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PROBLEMS | N DETERM NI NG A HOSPI TAL' S
LEVEL OF UNCOVPENSATED CARE

EXECUTI VE SUMVARY

The overall goal of this report is to evaluate the definitional and
neasur enent problens encountered in deternmining the |evel of unconpensated
care provided by a hospital. This evaluation will be used in future efforts
to devel op better neasures of unconpensated care provided by hospitals. Such
neasures will allow policymakers to better evaluate the effects of reinburse-
ment policy on hospital finances. They could also be used in standards for

tax exenption or disproportionate share paynents.

SI GNI FI CANCE

For a nunber of closely-related reasons, hospital provision of uncompen-
sated care has received renewed attention in recent years. First, public and
private cost containnent efforts raise concerns that unconpensated care will
becone a luxury that many hospitals cannot afford. Second, with about 35
mllion Anericans uninsured, the potential level of unconpensated care in the
nation nay be higher than in previous periods. Third, sone hospitals provide
di sproportionate shares of unconpensated care. Further increases in unconpen-
sated care could threaten their financial viability. Fourth, because of the
factors described above, policymakers have begun to consider nore explicit
met hods of financing unconpensated care. I f unconmpensated care is to be
explicitly financed, it rmust be explicitly nmeasured. Finally, studies show ng

wi de variations in unconpensated care between not-for-profit hospitals have

Viii



sparked debate about whether a not -for-profit hospital's tax-exenpt status

shoul d be contingent upon the ampbunt of unconpensated care it provides.

POTENTI AL USES FOR UNCOVPENSATED CARE DATA

The precedi ng suggests three major uses for data on unconpensated care.
First, by nonitoring trends in unconpensated care across hospitals and over
time, policymakers can better evaluate the effects of public policy on
hospital finances and the access to care by the uninsured, the major benefi-
ciary of unconpensated care. Second, a hospital's level of unconpensated care
coul d be used as one of the main criteria in determ ning whether a hospita
qualifies for disproportionate share paynents at either the state or federa
level. Third, one of the main criteria in a revised standard for tax-exenpt
status for not-for-profit hospitals could be the anount of unconpensated care
provi ded by the hospital. In this report, we do not evaluate the appropriate-
ness of each of the potential uses for data on unconpensated care. | nst ead
we focus on appropriately defining and neasuring hospital unconpensated care.
However, the appropriate definition for unconpensated care cannot be deter-
m ned i ndependently of its potential use, since a definition which is appro-

priate for one use nay not be precise enough for other uses.

UNCOVPENSATED HOSPI TAL CARE: BACKGROUND

Al t hough the purpose of this report is not to fully evaluate current
provi sion of unconpensated care in hospitals, but rather to devel op nethods
for defining and measuring uncompensated care, we briefly describe recent
trends in unconpensated care to put the latter task in context. Both uncom

pensated care costs and the percentage of uninsured vary wi dely across states,



with the two variables being strongly correlated. A 1 percentage point
increase in the uninsured nonelderly population is associated with a .4
percentage point increase in unconpensated care. Looked at over tinme,
unconpensated care costs rose from5.1 percent of total hospital costs in 1980
to a high of 6.4 percent in 1986, before declining to 6.0 percent in 1989.
This trend has several inportant inplications. First, since about 13.6
percent of all Americans were uninsured in 1989, the uninsured appear to
receive less than a proportionate share of overall hospital spending. Second
the overall increase in unconpensated care as a fraction of total hospita
costs is perhaps snaller than might be predicted fromthe outcry about the
growth of the uninsured. Third, although the percentage of total costs
accounted for by unconpensated care has only risen from5.1 percent to 6.0
percent, the absolute dollar value has increased three-fold since 1980, rising
from $3.9 billion to $11.1 billion in 1989. Fourth, unconpensated care data
do not yet reflect the effects of the current recession. Finally, trends in
Medi cai d spending hel p explain why unconpensated care rose as a fraction of
total hospital costs during the early and mid-1980s, before falling somewhat
between 1986 and 1989. In general, state Medicaid prograns tightened eligi-
bility requirements and benefit |levels during the earlier period and expanded
eligibility and benefits in the latter period.

The distribution of unconpensated care across hospitals is quite uneven,
with'a few hospitals bearing a disproportionate share of the burden. The
di stribution suggests that policies ained at hel ping the uninsured and
reduci ng the burden of unconpensated care can and shoul d be targeted at

i ndi vidual hospitals, rather than the hospital industry as a whole.



CONCEPTUAL | SSUES

We identify 14 conceptual issues which nust be addressed when measuring
unconpensated care. These issues are:

1. What do we want to neasure?

2. Bad debt vs. charity care: Should bad debt be included as uncom

pensated care?

3. Costs vs. charges: How should unconpensated care be neasured?

4, What type of cost should be used?

5. What cost-to-charge ratio should be used to deflate charges to
costs?

6. Shoul d unconpensated care be neasured net of state and |oca

governnent subsi di es?

7. Shoul d unconpensated care be neasured net of donations?

8. Shoul d Medi caid shortfalls be included in a nmeasure of unconpen-
sated care?

9. Shoul d Medicare shortfalls be included in a neasure of unconpen-
sated care?

10 Shoul d contractual allowances to private insurers be included as
unconpensat ed care?

11 Should other "free" care be counted as unconpensated care?

12 I's the rel evant neasure of unconpensated care the dollar anount or
the fraction of hospital costs?

13 Shoul d hospitals be required to report separate entries for
unconpensated care provided in inpatient, outpatient, and ener-

gency room settings?
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14, W1l hospitals respond to changed reporting requirenents for

unconpensat ed care?

| NTERVI EWs W TH HOSPI TAL ADM NI STRATORS

To help resolve these issues, we interviewed a number of hospita
administrators to determine the practical problens they face in neasuring
unconpensated care. W asked the admi nistrators what kind of infornmation they
currently report and what additional information they could report. The key
findings fromthese interviews are described bel ow

First, the degree of care used to assess charity care and/or bad debt
levels can differ wdely between hospitals, especially in those states which
do not nmake explicit requirements on hospitals to "prove" the eligibility of
those cases they report as charity. Second, there is sone difference in the
ability of the hospitals to maintain accurate records to distinguish between
bad debt and charity care; while some hospitals boast fairly sophisticated
accounting software, nost did not. Third, the presence of state guidelines
for determning charity care amunts appears to inprove the care and tine
taken to produce these figures.

Di scussion with these hospitals indicate that some caution nmust be taken
when examining the available data on charity care and bad debt. A nunber of
econom sts advocate using only unconpensated care (charity care plus bad debt)
when comparing hospitals because of the numerous problens associated with
di stingui shing between the two separate measures. It appears that it may be
possible to exami ne charity care and bad debt separately in those states where

gui dance by state agencies is significant. Mre caution nmust be used when



examning data from those states where reporting is not closely nonitored by

the state

EXI STING DATA SETS

W examned existing data sets on unconpensated care to eval uate whether
the data overcone the definitional and neasurenment problens we previously
identified. W first examned two national data sets that include hospita
finances, Medicare Cost Reports and the Anerican Hospital Association (AHA)
Annual Survey of Hospitals. Because the Medicare Cost Reports |unp together
contractual allowances to payers with bad debt and charity care, the source
does not provide useful information on unconpensated care. However, because
the Cost Reports contain valuable information which could be used to convert
information on unconpensated care charges to costs, this instrument could be
expanded to include unconpensated care data. For current and past inforna-
tion, the AHA Annual Surveys are a nore pronising data source, since hospitals
voluntarily report the anmounts of bad debt and charity care they supply.

These data have inportant linitations, however. Hospitals voluntarily choose
to respond to the survey; while overall response rates are high, response
rates fall dramatically for revenue and cost questions, particularly for for-
profit hospitals. In addition, the financial sections of the Annual Surveys
are considered confidential and are not released to the public.

State planning and Medicaid agencies appear to offer a rich set of data
on unconpensated care. Many of these agencies collect detailed information on
unconpensated care. To determne whether state data collection systens appro-
priately measure unconpensated care, we evaluated the quality of data on

unconpensated care collected by state hospital agencies in Florida and
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Tennessee. We exam ned whet her bad debt and charity care are consistently
reported, if nost hospitals answer relevant sections of the cost report, and
whet her bad debt\and charity care levels are conparable across periods of
tine.

Judging fromthe two states' data, it appears possible to collect fairly
good data on unconpensated care at the individual hospital |evel. A hospi-
tal's total unconpensated care generally noves predictably fromyear to year
with few unexpected fluctuations. Distinguishing between bad debt and charity
care appears more problematic, with many hospitals apparently changing their
definitions, and therefore, them x of bad debt and charity care during the
period. Overall, the relative share of charity care rose during the period
possi bly because the states clarified the distinction between of charity care

and bad debt. Mssing values were relatively uncomon.

I NTERVI EWs W TH OFFI Cl ALS | N STATE DATA CCOLLECTI ON AGENCI ES

At least 22 states collect information on hospital unconpensated care.
To get an idea of the problens associated with collecting unconpensated care
data, we talked with officials in a nunber of state data collection agencies.
W asked the officials to describe 1) what types of data are collected, 2) how
the state defines different conponents of unconpensated care, 3) whether the
state audits reported values, and 4) how the data is used by the state. The
| ast issue is inportant because hospitals w |l have greater incentives to keep
detail ed records on unconmpensated care if the information is used to determnine
hospital reimbursement or tax exenption. Reported levels of charity care and

bad debt may also be affected if state policies distinguish between the two.
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Hospital data on unconpensated care are used for a variety of purposes
in the states we surveyed. The data are barely used in internal research in

\
[llinois. In other states, the data are publicly dissem nated (W sconsin) or

used as part of state rate review proceedings (Arizona and Vernont). In some
states, hospital reinbursenent rates are tied directly to unconpensated care

| evel s, either through Medicaid disproportionate share payments (Arizona,
Florida, California, and Tennessee) or as part of a broader mechani sm based
primarily on unconpensated care (Maryland and Massachusetts). The unconpen-
sated care data nmay also be used in Certificate of Need proceedings or

di sputes over hospital tax exenption

The definition of charity care varies somewhat between states. Some
states provide a general definition for charity care, while other states
instruct hospitals to base the definition on a patient's incone. St ates using
the latter instructions vary in the choice of threshold, with different states
setting the threshold at 100, 150, or 200 percent of the poverty |level; sone
states allow fanmilies with income above the threshold to qualify for partial
charity care according to a sliding scale. These differences may conplicate
interstate conparisons which focus solely upon charity care.

States which distinguish between charity care and bad debt for reim
bursement purposes, such as Florida and Massachusetts, define charity care
more precisely and require nore docunentation than other states. Mryland,
where rei nbursenent depends al nbst as nuch on unconpensated care as it does in
Massachusetts, does not distinguish between the different types of unconpen-

sated care, however.
Except in Illinois, officials in state agencies express confidence in

t he aggregate unconpensated care data they collect. They generally express
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| ess confidence in the distinction between bad debt and charity care. Charity
care appears to be increasing as a percentage of unconpensated care, particu-
larly in states where reinbursenent policies distinguish between charity care
and bad debt or hospitals have faced challenges to tax-exenpt status. This
suggests that hospitals respond naturally when they face greater incentives to

di stingui sh between types of unconpensated care.

RECOVIVENDATI ONS

Based on our interviews with hospital administrators and officials in
state data collection agencies, as well as our analysis of Florida and
Tennessee data on unconpensated care, we recomend that the issues previously

introduced be resolved in the follow ng way.

1. What do we want to neasure?

Recommendation 1: W recommend that measures of unconpensated care
shoul d attenpt to enmbody two basic principles:
1) Unconpensated care should represent care provided to people who cannot
afford to pay for that care. 2) The hospital's actual contribution to

unconpensat ed care shoul d be neasured

2. Bad debt vs. charity care: Shoul d bad debt be included as uncompensated

care?

Recommendation 2.a. If HCFA begins to collect data on unconpensated
care, we recommend that hospitals should report separate figures for bad debt
and charity care. For the nmoment, however, we recommend that HCFA and ot her

pol i cymakers use the broader definition of unconpensated care (bad debt plus
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charity care) when nonitoring trends in unconpensated care or as the basis for

tax exenption or disproportionate share status.

Recommendation 2.b. |If the broader definition of unconpensated care is
used in standards for tax exenption or disproportionate share paynents, the
st andards should recogni ze that some portion of unconpensated care does go to
patients who can afford to pay, but don't (the traditional definition of bad
debt). Hospitals should have to go beyond this level in order to qualify for

t ax-exenpt or disproportionate share status.

Recommendation 2.c. W recommend that clear instructions be given to
hospitals for distinguishing between bad debt and charity care. Preci se
instructions are especially inportant if tax exenption or disproportionate

share payments are based only on charity care.

Recommendation 2.d. G ven our recomrendation that overall unconpensated
care levels be used if standards for tax-exenpt status or disproportionate
share paynents are adopted, we do not recommend that hospitals be required to
submt documentation for their distinctions between bad debt and charity care.
I nstead, hospitals should maintain witten copies of a formal unconpensated
care policy and be prepared to show that unconpensated care is actually
provided to patients. Geater docunentation is probably required if policies
are based on charity care alone. Even so, requirenments for documenting

charity care should be carefully weighed against the costs of docunmentation
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Reconmmendation 2.e. If policies are based solely on charity care, we
recommend that hospitals not be required to classify patients as "charity
care" pat&ents according to a strict tine schedule. Thus, hospitals would not
be required to classify a patient as charity care upon admi ssion or before
beginning collection effects, as long as the hospital has an established

policy for classifying patients.

3. Costs vs. charges: How should unconpensated care be neasured?

We recommend that hospitals should report unconpensated care on the
basi s of charges. For policy and research purposes, however, the charges

shoul d be converted to unconpensated care costs.

4.  \What tvpe of cost should be used?

W recommend that unconpensated care costs be evaluated on the basis of
the hospital's average costs. This inplies that unconpensated care charges
shoul d be converted to costs by multiplying by the hospital's overall cost-to-

charge ratio

5. _\Wat cost-to-charoe ratios should be used to deflate charges to costs?

We recommend that a relatively sinple cost-to-charge ratio, such as the
hospital's total expenses divided by its gross patient revenues, be used to

convert char ges to unconpensat ed care costs.
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uncompensated overnment
subsi di es?
W recommend that unconpensated care shoul d not be reported net of state
(excluding Medicaid) and |ocal subsidies. Such subsidies should also be
clearly reported, so that researchers and policymakers wi shing to calculate

unconpensat ed care net of subsidies can easily do so.

7. Shoul d uncompensated_care be neasured net of donations?

W recommend that unconpensated care should not be neasured net of

donati ons.

8. Should Medicaid shortfalls be included in a neasure of uncompensated care?
W recommend that Medicaid shortfalls shoul d not be reported by hospi -
tals as unconpensated care. Medicaid shortfalls raise two issues closely
related to unconpensated care. First, is there any difference between
unconpensated care (paynments | ess than costs by private patients) and Medicaid
shortfalls (payments | ess than costs by Medicaid patients)? Second, if
Medi cai d shortfalls are similar to unconpensated care, how are the shortfalls
to be nmeasured? The first issue is conceptual, while the second issue
invol ves the enpirical task of determ ning whether Medicaid paynments are
adequate to cover the costs of treating Medicaid patients. Conceptually, we
believe that Medicaid shortfalls are relevant for standards for tax exenptions
and di sproportionate share payments which attenpt to nmeasure a hospital's
contribution towards patients who cannot afford to pay for that care
However, we believe that further research on how cost-to-charge ratios vary by

procedure and by payer is necessary before Medicaid payment adequacy and
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therefore, Medicaid shortfalls can confidently be conmputed. W recommend that
such research should be perforned. In the neantine, hospitals should report

Medi caid gross revenue and Medicaid deductions from revenue

9. Should Medicare shortfalls be included in a neasure of uncompensated care?

W recomrend that Medicare shortfalls should not be reported by hospi-
tals as unconpensated care. Medicare shortfalls raise two issues closely
related to unconpensated care. First, is there any difference between
unconpensated care (paynents |ess than costs by private patients) and Medicare
shortfalls (payments less than costs by Medicare patients)? Second, if
Medi care shortfalls are similar to unconpensated care, how are the shortfalls
to be neasured? The first issue is conceptual, while the second issue
involves the enpirical task of determining whether Medicare paynents are
adequate to cover the costs of treating Medicare patients. Conceptually, we
believe that Medicare shortfalls are relevant for standards for tax exenptions
and disproportionate share paynments which attenpt to measure a hospital's
contribution towards patients who cannot afford to pay for that care
However, we believe that further research on how cost-to-charge ratios vary by
procedure and by payer is necessary before Medicare paynent adequacy and
therefore, Medicare shortfalls can confidently be conputed. W recomend that
such research should be perforned. In the nmeantine, hospitals should report

Medi care gross revenue and Medicare deductions from revenue
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10.  Shoul d contractual allowances to Private insurers be included as uncom-

pensated care?

1 . .
W recommend that contractual allowances between hospitals and private

i nsurers not be included as unconpensated care.

11. Should other "free" care be counted as unconpensated care?

We recomend that "free" care not be included in information reported by

hospital s as unconpensated care.

12. Is the relevant neasure of uncompensated care the dollar ampunt or the

fraction of hospital costs?

W recommend that policy decisions consider both absolute |evels of
unconpensated care and the ratio of unconpensated care costs to total hospita

costs.

13. Shoul d hospitals be reouired to report separate entries for unconpensated

care provided in inpatient. outpatient, and emergency room settings?

At this tine, we do not believe that hospitals consistently distinguish
bet ween unconpensated care provided in inpatient, outpatient, and emergency
room settings. Therefore, if HCFA chooses to require hospitals to report
unconpensated care levels, we recomrend that it initially require reporting of
total unconmpensated care provided by the hospital. Hospitals mght be
required to classify unconpensated care by inpatient and outpatient settings

at a later date.
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14 . Will hospitals respond to changed reporting reauirements for uncompen-

sated care?

We expect that hospitals will respond to changed reporting requirements
for uncompensated care. In particular, reported levels of charity care are
likely to rise and bad debt fall if standards for tax exemption or dispropor-

tionate share payments are based on charity care alone.
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CHAPTER 1. | NTRODUCTI ON AND BACKGROUND

The overall goal of this report is to evaluate the definitional and
measur enent probl ens encountered in deternmining the |evel of unconpensated
care provided by a hospital. This evaluation will be used in future efforts
to devel op better neasures of unconpensated care provided by hospitals. Such
measures will allow policynmakers to better evaluate the effects of reinburse-
ment policy on hospital finances.

Qur approach is both conceptual and applied. Initially, we focus on how
unconpensated care can best be measured in principle. W do so by discussing
the issues involved in defining unconpensated care and di scussing shortcon ngs
in previous studies of unconpensated care. W then turn to the practical
probl ems of applying our concepts to currently available hospital data sets
and hospital accounting systenms. Interviews with hospital administrators and
state hospital regulators who collect unconpensated care data allow us to
pi npoi nt many of the practical problens of neasuring unconpensated care. In
addition, we evaluate the quality and consistency of data on unconpensated
care collected by state hospital agencies in Florida and Tennessee. Finally
we synthesize our conceptual and applied anal yses to recomrend what type of

and how data on unconpensated care should be collected.

SI GNI FI CANCE

For a nunber of closely-related reasons, hospital provision of uncompen-
sated care has received renewed attention in recent years. First, the rapidly
rising cost of hospital care has spawned a nunber of cost containnent prograns

by private and public health care insurers. In the past, hospitals often



implicitly financed unconpensated care by charging insured patients prices
above costs, a practice hospital administrators call "cost-shifting". Now,
with private and public insurers increasingly objecting to paying for treat-
ment their enrollees do not consune and conpetition between hospitals intensi-
fying . inplicit cost-shifting is becomng nore difficult. Moreover, if cost
contai nment efforts control reinbursenent levels and hospitals are unable to
| ower costs, hospital operating margins will decrease. Thus, cost containnment
rai ses concerns that unconpensated care will becone a luxury that nany
hospital s cannot afford

Second, recent studies show that about 35 million Americans are unin-
sured (U S. Bureau of the Census, 1991b). |In addition, because of budget cuts
and cost containment, hospitals naintain that in many states Medicaid and even
Medi care reinbursements do not fully cover beneficiary costs. Asa result,
the potential |evel of unconpensated care in the nation may be higher than in
previ ous periods.

Third, previous studies of unconpensated care show wi de variation across
hospitals in the percentage of unconpensated care provided by hospitals
(Sl oan, Valvona, and Muillner, 1986 and GAOQ, 1990). Many urban public hospi -
tals and not-for-profit teaching hospitals provide disproportionately high
shares of total unconpensated care. Combined with current trends in cost
contai nment and the growth of the uninsured, this finding raises concerns
about the financial viability of sone hospitals providing disproportionate
shares of unconpensated care

Fourth, because of the factors described above, policymakers at both the
state and federal |evel have begun to consider nore explicit methods of

financing unconpensated care. Wthin the last 15 years, eleven states have



adopted hospital revenue funds to spread the costs of unconpensated care nore
evenly across hospitals (Brown and Dall ek, 1990). These programs vary widely
in structure: sonme distribute noney from unconpensated care pools directly to
hospital s providing unconpensated care, while others use taxes on net revenues
to finance the state's share of its Medicaid program thereby allow ng
increases in eligilibity which indirectly reduce unconpensated care burdens.

At the federal |evel, Medicare's prospective paynent system (PPS) now
pays a disproportionate share adjustnment to hospitals treating especially
| arge percentages of Medicaid and |ow income Medicare beneficiaries. The
original and still official rationale for the disproportionate share adjust-
ment is that hospitals incur higher costs when they treat |ow income patients.
However, recent research suggests that the paynment nechani sm exaggerates the
effect of disproportionate share on cost (Prospective Paynent Assessnent
Commi ssion, 1991a). Sonme policynmakers justify continuing the adjustnent by
arguing that the adjustnent indirectly finances care to Medicaid and uninsured
patients since disproportionate share hospitals will be less able to finance
unconpensated care because they have fewer high-paying privately insured
patients (Burke, 1990). Despite this justification, the disproportionate
share adjustment is not directly related to the anount of unconpensated care
provi ded by a hospital. Al though unconpensated care is undoubtedly correlated
with the number of Medicaid patients a hospital treats, the correlation my
not be perfect because of differences in Medicaid eligibility and benefit
| evel s between states. Thus, variation in Medicare disproportionate share
paynents only explains 19 percent of the variance in the fraction of unconpen-
sated care costs across hospitals (Ashby, 1991b). Moreover, areas with broad

Medicaid eligibility requirenents and/or generous benefit levels will have



relatively low anounts of unconpensated care, but receive high dispropor-

tionate share payments.

Di sproportionate share payments in state Medicaid prograns are based on
hospital provision of unconpensated care. States can use two criteria to
assign disproportionate status to hospitals (Commerce Cearing House, Inc.
1988). Under the first criteria, hospitals nust have either

1) a Medicaid inpatient utilization rate at |east one standard

devi ation above the mean rate in the state; or
2) a low inconme utilization rate exceeding 25 percent, where the |ow
income utilization rate is defined as the sum of Medicaid inpa-
tient revenue divided by total inpatient revenue and charity care
i npatient charges divided by total inpatient charges.
The second criteria nay be set by the state, as long as it includes al
hospitals satisfying (1) or (2). For exanple, a state's criteria mght define
| ow income utilization to include all unconpensated care, instead of |ust
charity care.

In both state and federal prograns, if unconpensated care is to be
explicitly financed, it nust be explicitly neasured. Therefore, it is worth
i nvestigating whether nmore appropriate neasures of unconpensated care can be
devel oped.

Finally, studies showing wide variations in unconpensated care between
not-for-profit hospitals have sparked debate about whether a not-for-profit
hospital's tax-esenpt status should be contingent upon the amount of unconpen-

sated care it provides. Under current IRS rules, a not-for-profit hospital's
tax exenption is only tenuously related to its provision of unconpensated

care. A recent GAO report concludes, "If the Congress w shes to encourage



nonprofit hospitals to provide charity care to the poor and underserved and
other community services, it should consider revising the criteria for tax
exenpti on. Criteria for exenption could be directly linked to a certain |eve
of (1) care provided to Medicaid patients, (2) free care provided to the poor,
or (3) efforts to inprove the health status of underserved portions of the
community (GAO, 1990)." Separate bills were introduced in the House of
Representatives in both 1990 and 1991 which woul d set explicit standards on

t he anount of unconpensated care a hospital had to provide in order to qualify
for tax exenption (United State House of Representatives, 1990; Kuchler,

1992).

POTENTI AL USES FOR UNCOVPENSATED CARE DATA

The precedi ng di scussion suggests three najor uses for data on uncompen-
sated care. First, by nonitoring trends in unconpensated care across hospi-
tals and over time, policymakers can better evaluate the effects of public
policy on hospital finances and access to care by the uninsured, the major
beneficiary of unconpensated care. Second, a hospital's |evel of unconpen-
sated care could be used as one of the main criteria in determining whether a
hospital qualifies for disproportionate share paynents at either the state or
federal level. Third, one of the nain criteria in a revised standard for tax-
exenmpt status for not-for-profit hospitals could be the ampunt of unconpen-
sated care provided by the hospital

In this report, we will not evaluate the appropriateness of each of the
potential uses for data on unconpensated care. For exanple, we will not
di scuss whet her or how much unconpensated care should be required of hospitals

receiving tax-exenpt status, nor will we set criteria on unconpensated care



for disproportionate share hospitals. Instead, we will focus on appropriately
defining and measuring hospital unconpensated care. However, the appropriate
definition for unconpensated care cannot be deternined independently of its
potential use, since a definition which is appropriate for one use may not be
preci se enough for other uses. For exanple, if the main purpose for requiring
hospitals to report uncompensated care levels is to nonitor hospital financia
conditions and access to care by the uninsured, policynakers can probably rely
on each hospital's own definition of uncompensated care. Al though such
definitions may vary between hospitals, they change slowy over tine' and
shoul d yield a fairly accurate picture of aggregate hospital finances. On the
other hand, policymakers will have to carefully define uniform standards for
measuring unconpensated care if reinmbursenent or tax levels are to be based on
unconmpensated care |levels. Consequently, we will often refer to possible uses

of the data as we discuss appropriate measures for unconpensated care.

OVERVI EW OF THE REPORT

Qur report is organized in the follow ng way. In the rest of this
chapter, we provide a brief background on the provision of unconpensated care
inthe United States. W discuss recent trends in unconpensated care across
states and hospitals and highlight the relationship between unconpensated care
and paynments by public and private insurers. By necessity, this discussion

uses traditional measures of unconpensated care by way of introduction, sone

"This statenment assumes that unconpensated care data are only used for
moni toring purposes. As discussed in Chapters 3 and 4, if unconpensated care
data are used to determne reinbursenment or tax-exenpt status, hospitals may
qui ckl'y change how they define unconpensated care.
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of the conceptual issues concerning nmeasuring unconpensated care are briefly
descri bed.

The conceptual issues are discussed in nmuch greater detail in Chapter 2
whi ch al so exam nes how previous researchers have resolved the issues. The
conceptual analysis and literature review produce prelimnary conclusions on
some of the issues; they raise questions about other issues which nust be
resolved by examining the practical ability of hospitals and policynmakers to

coll ect data on unconpensated care. W provide this exam nation in Chapters 3

and 4.

Chapter 3 exam nes how hospitals collect data on unconpensated care
through their patient accounts. W interviewed a nunmber of hospital adm nis-
trators to' determ ne the practical problems they face in measuring unconpen-
sated care. W asked the administrators what kind of information on unconpen-
sated care they currently report and what additional information they could
report.

In Chapter 4, we examine the type of unconpensated care data currently
collected by regulatory and hospital financial agencies and hospital organiza-
tions. While Medicare cost reports contain virtually no information on
unconpensated care, nany state hospital agencies require fairly detailed
reporting on unconpensated care. W evaluate the extent to which these
systenms overcone the definitional issues we identified in Chapter 2 and
whet her the systens can be adopted on a nationwide basis. W formally
eval uate the quality and consistency of data on unconpensated care collected
by state hospital agencies in Florida and Tennessee. To gain further informa-
tion on state data collection, we interviewed officials who oversee collection

of unconpensated care data in a nunber of other states. W asked them how



t hey defined unconpensated care, how closely they checked the accuracy of the
information reported by hospitals, and how they used the information. The
|atter question is inportant sincé the way the state uses the data nay affect
hospitals' incentives for providing both unconpensated care and accurate
informati on about the amount of care. For exanple, if a state sets hospital
rei nbursenent rates partially on the basis of the anount of unconpensated care
a hospital provides, hospitals will have greater incentives to provide such
care. W also evaluate the data on unconpensated care collected by the
American Hospital Association in its annual survey of hospitals.

Bol stered by the practical |essons of Chapters 3 and 4, in Chapter 5 we

return to the conceptual problens and neke recomendations

UNCOVPENSATED HOSPI TAL CARE: BACKGROUND

In this section, we briefly discuss recent trends in unconpensated care
inthe United States. Although the purpose of this report is not to fully
eval uate current provision of unconpensated care in hospitals, but rather to
devel op methods for defining and measuring unconpensated care, a little
background on unconpensated care will help put the latter task in context. O
special inmportance for both policy and neasurenent issues are the relation-
shi ps between unconpensated care and (1) access to care by the uninsured, (2)
Medi cai d, and (3) cost-shifting

W start by discussing sone of the limtations of the traditional method
for determining a hospital's level of unconpensated care. These limtations

will be discussed in greater detail in Chapter 2



A. A Few Cautions

Hospital data on unconpensated care have inportant limtations which
must be considered when conparing unconpensated care totals between hospitals,
across states, and over tinme. First, nost hospitals do not explicitly
aggregate data on the charges and costs incurred by uninsured patients.
However, nost hospitals report totals for unconpensated care, which equals bad
debt plus charity care. Traditionally, bad debt has been defined as the
charges owed by patients who can afford to pay but don't, while charity care
has been defined as the charges owed by patients who cannot afford to pay. In
principal, bad debt is a normal cost of doing business and probably should be
considered separately from charity care, whichisnore clearly a contribution
fromthe hospital to patients. In actual practice, however, the distinction
bet ween bad debt and charity care varies considerably between hospitals. Two
hospitals with the same ampunt of unconpensated care may report very different
m xes of bad debt and charity care, even though there are no obvi ous reasons
for the differences. Much of this variance cones fromthe uncertain nature of
hospital care: it is difficult, particularly in emergency cases, to determne
a patient's ability to pay. In addition, hospitals often have little incen-
tive to accurately distinguish between bad debts and charity care. Conse-
quently, npst researchers |ooking at hospital provision of charity care have
focused on the broader classification of unconpensated care.

Second, not all unconpensated care is provided to uninsured patients:
the classification includes bad debts incurred by insured patients who do not
pay their hospital deductibles or coinsurance and charity care provided to
insured patients for uncovered care. Studies of individual patient bills in

Florida and |ndiana suggest that about two-thirds of all unconpensated care is



actual ly received by uninsured patients, however (Duncan and Kilpatrick, 1987

Saywell, et _al., 1989). Duncan and Kilpatrick also estimate that the unin-

sured paid about 18 percent of their billed charges in Florida in 1985,
covering 26 percent of the costs of their treatment. Together, Duncan and
Kilpatrick's two estinmates suggest that the cost of treating the uninsured was
about 91 percent of the cost of unconpensated hospital care in 1985.  Conse-
quently, unconpensated hospital care may provide a fairly good approxi mation
to the cost of treating uninsured patients in hospitals.

Third, hospital accounting systens aggregate patient accounts into
categories |like Medicare, Medicaid, and privately insured revenues on the
basis of charges. Deductions from revenue, including bad debt and charity
care, are also based on charges. The problemwth this method is that no one
pays charges any nore. In 1990 in Florida, for exanple, Medicare paid about
46 percent of charges, Medicaid paid 49 percent of charges, and even private
insurers paid only 91 percent of actual charges. Mreover, different hospi-
tals charge different nmarkups over cost, making comparisons of unconpensated
care revenues between hospitals msleading. A nore accurate neasure of a
hospital's unconpensated care is based on the cost of unconpensated care.

This measure can be conputed by multiplying unconpensated care revenues by the
hospital's ratio of costs to charges. The nunbers reported in this paper are
based on the costs of unconpensated care.

Fourth, in using the cost-to-charge ratio to calculate the cost of
unconmpensated care, one inplicitly assumes that the ratio is the same across
procedures, patients, and payers, and that marginal costs are equal to average
costs. These are all strong assunptions; unfortunately, it is difficult to

accurately allocate costs to different patients and procedures.
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Fifth, there are no nationw de public-use data on unconpensated care
The Health Care Financing Adninistration, which otherw se conpiles very
conprehensive infornmation on hospital finances as part of its reinmbursement
nmechani sm does not ask hospitals about unconmpensated care. Qther federa
agencies do not collect unconpensated care data in a systenmatic way.

The only nationw de source of data on unconpensated care is the Amrerican

Hospital Association's Annual Survey of Hospitals. The AHA survey has two
inportant limtations. Because the survey is voluntary, some hospitals are
reluctant to answer questions about finances; unconpensated care |evels have
to be inputed for these hospitals. The overall response rate is probably high
enough, however, to provide a good picture of unconpensated care at the
national and state levels. The second linmitation of the AHA data arises from
AHA's confidentiality agreement with hospitals about the financial variables
in the survey. As a result of this agreenent, data on these variables cannot
be released to outside researchers. Therefore, the national results reported
here are based on published and AHA studies by Fraser, Narcross, and Kral ovec
(1991a, 1991b, 1991c).

Many states collect detailed data on unconpensated care as part of their
hospital planning and Medicaid reinmbursenent efforts. The advantage of these
data sets is their ability to provide a conplete view of unconpensated care at
all hospitals within a state. In order to get an inpression of recent trends
in unconpensated care, we report a few statistics from Florida which we
conputed fromdata collected by that state's Health Care Cost Contai nnent
Board. There are inportant differences in unconpensated care between states
however, so one should be cautious in generalizing results froma single

state.
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B Trends in Uncompensated Care

Keeping the aforenentioned limtations in nnd, let us turn to the data.
Figure 1.1 is a scattergram plotting unconpen;ated care as a percentage of
hospital cost versus the percentage of the nonelderly population who are
uninsured for each state in 1989. \What is striking about this diagramis the
wi de variations in both unconpensated care costs and the percentage of
uni nsur ed. Unconpensat ed care costs range from 1.8 percent in Mnnesota to
13.8 percent in the District of Columbia, with a national average of 6.0
percent, while the percentage of uninsured ranges from 9.7 percent in Mchigan
and Vernont to 25.5 percent in Texas, wth a national average of 16.1 percent.
The diagram al so shows an obvi ous positive correlation between unconpensated
care and the percentage of the uninsured. This correlation is .66. A sinple
regression of unconpensated care on the uninsured predicts that a 1 percentage
poi nt increase in the uninsured nonelderly population is associated with a .4
percentage point increase in unconpensated care.

The cross-sectional trend is quite intuitive: in states with high rates
of the uninsured, a greater share of the patients who are treated in hospitals
wi |l receive unconpensated care

The tine-series relationship between unconpensated care and the unin-
sured is less clear. Although conventional w sdom suggests that the nunber of
peopl e wi thout insurance increased throughout the 1980s, unconpensated care,
measured as a percentage of hospital costs, did not rise nonotonically during
this period. Figure 1.2 shows unconpensated care as a percentage of hospita
cost for the nation as a whole between 1980 and 1989. Unconpensated care
costs rose from5.1 percent of total hospital costs in 1980 to a high of 6.4

percent in 1986, before declining to 6.0 percent in 1989.
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Figure 1.2 has several inportant inplications. First, to the extent
t hat unconpensated care neasures care received by the uninsured, the uninsured
receive less than a proportionate share of overall hospital spenhing. 13.6
percent of all Americans were uninsured in 1989, nore than tw ce the percent-
age of unconpensated care (U S. Bureau of the Census, 1991a). Sonme of the
disparity arises because the elderly enjoy nearly universal insurance coverage
t hrough Medi care and consune a disproportionate share of hospital services.
After subtracting the costs of treating Medicare patients, unconpensated care
accounts for 9.8 percent of non-Mdicare hospital costs in 1989.%2 This
figure is still considerably less than the 16.1 percent uninsured rate anpng
the nonel derly (Enpl oyee Benefit Research Institute, 1992). This result
suggests that the uninsured face real barriers to hospital care, particularly
if the uninsured are, on average, sicker than insured patients.?®

Second, the overall increase in unconpensated care as a fraction of
total hospital costs is perhaps smaller than might be predicted fromthe
outcry about the growh of the uninsured. That is not necessarily a good
t hi ng: if the uninsured population is growing faster than unconpensated care
t he uni nsured probably face increasing barriers to hospital care.

Third, although the percentage of total costs accounted for by unconpen-
sated care has only risen from5.1 percent to 6.0 percent, the absolute dollar

val ue has increased three-fold since 1980, rising from$3.9 billion to $11.1

"According to Fraser, Narcross, and Kral ovec (1991a), total hospital
costs equaled $184.6 billion in 1989. O this total, unconpensated care cost
$11.1 billion, while Medicare costs equaled $71.2 billion

"A nunber of earlier studies which directly exam ne patient care suggest
that the uninsured receive between 31 and 80 percent of the hospital services
received by the insured. See Garrison (1990).
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billion in 1989. This is a substantial anount of noney to be recovered from

ot her sources.

\
Fourth, there is an inevitable tine |ag between the survey data and

actual events. It is especially inportant to keep this lag in nind when
| ooking at Figure 1.2, because the time period does not include the current
recession. Recessions can be expected to increase the nunber of the unin-
sured, and therefore the potential base for unconpensated care, in three mgjor
ways. The first effect of the recession on the uninsured operates through
state Medicaid programs. As state budget deficits rise, Medicaid is a natura
target for budget cuts, or at l|east |ower rates of increases, since the
programis one of the largest sources of state spending. The second effect of
the recession is on the nmargin between uninsured workers and privately-insured
workers. A recession probably quickens the erosion of enployer-based health
i nsurance since enployers are less able to absorb the rising cost of health
i nsurance prem unms when their own business is stagnant or faltering. The
recession's third effect is to increase unenployment. As unenpl oyed workers
incomes fall, many cannot afford to nmintain payment on their health insurance
policies. None of these effects are reflected in currently available data on
unconpensated care, and they are only just beginning to be seen in data on the
uni nsur ed

Trends in Medicaid spending hel p explain why unconpensated care rose as
a fraction of total hospital costs during the early and mid-1980s, before
falling somewhat between 1986 and 1989. In general, state Medicaid prograns
tightened eligibility requirements and benefit levels during the earlier

period and expanded eligibility and benefits in the latter period (Brown and
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Dal | ek, 1990) . The response of unconpensated care suggests that Medicaid and
unconpensated care are partial substitutes for one another.

To further enphasize the relationship between Medicaid and unconpensat ed
care, consider unconpensated care in the state of Florida (Figure 1.3).
Compared to the rest of the nation, Florida has traditionally experienced high
rates of the uninsured, |ow rates of Medicaid coverage, and high rates of
hospital unconpensated care. These relationships are not coincidental
Figure 1.3 shows hospital unconpensated care as a percentage of hospital costs
and Medicaid hospital inpatient days as a percentage of total inpatient days.
Medi cai d inpatient days gradually declined between 1980 and 1986, while
hospital unconpensated care costs rose substantially. Medicaid inpatient days
started to rise dramatically in 1987 and, within a year, unconpensated care
costs fell by over two percentage points.

The close relationship between unconpensated care and Medi cai d has
important inplications for all three of the potential uses for unconpensated
care data. First, when nonitoring unconpensated hospital care, one m ght
interpret a decrease in unconpensated care as a reduction in access to care
for the uninsured. |f the decrease in unconpensated care is caused by an
expansion in Medicaid eligibility or benefits, however, the previously
uninsured nmay gain greater access.

Second, Medicare's current disproportionate share adjustnent favors
hospitals in states with liberal Medicaid eligibility requirenents and/ or

generous benefit levels, since Medicare disproportionate share status is based

17



81

Fig. 1.3. Uncompensated Care and
Medicaid Share, Florida, 1980-90

percentage

12
11 |
10 |

SO OO N 0o ©o

I

808182838485868/7/888990

Short-term general hospitals

Uncompensated care -

(percentage of hospital costs)
——

Medicaid inpatient days
(percentage of tot. inpat. days)



to a large extent on the percentage of Medicaid patients in the hospital.®
Such hospitals will have relatively |ow amunts of unconpensated care but
receive high disproportionate share payments. Conversely, hospitals in states
with strict Medicaid eligibility requirements or limted benefits may have
plenty of unconpensated care to finance, but not receive the disproportionate
share adjustnent since they have relatively few Medicaid patients.

Third, the wide variation in unconpensated care across states, caused
partly by differences in Medicaid eligibility requirenents and benefit |evels,
will conplicate attenpts to base not-for-profit hospitals' tax-exenpt status
on the level of unconpensated care provided. Hospitals in states with |iberal
Medicaid eligibility and/or generous benefit levels would be hurt if standards
for tax-exenpt status are based primarily on unconpensated care levels. This
conplication is nost applicable for exenption from the federal incone tax,
where presumably a single national standard woul d have to be set; exenption
from state and local taxes could be based on relative levels of unconpensated
care within the state.

The lesson to be learned fromthe relationshi p between unconpensated
care and Medicaid is that the relationship should not be ignored. Thus, both
a hospital's level of unconpensated care and its |evel of Medicaid patients
m ght be considered in deternining whether a hospital qualifies for the

di sproportionate share adjustment or tax exenption.

“Medicare di sproportionate share status is also based on the percentage
of Medicare patients treated in the hospital who receive federal supplenental
security incone payments. Although such elderly patients are likely to be
| arge consuners of hospital care, they will make relatively little contribu-
tion to unconpensated care because they have Medicare coverage.
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C The Distribution of Unconpensated Care

Thedistribution of unconpensated care across hospitals is quite uneven,
with a few hospitals bearing a disproportionate share of the burden. The
distribution in Florida is fairly typical, although the state has a higher
than average rate of unconpensated care (Figure 1.4). About half of the
short-term general hospitals have unconpensated care levels that are |ess than
6 percent of their overall costs, and 75 percent have bel ow average |evels.
Conversely, nine hospitals (4 percent of Florida hospitals) have unconpensated
care costs greater than 20 percent of their total costs. These nine hospitals
account for 30 percent of all unconpensated care in Florida; the 25 percent of
hospitals with above average anounts of unconpensated care provide 55 percent
of all unconpensated care

This distribution suggests that policies aimed at hel ping the uninsured
and reducing the burden of unconpensated care can and should be targeted at
i ndividual hospitals, rather than the hospital industry as a whole. In
general, public, urban, and teaching hospitals provide greater than average
amounts of unconpensated care. The distribution also raises questions about
whet her hospitals currently providing high levels of care can continue to bear
such burdens or absorb additional costs if the uninsured popul ation rises.

Fi nanci al problens at just one or a few of the hospitals providing |arge

shares of unconpensated care could seriously jeopardize care for the unin-

sured.

D. _Who Pays for Unconmpensated Care and the Uninsured?

As we've seen, hospitals provide substantial anounts of unconpensated

care, and nost of that care goes to uninsured patients. Let us now turn to
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the question of who pays for the uninsured. Possible sources include the
uni nsured thensel ves, direct subsidies fromstate, |local, and federal govern-

ments, private donations, and privately or publicly insured patients.

1. The Uninsured

As previously nmentioned, sone unconpensated care is provided to insured
patients who do not pay their coinsurance or deductibles. Conversely, sone
uni nsured patients do not receive unconpensated care; instead, they pay all or
parts of their bills out-of-pocket. Unfortunately, hospital financial reports
are not well-suited for determning how nmuch uninsured patients pay for their
care. For exanple, although Florida collects data on gross billed charges to
self-pay patients, it does not neasure how nmuch hospitals actually collect. A
study of patient bills estimated that uninsured patients paid about 18 percent
of billed charges in Florida in 1985 (Duncan and Kilpatrick, 1987). G ven
that year's charge-to-cost ratio of 1.44, these payments woul d cover 26

percent of the costs of treating the uninsured.®

2. State and Local Governnents

Many state and |ocal governments make direct paynents to hospitals
providing unconpensated care. These tax subsidies were estimated at $2.1
billion in 1989 (Fraser, Narcross and Kral ovec, 1991b), equaling 19.3 percent
of hospital unconpensated care. Although tax subsidies nearly doubl ed between
1980 and 1989, they failed to keep pace with the growth in unconpensated care

and overall hospital costs; the anpunt of unconpensated care covered by tax

' Because the cost of hospital care has increased faster than persona
i ncone since 1985, the uninsured probably pay a |ower share of their hospita
costs currently.
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subsidies fell from 27.7 percent in 1980 to 19.3 percent in 1989 (Ashby,
1991a). Mbdst of the tax subsidies go to public hospitals, where trends in
unconpensat ed care costs are closely related to trends in tax subsidies.
Consequently, the decrease in tax subsidies has foreboding inplications for
public hospitals, traditionally one of the najor sources of care for the
uni nsur ed

From the standpoi nt of defining unconpensated care, an inportant
question is whether unconpensated care should be measured gross or net of

government subsidies. We will examine this question in the next chapter

3. The Federal Governnment

The federal governnent's prinmary role in financing hospital care
consists of insuring the elderly through Medicare and paying for insurance for
the poor through state Medicaid plans. Regulations explicitly bar Medicare
from basing rei mbursement to a hospital on the ampunt of unconpensated care
the hospital provides (except to the extent that Medicare beneficiaries incur
bad debt). As already nentioned, Medicaid nay partially substitute for
unconpensated care

Two conponents of Medicare's prospective payment system (PPS) may
indirectly finance unconpensated care in hospitals. As nentioned earlier,
sone have justified the disproportionate share adjustment as a source of
fundi ng for unconpensated care. In addition, the indirect medical education
adj ustment increases Medicare paynments to hospitals enploying interns and
residents; sone policymakers justify this adjustnment by arguing 'that teaching
hospitals, the primary beneficiary of the indirect medical education adjust-

ment, provide above average anounts of unconpensated care. Ashby (1991b),
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however, reports there is relatively little correlation between a hospital's
i ndi rect nedical education paynent and unconpensated care as a fraction of
total costs. The correlation between disproportionate share paynents and
unconpensated care is stronger, but only explains 19 percent of the variance
in the unconpensated care fraction.

Gven the low correl ation between the indirect medical education and
di sproportionate adjustnents and unconpensated care, it is unclear how nuch,
if any, of the adjustments to count as financing for unconpensated care. A
better case can be made for including the disproportionate share adjustnent,

whi ch equal ed $1.1 billion in fiscal year 1989.

4, _Charitable Contributions

Al t hough philanthropy played a central role in the early devel opment of
American hospitals, its inportance as a funding source has |ong since been
overshadowed by the growth of private and public insurance (Sloan, et al..,
1990). Charitable giving now accounts for only about 1 percent of health care
operating costs and 5 percent of capital expenditures (G nzberg, 1991).

Little data exist on how closely these charitable contributions are tied to
unconpensated hospital care. At one extreme, assumng that all contributions
toward operating costs and none of the contributions for capital expenditures
are used to finance unconpensated care and the rate of charitable contribu-
tions for operating costs at hospitals mrrors the 1 percent overall rate for
all health care, then charitable contributions cover about one-sixth of al
unconmpensated care. At the other extreme, if nost of the contributions flow
to not-for-profit hospitals that provide little unconpensated care, charitable

contributions will provide a negligible source of financing for unconpensated
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care.' In other hospitals, contributions that are not explicitly tied to
patient care may have little effect on unconpensated care: Thorpe and Phel ps
\

(1991) find that unrestricted revenue grants to hospitals in New York have no

i mpact on the anmount of unconpensated care provided

5. Other Patients--Cost-shifting

The residual source of funding for unconpensated care is revenue from
other patients. Discussion of this source takes one squarely into the
controversy over hospital cost-shifting. W define cost-shifting as occurring
when a change in reinbursenent from Medicare or Medicaid or a change in the
provi sion of unconpensated care |eads to an opposite change in the price
charged to privately-insured patients. The usual context for discussions of
cost-shifting involves Medicare or Medicaid reducing reinbursenent, causing
hospitals to raise prices to private patients. In this context, hospita
admi ni strators blame stingy public insurers and grow ng unconpensated care for
escal ating private hospital prices and insurance prem uns.

Sone hospital administrators consider differences in the net prices paid
by different insurers as prima facie evidence that cost-shifting occurs. Such
price differentials clearly exist. By thenselves, however, the differences do
not provide clear-cut evidence of cost-shifting. Hospitals may charge
different prices to different payers because sone payers are nore price-
sensitive than others. Econonmists call such behavior price discrimnation, a
term whi ch nakes physicians and hospital adm nistrators uneasy. Price

discrimnation has an inportant inplication for cost-shifting: if a hospita

SFor exanple, donors nay w sh to be associated with the new, nodern
hospital being built in the suburbs. Such a hospital may have a conparatively
low rate of unconpensated' care
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mexi m zes profits and faces roughly constant marginal costs, then a decrease
in reinbursenent from Medicare or Medicaid will have no effect on the price
paid by private patients. No cost-shifting will occur, because the hospita
will already be charging the price that maximzes profit fromprivate
patients.

A nore plausi bl e explanation for cost-shifting arises fromthe predoni-
nance of not-for-profit hospitals in the hospital industry.' Figure 1.5
illustrates why a not-for-profit hospital may cost-shift. It also shows the
voluntary and therefore tenuous position of unconpensated care within the
hospital's decision-naking process. The figure shows the hospital's profit
fromtreating private patients as a function of price. Profit initially rises
as price increases; as price becomes too high, however, patients either nmove
to other hospitals or forego hospital care altogether (equivalently, they
forego health insurance as the premuns for hospital coverage becone too
expensive). Thus, p*is the price that maximzes profits fromprivate
patients, and this is the price a profit-maxim zing hospital would charge.

A not-for-profit hospital, however, may have incentives different than
profit-maximzation. A natural assunption is that the not-for-profit hospita

will attenpt to maximze these objectives, subject to the constraint that the

"For-profit hospitals also provide unconpensated care, and a |ingering
debate exists on whether they provide anobunts conparable to not-for-profit
hospitals (see Sloan, Valvona, and Mullner, 1986; Herzlinger and Krasker,

1987; and Lewi n, Eckels, and Roeni gk, 1988). At first glance, it is unclear
why a for-profit hospital would provide any unconpensated care. However, true
bad debts may account for nuch of their unconpensated care, and treating a few
unconpensated care patients who cannot be turned away nmay be the cost of
running an otherwi se profitable emergency room In addition, the favorable

publicity fromtreating unconpensated care cases may conpensate the hospita
for its costs
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hospital breaks even. 8 W can think of the hospital as "spending" the
potential profits in Figure 1.5 to achieve its objectives. The hospital can
spend its profits on a nunber of things. It can provide care to Medicare and
Medicaid patients with reinbursenent less than cost. It can lower its price
to private patients, thereby increasing the number of private patients
treated. It can enhance its perceived quality by investing in "excessive"
(i.e., non-profit-maximzing) technology. It can operate with inefficient
managerial "slack" by failing to mnimze costs. And the hospital can spend
some of its potential profit on the provision of uncompensated care to
uninsured patients.

The way a particular hospital spends its profit will depend on the
hospital's objective or "mssion". In Figure 1.5, the hospital spends sone of
its profit on lowering the price to private patients to p*, sone on treating
unprofitable Medicaid patients, some on quality, and sone on unconpensated
care. For the noment, assume that the hospital also treats Medicare patients
but the Medicare reinbursement just covers costs. The point of the figure is
that the provision of unconpensated care depends on the hospital's mission and
the amount of profit the hospital has to spend. As the wide distribution of
unconpensated care across hospitals attests, hospital nissions may vary
greatly, and there is no guarantee that unconpensated care wll have the
hi ghest priority in a hospital's mssion. Mreover, unconpensated care will

be very sensitive to factors which affect the anount of profit a hospital has

"Not-for-profit status does not prohibit a hospital from earning or
maximzing profits, but it does prohibit the hospital fromdistributing these
profits directly. Hoerger (1991) rejects the hypothesis that not-for-profit
hospital s behave as if they maximze profits
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to spend, such as Medicare and Medicaid reinbursenent rates or conpetition
between hospitals for privately-insured patients.

Figure 1.6 shows what happens if Medicaid cuts its reinbursement rate.'
If the hospital continues to serve the same number of Medicaid patients, the
profits fromtreating private patients will no |longer cover its other expendi -
tures. The hospital will have to change its behavior if the zero profit
constraint really is binding. One response the hospital can make is to raise
its price to private patients and use the higher profits to pay for the
increased |osses on Medicaid. This is the type of cost-shifting hospitals
enphasi ze.  The hospital is nmore likely to conmbine several responses: it may
raise prices, treat fewer Medicaid patients, cut back on technol ogy, and
reduce unconpensated care. Again, a particular hospital's mssion will affect
how it responds.

Three points are worth enphasi zi ng here. First, cost-shifting arises if
not-for-profit hospitals do not maximze profits from private patients. A
profit-maxi mzing hospital would charge the higher price p* both before and
after the reduction in Medicaid reinbursenent. Second, under this broader
definition of cost-shifting, private patients do not bear the full burden of
cut backs in Medicaid or Medicare reinbursement. Finally, some of the burden
will probably be spread to the uninsured: unconpensated care will fall

6. Private Cost-Containment and Uncompensated Care

In an attenpt to contain health care costs, nmillions of privately-
i nsured patients have enrolled in preferred provider organizations (PPOs). A
PP.0 negotiates price discounts from hospitals; in return, the PPO steers its

patients to the discounting hospitals. Effectively, the PPOs make the demand

"Cuts in Medicare reinbursement will have sim|lar effects.
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fromprivately insured patients nmore price sensitive, thereby intensifying
price conpetition between hospitals.

An increase in conpetition lowers the hospital's profit curve at al
prices (Figure 1.7). This has three inportant effects. First, the hospital
will have lower profits to spend on its objectives, further squeezing uncom
pensated care. Second, increased conpetition may limt the gains from cost-
shifting, since the profit-maximzing price will likely fall. Price increases
beyond p** will only reduce profits: you can only squeeze so nmuch bl ood out of
a turnip and so nuch profit out of private patients. Finally, the cost-
shifting that does occur may increase the nunmber of uninsured by further
exacerbating the crisis in insurance prem uns facing small enployers. Because
| arge enployers can offer a hospital nany patients, they are better able to
negotiate discounts through PPOs. Faced with, say, a 10 percent discount to
the PPO, a hospital may raise its price by 5 percent. The large enployer wll
receive a net discount of 5 percent, but small enployers, with little buying
power to negotiate discounts, will actually face higher prices and therefore
hi gher insurance premiums. Because of adverse selection and hi gher admi nis-
trative costs, small enployers already face higher prem unms than |arge
enpl oyers; the additional burden may force small enployers to drop coverage
altogether. Unfortunately, wth lower profits hospitals will have little room
to increase unconpensated care to the newy uninsured. In an unpublished
study of California hospitals between 1983 and 1989, G uber (1991) finds

evi dence that increasing PPO penetration reduced hospital unconpensated care.
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CHAPTER 2.  CONCEPTUAL | SSUES

In this chapter, we discuss the basic conceptual issues which nust be

addressed in order to neasure unconmpensated care. W will resolve sone of
these issues within this chapter by examning the previous literature on
unconpensated care. Qher issues turn on practical conplications, such as the
ability of hospitals to distinguish between bad debt and charity care; we will
not resolve these issues until after the relevant practical evidence on
hospital accounting systens and data collection efforts are presented in
Chapters 3 and 4. Final recomrendations will be presented in Chapter 5.

W present the issues as a series of questions. This format, as well as

some of the questions, was inspired by Ashby (1991c).

1. What do we want to neasure?

Most recent literature on hospital unconpensated care focuses on
operational neasures of unconpensated care based on existing data sources.
Bef ore reaching the operational stage, however, there is an inportant ques-
tion. \What exactly do we want to neasure when we measure unconpensated care?
Conceptual |y, we believe that neasures of hospital unconpensated care shoul d
enbody two essential principles. First, unconpensated care shoul d represent
care provided to people who cannot afford to pay for that care. Second, the
hospital's actual contribution to unconpensated care should be neasured.
Potentially, there is an immediate objection to our first principle:
Why not define unconpensated care as any care that is not paid for, regardless

of the recipient's ability to pay? W justify the first principle on the
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basis of the three potential uses of unconpensated care which we identified in
Chapter 1. In the first use we identified, policynakers would collect data on
‘uncompensated care to help nonitor the effects of policy on hospital finances
and access to care by the uninsured. Both of these effects are closely
related to care provided to people who cannot afford to pay for their care and
less closely related to people who can afford to pay for care. In the second
and third potential uses of unconpensated care data, the ambunt of unconpen-
sated care provided would be used as a criteria for determining eligibility
for tax exenption or increased reinbursenent for disproportionate share
hospitals. Most proponents of these uses state that the criteria would reward
(puni sh) hospitals that provide (do not provide) care to those who cannot
afford it. Under this reasoning, government subsidies would not be provided
for care to patients who could afford to pay for that care.

The second principle follows fromthe first. At least conceptually, we
shoul d base the neasurenent of uncompensated care on how rmuch the hospita
foregoes when it provides the care. This principle will be applied bel ow when
we di scuss whet her unconpensated care should be neasured on the basis of
charges or costs, and if costs are chosen, whether incremental or average

costs should be used

2. Bad debt vs. charity care: Shoul d bad debt be included as uncompensated

care?

Qperationally, npst recent studies of unconpensated care define uncom
pensated care as the sum of bad debt and charity care (see, for exanple,
Fraser, Narcross, and Kral ovec, 1991a; Sl oan, Valvona, and Millner, 1986; and

Thorpe and Phelps, 1991). Traditionally, bad debt has been defined as the
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charges owed by patients who can afford to pay but don't, while charity care
has been defined as the charges owed by patients who cannot afford to pay."
According to our conceptual principles, bad debt is a normal cost of doing
busi ness and probably should be considered separately fromcharity care, which
is nore clearly a contribution fromthe hospital to people who cannot afford
to pay.

In actual practice, however, the distinction between bad debt and
charity care is often difficult to make. The traditional distinction requires
hospitals to judge, usually on the basis of income, whether or not a patient
can afford to pay his bills. Al though nmost hospitals have witten or unwit-
ten policies for making this judgement. the policies differ substantially
between hospitals. Consequently, the distinction between bad debt and charity
care varies considerably between hospitals, conplicating inter-hospital
conpari sons which focus exclusively on either bad debt or charity care.

Sone evi dence suggests that reported neasures of bad debt include care
received by persons who cannot afford to pay for the care. St udi es of
i ndividual patient bills in Florida and |ndi ana suggest that about two-thirds
of all uncompensated care, including bad debt, is actually received by
uni nsured patients (Duncan and Kilpatrick, 1987, Saywell, et al., 1989).
Because of ‘'l arge deducti bl es, coinsurance, and uncovered services, sone of the
care received by insured patients can also legitimtely be characterized as

charity care

"Fornmal |y, the Healthcare Financial Managenent Association states that
"the basic distinction between bad debts and charity service in the health
care setting is adequately described in the literature by differentiating
between the unwillingness to pay and the denpnstrated inability to pay"
(Heal t hcare Financial Managenment Association Principles and Practice Board,
1987).
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Aside fromthe inherent difficulty in distinguishing between bad debt
and charity care, hospitals in many states have little incentive to make the
di stinction. Because hospital accounting systens track charges and rei nburse-
ment, it is relatively straight-forward for the systens to produce a single
figure for unconpensated care. The figure sinmply equals the difference
bet ween charges and rei nbursenment, mnus contractual allowances to private and
public insurers. Dividing the figure accurately into bad debt and charity
care components requires additional cost that hospitals w |l understandably be
reluctant to incur unless there are tangible gains from doing so. Tangible
gains woul d be received from distinguishing between bad debt and charity care
if tax-exenpt status or disproportionate share payments are based on charity
care alone. Consequently, if such policies are adopted, the relative mx of
bad debt and charity care will probably change, even if total unconpensated
care remins constant

St andards based on charity care alone will necessarily be nore restric-
tive than standards based on the broader neasure of unconpensated care
Because reported levels of bad debt at the average hospital are typically two
or three times larger than reported levels for charity care, the difference in
standards may be quite substantial. For exanple, the General Accounting
O fice (1990) found that about 15 percent'of hospitals in five states supplied
unconpensated care whose value was |ess than the value of their potentia
inconme tax liability. However, 57 percent of hospitals in the three states
with information available on charity care provided less charity care than the
val ue of their potential income tax liability.

HCFA has several options if it decides to collect information on

unconpensated care. First, HCFA could ratify the definition of unconpensated
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care as the sumof bad debt plus charity care. Such a decision would basical -
|y accept the proposition that bad debt and charity care are too difficult to
distinguish in practice. This option will minimze inplementation costs for
hospitals, since nost hospitals can easily calculate total unconpensated care.
Separate categories for bad debt and charity care might still be reported, and
state or local jurisdictions could use this information as they |iked.
Alternatively, if HCFA believed that other jurisdictions would msinterpret
the data on charity care, HCFA could only report the aggregated unconpensated
care figure for each hospital

Second, HCFA coul d establish a level of bad debt that corresponds to the
"normal " cost of doing business. Unconpensat ed care woul d then be defined as
the sumof a hospital's bad debt and charity care mnus the estinmted norm
bad debt. For tax exenption purposes, this approach has the advantage of

treating hospitals in a manner simlar to other businesses that face bad

debt s. It would also be a relatively costless policy to inplement. The
option's disadvantage is that HCFA would have to deternmine the "normal" |eve
of bad debt. Several possibilities exist: the average bad debt |evel for for-

profit hospitals which provide no charity care, average bad debt |evels for
Medi care patients, o:s levels of bad debt in conparabl e nonhospital businesses.
Wth respect to the latter possibility, hospitals appear to face greater bad
debt expenses than nost other industries. Although cross-industry conparisons
of bad debt |evels are conplicated by differences in accounting practices,

exi sting data suggest that hospital bad debt is higher than bad debt in other
industries, probably because sone of the hospital bad debt actually does

represent charity care. Troy (1992) reports that hospital bad debt equals 4.0
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percent of net sales," while the averages for all industries and all ser-
vices are .7 and .6 percent respectively. The only individual industries with
hi gher bad debt |evels than hospitals are banking hol ding conpanies (5.7
percents), savings and loans (5.7 percent), and personal credit institutions
(9.4 percent).

Third, HCFA could focus only on charity care, but allow hospitals to set
their own policies, within broad guidelines, on the distinction between bad
debt and charity care. This option recognizes the difficulty in setting
uni versal standards for distinguishing between bad debt and charity care.

Wth a better know edge of their patients, a hospital can probably develop a
more useful standard for classifying charges as charity care or bad debt. The
nost obvi ous di sadvantage of this approach is that the general guidelines

m ght be broad enough for smart hospitals to classify even true bad debt as
charity care. Such behavior might be limted by requiring hospitals to
provide witten charity care policies and denonstrate, if challenged, that the
policies are followed consistently.

The fourth option, defining explicit standards on what does and does not
qualify as charity care, could be the nost expensive to inplenment for both
HCFA and hospitals. HCFA will have to carefully define the standards to cover
all reasonable contingencies. It will probably also have to perform costly
audits on hospital conpliance. Hospitals will have to document their conpli-
ance with the regulations. On the positive side, nore explicit standards wl|
make reported bad debt and charity care nore conparable across hospitals.

To a large degree, which option is chosen depends on the purpose for

whi ch unconpensated care information is collected. If the data will only be

"It is not clear whether Troy includes charity care as bad debt.
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used tononitor hospital finances and access to care, the first option is
probably sufficient, since it could be inplemented with miniml costs. Mre
explicit standards will probably need to be developed if charity care |evels
are used as criteria for tax exenption or disproportionate share payments.
The costs of conpliance with these standards will probably be highest for the
t ax-exenpt status since alnost all not-for-profit hospitals will seek the
exenption. In contrast, if charity care standards only apply to Medicaid or
Medi care disproportionate share status, only the relatively few hospitals
expecting to satisfy the requirenents would have to conply.

W will withhold recomrendi ng between charity care and unconpensated

care until after Chapters 3 and 4. W ask two key questions in those

chapters:
L How wel | can and do hospitals distinguish between bad debt and
charity care?
2. What standards-- state or otherw se--currently govern the distinc-

tion between bad debt and charity care?

3, Costs vs. charges: How should uncompensated care be neasured?

Hi storically, hospitals have recorded gross patient revenues on the
basi s of charges. Net patient revenues are then cal cul ated by subtracting of f
bad debt, charity care, and discounts to insurers, which are termed "contrac-
tual allowances". Thus, the data hospital accounting systens produce on bad
debt and charity care are valued in ternms of the charges for that care.

Qur second principle of neasuring unconpensated care inplies that cost
is a much better neasure of a hospital's contribution to unconpensated care

than charges. Hospitals do not expect to receive anything when they provide
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unconpensated care: therefore, their contribution consists of the costs of the
care provided, not the charges they never expected to receive

Val ui ng unconpensated care on the basis of charges also introduces
bi ases when conparing unconpensated care over time and between hospitals.
Currently, alnost noone pays listed hospital charges. In 1990 in Florida
for exanple; we calculate that Mdicare paid about 46 percent of charges,
Medi caid paid 49 percent of charges, and even private insurers paid only 91
percent of charges. Discounts were much [ ess common in the past. Consequent-
ly, studies which conpare the anpunt of uncompensated care charges in the past
to current levels will seriously overstate the increase in unconpensated care
unl ess they correct for the grow ng difference between gross charges and
actual paynents.

Different hospitals also charge different mark-ups over costs (the nark-
up is the percentage difference between a hospital's price and its costs). A
hospital with a large nark-up over costs will appear to provide nore unconpen-
sated care, as neasured by charges, than a hospital with a |ower mark-up if
both hospitals provide the same ampunt of unconpensated care costs. For this
reason, Lewin, Eckels, and Roenigk (1988) argue that studies conmparing the
unconpensat ed care charges of for-profit and not-for-profit hospitals over-
state the ambunt of unconpensated care provided by for-profit hospitals, since
for-profits appear to have higher mark-ups than not-for-profit hospitals.

The only advantage of measuring unconpensated care on the basis of
charges instead of costs is that hospital accounting systens automatically
produce unconpensated care figures in terns of charges. G ven the disadvan-

tages of using charges, we recommend that--for policy purposes--unconpensated
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care be neasured in ternms of costs. Problems in converting unconpensated care

charges to costs are discussed in the next two issues.

4, \What tvype of cost should be used?

Conceptual Iy, the best measure of unconpensated care cost is the
incremental cost of produci ng unconpensated care (Phel ps, 1986). The incre-
mental cost is the difference between the hospital's total cost of producing
given | evel s of conmpensated and unconpensated care and its cost when it
produces that |evel of conpensated care, but no unconpensated care.'? Thus,
the incremental cost provides an excellent measure of a hospital's contribu-
tion, since the increnental costs could be avoided sinply by not providing
unconpensated care

Despite their conceptual nerit, hospital incremental costs are notori-
ously difficult to measure. Measuring incremental costs requires a hospita
administrator to successfully conplete the follow ng thought experiment: how
much woul d ny costs be if | produced current |evels of conpensated care, but
no unconpensated care? The experiment is difficult because the costs without
provi di ng unconpensated care are never actually observed by the hospital. In
principle, increnental costs could be calculated by estinating hospital cost
functions over a cross-section of hospitals with differing output |evels.
Increnental cost would then be calculated by conparing a hospital's estimated
costs with and without its production of unconpensated care. For two reasons,

this approach is unlikely to be feasible for unconpensated care. Fi rst

"Incremental costs are closely related to the nore famliar concept of
mar gi nal cost, except that marginal cost measures the change in cost when one
additional unit is produced, while incremental cost measures the change in
cost when unconpensated care rises fromO units to X units.
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despite nunerous attenpts to estinmate hospital cost functions, econom sts
still have not reached consensus on the appropriate functional form and

expl anatory variables. In‘addition, nost estimates explain relatively little
of the variance in hospital costs. Second, estimating cost functions is a
fairly data-intensive task. It is probable that the costs of collecting this
data exceed' the benefits fromcal culating the conceptually correct increnenta
costs.

Usi ng cost-to-charge ratios costs to convert unconpensated care charges
into costs is a sinple alternative to calculating the increnental costs of
unconpensated care. The sinplest cost-to-charge ratio equals the hospital's
total expenses divided by its gross patient revenues. Any data set which
collects information on unconpensated care will probably also collect inforna-
tion on total expenses and revenues.

Applying the cost-to-charge ratio either inposes the assunption that
average costs are constant in a hospital or the assunption that fixed costs
shoul d be allocated evenly anong patients, regardl ess of payer. Because nost
hospitals have large fixed costs, the assunption that average costs are
constant is incorrect. Consequently, using the cost-to-charge ratio to
convert unconpensated care charges to costs will overstate the increnmenta
costs associated with unconpensated care. Although hospital administrators
m ght argue that all patients should bear their fair share of fixed costs,
this contention is not well-supported by econom c theory.'

G ven that use of the cost-to-charge ratio overstates the increnmenta
costs of unconpensated care, it is inportant to exam ne whether -the bias

varies with the amount of unconpensated care a hospital provides. Pl ausi bl y,

¥See Ramsey (1927) and Baumol and Bradford (1970).
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the bias is greater for hospitals providing relatively little unconpensated
care. Because beds have to be staffed and operating roonms maintained for
paying custoners, costs will rise little if an occasional unconpensated care
patient is treated. For hospitals treating |arge nunbers of unconpensated
care patients, say 20 percent of their patients, the increased scale from
treating unconpensated care patients will translate into large increnenta
costs. Additional nurses will have to be hired, emergency roons staffed, and
possibly beds expanded. In this case, the bias fromusing the cost-to-charge
conversion may be relatively small

The preceding discussion of bias assunes that the cost of treating an
indigent patient is the same as treating an insured patient with the sane
illness. Some researchers have argued that indigent patients are nore costly
to treat because they enter the hospital sicker since they could not afford
primary care. Severity of illness can affect the costs of treating patients
in tw ways, with different inplications for measuring unconpensated care
First, nmore severely ill patients nay receive nore services to treat a given
illness or diagnosis. The additional services will be reflected in higher
charges, so the conversion to costs by the cost-to-charge ratio shoul d
introduce little bias into the measurement of unconpensated care. Alterna-
tively, more severely ill patients may receive the sane services as a less il 1l
patient, but use these services nore intensely. Both patients will receive
the sanme charges, but the hospital will incur greater costs in treating the
severely ill patient. In this case, a straight conversion to costs using the
cost-to-charge ratio will understate the cost of treating unconpensated care

patients, if the unconpensated care patients truly are sicker.
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For practical reasons, we recomrend that cost-to-charge ratios should be
used to convert uncompensated care charges to costs. People using the
converted data should recogni ze that the conversion overstates the nore
appropriate concept of the incremental cost of unconpensated care (assunmi ng
severity is constant). As nentioned, we believe this bias will be larger for
hospitals providing relatively small ambunts of unconpensated care. For two
of the potential uses of unconpensated care data, as criteria for tax-exenpt
or disproportionate share status, hospitals providing small anounts of
unconpensated care are likely to be on the margin between qualifying and not
qual i fying. In a sense, the conversion will give these hospitals the benefit
of the doubt, since the conversion's upward bias will be larger for hospitals

with [ow | evel s of unconpensated care.

5. _\What cost-to-charge ratio should be used to deflate charges to costs?

As nentioned above, the sinplest cost-to-charge ratio equals the
hospital's total expenses divided by its gross patient revenues. Using this
ratio to convert unconpensated care charges to costs inplicitly assunes that
the ratio between charges and costs for the procedures received by unconpen-
sated care patients is the sane as the average ratio for all patients in the
hospital. |If the mark-up on procedures received by unconpensated care
patients is higher than the average mark-up in the hospital, the conversion
wi || overstate unconpensated care costs. Conversely, if the mark-up is |ower,
the conversion will understate the costs of unconpensated care.

Ahypot hetical example illustrates a case where the conversion over-
states the cost of unconpensated care. Suppose that a hospital treats two

types of illness which have costs of $1000 per case. 100 insured patients
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and no uninsured patients incur illness 1, while 50 insured patients and 50
uninsured patients incur illness 2. Finally, the hospital sets prices to
break even on each illness. Such behavior can be interpreted a; an extreme
form of cost-shifting where the hospital tries to ensure that each of its
departnents breaks even. Breaking even requires that p, equals $1000, while
p, equal s $2000. Consequently, total charges equal $300,000, total costs
equal $200,000, and the cost-to-charge ratio equals 2/3. Converting the
unconpensated care patient's charges to costs produces costs equal to $66, 667
(- 50 x 2000 x (2/3)). However, the actual cost of treating these patients
was $50, 000.

The conversion overstates the true unconpensated care cost because the
cost-to-charge ratio for the procedure used by the uninsured is snaller"
than the hospital's overall cost-to-charge ratio. As the exanple suggests,
such a result might arise if a hospital attenpts to cost-shift at the individ-
ual procedure level. To our know edge, no published study has directly tested
whet her the cost-to-charge ratio for procedures received by unconpensated
patients is simlar to the hospital's overall cost-to-charge ratio. W
describe a possible test in Chapter 5.

However, Table 2.1 indirectly suggests that cost-to-charge ratios my
di ffer between the procedures received by different types of payers. The
table shows the nmargins, defined as net revenue mnus costs, paid by Medicare
Medi caid, and private insurers in Florida in 1990. Net revenue for each payer
comes fromthe state's hospital cost report, while each payer's cost is
calculated by nultiplying gross charges to the payer by the average cost-to-

charge ratio in the hospital As cal cul ated, both Medicare and Medicaid have

"Equivalently, there is a greater mark-up over cost.
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wable 2.1 . Hospital Margins By Payer,
Florida, 1990, Using Overall Hospital
Cost-to-Charge Ratios.

Margin (net rev./costs) Surplus/Shortfall
(%) (million $)
Medicare 82.1 (891)
Medicaid 83.9 (137)
Privately insured 156.6 M — 2,400“— »»»»»
Uncompensated care 0.0 (949)




margins |ess than one; that is, if the average cost-to-charge ratio is the
correct conversion factor, Medicare and Medicaid payments cover little more
than 80 percent of the programs’ costs.

Medicare and Medicaid administrators would probably challenge this
assertion. A likely starting point for the challenge is the assunption that
cost-to-charge ratios are the sane for the mx of procedures covered by each
payer. Medicare officials might point to the preceding exanple and claim that
the cost-to-charge ratio for procedures received by Medicare beneficiaries is
less than the cost-to-charge ratio for the hospital as a whole." In addi-
tion, not all hospital expenses were considered allowable Medicare costs in
the cost-based rei nbursenent system Medi care used prior to adoption of PPS.
Using a snaller cost (or expense) base in the nunerator of the cost-to-charge
ratio, wWill necessarily reduce the inputed cost of Medicare services.

Qbviously, it will have simlar effects on the cost of unconpensated care.

For practical reasons, we recommend defining the cost-to-charge ratio
used to inpute unconpensated care costs as total hospital espenses divided by
gross patient revenue. This ratio can be calculated with little effort as
long as gross patient revenue and total hospital expenses are available. Mre
restrictive cost-to-charge ratios could be calculated, but only if nore
exhaustive cost data are collected and decisions about which costs are

al | owabl e costs for unconpensated care are nade.

®In principle, this claimcan be tested using data on costs and charges
from Medicare Cost Reports and information on the charges faced by individua
patients covered by different payers. Sone states, such as California,
collect the Ilatter data on patient discharge records.
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6. Shoul d uncompensated care be nmeasured net of state and |ocal government

subsi di es?

State and | ocal governments provide substantial subsidies to hospitals
(see Chapter 1). Mst of these subsidies go to public hospitals where it is
reasonable to assune that they pay for unconpensated care. Sone researchers
argue that when conparing unconpensated care |levels of not-for-profit and
public hospitals, it is appropriate to neasure unconpensated care net of state
and | ocal government subsidies (Lewin, Eckel s, and Roeni gk, 1988; Fraser
Narcross, and Kral ovec, 1991a and 1991b). While we agree that such offsets
are appropriate in the context described above, we believe that data on gross
unconpensated care and state and | ocal government subsidies should be col -
| ected separately. Treating the two concepts separately would allow better
nmonitoring of access to care by the uninsured and the ability of state and
| ocal governnents to finance such care. In addition, because nobst government
subsidies go to public hospitals, measuring unconpensated care net of subsi-
dies will have little effect on determining tax-exenpt status for not-for-
profit hospitals, the second potential use of unconpensated care data. In the
third potential use, Medicare or state Medicaid officials would have to decide
whet her to adjust for government subsidies if standards for disproportionate
share paynents are based on unconpensated care levels. O course, they would
be able to do so if gross unconpensated care |evels and paynments from state

and | ocal governnents were collected separately.

7. Shoul d uncompensated care be neasured net of donations?

W do not believe unconpensated care should be nmeasured net of chari-

tabl e donations. In recent years, such donations have been relatively snal
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conpared to total hospital expenses (G nzburg, 1991). Moreover, there is no
guarantee that donations will be tied to unconpensated care. Finally, if
standards for tax exenption or the disproportionate share adjustnment are based
on unconpensated care net of donations, an inplicit tax will be placed on

donati ons.

8, Should Medicaid shortfalls be included in a neasure of uncompensated care?

Citing flaws in the usual definition of unconpensated care (bad debt
plus charity care), Lewin, Eckels, and Roenigk (1988) proposed a nore conpre-
hensi ve neasure which they termed "unsponsored" care. Unsponsored care
includes all charity care, the part of bad debt that represents true inability
to pay, state or local program payments bel ow cost, Medicaid paynents bel ow
cost, and community service activities never billed to patients. The
expressed purpose of this definition is to nmeasure a hospital's contribution
to the commnity.

For the noment, we will focus on Medicaid payments below cost." In a
series of papers, Fraser, Narcross, and Kral ovec (1991a, 1991b, and 1991c)
trace the growth of Medicaid shortfalls, defined as the difference between
Medi caid costs and paynents, and unconpensated care' costs between 1980 and
1989." They show that Medicaid shortfalls increased from .9 percent to 2.3

percent of total hospital costs during the decade. Together, Medicaid

*state or |ocal program payments bel ow costs are discussed in our
di scussion of howto treat state and | ocal subsidies (lIssue 6 above).
Measuring community benefit is discussed below in Issue 11.

"They define unsponsored care as the difference between unconpensated
care and state and local tax subsidies.
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shortfalls and unconpensated care, net of subsidies, rose from4.6 percent to
7.1 percent of hospital costs.

The possibility of Medicaid shortfalls raises two issues closely related
to unconpensated care. The first, conceptual issue is whether Medicaid
shortfalls (paynents less than costs for Medicaid patients) are different than
unconpensated care (paynents |ess than cost for private patients). The second
issue is enpirical: if Medicaid shortfalls are simlar to unconpensated care,
how are Medicaid shortfalls to be nmeasured? Resolving this issue requires
determ ni ng whet her Medicaid paynents are adequate to cover the costs of
treating Medicaid patients.

G ven our definition (Issue 1) that unconpensated care should neasure
the hospital's contribution of care to the poor, we agree with Lewin, Eckels,
and Roenigk's point that there is little conceptual difference between
unconpensat ed care and Medicaid shortfalls. Thus, to the extent that Medicaid
truly underpays hospitals, shortfalls mght be included along with unconpen-
sated care in determining a hospital's tax-exenpt or disproportionate share
status. This still leaves the issue of determ ning whether Medicaid paynents
are adequate to cover costs.

Measurenent of shortfalls and, in particular, the choice of the cost-to-
charge ratio used to convert Medicaid charges to costs is nore controversia
than the neasurenment of unconpensated care. The existence of a Medicaid
shortfall inplies that the state's Medicaid programis not providing adequate
rei mbursement to cover the program's costs. Yet Federal Medicaid |aw requires
state Medicaid plans to provide paynent for inpatient hospital services

t hrough reasonabl e and adequate rates determ ned by state Medicaid agencies.

State Medicaid agencies are unlikely to agree that their rates are inadequate,
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causing shortfalls. "Wthin this debate, the choice of the appropriate cost-
to-charge ratio used for calculating Medicaid costs is crucial. Rel atively
smal | decreases in the\cost-to-charge rati o can drastically reduce or even
elimnate reported Medicaid shortfalls. Medicaid officials will probably
argue that certain hospital costs should be excluded fromthe costs of
treating Medicaid patients, thereby reducing the cost-to-charge ratio.

Because of the added conplication of determ ning whether Medicaid
paynents are sufficient to cover the cost of treating Medicaid patients, we
recommend that traditional unconpensated care costs and Medicaid shortfalls
not be aggregated in the figures reported by hospitals. There is no reason
why they shoul d be aggregated even in standards for tax-exenpt and di spropor-
tionate share status. In fact, these standards could be based on the anmount
of unconpensated care costs and the nunmber or percentage of Medicaid patients
served. By defining the hospital's share of Medicaid patients in terns of
nunbers instead of costs, such standards woul d sidestep the controversia
i ssue of determning whether a hospital is adequately conpensated for treating
its Medicaid patients. Currently, state and federal standards for dispropor-
tionate share status are based on the share of Medicaid patients treated, not
on the size of Medicaid shortfalls.

Despite our reconmendation, at |east one conponent of Medicaid paynent
or rather nonpaynent, should be reported as unconpensated care. Treatment for
services to Medicaid patients which is not covered by Medicaid should be
reported as unconpensated care. Such treatnent may be common in states where
Medi caid only covers a limted nunber of inpatient days. An unresolved issue
which we will attenpt to examine in our interviews with hospitals is whether
such care would currently be recorded as unconpensated care or as a contrac-

tual allowance to Medicaid.
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9. Should Medicare shortfalls be included in a neasure of uncompensated care?

Medi care shortfalls raise the sanme two issues as Medicaid shortfalls:
Conceptual |y, are Medicare shortfalls different than unconpensated care?
Enpirically, do Medicare shortfalls actually exist? Because there are nore
Medi care beneficiaries than Medicaid beneficiaries, Mdicare shortfalls are
potentially greater than Medicaid shortfalls (recall Table 2.1). Moreover,
ProPAC (1991b) reports that total Medicare inpatient margins are now negative
after six years of the prospective paynent system;!® a recent report (Dobson

and Roney, 1992; Health Care Financial Mnagenent, 1992) estimtes that

Medi care shortfalls will total $14.4 billion in 1992, conpared to 11.9 billion
for unconpensated care (net of governnent subsidies).

As with Medicaid shortfalls, we believe that Mdicare shortfalls are
conceptual ly simlar to unconpensated care for purposes that require neasure-
ment of a hospital's contribution to the poor, although the comparison is
conplicated by the fact that many Medicare beneficiaries are not poor. Thi s
fact may provide little solace to hospitals who are prohibited from bal ance
billing Medicare inpatients. Consequently, Medicare shortfalls mght be
included along with unconpensated care in determning a hospital's tax-exenpt
or disproportionate share status.

Al'l of the problems associated wth nmeasuring the adequacy of Medicaid
paynents also apply to Medicare. Selecting the appropriate cost-to-charge
ratio will again be crucial. For exanple, the Dobson and Roney (1992) study
cited earlier uses an overall hospital cost-to-charge ratio to conclude that

Medi care pays about 90 percent of its overall costs, while ProPAC (1991) uses

18proPAC’s cal cul ations of Medicare's costs are presumably based on a
cost-to-charge ratio that only includes Medicare allowable costs. This ratio
will generally produce larger margins and smaller shortfalls than the broader
cost-to-charge ratio we used to calculate Table 2.1.
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a cost-to-charge ratio presumably based on Medicare allowable costs to
estimate that Medicare pays about 99 percent of its inpatient costs.!® There
is an additional issue associated with Medicare shortfalls. Because

Medi care's current Prospective Payment Systemis based on a sort of "yard-
stick" pricing (Shleifer, 1985), one reason why a hospital nay experience a
Medi care "shortfall"™ is because it operates less efficiently than conparable
hospitals. PPS is designed to produce this result; consequently, tax-exenpt
or disproportionate share standards that are based on Medicare shortfalls will
act counter to the incentives of PPS.

G ven the problems associated wi th neasuring Medicare shortfalls, we
recommend that traditional unconpensated care costs and Medicare shortfalls
not be aggregated in the figures reported by hospitals.

W note here that Medicare currently treats bad debt incurred by
Medi care beneficiaries who do not pay their coinsurance or deductibles as a
rei mbursabl e expense. Medicare standards for defining bad debt could be used
to define overall unconpensated care in the hospital. Medicare standards
speci fying how nmuch collection effort a hospital nust supply before classify-
ing accounts as bad debt could be used to classify overall unconpensated care

in the hospital.

19Dobson and Roney note that "if the overall Medicare hospital paynent
shortfall is 10 percent and the inpatient shortfall is about 1 percent, then
Medi care outpatient revenue nmust fall well below Medicare costs.” In fact,
back of the envel op cal cul ations suggest that it would take an unbelievably
| arge Medicare outpatient shortfall to produce a 90 percent overall Medicare
shortfall. If the ratio between outpatient and overall hospital gross revenue
is the same for Medicare patients as it is for all patients (23.9 percent in
1989, according to American Hospital Association, 1990), Medicare outpatient
revenues must cover only about 61 percent of costs. Medicaid officials wll
di spute the 90 percent figure by arguing for a nore limted cost-to-charge
ratio, since sone hopspital costs are not allowed by Medicare. Medicare
al lowabl e costs can easily be five percent |less than overall accounting costs.
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10. Shoul d contractual allowances to private insurers be included as uncom

pensated care?

As nmentioned, hospital accounting systenms record gross revenues on the
basis of list charges. Negotiated or mandated discounts are then subtracted
as contractual allowances. In the past, Mdicare, Mdicaid, and Blue Cross
were the major sources of contractual allowances. |Increasingly, however,
hospitals have been granting discounts to health mai ntenance organizations and
preferred provider organizations.

W recommend that contractual allowances between hospitals and private
insurers not be included as unconpensated care. Such allowances are negoti at -
ed voluntarily; therefore, they make a hospital better off than it would be in

the absence of the allowance.

11. Should other "free" care be counted as uncompensated care?

Hospitals currently nmeasure bad debt and charity care for services which
have |ist charges associated with them  Such accounting excludes services
such as screening tests and educati onal classes which some hospitals provide
free of charge. Lewin, Eckels, and Roenigk (1988) argue that the cost of such
services should be included in their broader nmeasure of unsponsored care,
which is designed to capture the community benefit provided by hospitals.

In this report, we have argued for a conceptual neasure of unconpensated
care that is based on the care provided by the hospital to patients who cannot
pay for their care. Gven this argunent, there are three reasons why we
recommend that free care not be added to other sources of unconpensated care.
First, there is no guarantee that the free services will actually be provided
to patients who cannot afford the services. Although free care to the nonpoor

may increase comunity benefits, it will have no effect on unconpensated care
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as we have defined it. Second, even if the community benefit to‘the nonpoor
is of interest, the type of free care offered may only serve as a type of
marketing that for-profit hospitals mght be expected to engage in., That is,
a hospital mght offer free screening tests with the expectation that persons
with positive results will be nore likely to seek profitable follow up
treatnents at the hospital. Finally, because the cost of free care is
included in the overall hospital costs used to conpute the cost-to-charge
ratio, free care will be double-counted if its cost is also included directly
as unconpensated care

Therefore, we recomend that the costs of free care not be added
directly into neasures of unconpensated care. To the extent that the cost of
free care affects overall costs, sone of the cost will be incorporated into
unconpensated care through the cost-to-charge conversion factor. This
conversion inposes the inplicit assunption that the fraction of free care
provided to poor patients is the sane as the overall fraction of care provided
to poor patients.

The question of whether overall community benefits, including free
services to the nonpoor, should be incorporated wthin standards for tax
exenption is beyond the scope of this report. W will nmake two points,
however . First, we reenphasize the dangers of double counting if the cost of
free services (or other community benefits such as education or research) is
included directly as a comunity benefit and again as a conmponent of the cost-
to-charge ratio used to conpute unconpensated care costs. Second, counting
free care towards a community benefits standard inplicitly assumes that there
are no conmmunity benefits from paid care. Econonists note that consunmers do
benefit when they purchase goods and services. Such benefits are known as

consumer surplus and are formally defined as the area between the demand curve
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and the price. W suspect that the consuner surplus from services that
patients buy exceeds the consuner surplus fromfree care. Equally inportant,
hospitals have no special franchise on consumer surplus; consumers receive
consuner surplus fromany type of good they buy. Therefore, it does not
follow automatically that hospitals deserve tax-exenpt status sinply because

they deliver consunmer surplus (comunity benefit).

12. |Is the relevant neasure of uncompensated care the dollar ampunt or the

fraction of hospital costs?

Presunably, policynakers are nmost interested in the amount of unconpen-
sated care provided by hospitals. Qher things being equal, however, |arger
hospitals will provide greater anmounts of unconpensated care than snaller
hospitals, so policynmakers will probably want to consider nmore than the |eve
of unconpensated care when conparing whether different hospitals are worthy of
t ax- exenpt or disproportionate share status. Looking at the fraction of
unconpensated care costs to total hospital costs provides a natural way of
conparing the relative burden of unconpensated care borne by different sized
hospi tal s.

W recommend that once hospitals report their unconpensated care
charges, the collecting agency should cal culate both the unconpensated care
costs and the fraction of total costs that this unconpensated care represents.
Cal culating both figures will not increase hospitals' accounting burdens,
since overall hospital costs must be conputed in order to calculate the cost-
to-charge ratio used to convert unconpensated charges to costs.*® Let us

make one caution, however: basing standards for tax-exenpt or disproportion-

®The hospital's fraction of unconpensated care costs divided by tota
hospital costs will be equal to its fraction of unconpensated care charges
divided by total hospital charges.

56



ate share status on the fraction of uncompensated care inplicitly assunes
there is a linear relationship between a hospital's capacity for unconpensated

care and its costs. This issue has not been studied.

13.  Shoul d hospitals be reauired to report separate entries for uncompensated

care Drovided in inpatient, outpatient. and eneraencv_room settings?

Qur conceptual definition of unconpensated care makes |little distinction
bet ween care provided to the poor in inpatient, outpatient, and enmergency room
settings. In practice, however, the distinction may be inportant because
Medi care inpatient and outpatient care are covered under different benefit
plans and paid for with different reinbursement systens. Even if Medicare
were willing to reinburse hospitals for a share of their inpatient unconpen-
sated care as disproportionate share paynents under Part A it mght be
reluctant to pay for outpatient unconpensated care. Moreover, cost-to-charge
ratios may differ across settings, conplicating the conversion from charges to
costs if only a hospital-wde cost-to-charge ratio is utilized

As far as we know, no published study has exam ned the distribution of
unconpensated care across inpatient and outpatient settings. To evaluate
whether it is possible to distinguish between unconpensated care provided in
the two settings, we will ask hospitals whether their accounting systems can
and do distinguished between settings (Chapter 3). W will also exam ne
whet her state agencies which collect information on unconpensated care require
hospitals to distinguish between inpatient and outpatient settings (Chapter
4).

I'n distinguishing between inpatient and outpatient unconpensated care, a
key question is how hospitals classify unconpensated care received by ener-

gency room patients. |s such care always included as outpatient uncompensated
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care? |If the patient is subsequently admtted as an inpatient, are the
energency room charges classified as inpatient unconpensated care? O are
they classified as outpatient care? FUr survey of hospital admnistrators

shoul d give us sone idea of how energency room unconpensated care is

cl assifi ed.

14. Wl hospitals respond to changed reporting reauirenents for uncompen-

sated care?

Almost certainly, if reported |levels of unconpensated care are used to
determned tax assessments or disproportionate share paynments. Hospitals may
respond both by reclassifying bad debt as charity care and by increasing
overal | unconpensated care. Reclassification will probably be the |argest
response if only charity care is used in standards for tax-exenption or
di sproportionate share status. Although hospitals currently have incentives
to keep track of paid and unpaid bills, they have less incentive to divide
unpaid bills into bad debts and charity care. The incentive to |abel the bil
as charity care will clearly increase if charity care is tied directly to
taxes or reinbursement

Because of the incentive to reclassify bad debt as charity care, we
recommend that efforts to tie tax-exenpt or disproportionate share status to
charity care alone should set prospective standards. This will allow hospi-
tals to respond to the new incentives for classifying bad debt and charity
care.

Standards for tax-exenpt status and disproportionate share hospitals
wi || probably have sone positive effect on the overall sum of bad debt and
charity care, since the marginal return fromcollection efforts, net of tas

liabilities and disproportionate share paynents, will fall. The effect wll
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be limted as long as a $1 increase in unconpensated care leads to less thana
$lincrease in disproportionate share paynents or a $1 decrease in tax
liabilities. However, if hospitals nmust surpass a threshhold |evel of
unconpensated care to avoid facing a discontinuous increase in taxes or
reduction in disproportionate share payments, they may increase overal
unconpensat ed care considerably. For exanple, suppose a not-for-profit
hospital has $50 million in costs, provides $1 mllion in unconpensated care
and would face a tax liability of $4 mllion if it did not have tax-exenpt
status. The hospital currently provides 2 percent of its costs as unconpen-
sated care. If legislation is passed requiring hospitals to provide 6 percent
of its costs as unconpensated care in order to qualify for tax exenption, the
hospital wil have a strong incentive to increase unconpensated care to $3
mllion. This $2 mllion increase will result ina $4 mllion drop in tax
liability.

W recomend that policymakers carefully consider the design of stan-
dards for tax-exenpt or disproportionate share status. Policies that produce
| arge discontinuous payoffs to increasing or decreasing overall unconpensated
care | evels shoul d probably be avoi ded.

An unresol ved issue is how nuch hospitals will respond to changed
incentives for reporting unconpensated care levels. W will attenpt to
address this issue in the next chapters as we discuss the incentives hospitals

currently face for reporting unconpensated care.

59



CHAPTER 3. | NTERVI EW6 W TH HOSPI TAL ADM NI STRATCORS

Al t hough nmany states collect detailed information on facility-specific
anmounts of charity care and bad debt, these figures may not be conparable
bet ween states (because of different guidelines for charity care and bad debt
definition) or even between hospitals within the same state (because of a lack
of strong guidelines). In an effort to determine exactly what information on
unconpensated care hospitals can provide, we spoke with hospital admnistra-
tors in Tennessee, Florida, and Massachusetts. Although tine and funding
constraints prevented us from conducting a true random survey of hospitals, we
did try to cover a "spectrunt of facility types by selecting hospitals of
different control types (not-for-profit, for-profit and government), of
different sizes and teaching status (based on bedsize and Council of Teaching
affiliation) and in different types of location (urban, sem-urban and rural).

We preface our discussion by noting that our interviews asked how
hospital s keep track of un conpensated care. W |acked the authority to
formal |y audit hospital records to determne how well hospitals keep track of
charges to unconpensated care patients. To partially address these questions,
we asked the administrators to evaluate their data collection efforts. W
al so asked officials in state data collection agencies to assess how wel |
hospital s keep track of unconpensated care (see Chapter 4). Wile these self-
assessnents cannot be accepted with conplete confidence, it is worth enphasiz-
ing the obvious: hospitals have strong incentives to collect what they are
owed (preventing excessive |evels of unconpensated care) and to 'avoid spending

collection efforts on people who cannot pay (giving themincentives to
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distinguish, at least internally, between bad debt and charity care). G ven
this qualification, the following paragraphs discuss some of our findings.

The degree of care used to assess charity care and/or bad debt |evels
can differ widely between hospitals, especially in those states which do not
make explicit requirements on hospitals to "prove" the eligibility of those
cases they report as charity. While some hospitals have instituted sophisti-
cated collection systems conplete with financial counselors (case workers,
medi cal advisors) to interview all patients and to aid themin applying for
the available financial assistance (Medicaid, county assistance), others make
little, if any, formal attenpt to counsel the patient as to his viable
options. It is also evident that there is some difference in the ability of
the hospitals to maintain accurate records; while sone hospitals (especially
t hose associated with larger corporations and chains) boasted fairly sophisti-
cated accounting software, nost did not, and a few hospitals even reported
keeping records at |east partially by hand.

The presence of state guidelines for determining charity care anounts
appears to inprove the care and time taken to produce these figures. The
state of Massachusetts maintains a Departnent of Medical Security which
conducts regular audits of each facility's patient accounting to assure
accurate "free care" assessments.? A Massachusetts hospital wth approxi-
mately 300 beds reported that they naintain several full-time personnel in
order to nmake the proper “free care" assessnents and to fulfill the state's
monthly reporting requirenents. Florida hospitals are required to produce

docurment ed proof that each charity care case had income |ess then 150 percent

"The state of Massachusetts maintains an indigent care risk pool in
whi ch hospitals are required to participate.

61



of the poverty line in the last twelve nonths.2 Wile such systens shoul d
inprove the quality and conparability of data on charity care and bad debt,
the additional data collection effort is not wthout significant cost both to
the state and to the individual hospitals. Hospitals in both Mssachusetts
and Florida enphasi zed the tine-intensive nature of producing accurate
information on charity care |evels.

Anot her possible incentive for producing accurate estimtes of charity
care amounts stens fromthe intended use for the figures. In the state of
Massachusetts, reported free (charity) care amounts are used to determne
whet her each hospitals is required to pay into the free care pool or whether
it will receive nmoney back. Both Tennessee and Florida use reported charity
care anmounts in determning the anount of Medicaid disproportionate share
paynents. In Tennessee, total unconpensated care (charity care plus bad debt)
Is used in determning a threshold which hospitals nust exceed to be eligible
for Medicaid disproportionate share paynents. Unconpensated care amounts are
al so used in determning actual payments to the hospitals. In Florida,
reported charity care amounts are used in determning eligibility for Medicaid
di sproportionate share payments. Actual payments are determined by a fornula
whi ch considers charity care patient days, Medicaid patient days, total
patient days and total revenues. A charity care patient day is "worth" 4.5
Medi cai d patient days in the fornula which calcul ates the payment; this extra

conpensation is designed to take into account that hospitals receive at |east

22The fol | owi ng docunents constitute proof of incone in the state of
Florida: 1) W2 forns, 2) Pay stubs, 3) Incone tax returns, 4) Fornms approv-
ing or denying unenploynent conpensation or worker's conpensation, and 5)
Witten verification of wages froman enployer. There is one exception to the
150% of poverty line rule: if total charges exceed 25% of annual income, the
charges may be classified as charity care if total income does not exceed four
times the poverty line amount for a famly of four.
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sonme rei nmbursement for Medicaid patients, while they receive little, if any,
rei mbursement for their charity cases. Florida al so maintains county-|eve
prograns to reinburse hospitals for charity care under the amended Health Care
Responsi bilities Act (HCRA) of 1988. This act was instituted in 1977 to
prevent "dunping" of patients between counties, but was expanded in 1988 to
require all'counties to reinburse certain charity care ambunts. Hospitals

whi ch provide nore than 2 percent of net revenue in charity care (as defined
by Florida's Health Care Cost Containment Board, the state agency which
collects financial information on hospitals) qualify for HCRA paynents for
charity care. In addition, hospitals which can denonstrate that a significant
anmount of their charity care cases originate in other counties can demand
paynent from other county governnments (the "anti-dunping" clause).

The hospital administrators interviewed were asked a number of questions
concerning their ability to track individual patient accounts, to distinguish
between charity care and bad debt and to classify unconpensated anmounts into
inpatient vs. outpatient anounts. In addition, the adm nistrators were asked
to describe their present accounting systems and to indicate whether their
hospital had instituted any najor accounting changes in this area (of neasur-

i ng unconpensated care) in the last five years. Finally, these adninistrators
were asked to describe how their systemwould classify the following "diffi-

cult" cases:

a. Aperson with insurance coverage up to $50, 000 that
ends up with a bill well in excess of that anount.

b. Aperson with a 20% coi nsurance rate that runs up a
substantial bill, and is, therefore, unable to pay his

coi nsurance anount.
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Two of the six Tennessee hospitals interviewed reported that they made
no attenpt to determne a priori whether a patient would be considered a
charity care case. One of these hospitals was a for-profit hospital which
provides only a mnimum of unconpensated care; because this hospital does not
qualify for any reinbursement of charity care ampbunts, it has no incentive to
di stinguish 'between bad debt and charity care, and thus, sinply tries to
mnimze both of them  The other hospital which reported no initial assess-
ment maintained a rather unique (and fairly accurate) system for assessing
charity care and bad debt anpunts. Wen a not-for-profit organization
purchased this facility fromthe county governnent a nunber of years ago, it
nmade an agreenent with the county to provide a certain percentage of revenue
incharity care to residents of the county. The determ nation of whether a
case may be considered charity or not is left to two collection agencies.

Thus, the hospital must nmake an effort to collect every account whether or not
the patient has an ability to pay. After a six nonth period, the account is
turned over to one of the collection agencies who, based on incone/asset
assessnments, determ ne whether the account should be witten off to charity or
not. The agencies report this information back to the hospital for its
records.

The other four Tennessee hospitals reported some form of ability-to-pay
assessnment upon patient admission. O these four, two facilities reported
fairly conprehensive assessments conducted by financial counselors/case
workers. These hospitals also indicated that a patient nay apply for re-
assessment at any point in the billing process, should his financial situation
change. Both hospitals placed sone confidence in the accuracy of their

charity care and bad debt figures. The other two hospitals indicated that
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their systens were not able to make good distinctions between charity care and
bad debt because there was no room for reassessnment in the system or because
the hospital was unable to obtain the necessary financial information from the
patient to make a proper distinction. Admnistrators seemed nore confident in
their aggregate accounting of unconpensated care than they were of the
separate classifications of bad debt and charity care.

The Massachusetts hospital and the Florida hospital both indicated that
they maintained well-structured systens of assessnment for all patients
treated. Both facilities admtted that the nost difficult-to-classify cases
were those patients treated in the energency room Mny indigent patients
seek primary and tertiary care through the ER, while these are, perhaps, the
nmost |ikely candidates for charity care, they are also the ones who usually
lack the appropriate docunentation necessary to apply for charity care
status.?® The Florida hospital maintained that it was unable to claim a
nunber of cases as charity care because the indigent victimdied in the
hospital before they were able to obtain any information about him

Al of the hospital admnistrators interviewed indicated that the
ability to distinguish between inpatient and outpatient charity care and bad
debt was possible under their accounting systems, at least "in theory"
However, many of the admnistrators felt that the distinction between outpa-
tient charity care and outpatient bad debt was not meaningful because the
maj ority of unconpensated outpatient care usually fell under the category of

bad debt; nost hospitals require sone proof of ability to pay before providing

Bpatients receiving primary or tertiary care in the ER are likely to
have |ower charges than patients subsequently admtted to the hospital



energency room has traditionally been a major source of indigent care, the
presence of this third category may nmake conparisons of inpatient and outpa-
tient amounts difficult; some hospitals may divide energency room anounts

bet ween inpatient and outpatient anmounts, while others nay maintain the
separate category. In addition, a nunber of the hospitals indicated that if
the energendy room patient was admitted before midnight of the same day that
he cane into the ER all of the ER charges were rolled into his inpatient
account.  Another hospital indicated that if the patient were admtted at any
poi nt subsequent to his energency roomvisit, his ER charges would be rolled
into his inpatient account. One practical solution to this conparability
probl em woul d be to conbine all ER charges with inpatient charges before
assessing |level of charity care and bad debt; wunless a particular ER serves as
primary care center for a large number of indigent people, charges for
patients that are treated and released are often relatively small conpared to
the charges for cases admtted.

As discussed earlier, there appears to be a w de range of accounting
systems in use by the hospitals interviewed. While nmost facilities maintain
conputerized systens, two of the Tennessee hospitals reported systems which
produce a significant portion of their figures by hand. Further reporting
requi renents for charity care could inpose significant hardships on hospitals
whi ch do not nmintain versatile accounting software packages. One |arge urban
hospital planned to install a new systemin June; significantly, this hospital
has seen charity care fall as a proportion of overall unconpensated care, even
t hough overal | unconpensated care has risen. The hospital administrator did
not believe his current accounting system accurately neasures the amunt of

charity care being provided.
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Several hospitals also indicated that there had been major changes in
their accounting for unconpensated care. Several Tennessee hospitals noted
that the classification of unreinbursed Medicaid charges was changed two years
ago when the state Medicaid program changed its coverage. Prior to the
change, Medicaid paid a per diemrate for inpatient days, up to a limt of 28
days per incident. After 28 days, the patient was no |onger covered. Charges
for Medicaid patients whose length of stay exceeded 28 days were categorized
by some hospitals as charity care and as Medicaid contractual allowances by
other hospitals. Recently, however, Medicaid agreed to rei nburse hospitals
for patient days beyond the 28-day limt, albeit at a significantly reduced
rate. Due to the change in reinbursement policy, hospitals must nov classify
shortcom ngs in Medicaid paynents (beyond the 28-day linit) as contractua
al l owances, pnot as charity care (as they may have been originally classified),
because the hospital receives at |east sone small anmount of reinbursenment for
those days. Another hospital indicated that there had been other significant
changes in their accounting for charity care within the last five years:
three years ago the hospital was purchased fromthe county governmen: by a
not-for-profit group. The administration of the hospital now relies on the
assessnents of two outside collection agencies to determne its |evel of
charity care and bad debt.

Changes in accounting for charity care and bad debt nake conparisons
across years nmore difficult Exam ning patterns of charity care and bad debt
separately nust, at a minimum take into consideration major changes wthin
the state that may affect the classification of patient charges. A nore
accurate analysis would investigate changes in accounting patterns which nay

have resulted froma change in ownership status. During the period from 1980
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to 1990, 42 Tennessee hospitals reported a change in ownership status. It is
entirely conceivable that such ownership changes also resulted in significant
accouriting changes.

Administrators were also asked how two "difficult" cases (see page j4)
would be classified. Three of the six Tennessee hospitals interviewed
indicated that these charges would fall under charity care; patients in these
hospitals have the right to be reassessed at any point during the billing
process. The other three hospitals indicated that these cases could very well
end up in bad debt. The Florida hospital said that these cases could be
classified as charity or bad debt, depending on the incone of the famly for
the past 12 nonths. If the patient had sufficiently high income during the
last 12 nonths, he would never be eligible for charity care. The
Massachusetts hospital indicated that these patients would, in all |ikelihood,
be eligible for partial free care (up to 60 percent of the total bill) with a
paynent plan to cover the rest

Di scussion with these hospitals indicated that some caution nust be
t aken when examining the available data on charity care and bad debt. A
nunber of econonists advocate using only unconpensated care (charity care plus
bad debt) when conparing hospitals because of the numerous problens associated
wi th distinguishing between the two separate neasures. It appears that it may
be possible to exanmine charity care and bad debt separately in those states
where gui dance by state agencies is significant. Mre caution nust be used
when examining data fromthose states where reporting is not closely nonitored
by the state. \Wen exanmining data fromstates |ike Tennessee, researchers

nmust be careful to take into consideration that conparability may be inpaired

by accounting differences between hospitals.
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CHAPTER 4. EXI STING DATA SETS

In this chapter, we exam ne existing data sets on unconpensated care at
the hospital level to evaluate whether the data overcone the definitional and
measurenent problens identified in Chapter 2. W first discuss the advantages
and di sadvantages of two national data sets that include hospital finances,
Medi care Cost Reports and the American Hospital Association (AHA) Annua
Survey of Hospitals. Because the Medicare Cost Reports |unp together contrac-
tual allowances to payers with bad debt and charity care, the source does not
currently provide useful information on unconpensated care. The AHA Annua
Surveys are a nore promsing data source, since hospitals voluntarily report
the anounts of bad debt and charity care they supply. These data have
inportant limtations, however. Hospitals voluntarily choose to respond to
the survey; while overall response rates are high, response rates fal
dramatically for revenue and cost questions, particularly for for-profit
hospitals. As with any voluntary survey, it is unclear whether hospitals have
strong incentives to respond accurately to questions about unconpensated care.
Finally, the financial sections of the Annual Surveys are considered confiden-
tial and are not released to the public.

State planning and Medicai d agencies appear to offer a rich set of data
on unconpensated care. Many of these agencies collect detailed information on
unconpensat ed care; in nost cases, the agencies also collect information on
contractual discounts by type of payer. An inportant advantage of these data
sources is that they yield a conplete picture of the unconpensated care

provided by all hospitals in a state.
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To determ ne whether state data collection systens appropriately measure
unconpensated care, we formally evaluate the quality of data on unconpensated
care collected by state hospital agencies in Florida and Tennessee. W chose
these states for the analysis because we already possessed their annual cost
reports for the years 1980 to 1990. W first describe the instructions
hospitals are given for filling out each state's fornms. The instructions give
hospitals guidance in distinguishing between the various conponents of
unconpensated care. W then exam ne whether charity care and bad debts are
consistently reported, if nobst hospitals conpletely answer the rel evant
sections of the cost report (i.e., are mssing values rare?), and whether bad
debt and charity care levels are conparabl e across periods for individua
hospi tal s. Finally, we discuss the incentives hospitals have for distinguish-
i ng between bad debt and charity care in each state. These incentives may be
stronger than in the AHA survey because states may use information on charity
care to determne tax-exenpt status, regular and disproportionate share
Medi caid payments, or certificate of need approval

We provide a brief description of the data collected by other state
agenci es and the purposes for which that data is used. To get an idea of the
probl ens associated with collecting unconpensated care data, we talked with
officials in a number of state data collection agencies. W asked the
officials to explain how they define bad debt and charity care, what docunen-
tation of unconpensated care they require hospitals to provide, and how the

data they collect are used
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A, Medicare Cost Reports

Medi care Cost Reports are the primary source of cost and financial data
collected for the Medicare program  They provide useful information about
cost-to-charge ratios which could be used to convert unconpensated care
charges to costs. Unfortunately, the costs reports provide alnost no break-
down on revenues and deductions fromrevenues by payer source. Pat i ent
revenue is reported for all patients, and deductions fromrevenue are only
reported at the aggregate level. The deductions include contractual allow
ances for Medicare, Medicaid, and private payers, as well as bad debt and
charity care. Because of the aggregation, these data yield no information
about the amount of unconpensated care provided by a hospital

G ven their otherw se detailed financial infornmation, Medicare Cost
Reports appear to be an ideal instrunent for collecting unconpensated care
data. The Omibus Budget Reconciliation Act of 1987 required HCFA to conduct
a denonstration project where hospitals would be required to submit an
enhanced Medicare cost report containing additional financial information.
Additional information to be collected includes hospital discharges, patient
days, inpatient and outpatient charges and revenues, all classified by payer,
as well as bad debt and charity care (Commerce Cl earing House, 1991). Such
information, which is routinely collected by state agencies but has never been
collected by Medicare, would make Medicare cost reports a useful source for
research on unconpensated care and hospital cost-shifting. The denonstration
project should provide inportant additional evidence about hospitals' ability

to report accurate information on unconpensated care
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B. Anerican Hospital Associ ation Annual Surveys®

The AHA Annual Surveys ask hospitals a conprehensive series of questions
on organi zational structure, facilities and services, utilization, personnel
and nedical staffing. For our study, the first three categories in the
section on financial data are of interest. Wth two possible exceptions, the
questions and instructions in this section are witten clearly and concisely
and coul d serve as a guide if HCFA decides to begin collecting unconpensated
care data. The questions are based on the principles outlined in the Anerican

Institute of Certified Public Accountants' (Al CPA) Audits of Providers of

Health Care Services (1990).

The first category in the section, The Statenent of Revenues and
Expenses of General Funds, shows net patient revenues and expenses. Three
conponents of this category are of inportance for neasuring unconpensated
care. First, net patient service revenue is defined as the net realizable
patient revenue. Thus, this entry reflects revenue net of contractua
al lowances. This follows the 1990 AICPA ruling that the previous practice of
reporting hospital revenue at billed charges was no | onger appropriate.
Second, tax appropriations are promnently |abeled as other revenue. This
shoul d make it easier to calculate unconpensated care net of tax subsidies,
since the main conplication in this calculation is identifying the subsidies.
Third, bad debt expense is listed as a nonpayroll expense. This corresponds

with the 1990 AICPA ruling that bad debt, but not charity care, is a norna

busi ness expense.

#por this section, we benefitted from conversations with Peter Kral ovec
and Irene Fraser, Directors of the Hospital Data and the Division of Anbul a-
tory Care, respectively, at the American Hospital Section. However, the
concl usions reached in this section are our own.

72



The second category, Detail of Patient Service Revenue, follows the
traditional practice of valuing gross revenue and deductions from revenue at
the hospital's full established rates. The deductions fromrevenue include
contractual allowances by payer type, charity care, and sel f-pay adjustnents.
The instructions clearly define charity care as resulting fromthe hospital's
policy to provide health care services free of charge to individuals who neet
certain financial criteria. This care is to be valued at established rates.
Two conponents within this category may confuse hospital administrators
filling out the survey. First, bad debt no longer appears in its traditiona
pl ace as a deduction fromrevenue. As nentioned, bad debt now appears as an
expense. Mor eover, bad debt is not well-defined in the instructions as the
val ue of care provided to people who can pay, but do not. Second, self-pay
adj ustments are not defined. It's not clear how this entry differs from
charity care. AHA officials indicate that this entry did cause confusion in
the 1990 survey and was dropped from subsequent surveys.

The third category of interest, Sources of Patient Revenue, divides
hospital gross revenue (valued at established rates) by payer source. This
information, coupled with the previous section's list of deductions, could be
used to conpute Medicaid and Medicare shortfalls, as well as to study the
i ssue of cost-shifting

Aside fromthe conpl eteness of the data, the AHA surveys have the
addi ti onal advantage of being the only conprehensive nationw de source of data
on unconpensated care. Balanced against these advantages are three limta-
tions:

1. Voluntary responses

2. Potential lack of consistency between hospitals

73



3. Confidentiality

For a voluntary survey, the AHA enjoys relatively high response rates.
AHA officials estimate that 80 to 90 percent of all hospitals answer the
survey. Response rates for individual questions, particularly regarding
revenues and finances, are lower. For questions where a hospital does not
respond, the AHA uses average values for similar hospitals to inpute nissing
values. Unconpensated care val ues need to be inputed for about 25 percent of
hospi tal s (Ashby, 1991a). Nonresponse rates are especially high for for-
profit hospitals, with about 60 percent of these hospitals requiring inputa-
tion. Consequently, Lewin, Eckels, and Roenigk (1988) have argued that the
AHA data are not appropriate for conparing unconpensated care |evels between
for-profit and not-for-profit hospitals.

Al though the AHA data are quite useful for tracking national and state
trends in unconpensated care, the inputations nmay conplicate analysis of the
anmounts of unconpensated care in smaller areas, such as metropolitan areas,
and the anount of unconpensated care provided by individual hospitals over
time. Such analysis could be useful in determning whether a hospital bears a
di sproportionate share of the unconpensated care in a region and how hospitals
vary their unconpensated care in response to changes in policy.

Because the survey is voluntary, hospitals classify bad debt and charity
care according to their internal definitions. As Chapter 3 suggests, self-
classification may lead to inconsistencies in the nmix between bad debt and
charity care at different hospitals. Such inconsistencies may be inherent in
the neasurenent of unconpensated care: AHA officials indicate inconsistencies
even for individual hospitals over tinme, wth some hospitals reporting all bad

debt and no charity care one year, and no bad debt and all charity care the
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next year. Consequently, AHA studies generally report unconpensated care
totals, with no breakdown between bad debt and charity care.

Confidentiality is the third major linmtation of the AHA data. In order
to get hospitals to reveal financial information, the AHA agrees not to
rel ease the information without the witten permssion of the hospital. \hile
the confidentiality provision is understandable, it limts the useful ness of
the AHA data to outside researchers studying unconpensated care. The AHA has
cooperated with governnment agencies |ike ProPAC in the past by perform ng

anal yses on the AHA prenm ses

C. Florida Data

Florida's Health Care Cost Containment Board has required hospitals to
conpl ete a detail ed survey on hospital finances each year since 1980. The
survey covers hospital type, ownership, services offered, utilization, costs,
revenues, and financial statenents such as the bal ance sheet and income
statement.  For purposes of esam ning unconpensated care, the nost inportant
parts of the survey are the "Statement of Patient Care Services Revenue by
Payor Class,"” the "Statenent of Patient Care Services Expense," and the
"Statenents of Qther Operating and Nonoperating Revenues and Expenses."  The
first of these statements includes revenues and deductions from revenue for
public and private insurers?®®, and deductions for bad debt, charity care for
Hll-Burton patients, and charity care for other patients. This statenent

provi des the basic information on unconpensated care and can be used to

"Prior to 1990, only data on deductions by payer and total patient
revenue were collected. Wthout data on revenue by payer, it is not possible
to cal cul ate Medicare or Medicaid shortfalls for these years.
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conpute the ratio of unconpensated care to total patient charges. The other
statements are necessary for conputing the hospital's cost-to-charge ratio.

Type and Definition of Information Collected

In Florida, the distinction between charity care and bad debt is
inportant for policy purposes, Since 1988, Florida has provided clear
gui del i nes about what constitutes charity care (State of Florida Health Care
Cost Containment Board, 1991). Charity care is now defined as

"the differential between the amount, based on the hospital's ful
established rates, of bills for hospital services to charity/
unconpensated care patients and the anounts to be received on
behal f of patients (including amounts received fromvol untary
agencies or government agencies on behalf of specific indigent
patients) in payment for such services. Each hospital will
determne which patients are charity/unconpensated care patients
by a verifiable process subject to the follow ng provisions: No
patient will be considered a charity/unconpensated care patient
whose fam |y income as applicable for the 12 months preceding the
determ nation exceeds 150 percent of the current Federal Poverty
Cui delines unless the anmount of hospital charges due from the
patient exceeds 25 percent of the annual famly incone. However,
in no case shall the hospital charges for a patient whose fanmly
income exceeds 4 tines the Federal Poverty Level for a famly of
four be considered charity."

Consistency

To evaluate the quality of the Florida data, we examned overall trends
in state unconmpensated care, as well as the consistency of the data reported
by individual hospitals. Figure 4.1 shows the trend for unconpensated care in
short-term care hospitals in the state between 1980 and 1990, while Figure 4.2
shows unconpensated care costs as a fraction of total hospital costs. The
latter trend is consistent with the national trend reported by the American
Hospital Association (see Chapter 1) and with trends in state Medicaid
spending, a partial substitute for unconpensated care

To eval uate the consistency of individual hospital reporting, we
checked
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1. Whet her the hospital's total unconpensated care (bad
debt plus charity care) experienced little fluctuation
\
bet ween 1980 and 1990, given the state trend and the

hospital's share of Medicaid inpatient days.

2. If the relative shares of bad debt and charity care

changed appreciably during the period.

3. How of ten m ssing values were reported for bad debt or

charity care

Overal |, unconpensated care appeared to fluctuate little within a
hospital. Only about 10 percent of the 210 Florida short-term hospitals
reported substantial fluctuation in unconpensated care, where "substantial" is
defined subjectively as at |east a 5 percentage point annual change in
unconpensated care. Because of the subjective nature of this definition,
fluctuations were nost likely to be noticed at small hospitals or hospitals
that provided large (greater than 15 percent) shares of unconpensated care.
The fact that unconpensated care totals for an individual hospital did not
bounce wildly around from year to year suggests that hospitals report their
unconpensated care totals fairly consistently. Observed fluctuations could
represent real changes in the anpbunt of unconpensated care which resulted from
changes in hospital mission, changes in ownership, or the growh of new
hospi tal s.

Conpared to fluctuations in total unconpensated care, there seened to be

much greater annual variation in the relative shares of bad debt and charity
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care reported by a hospital. This suggests that hospitals may face difficul-
ties in distinguishing between bad debt and charity care. In addition, a
nunber of hospitals reported relative shares of bad debt and charity care
which "flip-flopped" during the period. For exanple, a hospital nmight report
average values of 10 percent and 5 percent for bad debt and charity care
during the period 1980 to 1985 conpared to average val ues of 5 percent and 10
percent, respectively, during 1986-1990. A probable explanation for such
flip-flops is that the hospital changed its internal definitions of bad debt
and charity care during the period. Overall, such changes tended to increase
the size of charity care relative to bad debt; on average, bad debt was two
and a half tines larger than charity care in 1985, but only twice as large in
1990.%

Response rates for unconpensated care were exceptionally good for short-
term general hospitals. Fewer than 10 nissing values on bad debt were
reported during the entire 11 year period. Mssing values were much nore
conmon for charity care; over 20 percent of possible responses were m ssing
values during the period. However, about 75 percent of the missing val ues
were reported by for-profit hospitals, which have obvious incentives to not
provide charity care. Moreover, for all types of hospitals, m ssing values
for charity care appear to have little effect on overall |evels of unconpen-
sated care. Wen a hospital with a missing value for charity care in one year

does report charity care for other years, the reported values are generally

®These conparisons are based onan unwei ghted average of bad debt to
charity care. Thus, each hospital's mix has equal weight in the conparison.
If hospitals' bad debt to charity care ratios were weighted by the hospital's
share of unconpensated costs in the state, the mx of bad debt to charity care
woul d be much closer to one, since hospitals providing |arge anounts of
unconpensat ed care provide disproportionately |arger ambunts of charity care
than bad debt.
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| ess than one percent of total revenue. In other cases, bad debt rises in
years when charity care is missing, so that the sumof bad debt and charity
care changes little over tine.

Use of Data

Gven the quality of the Florida data, it is worth investigating both
the incentives hospitals face in reporting unconpensated care totals and the
procedures the Health Care Cost Containnent Board uses to ensure that hospi-
tals answer their survey accurately. To exam ne these issues, we talked to
state officials at the Health Care Cost Contai nnent Board, Medicaid, and the
Publ i c Medi cal Assistance Trust Fund, as well as an adnministrator at a Florida
hospital .

Florida hospitals have several direct financial incentives for reporting
unconpensated care. First, all hospitals pay a percentage of their net
operating revenue into the state's Public Medical Assistance Trust Fund, which
is used to obtain federal matching funds for the state's Mdicaid program
Since a hospital's assessnent is based on net, rather than gross revenue,
hospitals have a strong incentive to identify deductions from revenue, such as
uncompensated care. Second, Medicaid disproportionate share payments are
based, in part, on the ampunt of charity care provided by the hospital
Finally, charity care is used as a screen for qualifying for paynments from
county governments under provisions of the state's Health Care Responsibility
Act. This act is designed to make county governnments responsible for paying
for the care their indigent citizens receive at out-of-county hospitals.

A fourth potential incentive for reporting unconpensated care arises
because Florida's Certificate of Need (CON) programrequires hospitals to

i nclude information on unconmpensated care when they apply to expand their
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facilities. Canpbell and Fournier (1991) suggest that there may be a "quid
pro quo" relationship between indigent care and certificate of need approval;
in the case of profitable new services, regulators may | ook nore approvingly
upon CON applications fromhospitals that provide (and report) |arge anmpunts
of unconpensated or charity care. They find some evidence that hospitals with
greater levels of charity care are more likely to apply for and receive CON
approval .
Document ati on

The state requires that hospitals provide, upon request, docunentation
for all charges reported as charity care. Such documentation is limted to

one of the follow ng:

1. W2 withhol ding forns.

2. Pay st ubs.

3. I ncome tax returns.

4, Unenpl oynent or workers' conpensation forns,

5. Witten verification of wage from enpl oyer.

6. Witten verification of income from public welfare agencies.
1. A witnessed statenent fromthe patient.

8. A Medi caid voucher stating that the patient's Medicaid

benefits have been exhaust ed.

Patients without appropriate docunentation or with incomes exceeding the
qualifications are to be reported as bad debts.
Asi de from requesting documentation of charity care cases, Florida's

Heal th Care Cost Containment Board runs the hospital's financial statenents
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through a series of consistency checks (i.e., do the nunbers add up? do the
totals match on corresponding pages?) and validity checks (i.e., is the
reported figure greater than 10 percent above the mean for all hospitals or 10
percent greater than the hospital's level last year?). |If any flag cones up
during this process, the hospital may be subject to a full audit.

Florida's detailed distinction between charity care and bad debt and its
docunmentation requirements are probably largely responsible for the quality of
its data on unconpensated care. Such distinctions and requirenents also bear
a cost. The hospital adm nistrator we spoke with reported enpl oyi ng several
caseworkers whose job was to acquire docunentation. Mreover, in sone cases
the hospital was unable to collect docunentation before the patient died.

Di scussion

In the case of Florida, it appears possible to collect fairly good data
on unconpensated care at the individual hospital level. A hospital's total
unconpensat ed care generally nmoves predictably fromyear to year with few
unexpected fluctuations. Distinguishing between bad debt and charity care
appears nore problematic, with many hospitals apparently changing their
definitions, and therefore the nmix, of bad debt and charity care during the
period. Mssing values are not a major problem they appear to represent zero

val ues.

D.  Tennessee Data

Tennessee's Departnent of Health Statistics and Information collects
Joint Annual Reports from each hospital in the state. The reports are simlar

in overall content to the Florida data.
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Tvype and Definition of Infornmation Collected

Tennessee divides unconpensated care into three major categories: bad
\debt, charity care, and nmedically indigent. The primary distinction between
charity care and nedically indigent is the patient's incone;, patients with
i ncones | ess than 100 percent of the federal poverty guidelines qualify for
charity care, while patients who cannot pay their bills and have incones
between 100 and 150 percent of the federal poverty level can be classified as
low income nmedically indigent. In addition, a person can be classified as
"other nmedically indigent" after the hospital has nmade a reasonabl e determ na-
tion that the patient cannot pay all or part of the hospital bill and that the
patient does not satisfy the income requirement for |ow incone nedically
indigent status, is not eligible for state or federal prograns, and has no or
i nadequate health insurance

Two other characteristics of the Tennessee data are worth noting.

First, Tennessee asks hospitals to subdivide each conponent of unconpensated
care into inpatient and outpatient settings. This provides an opportunity to
observe whether hospital accounting systens can distinguish between the two
settings. Although we cannot tell how accurately unconpensated care is sorted
into each setting, we can exam ne whether hospitals use the two settings or
simply lunmp all of bad debt or charity care into a single category. Second
besides the individual entries for inpatient and outpatient care for the
categories bad debt, charity care, nmnedically indigent |ow income, and

medi cal ly indigent other, hospitals also report subtotals for each category.
Addi tional subtotals for all nmedically indigent care and all unconpensated
care are also reported. This is inportant because some hospitals only report

figures for the subtotals. For exanple, some hospitals may report a subtotal
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for bad debt, but not report figures for inpatient and outpatient bad debt.

O her hospitals nmay report the subtotal for all unconpensated care, but not
report separate figures for each category of unconpensated care. Such cases
provide indirect evidence about the ability of hospital accounting systems to
di stingui sh between different types of unconpensated care.

Consistency

Figure 4.3 plots unconpensated care costs and Figure 4 4 tracks the
rati o of unconpensated care costs to total hospital costs in Tennessee between
1980 and 1990 as cal culated fromthe Joint Annual Reports." Unconpensated
care in Tennessee largely follows the trends in Florida and the nation, rising
as a percentage of hospital costs during the first half of the decade, while
falling in the second half. The absolute |evel of unconpensated care actually
fell slightly between 1989 and 1990.

Figure 4.5 presents two neasures of the ratio between charity care
(including nmedically indigent) and bad debt costs. One measure shows the
average of charity care to bad debt with all hospitals equally weighted. The
second nmeasure of the ratio is a weighted average, where the weights are given
by the hospital's unconpensated care costs. The weighted average is greater
than the unwei ghted average because hospitals providing |arge amunts of
unconpensat ed care have higher than average ratios of charity care to bad
debt. Both neasures of the ratio are of policy interest. The unweighted
average indicates that nost hospitals report greater |evels of bad debt than

charity care. If standards for tax exenption are based solely on charity

"Tennessee could not provide a tape of the 1986 Joint Annual Report;
therefore, this year is onmtted fromthe analysis.

85



98

)

Fig. 4.3. Uncompensated Care
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Fig. 4.5. Charity-tb-Bad Debt Ratio,
Tennessee, 1980-90
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care, many hospitals may be hard-pressed to neet the standard.?® The

wei ght ed average indicates, however, that overall charity care in Tennessee
exceeds bad debt. Previous studies which concluded that bad debt accounts for
over two-thirds of unconpensated care were apparently based on the unwei ghted
aver age

Bot h neasures of the ratio of charity care to bad debt rose during the
decade. It is difficult to distinguish whether the rise occurred because
hospitals actually provided nore charity care or because hospitals made a
greater effort to identify charity care. Significantly, both measures
increased noticeably between 1985 and 1987, when the state included a form
definition of medical indigence on the instructions for the survey. Thi s
i ncrease suggests that states can clarify the distinction between bad debt and
charity care by giving hospitals a fornmal definition to work with.

As nmentioned, a unique aspect of Tennessee's reporting systemis that
hospitals can report subtotals for total unconpensated care without separately
reporting bad debt, charity care, or nedically indigent charges. This option,
whi ch has been avail able since 1987, also introduces the possibility that
reported subtotals for bad debt, charity care, and nedically indigent will not
add up to the total reported as overall unconpensated care. |In each year
bet ween 1987 and 1990, between 15 and 37 (out of 140) hospitals either did not

report separate figures for individual conponents of unconpensated or reported

subtotals which did not add up to total reported unconpensated care. In three

*Recall that the GAO (1990) report found that while nmost hospitals did
provi de unconpensated care ampbunts similar to the value of their tax-exenpt
status, when the criteria was changed from unconpensated care to charity care,
many hospitals failed. Gven the figures fromFigure 4.5, it would appear
that a | arge nunber of Tennessee hospitals would also fail to neet the
standard
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of the four years, the discrepancies were relatively mnor. In 1988, however,
one hospital reported $2 nmillion of bad debt, no charity care or nedically
i ndi gent charges, and $71 nmillion of total unconpensated care.

The preceding aspect of Tennessee's systemoffers an interesting dilemma
for policymakers designing systens for collecting data on unconpensated care.
If hospitals. can report unconpensated care totals without reporting separate
figures for charity care and bad debt, at |east some useful information can be
col l ected from hospitals which do not distinguish between the two types of
unconmpensated care. On the other hand, if hospitals can choose to only report
total unconpensated care totals, they may not reveal all of the infornation
they have readily available. Mst of the Tennessee hospitals which only
reported total unconpensated care had previously reported separate |evels of
bad debt and charity care.

About the same percentage of individual hospitals reported w de fluctua-
tions in total unconpensated care in Tennessee as in Florida. Again, many of
these fluctuations nay represent real changes in unconpensated care. Sone
appear to follow changes in ownership, while others may reflect random shocks
in the patient mx received by small, rural hospitals. Over 40 Tennessee
hospital s changed ownership during the decade, and many of the hospitals in
the state are quite small.

Like Florida, Tennessee hospitals experienced fairly wide variations in
the m x between bad debt and charity care (here defined as the sumof officia
charity care and nedically indigent). Flip-flops of bad debt and charity care
were again conmon.

M ssing variables appear to be a slightly nmore inportant problemin the

Tennessee data than in the Florida data. Because Tennessee hospitals some-
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times reported only total unconpensated care, mssing values for bad debt were
nmore comon in Tennessee, although still relatively rare, and were usually
acconpani ed by nmissing values for charity care. Mssing values for charity
care were nuch less common than in Florida (less than 5 percent of al
responses), apparently because Tennessee hospitals providing zero charity care
entered zeroes in their surveys, while Florida hospitals with zero charity
care left blanks in their surveys. However, when m ssing values do occur in
the Tennessee data, they have nmore noticeable effects on total unconpensated
care. Some hospitals' unconpensated care "totals" fell 2 to 3 percentage

poi nts when charity care was m ssing.

Surprisingly, nore than two-thirds of hospitals reported positive |evels
of bad debt or charity care in qutpatient settings in 1990. Apparently, many
accounting systens can make distinctions between such settings. As the
hospital adm nistrators we interviewed suggested, the ratio between outpatient
and inpatient charity care was nuch |ower than the corresponding ratio for bad
debt .

It appears that not all hospitals in Tennessee make clearcut distinc-
tions between nedically indigent and other types of unconpensated care. Only
about half of the hospitals report positive |evels of deductions on charges to
medi cal Iy indigent patients. Even some hospitals reporting |arge overal
unconpensated care burdens report zero deductions for nedically indigent
patients. Mst of the deductions for medically indigent patient cover |ow
incone nedically indigent; barely 10 percent of hospitals report deductions

for other nedically indigent patients.
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Use of Data

Tennessee hospitals' primary direct incentive for providing accurate
i nformation on unconpensated care ari ses because disproportionate share
payments under the state's Medicaid program are based, in part, on the anount
of uncompensated care provided by the hospital. One of the three ways a
hospital can qualify for disproportionate share status is by experiencing a
| ow incone utilization rate greater than 25 percent, where |ow income utiliza-
tion is defined as the sum of unconpensated care charges divided by tota
hospital charges and Medicaid and | ocal government charges divided by tota
hospital charges. For each percentage point increnent above 25 percent,
regul ar Medicaid payments are increased by 2 percent, up to a maxi num of 10
percent. In addition, total disproportionate share payments cannot exceed 80
percent of inpatient unconpensated care.

The unconpensated care figures collected on the Joint Annual Report are
al so used by the state Health Facilities Comm ssion when it considers Certifi-
cate of Need applications. Although it is difficult to say how much inpact
the figures have on CON decisions, one official suggested that the conmi ssion
was nmore likely to approve applications by hospitals providing very |arge
shares of unconpensated care

Docunent ati on

Unli ke Florida, Tennessee does not place explicit guidelines onthe
documentation of charity care; instead, hospitals nmust nake a "reasonabl e
determination" of the patient's ability to pay. Hospitals nmust have a policy
for making the "reasonable determnation" of a patient's status and apply the
policy consistently, but there are no requirenents for docunentation I|ike

those in Florida. Since policies within the state are based on total uncom-
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pensated care costs instead of charity care alone, state regulators probably
see little need for carefully documented distinctions between bad debt and
charity care. The state's depar%ment of Health Statistics and Infornation
whi ch collects the Joint Annual Reports, checks the reports to be sure that

t he nunbers add up, but nmakes no additional audits.

E.  _Oher States

Many other states collect financial data simlar to that collected by
Florida and Tennessee. In 1989, the National Association of Health Data
Organi zations conpiled a survey of 19 state hospital reporting systens. Table
4.1 shows whether the state collects data relevant to the unconpensated care
i ssue. The list of states is by no neans exhaustive; Tennessee was not
surveyed, nor were lowa and M chigan, states providing unconpensated care
information for the GAO s study of unconpensated care (GAO, 1990). St ates
with reporting systems that significantly differed fromFlorida's (which
conmi ssioned the study) were excluded fromthe survey. Mst state Medicaid
agencies also require hospitals to file cost reports which are simlar to the
Medi care Cost Report.

The table strongly indicates that many hospitals are already required to
report unconpensated care information. Alnpst all of the states that coll ect
any financial information also collect information on unconpensated care. Al
of the states require enough information on revenues and costs to calcul ate
cost-to-charge ratios. Mst of the states also collect data on contractua
al l owances, although it is not clear whether they divide revenue and al | ow
ances by payer sufficiently enough to cal cul ate Medicare and Medicaid

shortfalls.
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Table 4.1 .States Which Collect
Hospital Financial Data

Expenses Gross and net Deductions Contractual Bad debt Charity/uncompensated First year

revenue allowances care available

Arizona X X X X X D S 8 -
California . X X X X X . X |

Connecticut X X X X X X 3.
Florida X X X X X X 8
Hinois X X X x | x X N/A
Indiana X X May differ according to hospital fin. statament a3
Maine X X X X X X 83

Maryland X X X X N X early 70s
_ Massachusetts X X X X X X 68
Nevada X X X X X X a6
New Jersey X X X X X X 02
New York X X X X X X 70
Oregon X X provided in aggregate not broken out by category 78
Pennsylvania X X provided in aggregate not broken out by category 88
Rhode Island X X X X X X N/A
Vermont X X X X X X 84
Virginla X X X | X X ) X 7
Washington X X X~ X X X 75
West Virginia X X X X X X 84
Wisconsin X X X X X X 87

Source: National Association of Health Data
Organizations, “A Comparison of State Hospital
Financial Reporting Systems,” 1989.



W talked to officials in a nunber of the state data collection agencies
whi ch routinely collect or use information on unconpensated care |levels in
i ndivi dual hospitals. For several states, we also obtained copies of the
survey which the state uses to collect information on hospital unconpensated
care. W asked the officials to describe 1) what types of data are collected,
2) how the state defines different conponents of unconmpensated care, 3)
whet her the state audits reported values, and 4) how the data is used by the
state. The last issue is inportant because hospitals will have greater
incentives to keep detailed records on unconpensated care if the information
is used to determine hospital reinbursement or tax exenption. Reported |evels
of charity care and bad debt nmay also be affected if state policies distin-

gui sh between the two. Results of the interviews appear bel ow

Arizona

Arizona's Ofice of Health Econonmics and Facilities Review collects
hospital financial data on its Uniform Reporting System Among the financial
variables collected are bad debt and charity care, as well as other deductions
from charges for Medicare, Arizona Health Care Cost Containment System
(AHCCCS, the state's alternative to Medicaid), and privately-insured patients.
The office uses the financial data to make non-bindi ng recomrendations on
hospital rate changes. AHCCCS al so uses the information to determine whether
a hospital qualifies for disproportionate share status.

O her than a nanual test for consistency with the previous year's |eve
of unconpensated care, the office perforns no general validity tests or

auditing of reported figures.

95



California

California, which operates one of the npst conprehensive data collection
agenci es, faces sone unique issues related to unconpensated care. First, the
state's Medicaid program Medical, negotiates directly with hospitals to se
Medical rates. Second, MediCal patients must pay small copaynents. Finally
the state has a w despread network of county medical progranms for the
i ndi gent.

Unconpensated care data is collected by the Health Facility Data
Division of the Ofice of Statew de Health Pl anning and Devel opnent. In the
opi nion of one division official, the overall unconmpensated care data are
pretty good. She notes two potential problens, however. First, some Medica
patients do not pay their copaynents. In principle, these deductions from
revenue should be classified as either bad debt or charity care, depending on
the patient's ability to pay. In practice, however, sonme hospitals classify
the deductions as Medical contractual allowances. Although the overall effect
of such misclassification is likely to be small, since the copaynents are
smal|l relative to the total hospital bill, the effects could be inportant for
a few hospitals with high Medical volume. The second problemarises froma
recent change in the way patients who are eligible for county nedical indi-
gence prograns are classified. Prior to 1992, all charges for eligible
patients were classified as charity care; paynents for these patients were
included as a separate entry under other revenue. Begi nning in 1992, charges
to the medically indigent are classified separately from bad debt and charity
care. This reclassification will conplicate conparisons of unconpensated care

over tine. In addition, because hospitals receive linmted reinbursenment for
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indigent care fromthe counties, shortfalls can legitimtely be counted as
charity care. Not all hospitals make this classification, however

Medi cal randomy audits hospitals to check the accuracy of reported
financial data. Specific audits of charity care were performed prior to
passage of a tobacco tax which is used to fund county indigent plans. Medical
currently uses unconpensated care data to determi ne disproportionate share
payments. The data are probably al so considered when Medical negotiates with

i ndi vi dual hospitals on reinbursenment rates.

[l1linois

The Il1linois Health Care Cost Containnment Council collects infornmation
on bad debt and charity care in state hospitals. However, the Council's
director of research and devel opment considers these figures among the | east
accurate that the Council collects. Because the figures are neither edited
nor audited, he does not use the split between the two types of unconpensated
care for research or planning purposes, nor does he recomrend that others use
the information. The director is somewhat less critical of the aggregate
unconpensated care figure, but still skeptical that overall unconpensated care
is reported consistently across hospitals. The state's Medicaid program
apparently collects independent information on unconpensated care which it

uses to determne disproportionate share hospitals.

Maryl and
Maryland is one of the few states with an all-payer hospital rate-
setting system Unconpensated care costs are built directly into each

hospital's rates on a historical basis. As part of the annual rate review
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process, the state's Health Services Review Commission collects information on
bad debt and charity care in both inpatient and outpatient settings. Hospi-
tals are given fairly standard instructions for distinguishing betwen bad
debt and charity care, with the additional instruction that unconpensated care
is not to include contractual allowances. Al though hospital rates depend on
overall levels of unconpensated care, the state plans to introduce a form of
auditing to determ ne how the breakdown between charity care and bad debt
conforns to a hospital's accounting figures and charity care mssion

statement.

Once the state collects unconmpensated care data fromall hospitals, the
data are regressed on a set of hospital characteristics. The results of this
regression are used to estimate a predicted unconpensated care |level for the
hospital. The predicted value, rather than the hospital's actual |evel of
unconpensated care, is used to adjust the hospital's rates, unless the actual
value is less than the predicted val ue, In the latter case, the hospital's
rates are adjusted downwards.

The official in charge of collecting the data believes that hospitals
accurately report overall unconpensated care levels. In addition, she
beli eves that hospitals have the ability to distinguish between bad debt and
charity care, but is not sure how well they do so in practice. She has very
little confidence in the breakdown between inpatient and outpatient unconpen-
sated care, even though all but a couple of small hospitals attenpt to
di stingui sh between the two setting. Inplausibly, sone hospitals report

greater unconpensated care in outpatient settings than in inpatient settings.
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Massachusetts

Massachusetts operates an unconpensated care pool which direc:tly
rei mburses hospitals for unconpensated care costs. Wth a current annua
budget of $335 nmillion, the unconpensated care pool is a significant source of
funding for hospitals. Because of the size of the pool's paynents,
Massachusetts has the clearest definition of charity care, which the state
calls "free" care, and the strongest docunentation requirenments of the states
we surveyed. Like Florida and Tennessee, charity care is defined on the basis
of a patient's incone. Al care received by uninsured patients with incone
| ess than 200 percent of the federal poverty line is considered as free care,
while care received by higher incone uninsured patients is classified as free
care according to a sliding scale. There is no upper incone limt on free
care patients' incones

To docunent provision of unconpensated care, hospitals submit nonthly
summaries to the state's Department of Medical Services. The summaries
include 8 to 10 line itens such as aggregate free care, bad debt, recoveries
of bad debt, etc. Departnent auditors then visit a random sanple of hospitals
to audit the accuracy of the nonthly reports. Hospitals are required to
provide auditors with 1) a list of nanes of patients receiving uncozpensated
care, 2) nedical records docunenting that services were actually provided for
the charges listed as unconpensated care, 3) signed applications for free care
whi ch include evidence of the patient's income, and 4) docunentation of
m ni mum col | ection efforts (nunber of telephone conversations, letters, and

formal classification of bad debt status by a hospital official). Although
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the audits have raised some minor definitional issues,” they have not found
wi despread problens with the information reported by individual hospitals,
according to the assistant conm ssioner of the unconpensated care pool

In response to a |legislative mandate, the unconpensated care pool began
in April 1992 to reinburse hospitals only for free care and a portion of bad
debt. "Good"bad debt--bad debt on energency care received by the uninsured--
is now distinguished from "bad" bad debt--bad debt for nonenergency services,
and coi nsurance and deductibles for insured patients, Only "good" bad debt is
el igible for reinbursenent. I mrediately prior to April, reinbursenment from
the pool was based on a hospital's total unconpensated care. An earlier
departnmental attenpt to reduce pool paynments to hospitals reporting excessive
amounts of bad debt was overturned by a state court

Because bad debts are no | onger conpletely covered by the pool, hospi-
tals will now have increased incentives to docunent free care | evels. | ndeed,
t he assistant conmi ssioner has noticed an increase in the ratio of free care

to bad debt reported by hospitals.

Ver nont

Al though Vernont has fewer than 20 hospitals, the state is especially
rel evant for unconpensated care policy because it was the site of one of the
nost celebrated recent challenges to a not-for-profit hospital's tax-exenpt
st at us. In 1989, the city of Burlington presented the Medical Center Hospita
of Vernmont with a property tax bill. The city clained that the hospita

should lose its tax exenption because it provided insufficient amunts of

#®The definitional issues involved how to classify Medicaid denials and
Medi care bad debt
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unconpensated care. The case ultinately reached the Vernmont Suprene Court,
which rejected the city's argunent (Henry, 1991; Lumsdon, 1991).

Both sides in'the dispute used data on unconpensated care routinely
collected by the Vernont Hospital Data Council. The Council collects separate
infornation on free care (equivalent to charity care in other states) and bad
debt. Instructions to the annual survey recommend that care received by
uninsured patients with income |ess than 100 percent of the poverty line be
classified as free care. The Council does not require docunentation of free
care, however. Reported figures .are checked for consistency with previous
years before the Council makes nonbi nding recomendations on a hospital's
proposed budget.

Apparently, the Medical Center Hospital of Vermont nade little attenpt
to distinguish its bad debt fromfree care and reported its total |evel of
unconpensated care as bad debt. Gven the publicity generated by the trial
one m ght now expect Vernont hospitals to spend greater effort to identify
free care. Free care has risen during the last two to three years, even
t hough total unconpensated care has remmined the sane, according to the
executive director of the Hospital Data Council. He is still not certain that
the reported mix between free care and bad debt accurately reflects the actua
m x, although he believes that the overall unconpensated care data are pretty

good.

W sconsin
Wsconsin's Ofice of Health Information uses two instruments to nonitor
hospital unconpensated care. The Hospital Fiscal Survey collects typical

hospital financial data, including bad debt and charity care. [t is simlar

101



to the American Hospital Annual Survey; financial questions on both surveys

are based on the principles in Audits of Providers of Health Care Services

(Anerican Institu%e of Certified Public Accountants, 1990). Thus bad debt is
classified as an expense, while charity care is defined as paynents "for
health services that were never expected to result in cash inflows. Charity
care results froma provider's policy to provide health care services free of
charge to individuals who neet certain financial criteria." The Fiscal Survey
provides no further instructions for distinguishing between bad debt and
charity care

The Hospital Unconpensated Care Plan requires hospitals to explain their
policy regarding charity care, as well as report current and projected
unconpensated care data. Hospitals nust summarize the procedures used to 1)
determine a patient's ability to pay, 2) verify financial information provided
by a patient, and 3) informpatients about the availability of charity care.
For data collection purposes, a potentially useful part of the survey's
definition of unconpensated care is a statement about what charity care does
not include. Specifically excluded fromcharity care are contractual allow
ances to public and private payers, enployee discounts, courtesy discounts,
and bad debts. Contractual allowances to any public payer, not just Medicaid
or Medicare, are excluded. The charity care figures reported in the Unconpen-
sated Care Plan nmust nmatch those reported in the Hospital Fiscal Survey,
however, and the definition of charity care in the latter survey does not
state the exclusions.

Based on the surveys, the Ofice of Health Care Information publishes an

annual bookl et entitled Uncompensated Health Care, Wsconsin Hospitals.

Significantly, total unconmpensated care figures, but not separate classifica-

102



tions for bad debt and charity care, are reported. According to one Wsconsin
official, the reported distinctions between bad debt and charity care are

still sonewhat fuzzy, although the overall unconpensated care nunbers are

good.

Apparently, Wsconsin's Medicaid program does not use the data collected
by the Ofice of Health Care Information to set disproportionate share
payments. In this regard, it is worth noting that Wsconsin has an extremely
| ow uninsured rate and relatively low | evels of uncompensated care. Unconpen-
sated care charges in Wsconsin general hospitals totaled $103 million, barely
a fifth of unconpensated care charges in Tennessee, even though the states

have nearly the sane popul ation

Di scussion

Hospital data on unconpensated care are used for a variety of purposes
in the states we survey. The data are barely used in internal research in
[11inois. In other states, the data are publicly dissem nated (Wsconsin) or
used as part of state rate review proceedings (Arizona and Vernont). In sone
states, hospital reinbursement rates are tied directly to unconpensated care
| evel s, either through Medicaid disproportionate share paynments (Arizona
Florida, and Tennessee) or as part of a broader nechani sm based primarily on
unconpensat ed care (Maryland and Massachusetts). The unconpensated care data
may al so be used in Certificate of Need proceedings or disputes over hospita
tax exenption.

The definition of charity care varies sonewhat between states. Some
states provide a general definition for charity care, while other states

instruct hospitals to base the definition on a patient's incone. States using
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the latter instructions vary in the choice of threshold, with different states
setting the threshold at 100, 150, or 200 percent of the poverty level; sone
states allow fanmilies with income above the threshold to qualify for partial
charity care according to a sliding scale. These differences may conplicate
interstate conparisons which focus solely upon charity care.

States which distinguish between charity care and bad debt for reim
bursement purposes, such as Florida and Massachusetts, define charity care
more precisely and require more documentation than other states. Maryland,
where rei nbursenent depends al nbst as nuch on unconpensated care as it does in
Massachusetts, does not distinguish between the different types of unconpen-
sated care, however.

Except in Illinois, officials in state agencies express confidence in
t he aggregate unconpensated care data they collect. They generally express
| ess confidence in the distinction between bad debt and charity care. Charity
care appears to be increasing as a percentage of unconpensated care, particu-
larly in states where reinbursenent policies distinguish between charity care
and bad debt or hospitals have faced chall enges to tax-exenpt status. Thi s
suggests that hospitals respond naturally when they face greater incentives to

di stingui sh between types of unconpensated care.

E. Concl usi on

Qur analysis of existing data sources on unconpensated care suggests
that the data collected by state agencies offer the best guide should HCFA
decide to require hospitals to report information on unconpensated care.
Whi | e AHA annual surveys provide valuable information for nmonitoring nationa

and statew de trends in unconpensated care, their useful ness for analyzing
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i ndi vidual hospital behavior or setting standards for tax-exenpt and dispro-
portionate share status is |imted because hospital responses are voluntary
and confidenti al

In contrast, state experience suggests that nearly conplete data on
unconpensated care at individual hospitals can be and is being collected.
Hospitals appear to report total unconpensated care (bad debt plus charity
care) fairly consistently over tine. Distinguishing between bad debt and
charity care appears nore problematic. However, states such as Florida and
Massachusetts, which base conponents of reinbursenent on charity care alone
have explicitly based the distinction on patient income and issued regul ations
requiring hospitals to document cases where the patient qualifies for charity
care. Such regulations will make the distinction between bad debt and charity
care nore consistent across hospitals, but will increase hospitals' adm nis-
trative costs of conpliance

Results from Tennessee suggest that many hospitals can nake distinctions
bet ween unconpensated care in inpatient and outpatient settings, but other
hospitals do not. Bad debt accounted for a |arger share of unconpensated care
in outpatient settings than it did in inpatient settings. However, nost
states do not distinguish between inpatient and outpatient unconpensated care.

I nstead, both types are |unped together
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CHAPTER 5. RECOMMENDATIONS

In this chapter, we return to the conceptual issues introduced in
Chapter 2 and recomrend how to resolve the issues. Prelimnary recomenda-
tions regarding many of the issues were presented in Chapter 2; for these
issues, we only provide a brief summary of the reasons for our recommenda-
tions. W provide nore conplete reasoning for issues left unresolved in
Chapter 2. Recommendations on these issues are based on our interviews wth
hospital administrators and officials in state data collection agencies, as
wel | as our analysis of Florida and Tennessee data on unconpensated care. For
conveni ence, for each issue we |ist the page nunbers for the corresponding

di scussion in Chapter 2.

1. _Wat do we want to neasure? (pp. 33-34)

Recommendation 1: W reconmend that neasures of unconpensated care
should attenpt to enbody two basic principles:
1) Unconpensat ed care should represent care provided to people who
cannot afford to pay for that care.
2) The hospital's actual contribution to unconpensated care should be

measur ed.

As explained in Chapter 2, the three proposed uses for unconpensated
care data focus primarily on providing care for people who cannot afford to
pay for that care. Policynakers are presunmably nmuch less interested in free

care received by people who can afford to pay for their care. The second
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principle inplies that the nmeasurenment of unconmpensated care should be based
on the opportunity costs of unconpensated care; that is, how rmuch the hospita

actual ly forgoes when it provides the care. !

2. Bad debt vs. charity care: Shoul d bad debt be included as unconpensat ed

care? (pp. 34-39)

Recommendation 2. a. I f HCFA begins to collect data on unconpensated
care, we recommrend that hospitals should report separate figures for bad debt
and charity care. For the monment, however, we recommend that HCFA and ot her
pol i cynakers use the broader definition of unconpensated care (bad debt plus
charity care) when nonitoring trends in unconpensated care or as the basis for

tax exenption or disproportionate share status.

W believe that the conceptual distinction between bad debt--the charges
owed by patients who can afford to pay but don't--and charity care--charges
owed by patients who cannot afford to pay, is inportant. As we suggest in our
first principle for unconpensated care neasurenent, policymakers are primarily
interested in patients who cannot afford to pay for their care. Requiring
hospitals to report both bad debt and charity care will encourage hospitals to
devel op accounting systems which distinguish between bad debt and charity
care.

At the same time, we recognize that making the distinction between bad
debt and charity care is still difficult in practice. The definition of
charity care currently varies between states, conplicating interstate conpari-

sons. Even within states where hospitals have been required to report
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separate figures for bad debt and charity care for years, hospital administra-
tors and many state officials believe that the distinction between bad debt
and charity care is fuzzy at best. Mking the distinctionis likely to be nore
difficult for hospitals in states which are not currently required to report
unconpensated care information. The difficulty in distinguishing between the
two conponents of unconpensated care is clearly evident in information
reported by individual hospitals in Florida and Tennessee, where reported
m xes of charity care and bad debt fluctuated nuch nore than overal |l unconpen-
sated care levels. Sone hospitals in Tennessee only reported overall uncom
pensated care levels, wthout distinguishing between conponents

At this time, therefore, we believe that public policies such as tas
exenption and disproportionate share status should be based on the sumof a
hospital's bad debt and charity care. [f accounting systems becone better
able to distinguish between bad debt and charity care at a later date,

policies could then be based solely on charity care.

Recommendation 2.b. If the broader definition of unconpensated care is
used in standards for tax exenption or disproportionate share paynents, the
standards shoul d recogni ze that some portion of unconpensated care does go to
patients who can afford to pay, but don't (the traditional definition of bad
debt). Hospitals should have to go beyond this level in order to qualify for

tax exenpt or disproportionate share status.

Most businesses incur bad debts when they provide goods or services to
customers who subsequently fail to pay their bills. In this respect, it may

be inequitable to allow hospitals to receive benefits such as tax esenption
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sinply because they incur normal costs of doing business. Wile Recommenda-
tion 2.a. recognizes that sone portion of reported bad debt cannot be distin-
gui shed from charity care, we also believe that some portion does go to
patients who can afford to pay. And according to our first principle of
unconpensat ed care neasurenent, this portion of bad debt should not be
included in a conceptual | y-correct neasure of unconpensated care.

Therefore, we recommend that policy decisions be based on the hospital's
| evel of unconpensated care nminus a threshold value which is designed to
represent bad debt at an average hospital for care received by patients who
can afford to pay. For exanple, if the threshold equals 3 percent of a
hospital's costs, and the hospital reports total unconpensated care equal to 7
percent of costs, the hospital would be considered to have "true" unconpen-
sated care costs of 4 percent. As nmentioned in Chapter 2, possible thresholds
i nclude the average bad debt |evel for for-profit hospitals which provide no
charity care in a state, average bad debt |levels for Medicare patients, or
| evel s of bad debt in conparable non-hospital businesses. The precise |eve
woul d have to be' deternmined enpirically. While we have not studied this issue
in depth, we note that in 1990 bad debt averaged about 4 percent of hospita
costs in Florida for-profit hospitals and 3.6 percent in Tennessee for-profit
hospitals.®* |In Florida, about half of the for-profit, 6 percent of govern-
ment, and 12 percent of the not-for-profit hospitals had total unconpensated

care percentages less than 4 percent. Anmpbng non-hospital industries, only

®The for-profits' average total unconpensated care levels were 4.6
percent in both states. However, for-profit hospitals may have incentives to
overstate bad debt and understate charity care for accounting and tax
pur poses.
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bank hol di ng conpani es, savings and | oans, and personal credit institutions

experience bad debt |evels above 4 percent (Troy, 1992).%

Recommendation 2.c¢. W recomend that clear instructions be given to
hospitals for distinguishing between bad debt and charity care. Preci se
instructions are especially inportant if tax exenption or disproportionate

share paynments are based only on charity care.

The instructions to any survey of unconpensated care should clearly

di stingui sh between bad debt and charity care. At a mininum the instructions

for filling out the survey of unconpensated care shoul d include:

1. A definition of bad debt which states that this category includes unpaid
charges to persons who can afford to pay for their care and for which
usual collection efforts have been made. Instructions for Tennessee's
Joint Annual Report provide a good esanple:

"Bad debts represent unconpensated care for which the
hospital directly billed the patient and for which the
patient should reasonably be expected to pay. (A

vi gorous in-house collection effort until such tine as
the account can clearly be determned to be bad debt
(such as the patient cannot be located) or for a
period of at |east 180 days is assuned.) The hospita
woul d decl are the account as a bad debt after deter-
mning that the patient or the guarantor has incone
and/ or assets which would enable hinmher to pay, but

MPotentially, reported hospital bad debt could include bad debt incurred
by nonpatient purchasers of hospital services which, according to our concep-
tual definition, should not be included as unconpensated care. In practice,
any bias resulting fromincluding nonpatient bad debt in unconpensated care is
likely to be slight since patient revenue provides the overwhelmng majority
of total hospital revenue and nonpatient bad debt rates are probably simlar
to the | ow bad debt levels enjoyed by nonhospital industries (Troy, 1992). In
addition, the structure of state cost reports, which typically subtract bad
debt and charity care fromgross patient revenue to derive net patient
revenue, encourages hospitals to report only patient bad debt.
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the patient or guarantor ignores all collection
efforts. Bankrupt accounts woul d be considered bad
debts unless there is docunented evidence that the
medi cal bill caused the bankruptcy and then this woul d
be counted as nedically indigent (charity care)."

2. A definition of charity care which states that the services are provided

to needy persons who have insufficient ability to pay, as determined by

an investigation of the patient's incone, assets, and liabilities.
Agai n, Tennessee provi des a sanple definition

"Services provided to nedically needy persons for
which the hospital usually does not expect payment.
These persons have insufficient income and/or assets
with which to pay for their care. They are not
eligible for Medicaid or other state or federal pro-
grams or benefits of the these programs have been
exhausted. The patient has no income or has a very
limted insurance policy. A patient is considered to
be a charity patient if, after meeting with the
patient or guarantor and performng a thorough inves-
tigation of his/her past payment history, incone,
assets and liabilities, it is felt that the patient or
guarantor is unable to satisfy part or all of the
obligation due to soci oecononi ¢ conditions which are
not expected to inprove in the foreseeable future."

3. A statenment of deductions from charges which should not be included as

charity care. This list should include: ~contractual allowances to

Medi care, Medicaid, and private insurers, courtesy and enployee dis-

counts, and bad debts.

If charity care is to be the only criteria for tax exenption or dispro-
portionate share standards, hospitals should be given additional guidance
about how to determine if a patient has insufficient ability to pay for
medi cal care. Inprecise instructions will lead to inconsistent classification

of charity care across hospitals, as well as a sort of charity care "creep" as
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careformerly treated as bad debt is reclassified as charity care.®® Guide-
lines could be based on the federal poverty line. For exanple, Florida, which
focuses on charity care instead of total unconpensated care, states that no
patient will be considered a charity/unconpensated care patient whose famly
income for the preceding year exceeds 150 percent of the current Federa
Poverty Guidelines unless the amount of hospital charges due fromthe patient
exceeds 25 percent of the famly's annual incone; in addition, care received
by patients whose famly incone is four times greater than the Federal poverty
| evel cannot be recorded as charity care. CQuidelines based on the federa
poverty level will necessarily be arbitrary, since catastrophic illnesses
coul d easily outpace the incomes of middle-class fanilies; however, the

gui del i nes woul d provide a nore consistent definition of charity care across

hospi tal s.

Recommendation 2.d. G ven our reconmmrendation that overall unconpensated
care levels be used if standards for tax exenpt status or disproportionate
share payments are adopted, we do not recommend that hospitals be required to
submt documentation for their distinctions between bad debt and charity care.
I nstead, hospitals should maintain witten copies of a formal unconpensated
care policy and be prepared to show that unconpensated care is actually
provided to patients. Geater docunentation is probably required if policies
are based on charity care al one. Even so, requirements for docunenting

charity care should be carefully wei ghed agai nst the costs of docunentation

%23ome creep will occur naturally if the distinction between charity care
and bad debt beconmes nore inportant. Currently, hospitals have relatively
little incentive to make the distinction. As the returns increase, hospitals
can be expected to spend nmore effort to distinguish between the two conponents
of unconpensated care
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The cost of reporting unconpensated care figures will rise substantially
if hospitals are required to submt careful docunentation of total uncompen-
sated or charity care charges. Currently, nost states that collect unconpen-
sated care infornmation performonly mniml checks on the data (i.e., do the
nunbers add up?), even though some of the states use the information to
deternmi ne Medicaid disproportionate share paynents. Mst officials believe
that hospitals' total unconpensated care |levels are reported reasonably
accurately. To minimize outright fraud, hospitals should probably be required
to naintain witten unconpensated care policies and be prepared to show that
unconpensated care actually is delivered to patients. Hospital industry
officials already recommend that hospitals establish formal unconpensated care
policies and maintain internal records of the unconmpensated care they provide.

The need for docunentation will probably rise if policies are based
solely on the anount of charity care provided. Significantly, two states
whi ch base reinmbursement directly on charity care, Florida and Mssachusetts,
require extensive docunentation of charity care. In the case of
Massachusetts, random audits of charity care |evels are conducted nonthly.
Hospitals in both states reported that several enployees worked primarily on
docunenting unconpensated care. Pol i cymakers shoul d consider these costs
bef ore adopting policies based solely on charity care.

Furt her docunentation nmay al so be necessary if the gains fromreporting
unconpensated care, either in the formof foregone taxes or greater dispropor-
tionate share paynents, rise. Regulators could either require all hospitals
to submit docunentation of unconpensated care each period or only require
hospitals to nmake docunmentation available in borderline cases. The latter

option is likely to be |less expensive for both hospitals and regul ators.
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Reconmmendation 2.e. If policies are based solely on charity care, we
recommend that hospitals not be required to classify patients as "charity
care" patients according to a strict tine schedule. Thus, hospitals woul d not
be required to classify a patient as charity care upon adm ssion or before
beginning collection efforts, as long as the hospital has an established

policy for classifying patients.

Under the Hill-Burton Act, which requires hospitals receiving program
funding to provide indigent care, hospitals nmust classify patients as charity
care before collection efforts begin and within two days of receiving a
patient's application for charity care (Blumstein, 1986). However, none of
the hospital administrators we talked to applies strict tineliness criteria to
classify charity care patients. Tineliness criteria are also not applied by
any of the states whose officials we talked to. The administrators believe
that inmportant infornmation about a patient's ability to pay may be reveal ed
during collection efforts. Determination of charity care status upon adm s-
sion is inappropriate because sonme patients incur unexpected catastrophic
expenses during their stay. In addition, hospitals have little opportunity to
determine ability to pay for many patients admitted through the energency

room a mgjor source of unconpensated care
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3. Costs vs, charges: How shoul d uncompensated care be neasured?

(pp. 39-41)

We recommend that hospitals should report unconpensated care on the
basis of charges. For policy and research purposes, however, the charges

should be converted to unconpensated care costs.

As previously described in Chapter 2, there are three mmjor reasons why
policy and research should be based on unconpensated care costs instead of
charges.  First, our conceptual definition of unconpensated care suggests that
cost is a nuch better neasure of a hospital's contribution to unconpensated
care, since hospitals do not expect to receive anything when they provide
uncompensated care. Second, alnpbst no one pays |isted hospital charges
anynore; thus, studies conparing current unconpensated care to past |evels
will overstate increases in unconpensated care. Finally, different hospitals
charge different nmark-ups over costs, biasing inter-hospital conparisons of
unconmpensat ed care.

Nonet hel ess, hospital accounting systens record unconpensated care on
the basis of the established charges for that care. Because such data are
relatively easy for a hospital to produce, we reconmend that unconpensated
care be reported on the basis of charges. W assune that unconpensated care
will be reported as part of a larger survey of hospital finances which
includes information on hospital revenues and expenses. Such information can
then be used by researchers and policymakers to convert unconpensated care

charges to costs. Current Medicare Cost Reports include sufficient informa-
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tion to nmake this conversion, as do all state hospital surveys which collect

information on unconpensated care.

4, \What tvpe of cost should be used? (pp. 41-44)

W recommend that unconpensated care costs be evaluated on the basis of
the hospital's average costs. This inplies that unconpensated care charges
shoul d be converted to costs by multiplying by the hospital's overall cost-to-

charge ratio

As described in Chapter 2, the incremental cost of unconpensated care is
the best conceptual neasure of a hospital's contribution to patients who
cannot pay for their care. Unfortunately, conputing increnental costs in
hospitals is a notoriously difficult, data intensive task. Therefore, for
practical reasons, we recommend using a sinple cost-to-charge ratio to convert
unconpensat ed care charges to costs. As long as unconpensated care patients
are not nmore severely ill than other patients (i.e., unconpensated and
conpensated care patients are equally costly to treat, holding the nunber of
procedures and charges constant), the conversion factor wll probably over-
state the incremental costs of treating unconpensated care patients. W
believe that the overstatement will be greatest for hospitals treating
relatively few unconpensated care patients, since such patients are nost
likely to be treated on the margin. Therefore, if standards for tas esenption
and disproportionate share paynments are based on unconpensated care costs, our
conversion will give the benefit of the doubt to hospitals with |ow | evels of

unconpensat ed care.
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§ What cost-to-charge ratios should be used to defl ate charges to costs?

(pp. 44-47)

We recommend that a relatively sinple cost-to-charge ratio, such as the
hospital's total expenses divided by its gross patient revenues, be used to

convert charges t o unconpensat ed care costs.

Qur primary reason for making this recommendation is practical: to limt
the conputational burden on hospitals and policymakers, we wish to use the
si nmpl est possi ble nethod to convert charges to costs. The information needed
for our conversion factor is already routinely collected by Medicare and state
hospital agencies.

As described in Chapter 2, a conceptual disadvantage of our conversion
method is its inplicit assunption that the ratio between charges and costs for
the procedures received by unconpensated care patients is the same as the
average ratio for all patients in the hospital. This assunption could be
tested using financial and discharge data collected by the state of
California. Financi al data on costs and charges by revenue center could be
conbi ned to cal cul ate revenue center-specific cost-to-charge ratios. The
discharge data could then be used to identify procedures used by unconpensated
care patients, and a weighted cost-to-charge ratio for unconpensated care
patients estimated. Simlar cost-to-charge ratios for other payers could also
be estimated. Barring such an analysis, which is beyond the scope of our
study, we believe that it is appropriate to use a hospital-w de cost-to-charge

ratio to cal cul ate unconpensated care costs.
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6. Shoul d unconpensated care be neasured net of state and lecal government

subsi di es? (p.48)

W recommend that unconpensated care data should be reported without
subtracting state (excluding Medicaid) and local subsidies. Such subsidies
should also be clearly reported, so that researchers and policymakers wi shing

to cal cul ate unconpensated care net of subsidies can easily do so

Qur definition of unconmpensated care suggests that unconpensated care
costs net of government subsidies provides the best nmeasure of a hospital's
contribution to the poor. However, we believe that hospital unconpensated
care provides an inportant neasure of the access to nmedical care received by
the uninsured. Collecting separate data on gross unconpensated care and state
and | ocal governnent subsidies would allow better nonitoring of care received
by the uninsured and the ability of state and | ocal governnents to finance
such care. State or federal officials could then deci de whether to base
policies such as disproportionate share paynents on the gross or the net |eve

of unconpensated care

7. Should uncompensated care be measured net of donations? (pp. 48-49)

W recommend that unconpensated care should not be measured net of

donati ons.

Currently, charitable donations are relatively small conpared to tota

hospital expenses, and there is no guarantee that they are explicitly tied to
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indigent care. Consequently, we recommend that unconpensated care be reported

gross of charitable subsidies;

8. Should Medicaid shortfalls be included in a neasure of uncompensated care?

(pp. 49-51)

Ve recommend that Medicaid shortfalls should not be reported by hospi -
tals as unconpensated care. Medicaid shortfalls raise two issues closely
related to unconpensated care. First, is there any difference between
unconpensated care (paynments | ess than costs by private patients) and Medicaid
shortfalls (paynments less than costs by Medicaid patients)? Second, if
Medi cai d shortfalls are simlar to unconpensated care, how are the shortfalls
to be neasured? The first issue is conceptual, while the second issue
involves the enpirical task of determning whether Medicaid paynents are
adequate to cover the costs of treating Medicaid patients. Conceptually, we
believe that Medicaid shortfalls are relevant for standards for tax exenptions
and di sproportionate share paynments which attenpt to neasure a hospital's
contribution towards patients who cannot afford to pay for that care
However, we believe that further research on how cost-to-charge ratios vary by
procedure and by payer is necessary before Medicaid paynent adequacy and
therefore, Medicaid shortfalls can confidently be conputed. W recomrend that
such research should be perforned. In the neantime, hospitals should report
Medi caid gross revenue and Medicaid deductions from revenue

As described in Chapter 2, Lew n, Eckels, and Roenigk's (1988) argunent
that Medicaid shortfalls should be considered al ongsi de unconpensated care is

consistent with our conceptual definition that unconpensated care represents
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the hospital's contribution towards care that patients cannot afford to pay
for. In practice, however, determ ning whether a Medicaid shortfall esists
hepends crucially on the cost-to-charge ratio applied to convert Medicaid
charges to Medicaid costs. States are likely to dispute charges of Medicaid
shortfalls by claimng that overall hospital cost-to-charge ratios do not
fairly reflect the costs of treating Medicaid patients. As we noted in |ssue
5 above, little research has attenpted to determ ne whether cost-to-charge
rati os differ across procedures and therefore, because patients covered by
different payers use different procedures, by payers. W recommend that such
research proceed, along the lines we sketched in Issue 5, before policymakers
attenpt to calculate Medicaid shortfalls and use themto determne tax esenpt
status or disproportionate share paynents.

This is not to say that participation in Medicaid should not be included
in standards for tax exenption and disproportionate share paynents. Infact,
current federal policies consider Medicaid participation, but not unconpen-
sated care, in determ ning whether a hospital qualifies for tas esenption or
Medi care disproportionate share paynents." These policies are based on the
nunber or share of Medicaid patients treated, rather than on Medicaid short-
falls. Until a better measurement of shortfalls can be achieved, standards
for tax exenption and di sproportionate share payments could easily be expanded
to include information on unconpensated care without adding standards for

Medi caid shortfalls. Such standards are already in place for Medicaid, where

Bcurrently, the Internal Revenue Service considers operation of an
enmergency room and participation in Medicare and Medicaid as the two nost
i nportant factors denonstrating that a hospital provides community benefits
(McCGovern, 1990). A not-for-profit hospital must provide such benefits to
qualify for exenption fromfederal incone taxes. Medicare disproportionate
share paynments are based on the share of Medicaid and poor Medicare patients
treated by a hospital, but not on unconpensated care anounts..
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the criteria for disproportionate share paynents is based on the weighted sum

of Medicaid and charity charges divided by total charges.

9. Should Medicare shortfalls be included in a neasure of uncompensated care?

(pp. 52-53)

Ve recommend that Medicare shortfalls should not be reported by hospi -
tals as unconpensated care. Medicare shortfalls raise two issues closely
related to unconpensated care. First, is there any difference between
unconpensated care (paynents |ess than costs by private patients) and Medicare
shortfalls (paynments |ess than costs by Medicare patients)? Second, if
Medi care shortfalls are simlar to unconpensated care, how are the shortfalls
to be nmeasured? The first issue is conceptual, while the second issue
involves the enpirical task of determning whether Medicare payments are
adequate to cover the costs of treating Medicare patients. Conceptually, we
bel i eve that Medicare shortfalls are relevant for standards for tax exenptions
and di sproportionate share paynments which attenpt to neasure a hospital's
contribution towards patients who cannot afford to pay for that care.

However, we believe that further research on how cost-to-charge ratios vary by
procedure and by payer is necessary before Medicare paynent adequacy and,
therefore, Medicare shortfalls can confidently be conputed. W recommend that
such research should be perfornmed. In the meantine, hospitals should report

Medi care gross revenue and Medicare deductions from revenue.

Medi care shortfalls raise many of the same questions as Medicaid

shortfalls, and our reconmendation mrrors these simlarities. As described
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in Chapter 2, Lewin, Eckels, and Roenigk's (1988) argunent that Medicare
shortfalls should be considered al ongsi de unconpensated care is consistent
with our conceptual definition that unconpensated care represents the hospi-
tal's contribution towards care that patients cannot afford to pay for. In
practice, however, determning whether a Medicare shortfall exists depends
crucially on the cost-to-charge ratio applied to convert Medicare charges to
Medi care costs. States are likely to dispute charges of Medicare shortfalls
by claimng that overall hospital cost-to-charge ratios do not fairly reflect
the costs of treating Medicare patients. As we noted in Issue 5 above, little
research has attenpted to determ ne whether cost-to-charge ratios differ
across procedures and therefore, because patients covered by different payers
use different procedures, by payers. W recomrend that such research proceed
along the lines we sketched in Issue 5, Dbefore policynakers attenpt to
cal cul ate Medicare shortfalls and use themto determ ne tas esenpt status or
di sproportionate share paynents.

There is an additional question related to Medicare shortfalls.
Medi care prospective paynments are intended to cover the cost of treating a
patient with a particular diagnosis efficiently. Because a hospital may incur
a Medicare "shortfall" by treating a patient inefficiently, policymakers nay
be reluctant to include such shortfalls in standards for tax esenption or
di sproportionate share paynents. Until a better measurenent of Medicare
shortfalls can be achieved and the efficiency question resolved, standards for
tax exenption and disproportionate share paynents could easily be espanded to
i nclude information on unconpensated care wi thout adding standards for

Medi care shortfalls.
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10. Shoul d contractual all owances to private insurers be included as uncom

pensated care? (p. 54)

W recommend that contractual allowances between hospitals and private

insurers not be included as unconpensated care.

Faced with declining occupancy and nore cost-sensitive buyers, hospitals
have increasingly offered contractual allowances (discounts) to private
insurers through such arrangenents as preferred provider organizations and

heal th mai nt enance organi zations. By increasing or maintaining market share,
such al | owances nake hospitals better off; therefore, they should not be

included as unconpensated care

11. Should other "free" care be counted as uncompensated care? (pp. 54-56)

W recommend that "free" care not be included in information reported by

hospital s as unconpensated care

Free care consists of services provided by a hospital w thout charge.
As described nmore fully in Chapter 2, there are three reasons why we recommend
against including free care as unconpensated care. First, free care need not
be targeted to the poor, violating our first principle of unconpensated care
measur enent . Second, hospitals may offer "free" services such as screening
tests and educational classes as part of a marketing plan to encourage

patients to visit their hospital. Finally, because the cost of free care is
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included in the cost-to-charge ratio, free care will be double-counted if its
cost is also included directly as unconpensated care.

Current Internal Revenue Service require that tax-exempt hospitals
provide commnity benefits. Gven this standard, free care nmght be consid-
ered independently of unconpensated care in standards for tax exenption. In
this report, we do not provide a full analysis of the nerit of basing tax
exenption 'on comunity benefits. W note, however, the problens associated
with double-counting. There is also an inherent problemin measuring commun-
ity benefits, since patients receive benefits (consuner surplus) from services

they pay for, as well as fromfree services.

12. Is the relevant measure of uncompensated care the dollar amunt or the

fraction of hospital costs? (pp. 56-57)

We recommend that policy decisions consider both absolute |evels of
unconpensated care and the ratio of unconpensated care costs to total hospita

costs.

The absolute |evel of unconpensated care provides the best neasure of
hospitals' overall contribution of care to the poor. Nevertheless, standards
for tax exenption and disproportionate share paynments to individual hospitals
are more naturally based on neasures which relate the hospital's unconpensated
care to its total costs. Therefore, we reconmend that a hospital should
report its absolute |evel of unconpensated care costs (or charges), while
standards for tax exenption and disproportionate share payments should be

based on the ratio of unconpensated care to total costs.
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13. Shoul d hospitals be reauired to report separate entries for uncompensated

care provided in inpatient, outnatient. and emergency room settings?

(pp. 57-58) i

At this tinme, we do not believe that hospitals consistently distinguish
bet ween unconpensated care provided in inpatient, outpatient, and emergency
room settings. Therefore, if HCFA chooses to require hospitals to report
unconpensated care levels, we recommend that it initially require only
reporting of total unconpensated care provided by the hospital. Hospitals
m ght be required to separately classify unconpensated care by inpatient and

outpatient settings at a |later date.

I deal |y, hospitals would report inpatient and outpatient unconpensated
care charges separately so that the appropriate cost-to-charge ratio could be
used to cal cul ate unconpensated care costs. However, nmany hospitals appar-
ently do not distinguish between inpatient and outpatient unconpensated care.
In Tennessee, one of the few states which collects separate data on inpatient
and out patient unconpensated care, nore than two-thirds of hospitals report
positive levels of outpatient bad debt and charity care, but other hospitals
only report aggregate levels of bad debt and charity care. HCFA’'s current
denonstration project evaluating the use of an expanded Medicare Cost Report
shoul d provide inportant additional information about the ability of hospitals
to distinguish between unconpensated care settings.

We found that even hospitals which distinguish between inpatient and
out patient unconpensated care do not do so in a consistent way. Al though al

of the hospital administrators we interviewed said it was possible for their
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accounting systenms to separately classify inpatient and outpatient unconpen-
sated care "in theory," the systens differed in their classification of
patients treated in ‘the energency room  Sone systens nmintained a separate
category for emergency room unconpensated care, while others split ER care
into its inpatient and outpatient care conponents or rolled ER charges into

i npatient unconpensated' care if the patient were adnitted to the hospital
Perhaps the easiest way to increase consistency in reporting across hospitals
is to have the guidelines for reporting unconpensated care instruct hospitals
to include ER charges for patients subsequently adnmitted to the hospital as
inpatient unconpensated care. Such a classification wll probably mean that
most unconpensated ER care will be classified as inpatient care, since charges
for patients who receive prinmary care in the ER are usually relatively smal
conpared tocharges of patients who are adnmitted to the hospitals.

G ven potential inconsistencies between hospitals and sone hospitals
apparent inability to distinguish between inpatient and outpatient unconpen-
sated care, we believe that hospitals should no: initially be required to
classify unconpensated care by setting. I nstead hospitals would only report
aggregate unconpensated care levels. O course, if hospital accounting,
systenms evolve to better track unconpensated care, separate classification

could be required at a later date

14. WII| hospitals respond to changed reporting resuirenents for uncompen-

sated care? (pp. 58-59)

We expect that hospitals will respond to changed reporting requirements

for unconpensated care. In particular, reported |evels of charity care are
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likely to rise and bad debt fall if standards for tax exenption or dispropor-
tionate share payments are based on charity care al one.
\

Econom ¢ theory suggests, and our interviews and analysis of unconpen-
sated care data in Florida and Tennessee confirm that hospitals respond to
changing incentives for reporting unconpensated care data. In Vernont, where
a previously tax-exenpt hospital was presented with a nunicipal tax bill,
hospi tal s began reporting higher levels of charity care and | ower |evels of
bad debt, according to the executive director of the state's data collection
agency. The hospital directly involved in the tax battle had previously nade
little effort to distinguish its charity care fromits bad debt.

Massachusetts officials report that charity care rose as a fraction of
unconpensat ed care when the state adopted a risk pool which reinburses
hospitals on the basis of charity care alone. Simlarly, Florida data show a
relative increase in charity care when the state adopted a risk pool based
solely upon charity care. In Tennessee, charity care as a fraction of overall
unconpensated care increased noticeably between 1985 and 1987, when the state
began to make Medicaid disproportionate share paynents to hospitals. Al though
based on overall unconpensated care levels, the standard was acconpani ed by
clearer instructions guiding how hospitals could distinguish between charity
care and bad debt.

The obvi ous I esson that hospitals will respond to changed reporting
incentives has several inportant inplications for policymakers, because nost
hospitals currently face few incentives for accurately distinguishing between
charity care and bad debt. First, policies should be based on prospective

rather than retrospective rates of unconpensated care. For exanple, hospitals
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should not be handed a tax bill based on past low levels of charity care if

t hey previously had no reason to distinguish between bad debt and charity
care. Second, as explained in Recommendation 2.c., standards which distin-
gui sh between bad debt and charity care should give hospitals clear guidelines
for making this distinction. Third, policies which use unconpensated care to
determne tax exenptions or disproportionate share paynents shoul d avoid
discontinuities in the payoffs fromreporting unconpensated care. Discontinu-
ities greatly increase the marginal gains from reducing collection effort or
overstating unconpensated care. Finally, tolimt hospitals' incentives to
reduce collection efforts, disproportionate share paynments and the val ues of

tax exenption should not be set too high. The intent of basing tax exenption
and di sproportionate share paynents on unconpensated care is to increase
access by patients who cannot afford to pay for their care, not to reduce

paynents by patients who can be conpelled, with effort, to pay for their care.
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