6,900; as of January 
1984, about 6,000 of the facilities still had such an obligation, a decrease 
of about 28 percent. In May 1982 testimony on the Hill-Burton program 
before the Subcommittee on Health and the Environment, House Com- 
mittee on Energy and Commerce, we pointed out that the number of 
facilities with uncompensated service obligations was decreasing. We 
projected that by 1990 over 50 percent of the then currently obligated 
facilities may have completed their obligations. 

Some of the decrease in the number of facilities with Hill-Burton uncom- 
pensated service obligations resulted because of their takeover by for- 
profit firms. As discussed in chapter 2, many public hospitals are 
experiencing financial problems and appear to be prime targets for take- 
over by for-profit firms. 

l 

Apparently in response to the decreasing number of hospitals under 
obligation for uncompensated services, section 2381 of the Deficit 
Reduction Act of 1984 (Public Law 98-369) authorized HHS to waive the 
recovery of the Hill-Burton financial assistance if the acquiring for- 
profit firm sets up a trust fund, m an amount computed in accordance 
with the statute’s criteria, to provide free care to persons unable to pay. 
HHS had not issued regulations implementing this provision as of Feb- 
ruary 1986. This waiver provision may, when implemented, give for- 
profit buyers of Hill-Burton facilities an incentive to provide more 
uncompensated care to the indigent. 
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Federal-State Medicaid 
Programs 

Medicaid, authorized by title XIX of the Social Security Act, is a federal 
grant in aid program designed to assist the states in providing health 
care to the poor IIowever, eligibility+ for Medicaid is lmked to eligibility 
for cash assistance under the federal Supplemental Security Iycomc (SW) 
program Jf or the aged, blind, and disa B led and the federal-state 

% 
id to 

Families with Dependent Children (AFDC) program,“which gener lly 
covers families with minor children deprived of parental support. Thus, 
single adults and childless couples under age 65 are ineligible for Medi- 
caid unless they are blind or disabled. Also, other low-income persons 
cannot meet Medicaid income ehgibihty levels. 

According to a March 1983 report by the President’s Commission for the 
Study of Ethical Problems m Medicine and Biomedical and Behavioral 
Research,2 only about half of those classified as poor under the federal 
poverty definition are covered by Medicaid The income eligibility limits 
for Medicaid are related to state welfare standards, which are generally 
more restrictive than national poverty level guidelmes. 

Although the Medicaid program can provide benefits to many low- 
income persons who fall under the categories covered by SSI and AFM= 

(such as those with very large medical expenses who become eligible for 
Medicaid once their income minus medical expenses drops below the eli- 
gibility standard), as of April 1984, 20 states did not have a “medically 
needy” program. 

C@nty Government Role Information obtained from Alabama, Florida, and Georgia and the coun- 
ties that we visited m these states shows that the counties are generally 

I responsible for providing health services to the indigent population. 
Both the Alabama and Florida constitutions require that the counties 
provide maintenance for the poor. How well the responsibility is carried 
out in each county depends upon the number of eligible applicants and b 

the availability of money. 

The director of Georgia’s Health Planning and Development Agency told 
us that there is no state constitutional requuement or law saying who is 
responsible for indigent care. However, the state uses the certificate of 
need approval process to persuade purchasers of public hospitals and 
the counties to agree on a plan for the continued provision of health care 
to indigents. This persuasion normally results m the purchaser agreeing 

‘m Access to Health Care A Report on the Ethical Imphcatmns of Ihfferences In the Avada- 
blllty of Health Serwc~ 
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to a provision in the hospital sale or lease agreement to the effect that 
the purchaser or lessee will agree to accept any patient diagnosed by a 
member of its medical staff as seriously 111 or needing emergency ser- 
vices, without regard to the patient’s ability to pay. However, neither 
the state nor counties monitor the hospitals’ activities to ensure compli- 
ance with such provisions. 

Alabama has not required certificate of need approvals on hospital 
acquisitions since 1981. Thus, the effect of the sale or lease of public 
hospitals on the cost or the availability of care for the indigent 1s not 
considered under the certificate of need process. 

Florida law was amended in 1979 to include certificate of need reviews 
on hospital acquisltlons. However, the review 1s required only if the pur- 
chaser plans to change the facility’s bed capacity or services The com- 
munity medical facilities supervisor of the state’s Department of Health 
and Rehabihtatlve Services said that because most acqulsltlons do not 
involve changes in bed capacity or services, such transactions are usu- 
ally exempt from certificate of need review 

1 

Recent State Initiatives 
I 

To help relieve the counties of some of the indigent care costs,’ Florida 
enacted legislation in May 1984 to expand Medicaid coverage, except for 
nursing home services, to new eligibility groups. These groups include 
children under 21 and in “intact” families meeting AFDC income and 
resource standards, unemployed parents and their children under 18 in 
families meeting AFDC standards, and the medically needy in these cate- 
gories. This legislation also provided for the state acquiring more infor- 
mation on the issue of indigent care by requiring a determination of (1) 
the amount of indigent care costs included m bad debt expenses of the 
state’s hospitals, (2) current methods of paying for the care, and (3) 
alternative financing methods. Florida legislation also appropriated up b 

to $10 million to establish a program for primary care for low-income 
persons m county public health unit programs, beginning on July 1, 
1984. 

IJnder legislation enacted by North Carolina m July 1984, agreements 
for sale or lease of public hospitals to for-profit firms must require the 
firms to provide the same or a similar range of services to indigents as 

‘IIn a March 1984 report, the Flonda Task Force on Competition and Consumer Choice in lkdkh Care 
stated that Flonda counties had spent $119 4 million on Indigent health care durmg the penod 
October 1978~September 1979 and had budgeted $146 million for such care from October 1982 
through September 1983 
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previously provided and prohibit the firms from using financial admis- 
sion policies that would deny services because of a patient’s immediate 
inability to pay for them. The agreements also must require the for- 
profit firms to prepare annual reports showing compliance with these 
requirements. 

Contractual 
Arrangements for 
Continuing Care to 
Indigents 

Each of the nine public hospitals in our review received financial con- 
struction assistance under the Hill-Burton program and was obligated to 
provide free or low-cost hospital care to indigents-normally for 20 
years Erght of the nine were still under obligation at the time they were 
acquired Seven of the hospitals were acquired by for-profit firms and, 
as a result, no longer have a federal obligation to provide indigent care. 
MIS has recovered or is seeking to recover outstanding federal Hill- 
Burton financial assistance from these seven hospitals. The other two 
public hospitals were acquired by voluntary, not-for-profit organiza- 
tions. II~S is not seeking to recover the amounts of Hill-Burton obliga- 
tions because the transferees are not-for-profit entitles, and as such 
were eligible to continue providing uncompensated care as repayment 
for Hill-Burton financial assistance. 

The new owners or lessees of the nine former public hospitals we visited 
were required under these sale, lease, or associated agreements to pro- 
vide care to indigents. Five of the agreements mcluded specific commit- 
ments or arrangements in terms of the number of inpatient days to be 
provided or dollar value of services, whereas the other four were less 
specific. Only one of the agreements specifically included paying for 
related physician services provided in the hospital to indigents 

Table 4.1 summarizes the commitments and arrangements for the nine 
former public hospitals visited and for the two voluntary, not-for-profit 
hospitals acquu-ed by for-profit firms 
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Table 4.1: Commitment8 and Arrsnpements for PrOVidinQ Care to IndiQentS 

Hill-Burton 
Name of hospital and type tree care 
of acquisition obligation 

Public hospitals acquired by for-profits: 
Brookwood Medical Center Yes 

Clarke Yes 

Farrvlew Park b 

tieniy County” Yes 

Humana/Newnan Yes 

Marrbn Memorial’ Yes 

Rrv$rsrde Yes 

Specific commitment or arrangement Other commitments 

500 days a year of free care plus another 
500 days at half pnce for 3 year9 -- ---- _. 
The greater of 2 5 
revenue or $62,00 _ g 

ercent of gross annual Hospital WIII not deny emergency services 
due to rnabrlrty to pay - --~~. -~ .- -----_-- - 

None Services to persons diagnosed by staff 
physician as senously III or requrnng 
emergency servtces without regard to the 
ability to pay 

Up to $180,000 of needed (as opposed to 
elective) servrces to indigent residents of 
the county with county paying up to 
$120,000 for additional care 

To provide needed (as opposed to elective) 
services to any resident of the county 
without regard to Indigent status 

County to reimburse hospital 88 percent of 
the charges for a maximum of $500,000 a 
year for care of indigent county residents 

Hospital to provide care to indigents (as 
defined by Hill-Burton guldellnes) with 1 5 
percent of gross revenues established as 
the mlnlmum amount 

None 

Pu&c horpitals acquired by not-for-profits: 
Easi Pasco Medical CenterC Yes None 

Watkins Memonal Yes None 

No&for-profit hospitals acquired by for-&ofits: 
Ormond BLach No None 

Purchaser agrees to provide needed care at 
no cost to the county to any Indigent 
persons 

Hosprtal agrees to provideneeded care at 
no cost to the county to any Indigent person 

-Hospital agrees to accept county’s 
responslbrlrty to provide care to indrgentsd 

Easj Pot& No None 

Hospital will provide emergency services 

Hospital will provide emergency services 

aPursuant to a separate tornt stipulation for dismissal of a lawsult, the hospital agreed to provide 
$500,000 In free medlcal care to indigent persons, and the county agreed to provide up to $l%,OOO in 
free medical care over a 3 year period 

bTwenty year obligation completed before sale 

‘Leased 

dCounty pald $16,000 to this hospital for providlng Indigent care services in calendar year 1984 
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Lack of Data on the The new owners or lessees of 10 of the 11 hospitals we visited did not 
Amounts of Uncompensated maintain data on the number of indigents treated and the associated 

Jndigent Care Provided by cost of services provided. Only Riverside Hospital in Florida provided us 

New Operators with reliable data on the number of indigents treated and cost of ser- 
vices provided to them for periods before and after the acquisition. The 
data for Riverside show that indigent admissions decreased by 67 per- 
cent (77 to 33) and the cost of services for indigents decreased by about 
49 percent ($248,000 to $127,000) from the last year that the county 
operated the hospital to the first year that the for-profit firm operated 
the hospital. 

For the other 10 hospitals, the costs of indigent care after the changes in 
control were usually included in the bad debts account, and hospital 
officials were unable to identify the specific amounts or to provide reli- 
able statistics supporting the number of indigents treated or the related 
costs. Therefore, we could not make pre- and post-acquisition compari- 
sons of the amount of free care provided to indigents at these facilities. 
Further, where there were specific commitments or arrangements, the 
local government entities did not monitor the hospitals to ensure that 
the services agreed upon were actually provided-even in instances 
where the counties paid for such services. 

For example, on the basis of a billing, Coweta County in Georgia paid 
Humana/Newnan Hospital about $479,000 for indigent services pro- 
vided during its first year of operation (Dec. 1982-Nov. 1983). Our 
review at the hospital showed that no records were maintained to sup 
port the billings and that the county had not attempted to verify that 
services it paid for were actually provided or that they were provided to 
indigent patients. 

Coweta County officials said that they had neither the money nor the A 
staff to monitor Humana/Newnan Hospital’s indigent care program and 
verify whether billed services were actually provided. An official in 
another county said that the only monitoring possible was through com- 
plaints from indigent persons denied care. 

County officials at the sites visited, however, said that they were gener- 
ally satisfied with the for-profit hospitals’ provision of indigent care. In 
only one county in Florida did officials say they were dissatisfied with 
the treatment of indigents by the for-profit operator of the former 
county hospital (Riverside Hospital). The county officials gave us sev- 
eral examples of the hospital’s unsatisfactory performance, which 
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involved (1) agreeing to provide hospital care but not the related physi- 
cians’ services (which was not required under the agreement) and (2) 
initially refusing to admit an indigent patient for childbirth. 

Other Studies Indicate Although providing health care to the poor is a responsibility shared by 

That Private Hospitals 
both public and private hospitals, historically public hospitals have pro- 
vided proportionately more uncompensated care. Statistics from the 

Have Historical.l~ American Hospital Association, presented in table 4.2, show that this 
Provided kss Indigent situation continues. 

Care Than Public 
Hospitals 
TobIb 4.2: Levels of Uncompensated 
Card by Hospital Ownershlp 

/ 

Dollars In bhons 

Hospital ownershlp 
Public 
NonprofIt 

Proprietary 

Total 

Expense for Uncompensated care an a 
uncompensated care’ percent of total exctenses 

1982 1984 1982 1984 
$1 61 $2 21 81 99 

3 09 4 25 40 47 

0 28 044 35 43 

$4.98 $8.90 4.8 5.8 

@Expenses for charity care plus bad debt 

Source Amencan Hospital Assoclatlon 

The data show that proprietary and not-for-profit hospitals provide 
about the same level of uncompensated care, measured as a percent of 
total expenses, and that the public hospitals’ level is about twice that of 
other hospitals. In absolute dollar terms, not-for-profit hospitals (the 
largest group, representing about 70 percent of the nation’s hospital . 
beds in 1984) provided the largest amount-about 62 percent of total 
expenses in 1984. Public hospitals (with about 20 percent of the beds) 
provided about 32 percent of the uncompensated care, and proprietary 
hospitals (with about 10 percent of the beds) provided about 6 percent 
of the care. 

The American Hospital Association also reports data on “unsponsored 
care”; that is, uncompensated care less state and local tax appropria- 
tions. Unsponsored care at public hospitals was 4.8 percent of expenses 
in 1984, or about the same level as not-for-profit hospitals (4.6 percent) 
and proprietary hospitals (4.3 percent). In other words, state and local 
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taxes were used to cover 6.1 percent ($1.13 billion) of the uncompen- 
sated care provided by public hospitals. 

Also, some available data show that some private hospitals that provide 
emergency services to persons unable to pay transfer such patients to 
nearby public hospitals as soon as the patients are stabilized. A research 
group of the University of California at Berkeley studied 468 consecu- 
tive patient transfers from 14 private hospitals to a public hospital’s 
emergency room during January through June 1981 .I Of these 468 
patients, 289 (63 percent) had no medical insurance at the time of 
transfer, 96 (21 percent) had Medicaid coverage, 60 (13 percent) had 
Medicare coverage, and 13 (3 percent) had private health insurance. The 
medical charts of 103 transferees classified as “high risk” were also 
studied. The study was designed to identify reasons for the transfers 
and any adverse effects on the patients. The study showed that: 

Of the 468 transferred patients, over half (272) were admitted to the 
public hospital as inpatients, 22 of whom required intensive care; 32 (7 
percent) were referred to the hospital’s department of psychiatry; 9 (2 
percent) were taken into custody by judicial authorities; and 27 (6 per- 
cent) were transferred to other institutions for further care. 
Few patients were transferred for medical reasons. Of 103 patients’ 
charts reviewed, only 1 patient was explicitly transferred for a medical 
indication-a service not available at the original hospital. In no case 
did a physician or nurse accompany the patient during transfer. In 11 
cases physicians indicated that the patient was transferred because of 
inability to pay. 
The IBerkeley study group judged that the health of many patients was 
jeopardized by transfer. Of 103 patient charts reviewed, the transfer 
was judged to have jeopardized the health of 33 patients (32 percent). 
Six patients were transferred in unstable condition due to cardiac or 
neurological disorders, four of whom were at risk of life-threatening 
heart problems during transit. Two had neuro-medical emergencies 
requiring immediate care, which was delayed by transfer. 

Added to the public hospitals’ burden of providing the indigent with 
health care is the fact that fewer such hospitals are available to share 
this uncompensated patient care workload. For example, during our 
review we identified 30 public and voluntary, not-for-profit hospitals in 
the HHS Atlanta region that were sold or leased to for-profit firms during 

‘Dave U. Himme~h, MD, et al., “Patient Transfers: Medical Practice as Social Triage,” American 
Journal of Public Health, May 1084, pp. 404497 
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calendar years 1980, 1981, and 1982. To further illustrate this, informa- 
tion developed by Florida’s Hospital Cost Containment Board showed 
that the mix of that state’s acute care general hospital beds shifted. 
There was an 1 l-percent increase in for-profit hospital beds, a 14- 
percent decrease in public hospital beds, and a 2-percent decrease in vol- 
untary, not-for-profit hospital beds between 1979 and 1983. Table 4.3 
shows these changes. 

Table 4.& Shift In Florlda Acute Care 
Ho*ltal sod Mix 

Hoapltal type 
For-proflt 

Government 

Voluntary, not-for-profit 
Total 

Number of beds 
1979 1983 

Percentage 
change 

14,249 15,819 11 

12,506 10,815 -14 

23,040 22,513 -2 
49.795 49.147 -1 

The nine former public hospitals we visited had included in the sales, 
lease, or associated agreements a provision requirmg or arranging for 
the new owners or lessees to provide needed care to indigents. In five 
instances the arrangements were expressed m specific terms, such as a 
number of inpatient days or specific percentages of gross revenues; 
however, the local governments did not monitor the hospitals for com- 
phance with these commitments. In the other four instances, the new 
operators’ commitments were expressed in more general terms. At only 
one of the nine former public hospitals could we identify comparable 
information about how much uncompensated indigent care was actually 
provided in accordance with these commitments. At that facility the 
number of indigent admissions and associated costs decreased after 
acquisition by a for-profit firm. 

In our opinion, the principal issues involve (1) the lack of information on 
the amount of uncompensated care being provided to indigents and (2) 
the extent that firms that acquire public hospitals are meeting the com- 
mitments in their sales or lease agreements to provide such care. 

Two states in the HHS Atlanta region have addressed one or both of 
these issues. In May 1984, Florida enacted legislation aimed at acquiring 
better information on the amounts of uncompensated indigent care and 
how it is paid. In July 1984, North Carolina enacted legislation pro- 
viding that public hospitals sold or leased to for-profit firms must 
include in their agreements provisions that would require the same or a 
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similar range of services to indigents as previously provided. The legis- 
lation also requires that annually the new operators must show compli- 
ance with these requirements, which should also provide information on 
the amount of uncompensated care provided. 

Comments by 
Interested Parties 

All three hospital associations suggested that we use more recent data 
relating to the extent of indigent care provided by various types of hos- 
pitals. We have incorporated the newer data provided by the American 
Hospital Association in the report on page 46. 

The Federation of American Health Systems believed that the reader 
could get the impression that proprietary hospitals provide less uncom- 
pensated care than not-for-profit hospitals and transfer to public hospi- 
tals more patients unable to pay for care than not-for-profit hospitals, 
We stated that proprietary and not-for-profit hospitals provide about 
the same level of uncompensated care when measured as a percentage 
of revenues. However, the American Hospital Association data on 
uncompensated care mentioned above make it clearer that proprietary 
and not-for-profit hospitals provide about the same level of uncompen- 
sated care as a percentage of expenses. These data show, however, that 
public hospitals provide a disproportionate share of uncompensated 
care. 

The American Hospital Association commented that the study of patient 
transfers we discuss on page 47 does not document the inappropriate 
transfer of medically unstable patients for financial reasons. While 
there are a number of studies dealing with transfers of patients from 
private to public hospitals, we chose this study because it considered 
both the financial and medical condition of the transferred patients. 
While this study does not show the national extent of this issue, it does b 
indicate that a problem may exist. The Federation of American Health 
Systems stated that there is no evidence that proprietary hospitals 
account for a disproportiate share of patient transfers. We are not 
aware of any such evidence either. 
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Hospital acquisitions resulted in significant increases in hospitals’ cap 
ital costs, return-on-equity payments from Medicare, and administrative 
expenses. Because these three items accounted for about 67 percent of 
the total cost increases per discharge for the 30 hospitals acquired by 
the for-profit firms and about 40 percent of the total cost increases for 
the 10 hospitals acquired by the not-for-profit firms, this chapter 
focuses on the extent of and the reasons for such increases. 

In&eases in Capital 
COStS 

I I 

Capital costs include interest, depreciation, and lease expenses. 
Excluding three hospitals that were replaced shortly after their acquisi- 
tion, the average increase in capital costs per discharge for the 37 hospi- 
tals acquired by the for-profit and not-for-profit firms are shown in 
appendix IV and summarized in table 6.1. These average increases were 
derived by combining data from the two individual cost reporting 
periods before acquisition and comparing this pre-acquisition average to 
the similarly combined post-acquisition average (including 2 years 
where cost reports were available). We excluded the three new hospitals 
that were built after acquisition because these cost increases would have 
distorted our comparisons and because the costs of building new hospi- 
tals were not necessarily a prerequisite of the acquisitions. 

Table 6.1: #urnmary of Pro- and Post- 
AcqGloltlon Capltal Corta per 
Dl~charge 

Averaged~;aph~l rtr pr 
m 

2 year8 before 2 year8 after 
acqulrltlon acauloltlon lncroare 

POrCOllt 
lncna80 

Welghted average for 27 
t$;~tals acquired by for-profit 

$70.49 $157 818 $67 32 123 

Weighted average for 10 
hoapltala acquired by not-for- 
prollt firms 67 90 104 27b 37 67 54 4 
Weighted average for 37 
hospitals 69.60 14590 7610 109 

%cludes second year data for only 18 hospitals because cost reports for the second year after acqw- 
tion were not avallable for 9 hospitals 

tlncludes second year data for three hospitals 

Public Law 98-21, the Social Security Amendments of 1983, provided for 
Medicare payments for hospital inpatient services under a prospective 
payment system, rather than a reasonable cost basis. Essentially, Medi- 
care payments are made at a predetermined rate for each discharge. 
However, hospitals’ capital costs (those associated with furnishing 
buildings and equipment necessary to provide patient care) are treated 
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separately under Medicare’s prospective payment system These costs 
continue to be passed through; that is, reimbursed on an actual, reason- 
able cost basis. Thus, Medicare continues to pay the percentage of cap- 
ital costs that reflects the ratio of Medicare utilization to total hospital 
utilization, 

About $2.9 billion, or about 7 percent, of Medicare’s total 1984 hospital 
payments was for capital costs, such as depreciation, interest, and lease 
payments. In addition, increases in capital costs also continue to be 
passed through for Medicaid reimbursement in most states. 

Because Medicare continues to reimburse hospitals for their capital 
costs, the acquisitions of these 37 hospitals increased the amounts 
claimed’ for Medicare reimbursement by a total of $3.8 million during 
the first 12 months after the changes in control. The 27 hospitals 
acquired by the for-profit firms accounted for about $3.4 million (or 88 
percent) of the increase in the amounts claimed. 

Public Law 98-21 required HHS to make proposals to the Congress by 
October 1984, along with proposals for legislation, by which capital 
costs could be included in the existing prospective payment system. The 
HHS report was issued in March 1986. HHS plans to incorporate capital 
costs ln the prospective payment rates in October 1986. 

Capital Costs for Hospitals The data shown in appendix IV and summarized in table 6.1 are com- 
Acquired by For-Profit bined, generally for the two cost reports before and the two after the 

Firms Qntinuecl to Increase changes in control. Our analysis showed that capital costs for the hospi- 

in Later Sears tals acquired by the for-profit firms continued to increase in later years 
but those for hospitals acquired by the not-for-profit firms tended to 
level off. 

As shown in figure 6.1, for the 27 acquisitions by for-profit firms, the 
average capital costs increased from $70 to $146 per discharge, as 
reported in these hospitals’ first cost reports after acquisition. The 10 
not-for-profit hospitals’ average capital costs increased from $70 to 
$107 per discharge. For the 18 available second cost reports after acqui- 
sition, for-profit hospitals’ capital costs continued to increase to $174 

‘The cost reports from which we extracted the data generally had not been audited by Medicare’s 
claims paymg agents Therefore, the final Medicare payments may differ from the amounts cliumed 
on the reports 
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per discharge. We believe capital costs increased primarily because of 
the acquisition of new equipment or renovations of the hospitals. 

Figure 5.1: Annual Change8 In Pro- and 
Poet-Acqulritlon Capltal Co8ts per 
Dircharge 

180 S Per Dmcharge 

170 

150 

150 

140 

120 

120 

110 

100 

So 

80 

70 

60 

I 
Pro-2 Pre-1 

- Proprietary 

-- Not-for-proflt 

Port-1 Port-2 

Reasons for Increase in 
Capital Costs at the 11 
-lospita ,s Visited 

The pre- and post-acquisition capital costs for the 11 hospitals we vis- 
ited are shown in table 6.2. As in table 6.1 and appendix IV, these 
average increases were derived by combining data from the two cost 
reporting periods before acquisition and, where available, the two cost 
reporting periods after. 
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Table 8.2: Pro- and Post-Acquiritlon Capital Costs per Discharge for Specific Hospital8 
Capital costs per discharge 

Betore Atter 
Name of hospital and type ot acqulsltlon Date of acquisition acquisition acquisition Increase --- I----_ ----- 

Public hospitals acquired by for-proflts: 
Brookwobd MedIcal Cfenier 

.- -----_. --__- -- 
Jan 1981 $4734 $56 84 $9 50 

Clarke Apr 1982 91 24 13833 47 09 - -_ _ ___-- - 
FairvIew Park Mar. 1981 32 36 33 43 1 08 
Henry C&nty 

____ -._ -- ___- 
Dee 1982@ 10844 224 41 11597 

HumanijNewnan -_- _ - --- Dee 1982 16042 228 76 6834 
Marion Mbmonal 

-_ ___ . -----_ ____~ 
Mar 1982O 56 27 91 46 35 19 

Riversldd July 1982 10049 522 98 422 49 - --- 
Public hospltalr acquired by not-for-profits: 

____- 

- 
- - __--_---- 

East Pasco Medical Center June 1981a 83 63 18680 103 17 _ _ - _-_-_-_-- 
Watkins Memorial Jan 1982 89 59 22934 139 75 _ ____-_--- 
Volunta& hdspitals acquked by fo&oflts: 

Percent 
increase 

20 

52 
3 

107 
43 

63 

420 

123 
156 

Ormond Beach 

East bobrite 

--- 
July 1981 129 32 526 13 396 81 307 

- Julv 1981a 132 98 317 10 184 12 138 

W&ghteb average cost per bidcharge 
L 

_--_- 

‘Date hospital leased 

81 75 197 31 11556 141 

According to hospital officials, the capital cost increases for the 11 hos- 
pitals generally resulted from the four following reasons: 

. Assets were revalued after the sale. 
l New equipment was purchased, and improvements were made. 
. Lease payments for leased hospitals exceeded the pre-acquisition depre- 

ciation and interest expenses. 
. Interest expenses on loans used to finance the purchase were allocated 

to capital costs. 

Asset Rewluations The capital assets of the acquired hospitals had net book values less 
than the purchase price paid by the acquiring entity. Thus, after the 
sale, the purchasers revalued hospital assets.2 For example, the asset 
value of Ormond Beach Hospital increased from S3.8 million to S 11.9 
million about a year after the sale. This was one reason for the increase 
in the hospital’s capital costs of S397 per discharge, or 307 percent, 
after acquisition. Humana/Newnan Hospital’s asset value for the full 

*For a detailed discussion of ussues related to asset revaluation after acquisition, see Hospital Merger 
Increased Medicare and Medicaid Payments for Capital Costs (GAO/HRD&I-10, Lkc 22,1983) 
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fiscal year before the sale was $7.4 million. This had risen to 612.3 mil- 
lion by the first post-acquisition cost report, filed 9 months after the 
sale. This was one factor in the hospital’s $68 per discharge, or 43- 
percent, increase after acquisition. 

Continuing turnover of ownership can also result in continuing increases 
in capital costs. By January 1984, a second change of ownership had 
occurred at 6 of the 11 hospitals (Brookwood Medical Center, Henry 
County, Marion Memorial, Ormond Beach and Riverside). For instance, 
Riverside Hospital was sold for $16 million in July 1982. In December 
1983, it was sold again-for $17.6 million, The effects of this second 
sale are not included in tables 6.1 or 6.2, figure 6.1, or appendix IV. 
According to officials of the Alabama and Georgia state health planning 
and development agencies, for-profit organizations routinely bought and 
sold hospitals to take advantage of the asset revaluation allowed under 
Medicare’s capital cost reimbursement policy. Further, according to 
Florida’s Hospital Cost Containment Board’s 1983-84 Annual Report, of 
62 changes in hospital ownership in Florida between 1978 and 1982,44 
(or 71 percent) were acquisitions of for-profit hospitals by another for- 
profit firm. 

To assure that such revaluations will not result in Medicare paying for 
assets more than once, section 2314 of the Deficit Reduction Act of 1984 
(Public Law 98-369) effective July 18,1984, set limits for establishing 
an appropriate Medicare allowance for depreciation, interest on capital 
indebtedness, and if applicable, a return on equity for hospitals 
changing ownership. Public Law 98-369 provided that the valuation of 
the asset shall be the lesser of (1) the allowable capital cost of the owner 
of record on the date of enactment of the law or (2) the acquisition cost 
of the new owner. 

Equipment Purclhases and 
Other Improvements 

New equipment purchases and other improvements made after the 
acquisition also increased capital costs. Such increased costs are not 
affected by the provisions of section 2314 of Public Law 98-369. As dis- 
cussed in chapter 3, hospitals usually increased or improved services 
after acquisition by purchasing new equipment or improving facilities. 
According to Medicare reimbursement regulations, these costs can be 
depreciated. Moreover, they should result in improvements in the hospi- 
tals’ capability to provide quality health care. For example, from July 
1981 through March 1984, Brookwood Medical Center spent about $1.2 
million in property and equipment additions, which the hospital could 
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depreciate. This contributed to a post-acquisition increase in this hos- 
pital’s capital costs of $10 per discharge, or 20 percent. Humana/ 
Newnan Hospital officials estimated that about S 1 million in new depre- 
ciable equipment was purchased in the 14 months after the sale. This 
contributed to post-acquisition capital cost increases. 

Renovations and purchases of new equipment that increased capital 
costs should have improved health care in the hospitals. According to 
several hospital authority members, severe financial problems under 
public ownership prevented hospitals from undertaking needed capital 
projects. After acquisition, such necessary improvements were often 
made. Because the construction of new facilities and the major renova- 
tion of existing ones had not been completed during the post-acquisition 
periods covered by our data, the related depreciation expenses are not 
always included in table 6.2. 

Lea& Payments 
I I 

Lease payments exceeded pre-acquisition depreciation and interest 
expenses for the four leased hospitals (East Pasco Medical Center, 
Henry County, East Pointe, and Marion Memorial). Generally, after a 
hospital is leased, the assets are still owned by the lessor. Thus, the 
lessee corporation cannot claim depreciation and interest for existing 
assets. However, the leasing corporation can claim lease payments 
instead of depreciation and interest. For example, at Henry County Hos- 
pital, depreciation and interest expenses for the annual period before 
the lease totaled about $3,000 a month. However, after the lease, lease 
payments totaled about S22,OOO a month. This was a major factor that 
resulted in the hospital’s S 116 per discharge, or 107percent, capital cost 
increase, shown in table 6.2. East Pointe Hospital incurred an increase in 
capital costs of $184 per discharge, or 138 percent, after the lease. This 
was basically because Hospital Corporation of America paid S1,074,000 
to lease the building for 30 months. This was amortized at about $36,000 
a month, which was much higher than the pre-acquisition depreciation 
and interest expense of about $14,700 a month. 

The Congress also intended that HHS establish cost limits for hospital 
leases. Although not specifically identified in the statute, according to 
the conference report, the conferees expected that HHS would determine 
the reasonableness of lease amounts, taking into account the new limita- 
tions on the revaluation of assets. HHS expected to publish implementing 
regulations in 1986. According to an official of Health Care Management 
Corporation (the firm that leased Henry County and Marion Memorial 
hospitals), if HHS' implementing regulations do not address leases, firms 
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will simply begin to lease, rather than buy, hospitals in order to avoid 
the constraints of the new law. 

Interest Expenses 

1 / / 

Capital costs also increased because of interest expenses on loans used 
to finance the purchase. Allowable debt for Medicare purposes was 
based on the revalued cost of the assets acquired (less investment), and 
interest expense on this amount was allocated to capital costs, as 
allowed under Medicare regulations. For example, Florida Hospital Cost 
Containment Board cost reports covering the g-month period after the 
initial sale of Ormond Reach Hospital showed that long-term debt 
increased from about $1.2 million to $4.3 million. This was a major con- 
tributor to the $397 per discharge, or 307-percent, increase in the hos- 
pital’s capital costs shown in table 6.2. Also, after this hospital’s second 
sale, which is not reflected in tables 6.1 and 6.2, figure 6.1, or appendix 
IV, the long-term debt increased from $4.1 million to $10.2 million. At 
Riverside Hospital, after the July 1982 sale, long-term debt increased 
from $272,000 to $4.9 million. This was a major factor that contributed 
to the hospital’s $422 per discharge, or 420-percent, increase in capital 
CO&B. 

hicreases in Amounts Under Medicare regulations, for-profit hospitals are allowed a return on 

Chimed for Return on 
equity. This increased the amounts claimed from Medicare after acquisi- 

Equity 

I 

tion. As with capital costs, return on equity is treated separately under 
Medicare’s prospective payment system and continues to be reimbursed 
on a reasonable cost basis. About $200 million, or 0.6 percent, of Medi- 
care’s total 1984 payments to hospitals was for return-on-equity 
payments. 

Equity capital is defined as the provider’s investment in plant, property, 
and equipment related to patient care plus net working capital main- 
tained for necessary and proper operation of patient care activities. At 
the time of the acquisitions covered by our review, Medicare paid for- 
profit providers a rate of return-on-equity capital equal to l-1/2 times 
the rate earned on funds invested by Medicare’s Hospital Insurance 
Trust Fund. The Social Security Amendments of 1983 changed the rate 
of return for inpatient hospital services so that effective April 1983, it 
was reduced to the rate earned by the Trust Fund. We identified the 
amount of return-on-equity capital that the for-profit providers began 
claiming on their Medicare cost reports after acquiring the public and 
voluntary, not-for-profit hospitals included in our review. 

l 
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For the 27 for-profit hospitals, return-on-equity claims amounted to 
about $101 per Medicare discharge, as shown in appendix V. This 
totaled about $2.9 million annually in amounts claimed for return on 
equity for these 27 for-profit hospitals. Because return-on-equity pay- 
ments were not allowed for these 27 public and voluntary, not-for-profit 
hospitals before acquisition, this $2.9 million reflects additional annual 
amounts claimed for Medicare cost reimbursement as a result of the 
acquisitions. 

Increases in 
Administrative and 
General Costs 

Administrative and general costs are for services supporting hospital 
operations. They include such costs as business office expenses, auto- 
matic data processing, insurance, public relations, and home office allo- 
cations. These costs are no longer directly reimbursed as with the 
previous cost reimbursement system, but are included in the prospective 
payments. Thus, if A&G costs increase as a percentage of total costs after 
fiscal year 1983, either profits or patient care costs must make up for 
the cost increases. 

A&G costs for cost reporting periods ended in fiscal year 1981 were used 
in determining specific diagnosis related group payment rates. Thus, 
any increases in a hospital’s A&G costs before fiscal year 1982 resulted in 
higher prospective payment system payment rates. In addition, because 
Medicaid is still a cost-based system in many states, increases in A&G 
costs continue to be paid under Medicaid reimbursement. 

The average increase in A&G costs for the hospitals acquired by the for- 
profit and not-for-profit firms are shown in appendix VI and summa- 
rized in table 6.3. As with the data in table 6.1, these average increases 
were derived by combining data from the two individual cost reporting 
periods before acquisition and comparing this average to similarly com- 
bined post-acquisition averages. 

b 
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Chapter 6 
lncreaaes ln capltal cklota, Retum~-Equity 
Paymentrr, and Adminhtratlve and 
General Coots 

Table 5.3: Summary of Pro- and Post- 
Acquirltion AdminlMrativo and General Averaae cost per discharae 
Coata per Dlachargs Before After Percent 

acquibltlon acquisition lncreare increase 
Weighted average for 30 hospitals 
acqutred by for-proflt firms $15438 $287 078 $132.69 89 
Welghted average for 10 hospitals 
acquired by not-for-proht firms 

Weiahted averal)e for 40 hospitals 

187 96 274 39” 86 44 46 

161 56 204 92 123 36 76 

%cludes second year data for only 18 hospitals because cost report8 for the second year after acquml- 
bon were not avallable for 9 hospital8 

blncludes second year data for three hospitals 

Increases in A&G Costs for For-profit firms often claim that they can reduce hospitals’ A&G costs 

Hospitals Acquired by For- because of their efficiency. However, A&G costs significantly increased 

Prbfit Firms Continued in after acquisition, especially for the 30 hospitals acquired by for-profit 

Lakr Years firms. 

As shown in figure 6.2, average A&G costs for for-profit hospitals 
increased from 6 167 to $282 per discharge, according to these hospitals’ 
first cost reports after acquisition. Not-for-profit hospitals’ average A&G 
costs increased from $2 16 to $280 per discharge. For the available 
second cost reports after acquisition, for-profit hospitals’ average costs 
per discharge continued to increase to $293, while not-for-profit hospi- 
tals’ average costs decreased to $261. Because of the varying acquisition 
dates and cost report periods, these figures were not adjusted for infla- 
tion However, appendix VI compares each hospital’s A&G cost increases 
to the change in the market basket index for the hospital’s pre- and post- 
acquisition cost report periods. 
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chnpter 5 
Increaae8 In capital c4mtdl,Re--Equity 
Paymenta, and AdmInl~~tratlve and 
General Coat.8 

Flgun 6.2: Annual Change8 In Pro- and 
Port-Acqulrltlon Admlnlrtratlve and 300 
General Costa per Discharge 

S Per Dlscharge 

290 

290 

270 

260 

250 

240 

230 

220 

210 

200 

190 

180 

170 

160 

160 

140 

Pro-2 Pro-l Port-l Port-2 

- Proprmtary 

-- Not-for-proftl 

Reaqons ior Increases in 
A&G Costs at the 11 
Hospitals 

The pre- and post-acquisition A&G costs for the 11 hospitals we visited 
are shown in table 6.4. As with table 6.3 and appendix VI, the average 
increases were derived by comparing the combined data from the two 
cost reporting periods before acquisition and, when available, to the two 
cost reporting periods after. 
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chapter 5 
ImTeaem In capltal ckmt8, Rehun-on-Equtty 
Payment+ and Mndnhrative and 
Geneml Coots 

Table 6.4: Pre- and Port-Aoqubttion 
Admlnlrtratlvo and General Coats per 
Dlwhsrge tar Specltlc Horpltalo 

A&Q cost8 per discharge 
Name of horpltal and type of Betore After Percent 
acqulrltlon acquisition acqulrltlon Change change 

Publlc ho8pltalr acquired by for-protlts: 
Brookwood MedIcal Center $155 50 $36468 $20918 135 
Clarke 12423 15676 3253 26 

FaIrview Park 53 41 111 67 5826 109 

Henry County 18698 33998 15300 82 

Humana/Newnan 226 03 744 77 518 74 229 

Manon Memonal 12688 25448 12760 101 
Rveralde 264 03 43302 16899 64 
Public horpltals acquired by not-tar-protlts: 
East Paaco MedIcal Center 238 30 303 33 8503 27 

Watkins Memonal 189 09 180 71 -838 -4 

Voluntary hoapltal8 acquired by for-protltr: 
Ormond Beach 40054 730 88 330 34 82 
East Polnte 400 53 51281 11228 28 

Weighted average cost per dlsuharge 18402 33673 15272 83 

The A&G costs for 10 of the 11 hospitals visited increased, generally for 
two reasons. The major reason was that significant home office costs3 
were added to hospital expenses without offsetting decreases in other 
A&G costs. For example, in the full-year period before acquisition, a hos- 
pital management firm was paid about S 104,000 to manage Barbour 
County Hospital in Alabama (Brookwood Medical Center). This 
accounted for 21 percent of total A&G costs of $487,000. However, in the 
full-year cost report after acquisition, the hospital paid American Med- 
ical International, Inc., the purchasing corporation, about S362,OOO for 
regional and home office costs. This accounted for 30 percent of total 
A&G costs of S 1,213,OOO. This was a major reason why Brookwood’s A&G 

4 

costs increased by $209 per discharge, or 136 percent, as shown in table 
6.4. At Henry County Hospital and Marion Memorial Hospital, home 
office-related costs added after acquisition accounted for 33 and 27 per- 
cent, respectively, of each hospital’s net A&G costs. No such home office 
payments existed before the leases. After Ormond Beach Hospital’s first 
sale in July 1981, annualized home office costs amounted to about 
$369,000, or about 26 percent of hospital administrative costs. This was 
the major factor for the hospital’s $330 per discharge, or 82-percent, 

3Multihospital chains normally incur costs at their corporate headquarters and/or regional offices 
that are allocated to the indimdual hospitals 
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chapter l% 
Increaefe in Capital Chata, Return-On-Equity 
Payments, and Adnhhtrative and 
General Chet.8 

increase in A&G costs. After this hospital’s second sale, this annual allo- 
cation amounted to about S479,OOO for calendar year 1983, or about 64 
percent of the hospital’s administrative costs. 

The addition of automatic data processing services also increased A&G 
costs, but to a much smaller degree. After acquisition, purchasing firms 
sometimes automated hospitals’ accounting and other management 
information systems. While this did improve services, additional costs 
were incurred. For example, at Brookwood Medical Center the business 
office manager estimated that new data processing services cost about 
$100,000 a year. Also, at Henry County Hospital, we estimated such 
costs increased by about $16,000 a year. 

At the two not-for-profit hospitals we reviewed, A&G costs after acquisi- 
tion increased by 27 percent at East Pasco Medical Center and decreased 
by 4 percent at Watkins Memorial Hospital. A major factor for East 
Pasco Medical Center’s lower A&G cost increase may have been that its 
pre-acquisition A&G cost per discharge was higher than most other hos- 
pitals The decrease at the not-for-profit Watkins Memorial Hospital was 
primarily due to a reduction of interest payments allocated to A&G 
because a short-term operating loan was paid off. In addition, virtually 
no home office costs were added to the hospital’s A&G costs after 
acquisition. 

I 

Several causes of the increases in capital costs, such as the revaluation 
of assets and lease costs substantially exceeding pre-acquisition interest 
and depreciation costs, have been addressed by the Congress for the 
Medicare and Medicaid programs. The increases in capital costs for new 
equipment and other improvements were appropriate because, at the 
hospitals we visited, such improvements were needed. 

The increases in A&G costs after fiscal year 1981 do not directly affect 
the Medicare program because, under its prospective payment system 
for inpatient hospital services, these costs are included in prospective 
payment rates and are not passed through on the basis of reasonable 
costs. However, the increases in 1981 (the base year for computing pro- 
spective payment rates) probably resulted in higher rates for future 
years. To the extent that the state Medicaid programs continue to pay 
hospitals on a cost basis, these increases would directly affect the reim- 
bursements under these programs. 
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Comments by 
Interested Parties 

The American Hospital Association commented that our analysis of cost 
increases after acquisition implies that the costs increased excessively 
or inappropriately. The Association said that changes in investment can 
affect the level of capital costs per discharge. That is why we exten- 
sively discussed in chapter 2 the improvements in facilities and equip- 
ment that the new operators made. However, as pointed out in this 
chapter, a major reason for increased capital costs was that the new 
operators’ book values were higher because they paid more for facilities 
than the prior operators’ book values and thus had higher interest and 
depreciation costs for the same assets than the prior operators. We 
excluded from the analysis hospitals that were replaced by new facili- 
ties so that they would not distort the averages. 

The Association said that the increase in administrative costs could be 
.ustified if the prior operators were spending too little in this area. Theo- 
retically, this could be the case. But, as noted in the chapter, the pri- 
mary reason administrative costs increased was the addition of “home 
office costs” of the acquiring organization to the hospitals’ own adminis- 
trative costs. 

The Association also commented that because we use costs per case and 
because hospital occupancy could have been temporarily affected by the 
change in operators, the changes in costs per case could have been tem- 
porary and we should relate changes in costs to changes in occupancy. 
Chapter 2 discusses changes in occupancy rates. Also, we used data for 
2 years after the change in operators to account for temporary disloca- 
tions in occupancy rates. As noted in this chapter, costs generally con- 
tinued to increase in the second year after change in operators. 
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Appendix I 

Identification Codes for Hospitals 

Acquiring 0mlnitaUon Nemo of hoapitai Code 

Ho8pitai CorporaUon of Communrty Hosprtal of Andalusra, Andalusra, AL A 
Amwica 

East Polnte Hosprtal, Lehigh Acres, FL 8 
Farrvrew Park Hosprtal, Dubltn, GA 

Meadowview Regional Hospital, Maysvtlle, KY 

John Graves Ford Hospital. Georraetown. KY 

C 
D 

E 
Spnngview Hospital, Lebanon, KY F 

Bourbon General Hospital, Pans, KY 

Vrcksbura Medical Center. Vaksbura. MS 
G 
H 

Ednecomb General Hosprtal, Tarboro, NC i 

American Medical 
intemationai, inc. 

Colleton Regional Hospital, Walterboro, SC 

Chesterfield General Hospital, Cheraw, SC 
Northwest Alabama Medical Center, Hamilton, AL 

J 
K 

L 

Brookwood Medical Center of Eufaula, Eufaula, AL M 

Barrow Medical Center. Wrndor. GA N 
Central Carolina Hospital, Sanford, NC 0 

Health Care 
Management 
Coroomtlon 

Piedmont Medical Center, Rock Hill, SC 

Henry County Hospital, AbbewIle, AL 

P 

Q 

Terrell County Hosprtal, Dawson, GA 

Wheeler Countv Hospital. Glenwood. GA 

R 

S 
Marion Memonal Hospital, Buena Vista, GA T 

;;iard Health Servicee, Clarke Hospital, Jackson, AL U 
. 

Sunbelt Health Care of Thomasville Hospital, Thomasville, AL V 
Clarke Co. 

Southern Health Service Sumter Memorial Medical Center, Lrvrngston, AL W 
of Sumter Co. 
pcaic American Medical, Georgtana Community Hospital, Georgiana, AL X b 

. 

American Health Care Riverside Hospital, New Port Rchey, FL Y 
Enterprieee, Inc. 
Southern Health Ormond Beach Hospital, Ormond Beach, FL Z 
~b~wicer of Kentucky, 

. 
H$;;cart Management Morgan Memorial Hospital, Madison, GA AA 

. . 

Amdcan Heaithcare Marymount Hospital, London, KY BB 
Management, Inc. 
U.S. Health Corporation Community Hospital of Calhoun County, Prttsboro, MS CC 

Humana. inc. Humana Hospital-Newnan, Newnan. GA DD 
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Appendix I 
Identifhtion Codea for Hoephle 

Acauiring oraaniratlon Name of hoedtei Code 

tcah Health Systems, Rush Hospital-Butler, Butler, AL EE 
. 

Rush Hospital-Newton, Newton, MS FF 

bOpU@t M@diCOi Centers Baptist Medical Center- Cherokee County, Centre, AL 
(Alabama) 

GG 

Baptist Medical Center- Chrlton County, Clanton, AL HH 

&& Baptist Medical Watkins Memorial Hospital, Ellqay, GA II 

Slaton Of Charity Health JJ 
Car0 System 

Our Lady of the Way Hospital, Martin, KY 

Methodlet Heaith BIIOXI Regional Medical Center, BIIOXI, MS KK 
Syatemr, inc. 
Baptirt Memorial Health LL 
Syrtome, inc. 

Baptist Memorial Hospital, Booneville, MS 

Miariroippi Baptist MM 
Medical Canter 

West Scott Baptist Hospital, Morton, MS 

Adventlot Heaith System East Pasco Medical Center, Dade City, FL NN 
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Appendix II 

Pre- and Post-Acquisition Ancillary Charges 
per Dischafge 

I 

PW Poat- 
l cKluiritlon l cauiritlon increaw in 2%: 

chreoa per chaigeo per chargoa per 
Hoapltai dbchargo discharge discharge 

Acquiritlon8 by for-profito 
A $669.67 s 888.09 $21842 

b 1,49375 2,098 98 605.23 

c 676.57 86160 18503 

Percent index 
change change 

33 22 

41 15 

27 15 
D 571.51 1,025.82 454.32 79 16 

E 89373 94132 247.59 36 10 
P 262.53 43661 15409 55 17 

a 453.57 65057 19700 43 17 
H 96561 lBO.76 59497 62 7 

I 89202 1,426.03 534.01 60 15 

J 1,158.40 133486 17646 15 11 

K 822.37 846.74 2437 3 15 
L 852.12 1,396&t 544.82 64 18 

M 83054 1,37228 54174 65 18 

N 86946 1.46480 59535 68 15 

0 49869 130209 80340 181 22 

P 71180 134347 631.68 89 26 

0 889.03 1,671 18 78215 88 8 
R 460.17 70061 24044 52 15 

8 83221 1,69297 860.76 103 19 
T 704.16 134294 63878 91 14 

U 788.93 1,06803 27910 35 12 

V 1.168.15 1.54259 374.44 32 10 

W 50246 1,03283 53036 106 15 
X 815.64 85111 3547 4 8 

Y 1,836.90 2383.80 54689 30 13 
2 2,188 11 2,871 49 703.38 32 14 

AA 792.70 1,31661 52390 66 9 

BB 54633 792.26 24593 45 8 

cc 544.86 74574 201.08 37 13 
DD 1,21993 1.55744 33752 28 7 

Average for 
30 for- profits $84484 $1,263.24 $418.40 50 

P4ge 66 GAO/liRD&MO Salea of Public Iioapltab~ 



Horpltal 

Pm- Poat- 
acquisition acqubitlon Incma88 in 

charger per chargoo per charge8 pr 
dl8Chrrgo dlrchrrg. di8charge 

Percent 
change 

Market 
barket 

Index 
change 

ACqUi8ltlOn8 by not-for-profit8 
EE $711.70 $1,267.87 $55617 78 12 

FF 843.86 683.88 4011 6 7 

00 1,201 98 1,444 04 242.06 20 12 

HH 848 49 1,17360 32511 36 13 
II lJI92.28 1,419.57 32729 30 11 
JJ 62222 870.41 248.18 40 14 

KK l&3309 2,06729 434.20 27 11 

LL 988.17 1,350 78 36261 37 13 
MM 48583 814.72 328.89 68 8 
NN 108084 1,40291 32207 30 14 

~(yJtp . . 
DrOftt8 $1,01944 $1.40964 $39020 38 
Ovemll 
averrge for 
40 
acqul8ltlon8 $882.16 $1,28812 $405 97 46 
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Appendix III 

Pre- and Post-Acquisition Ancilkuy Costs 
per Discharge 

Pre- PO8t- Market 
acqulaitlon acquirition increaw in 

Horpitai 
CO8t per Percent Ysiz 

dkcharge di::::!f: di%%$ change ch8ngo 

ACqUi8itiOn8 by for-profit, 
A $40792 $48002 $7210 18 22 

B 979 93 1,330 32 35039 36 15 

C 29749 37840 8091 27 15 

D 35650 63814 28164 79 16 
E 47641 592.29 11588 24 10 
F 22525 30789 82.65 37 17 

0 33980 50955 16974 50 17 
H 58435 78530 20095 34 7 

I 61165 75639 14473 24 15 
J 629.39 79006 16067 26 11 

K 57972 62012 4040 7 15 

L 38160 56712 18552 49 18 
M 45075 68197 23122 51 18 

N 429 50 65841 22891 53 15 
0 307.00 78631 48132 157 22 

P 49935 66550 16615 33 26 

‘0 57522 80017 22495 39 8 
R 25574 45697 201 23 79 15 

8 392 59 67747 28488 72 19 
T 41271 71054 29783 72 14 

U 39911 521 63 12251 31 12 

V 47568 71624 24056 50 10 

W 34100 66737 32638 96 15 

X 42723 61896 19173 45 8 

Y 1,008 61 134004 331 42 33 13 
2 97524 130817 33293 34 14 

AA 47766 701 50 22384 47 9 
BB 40941 44252 3311 8 8 

cc 34690 59901 25211 73 13 
PD 74469 89545 15076 20 7 

Average for 
30 for- oroflt8 $48438 $67275 $18837 37 
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PrO- Port- 
8CqUi8itiOn acquiritlon increa80 in ::8::: 

CO8t per COIt per Portent index 
Horpltai di8charge dkchargo di::::E change change 

ACqUi8itiOn8 by not-for-pt’Ofit8 
EE $26176 $48884 $227 18 87 12 
FF 31099 39085 79 86 26 7 

oa 57251 82204 249.53 44 12 

HH 43658 57638 13981 32 13 
ii 64504 789 38 14433 22 11 

JJ 44400 61200 16800 38 14 

KK 85642 1,08031 22390 26 11 
LL 51262 58355 70.92 14 13 

MM 30214 48261 18047 60 8 
NN 58763 793 94 20832 35 14 

Average for 
10 not-for- 
profit8 $54466 $72043 $17578 32 

Overaii 

tl;rrrge tar 
acqul8ltionr $49726 $68086 $18359 37 
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Pre- and Post-Acquisition Capital Costs 
per Dischaxge 

Pre- Port- 
acquirition acqui8ition increare in 

Horpitai 
cost per cost per CO8t per Percent 

discharge di8charge discharge change - 

AoqUirHiOn8 by for-pmfit8 
A $6784 $12360 $5597 83 

B 13298 31710 18412 138 

C 3236 3343 108 3 

E 5985 6635 650 11 

F 3576 4353 7 78 22 

a 31 20 221 81 19061 611 

H 5622 15533 9910 176 

I 6718 8252 1535 23 

J 8690 202.42 11552 133 

K 3342 21083 17741 531 

L 54.20 7986 25.66 47 

M 4734 5684 950 20 

N 5399 13274 7875 146 

a 10844 22441 11597 107 

R 38 89 7417 3528 91 

8 8270 9735 1465 18 

T 5627 91 46 3519 63 

U 91 24 13833 4709 52 

V 6623 33436 268.14 405 

W 14781 47798 33017 223 

X 31 51 10056 69 05 219 

Y 12932 52613 39681 307 

2 10049 52298 42249 420 

AA 3334 7802 44.68 134 

Bb 
cc 

DD 
Avemae for 27 tar- ~rofit8 

5975 9572 3597 60 b 
34353 13547 -20806 -61 

16042 22876 6834 43 

$7049 $15781 $8732 124 
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Ho8pital 

Pm- Port- 
roqui8ition 8CqUi8itiOfl inCm88e iIl 

CO8t per CO8t per 008t per Percent 
dirchargo di8ChNgO dkharge change 

AoqubttiOn8 by not-for-prOftt8 
BE 843.70 $74.45 $3075 70 
FF 4822 4831 09 0 

oa 31.83 49.85 1602 57 
HH 50.78 71 21 2043 40 
ii 89 59 22934 13975 156 
JJ 69.52 17455 10503 151 
KK 61 96 83.37 21 41 35 
LL 
MM 
NN 

AMIIMII~ for 10 not-tor- 

Ovomii rvomg8 for 37 
l WUi8itiOn8 

8644 9937 1293 15 
15145 15974 830 5 
83.63 186.80 103.17 123 

$6790 $10427 $3637 54 

$68.80 8145.90 $7610 109 
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Pre- and Post-Acquisition Medicare RetumOn- 
l3quity Payments per Discharge 

I 

HO8DiUi 

Pm- Port- 
acquiritlon acquirition 

CO8t per 
di8chrme 

cost per 
dirchara8 

AOqUi8itiOn8 by for-profit8 
A 0 $194 36 

B 0 151 10 

C 0 8680 
E 0 8435 
F 0 117 10 

a 0 107 39 
H 0 1829 
I 0 220 24 

J 0 10854 

K 0 12191 

L 0 75 72 

M 0 131 75 

N 0 66 17 

a 0 19.30 

R 0 3.25 

8 0 1970 

T 0 26 13 

U 0 00 
V 0 00 
W 0 00 
X 0 00 
Y 0 430 

2 0 2 25 

AA 0 00 

Avoraao for 27 for-profit8 

BB 

cc 

DD 

0 

0 $101 16 

0 

0 

66m b 

62 92 

355.15 

‘Only acquleltlons by for-proflt entitles are shown because not-for-proflt entttles do not quallfy for Medk 
care return-on-equity payments 
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Appendix VI 

Pre- and Post-Acquisition Administrative and 
General Costs per Discharge 

PW port- 
acqui8ition acquirition increwe in Eitt 

Percent index 
Ho8pitei di:;:G di%:F 

CO8t per 
dkchargo change change 

ACqui8itiOn8 by for-profit8 
A $9570 8143.16 $47.46 50 22 

B 40053 51281 11228 28 15 
C 5341 11167 6826 109 15 

D 155.71 216.97 61.26 39 16 

E 22796 27017 4222 19 10 
F 9145 16652 7508 82 17 
0 12490 224.83 99 93 80 17 

H 18849 234.96 6647 39 7 

I 20619 29820 9201 45 15 
J 16642 22531 5689 34 11 

K 15235 218.19 65.83 43 15 

L 10760 30284 195.24 181 18 
mm 15550 36468 20918 135 18 

N 168.54 297.38 128.85 76 15 

0 8642 44357 35715 413 22 
P 168.85 26076 9190 54 26 

Q 186.98 339 88 15300 82 8 

R 8066 16685 8620 107 15 
8 12243 23057 10814 88 19 
T 12688 25448 127.60 101 14 

U 12423 15678 3253 26 12 

V 23413 446.54 212.41 91 10 

W 14118 33467 19349 137 15 
X 155.47 313.85 158.38 102 8 

Y 40054 73088 33034 82 13 
z 26403 433.02 16899 64 14 

AA 21596 337.43 12147 56 9 

b 

BB 11614 23707 12094 104 8 

cc 13679 34219 20540 150 13 
DD 22603 74477 51874 229 7 

Average for 
30 for- profit8 $15438 $28707 $132.69 86 
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Pm- and PomtAnpUtion Adminbtratlve and 
Generaicm#perDwharge 

Pn- Port- Market 
acqukition acqukition increare in 

Hoapitai di%::: ,I%;:: 
tort per Percent b;“,“d”B”,’ 

dircharge change change -____ 

kqUi8itiOn8 by not-for-profit8 ----.- -. 
EE $183.03 $20163 $1860 10 12 --_-.- 
FF 167.99 27577 10778 64 7 

____--- ao 23789 38624 14836 62 12 

HH 
ii 
JJ 
KK 
LL 
MM 
NN 

pJl&jor - protit8- 
Ovemii 

irmge for 
eCWi8itiOn8 

--- -.. 
197.09 27864 81 55 41 13 --_ -__ _ 
189.09 18071 -836 -4 11 

14272 15388 1117 8 -i-i ----- 
233.16 373.30 14014 60 11 __- 
13806 22168 8361 61 13 

- 87.39 163.28 7590 87 ---?I -----._ 
23830 30333 6503 27 14 

$18796 $274.39 $8644 46 ---- -- - 

$16156 $28492 $12336 76 

b 
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iiF&ce Comments From the Department of 
Health and Human Services 

DEPARTMENTOF HEALTH & HUMAN SERVICES Olka 01 hoactor Ganwal 

wmhmgton. 0 c 20201 

Mr. Richard L. Fogs1 
Director, Ruman Re6ourcee 

Division 
United State8 General 

Accounting Office 
Washington, D.C. 20548 

Dear Wr. Fogelr 

The Becretary has arked me to rerpond to your draft report, 
‘Public Hospitals: Salse Lead to Better Facilitiee But 
Increaesd Patient Co8t6: Department official8 have 
reviewed this report with interert and have no comments to 
make at thiu time. 

Thank you for the opportunity to respond to your report 
before its publication. 

Sincerely youra, 
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Appendix VIII 

Advance Comments From the National 
Association of Public Hospitals . 

March 25, 1986 

Richard L. Foqel, Director 
Human Resources Division 
U.S. General Accountinq Office 
Waahinqton, D.C. 20548 

Dear Mr. Foael: 

Thank you for aivina me the owportunity to review 
your draft report on the sale or lease of wublic 
hospitale. In qeneral, I believe this report is a 
valuable contribution to the current debate on this 
often-emotional eubject, carefully weiahinq both the 
possible advantaqes and disadvantauee of the transfer 
of ownership of both public and non-profit hospitals. 
Your analysis of the impact of such transfers on 
hospital charqes and costs , and especially capital 
costs, is particularly enliqhteninq. 

I cannot comment on any of the awecific examples 
you have analyzed, a6 I have no direct knowledse of any 
of those hoswitala. However, I have observed both the 
causes and results of the transfers you describe in 
numerous other situations, and most of t&em appear to 
follow similar patterns --even includins the unfortunate 
inability to record differences in the provision of 
indiqent care. In that reqard, I do note, however, 
that you have limited vour analveis for the most part 
to smaller hospitals in rural areas or smaller SMSAs. 
Where reorqanization or transfer of wublic or 
non-profit hoswitale has occurred in larqer 
metropolitan areas, my exwerience has been that 
indiaent rare hae been both more predominant to beqin 
with and more accurately tracked followinq the chanqe. 
There are several such examwlee available in the area 
of the county you were particularly interested in, 
althouqh some of them involve transfer of a public 
hospital to a newly orqanized, locally controlled 
non-wrofit corporation, rather than the "sale" to a 
third warty. For your future reference, 
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Appendix 111 
Advance Comments From the National 
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those hospitals include the Memorial Medical Center of Savannah, 
the Reqional Medical Center at Memphis, University Hospital of 
Louisville and Manatee County Hospital District and the 
University of Florida Hospitals in Florida. 

Finally, I would like to call your specific attention to iust one 
or two sections of your report where I miqht recommend changes: 

0 At paqe i, you note that public hosDitals provide 
"over 908 of the uncompensated care to the 
medicallv indiqent." We have never seen any 
analvsis to indicate that the proportion is this 
larqe, althouqh we aqree it is siqnificant. We 
suqqest that you use instead the Urban Institute's 
recent data, which indicated that of $12.6 billion 
in indiqent care recorded by hospitals in our 100 
larqest SMSAs, $9.2 billion was provided by state 
or locally owned facilities. 

0 At paqe 46, please note that our orqanization is 
the "National Association of Public Hospitals" 
(NAPH). Also, the $6.4 billion referred to, I 
believe, represents our own members' total budqets 
in 1982. I am not otherwise familiar with those 
members -- as indicated above, the total amount of 
indiqent care and the private sector contribution 
noted there appear too small. Please feel free to 
call our Director of Renearch, Dennis Androlis, at 
R61-0434, to discuss these statistics. 

Sincerely, 

&w s ~z-zz) 
Larry P. Gaqe 
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April 14, 1986 

Mr. Richard L. Fogel, Director 
Hunan Resources Division 
General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Fogel 

On behalf of its 6100 member institutions and 35,000 personal members, the 
American Hospital Association would like to express its appreciation for this 
opportunity to coaunent on the draft report on hospital acquisitions recently 
prepared by the General Accounting Office. On the whole, the report presents 
an interesting perspective on a complex issue. However, several aspects of 
the report merit conraent. 

First, the data presented in the report on the amount of uncompensated care 
provided by public and other hospitals does not tally with data compiled by 
the American Hospital Association and used by nearly every organization with 
an interest in the subject. The report states that over 90 percent of all 
uncompensated care is provided by public hospitals, and cites several 
statistics in support of this statement. The figures available to the 
brican Hospital Association, which are derived from more than 4,000 
responding hospitals, tells a somewhat different and more complex story. 

The figures cited in the report will differ somewhat for several reasons? 
although the absence of a citation in the report makes any direct comparison 
impossible. The figures which follow describe uncompensated care (i.e., bad 
debt plus charity care) in terms of expense, and not charge, dollars. As 
such, they are a better indicator of the resources consumed in meeting the 
needs of the medically indigent than the figures included in the draft 
report. In addition, the following statistics include both uncompensated care 
and unsponsored care (i.e., uncompensated care less state and local tax 
appropriations). The uncompensated care figures are an indicator of the role 
of the hospital in meeting the needs of the medically indigent, whereas the 
unsponsored care figures are an indicator of the impact of providing care to 
the medically indigent on the hospital’s privately insured patients. In 
interpreting the following tables, the data should be treated circmspectly 
because of relatively lower rates of response among investor owned hospitals 
as contrasted to voluntary not-for-profit and public hospitals. 



lrppe- Ix 
Advm Chnmenta From the Amerhn 
Hospital 4boochtlon 

As these figures indicate, public hospitals provided a disproportionate amount 
of uncompensated care, although the level of unsponsored care provided by 
public hospitals was only slightly higher than the level of unsponsored care 
provided by voluntary not-for-profit and investor owned hospitals. However, 
the majority of uncompensated and unsponsored care is provided by voluntary 
not-for-profit hospitals. These data do not indicate, of course, the uneven 
distribution of both uncompensated and unsponsored care, but it is important 
to recognized that, depending upon the conrnunity, hospitals of all types may 
serve as the principal source of care for the medically indigent. 
Nevertheless, it is true that hospitals providing high levels of unsponsored 
or uncompensated care are more likely to be publicly owned. 

1982 1982 1984 

DNCOWBNSATBD CARE (in billions) DNCOWBNSATBD CARE (in billions) 
PUBLIC PUBLIC $1.61 $1.61 
VOLuNrARY VOLuNrARY 
INVBST~ INVBST~ 

$2.21 
$4.25 
$0.44 

$6.90 TOTAL &I.98 

lJNCOM’CARE % 
PUBLIC 8.1% 
VOLlJNTAgY 4.0% 
INvEsroR 3.5% 

TOTAL 4.8% 

DNSPONSORED CARE (in$ob;;lions) 
PUBLIC 
VOLDNTARY $3:04 
INvErn $0.28 

TOTAL $4.04 

UNSPONSORED CARE 0 
WBLIC 3.6% 
VOLUM’ RY 4.0% 
INVESTOR 3.4% 

Tmu 3.8% 

9.9% 
4.7% 
4.3% 

5.6% 

c+l” 
$0144 

$5.73 

4.8% 
4.6% 
4.3% 

4.6% 
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A second consnent on the draft report conerns the use that is made of the study 
on patient transfers conducted by Himmelstein, et. al.. In light of the 
foregoing statistics, it is apparent that an extremely large volume of 
Lncompensated care is provided by voluntary not-for-profit hospitals. This 
study, as used in the draft report, leaves the impression that private 
hospitals are not a significant factor in providing care to the medically 
indgent . The primary limitation of this study is its failure to examine the 
actual volune of such care actually provided by non-public hospitals. 
Furthermore, the study is used to support a tentative conclusion concerning 
for-profit hospitals, even though the ownership of the hospitals included in 
the sttiy was not described by its authors. Although there is little question 
that some public hospitals provide substantial and disproportionate amounts of 
care to the medically indigent, and although the inappropriate transfer of 
medically unstable patients for financial reasons is to be deplored if,and 
when it occurs, the Hitmselstein, et. al., study documents neither condition. 

Finally, the report relies heavily on the rate of change in certain categories 
of expenses following acquisition. Although never clearly stated, the 
implication of using a rate of change is that these costs increased 
“excessively” or “inappropriately”. In presenting the data, however, it is 
impossible to evaluate the appropriateness of the rate of change without first 
evaluating the level of expenses before the acquisition. Capital expenses per 
case, for example, will clearly rise sharply following a major capital 
investment, but will then decline relative to operating costs. This pattern 
is produced by the nature of capital expenditures. Similarly, the rapid rate 
of increase in administrative costs may be a reflection of an inadequate 
investment in administrative resources. Finally, it should be noted that the 
draft report relies on cost-per-case, but does not present any information on 
changes in the nunber of admissions. If, as a result of the acquisition, 
admission volwnes temporarily declined, the increase ln per-case costs may be 
spurious. It would be most useful to present all of the information needed by 
a reader to assess the significance of the reported trends. 

In conclusion, a more complete presentation of the data underlying the 
conclusions would be of great assistance to the reader who wishes to examine 
independently the evidence underlying the conclusions. In addition, either 
this or future reports should examine the effect on the services available to 
“private” patients at the acquired hospitals. By presenting only information 
on costs, the report tends to leave the impression that acquisition provided 
few benefits to the connnunities served by these hospitals. If AHA can be of 
further assistance, please contact Jim Marrinan at 202.638.1100 in this 
office, or Henry Bachofer in our office of Public Policy Analysis at 
(312 )280-6599. 

Sincerely 

t 

‘;--e&/ (c3,A \ 

f 
&ck W. Owen 

Executive Vice-President 
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Director 
U.S. General Accounting Office 

I I I 19th Street N W Human Resources Division 
hJ1te M Washington, D.C. 20548 
hhrhtngton. D C 2036 
02.833.3CKm Dear Mr. Fogel: 

dtchacl D Brombcrg, Esq Thank you for letting us review your draft report 
!xecuttn Dtrcctor on the causes and effecta of acquisitions of public (gov- 

ernment and 
systems -- 

not-for-profit (NFP) hospitals by h;;iik:: 
both for-profit and NFP. We have no 

with the information you present, but believe that some 
points need to be presented in a different context in 
order to be as fair and meaningful as possible. 

Here are our specific comments: 

1) It may be appropriate to point out that the sample 
of acquisitions studied may not be representative of the 
entire population of acquisitions, especially acquisitions 
by not-for-profit hospital systems. 

2) We question whether the data support the inference 
that acquiring for-profit hosp;;:ls raise 
than acquiring NFP hospitals, other 

chargeiq;i;e 
things . 

The study does not compare matched pairs of hospitals 
so one cannot say what a not-for-profit would have done 
under similar circumstances. You may say that the findings 
are suggestive of a tendency of for-profit hospitals to 
raise charges more in the period covered by the study, 
but we think the reader should be told that the findings 
are not necessarily conclusive. Hospitals with above aver- 
age increases in charges, for example, may have upgraded 
their technology base more than others. This upgrade would 
have to be taken into account to get a true picture of 
the increase in charges relative to the level of services 
offered. 

3) Most readers will conclude that the cost to a 
community for its hospital care will be higher under 
investor-owned (I-0) ownership. This is not necessarily 
true. Taxes paid by 1-0s (but not by NFPs) need to be 
taken into account. 
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4) To assure topicality, you might want to mention 
that the hospital market today Is much different from 
the “charges are no object” days of the early 1980s. 
Competition is driving realized charges closer to costs 
for all hospitals. 

5) The subhead on page 46 and following text give 
a misleading impression that I-O hospitals provide less 
Indigent care than NFP hospitals. According to the Amer- 
ican Hospital Association, in 1984 government-owned hoa- 
pitals’ bad debt and charity care accounted for 13.8% 
of gross patient revenues; the comparable ratios for pri- 
vate NFP and for-profit hospitals were 4.6% and 3.61 
respectively. Furthermore, we think that the AHA’s ratio 
for investor-owned hospitals is low; leas than 3OU of 
I-O hospitals respond to the AHA survey. Almost 70s 
reapond to our survey and we report I-O charity and bad 
debt at 5.11 of gross patient revenues. 

You state on page 47 that “...aome data are available 
which show that some for-profit hospitals that provide 
emergency services to persona unable to pay transfer 
such patients to nearby public hospitals as soon a8 the 
Datienta are stablilzed.” This is a mlaleadinn statement: 
it implies that there is differential “dumping I’ . The& 
is no evidence whatsoever that for-profit hospitals account 
for a disproportionate share of patient transfers. We 
‘reel strongly that this point must Se stated explicity. 

We appreciate the opportunity to respond and would 
be pleased to provide whatever additional detail you 
may wish. 

HDB/res 

Executive Director 
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