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Ipspital Conversion 
-ends 

Jpital conversions from nonprofit to for-profit status receive 
(jiiost press. Hospital data, however, show that the switching 
[in many directions and is concentrated in just a few states. 

fick Needleman, Deborah]. Cholkt, and]oAnn Lamphcrc 

ACTi This DataWatch presents information on the extent, geographic 
jjbution, and other issues related to hospital conversions during the 1980s 
P990s. On average, 1 percent of hospitals convert each year. Many states 
rlenced hospital conversions, but much of the conversion activity was 
entrated in California, Florida, Georgia, and Texas. While conversions of 
ir-profit hospitals to for-profit status have received significant attention, 
ersions pf public hospitals and for-profit hospitals raise complex policy 
s, as well. 

UNDREDS OF PUBLIC AND not-for-profit hospitals con­
verted to for-profit status during the 1980s and 1990s. In 
1995 alone nearly sixty not-for-profit hospitals converted, 

bling the previous year's transactions.1 Hospital conversions 
many forms. In the case of a direct sale of a hospital, an amend-
t of incorporation (making the not-for-profit organization a 
profit corporation), or a merger of a not-for-profit with a for-
ifit corporation, a for-profit corporation takes ownership of the 

I's assets. Other forms of conversions (such as long-term 
g and joint ventures) may not involve asset transfers. Conver­

ts without asset transfer became the more common form of hos-
al conversion in the 1990s. 

ite growing numbers of conversions and increasing pubhc 
tiny of these transactions in some states, information about 
versions of not-for-profit hospitals to for-profit status is ex-

mely limited and has improved little beyond the level observed by 
Young a decade ago.2 Neither a full count of conversions nor 

ormation concerning the conditions of conversions and the distri-
ion of the not-for-profit assets is generally available. 
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Study Methods fg 
This DataWatch presents findings from a larger study of i 

arising from hospital conversions during the 1980s and 1990s!j_ 
was conducted for The Commonwealth Fund.3 We compared̂  
ownership status of 5,768 hospitals in 1980 and in 1990. We ic 
fied these hospitals by matching all hospitals by hospital ident 
tion number in the 1980 and 1990 American Hospital 
(AHA) annual surveys. We classified each of these hospitals asl 
ing the same ownership status in both years (pubhc, not-for-pifl 
or for-profit) or having changed ownership status between 1980f 
1990. To identify hospitals that had changed status between L 
and 1993, we undertook the same type of process using the 19901 
1993 AHA annual surveys. Finally, we identified four states that n 
the greatest number of public hospital conversions (Georgia, ] 
ida, and Texas) or not-for-profit hospital conversions (Califori 
Florida, and Texas) in the 1980-1990 period; we report the dist 
tions of hospital conversions in those states separately fromjj 
national distributions. We also report some of the insightŝ  
gained from interviews with a number of public officials and I 
tal representatives in those states about the possible reasons fori 
unusually large number of hospital conversions in their states. 

In addition to the 5,768 hospitals that reported using the 
identification number in both 1980 and 1990 (the 1980-1990 grou| 
we identified 1,004 hospitals that participated in the 1980 
annual survey but did not match to a hospital with the same ic 
fication number in the 1990 survey (1980-only group). Many ho 
tals in the 1980-only group closed or converted to nonhospital statfl 
during the decade (that is, no hospital existed at the location in if 
1990 survey). Other hospitals were part of mergers, and the 
entity was assigned a new number. Most mergers were betwci 
hospitals of the same ownership type. In still other cases, mulj 
campus hospitals operating under one number split, and each nc 
hospital was assigned its own number. We found virtually no cas 
in which a change in AHA number was associated solely withj 
change in ownership. 

We examined ownership conversions among hospitals in 
1980-only group prior to their closure, conversion, or merger 
included them in state counts, but we excluded them from 
analysis of pre- and postconversion characteristics of conver 
hospitals. Also excluded from the analysis are all federal hospit 
(367 hospitals in 1980). 
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public Hospital Conversions 
Between 1980 and 1990,9.2 percent of hospitals in the 1980-1990 

fgroup (532 hospitals) changed ownership status. An additional 
ininety hospitals (9 percent) in the 1980'Only group also changed 
[ownership status. Hospital conversions continued at about the 
same annual rate between 1990 and 1993: An additional 183 hospitals 
?(3 percent) reported a change of ownership status during the three-
[year period (Exhibit 1). 

Public hospitals were more likely than either nonprofit or for-
profit hospitals to convert. Pubhc hospitals accounted for 56 per-
|tent of all conversions in the 1980-1990 group; more than 15 percent 
Ipl these pubhc hospitals changed control over the decade. Similarly, 
[12 percent of the public hospitals in the 1980-only group converted. 
'Between 1990 and 1993 pubhc hospitals accounted for nearly 32 
percent of all conversions, with another 3 percent of pubhc hospitals 
changing control. In some cases, the conversion of a public hospital 

lwas described as an effort to improve efficiency by freeing the hospi­
tal from civil service and govemment procurement rules. Typically, 
• however, the conversion of public hospitals was described as a re­
sponse to the unwillingness of local governments and communities 
;to provide continued tax support for the hospitals. 

Most public hospital conversions were to nonprofit status (75 
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EXHIBIT 1 
; Number Of Hospital Conversions, 1980-1990 And 1990-1993 

Present In 1980 and 1390 Present In 1980, not 1990 Present In 1990 and 1993 

Total General Specialty Total General Specialty Total General Specialty 

| Total hospitals 5,768 5,005 763 1,004 790 214 6,015 4,950 1,065. 
| No conversion 5,236 4,506 730 914 704 210 5,832 4,791 1,041 
1 Conversions 532 499 33 90 86 4 183 159 24 

i No conversion 
£ Nonprofits 2,903 2,647 256 442 384 58 3,181 2,855 326 
f Public 1,664 1,356 308 254 137 117 1,644 1,338 306 
f For-profits 669 503 166 218 183 35 1,007 598 409 

ji' Conversions 
f Nonprofit to 

for-profit 110 95 15 27 26 1 37 31 6 
Public to 

\ for-profit 73 72 1 16 16 0 7 7 0 
For-profit to 

i. nonprofit 55 47 8 20 18 2 42 33 9 
I For-profit to 

public 6 5 1 2 2 0 14 13 1 
: Nonprofit to 
' public 65 64 1 7 7 0 32 29 3 
' Public to 
' nonprofit 223 216 7 18 17 1 51 46 5 

WURCE Authors' calculations from American Hospital Association Annual Surveys, 1980-1990 and 1993. 
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percent in the 1980-1990 group and 53 percent in the 198C 
group). Thus, converting public hospitals that then c. 
merged prior to 1990 were significantly more likely (p = 0.02)1 
become for-profit than were those in the 1980-1990 group. Betwi 
1990 and 1993, 88 percent of public hospital conversions were' 
nonprofit status. 

Nevertheless, public hospital conversions are an importa 
source of growth for the for-profit hospital industry. The conve 
of pubhc hospitals to for-profit status accounted for 39 percent ofl 
such conversions between 1980 and 1990 and 19 percent betw^ 
1990 and 1993. 

Not-For-Profit Hospital Conversions 
The second-largest number of conversions was among not-f 

profit hospitals. In the 1980-1990 group, 175 not-for-profit hospiti 
(6 percent) reported changes in ownership status. Of these, 110 (( 
percent) converted to for-profit status. Similarly, in the 1980-or 
group, thirty-four not-for-profit hospitals (7 percent) reported -
change in ownership status, twenty-seven of these (79 percent) ti 
for-profit status. As with pubhc hospitals, converting nonprofi 
hospitals in the 1980-only group were significandy more likely i 
0.04) to become for-profits than hospitals that operated throug 
1990. Between 1990 and 1993 the average annual rate of r 
conversions accelerated: 2.1 percent of nonprofit hospitals repor 
a change of ownership status over the period. 

The high rate of pubhc hospital conversions notwithstanding, i 
substantial number of not-for-profit hospitals in the 1980-1 
group (37 percent), 1980-only group (21 percent), and 1990-1 
group (46 percent) converted to pubhc status. 

For-Profit Hospital Conversions 
For-profit hospital conversions represented 11 percent of i 

1980-1990 group conversions, 24 percent of the 1980-only group] 
conversions, and 31 percent of the 1990-1993 group conversions;? 
Most conversions from for-profit status resulted in not-for-profit! 
control of the hospital, but between 1990 and 1993, 25 percent ofj 
these conversions resulted in pubhc control. The more recent accel­
eration of conversions from for-profit status may reflect an upsurge j j 
in community concerns about the long-term commitment of for-J 
profit owners to maintaining community access to health care serv- j 
ices and a desire by the community to retain some local influence on "| 
hospital policy. 
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State Experience With Hospital Conversions 
Between 1980 and 1990 not-for-profit hospitals in thirty-seven 

states converted to for-profit status. In twenty-one states at least 
one public hospital converted to for-profit status. States' experience 
with conversions to for-profit status between 1990 and 1993 was 
similarly broad: Not-for-profit to for-profit conversions occurred in 
seventeen states, and pubhc to for-profit conversions occurred in six 
states (Exhibit 2). However, much of this conversion activity was 
concentrated in only a few states. Between 1980 and 1990 more than 
half of all conversions (54 percent) occurred in just seven states. Ten 
or more hospitals converted to for-profit status in each of these 
states. Similarly, between 1990 and 1993 more than half of all conver­
sions (55 percent) occurred in just four states, with each state expe­
riencing at least five for-profit conversions (Exhibit 3). 

Five states—Alabama, California, Georgia, Florida, and 
Texas—experienced unusually high rates of hospital conversions 
between 1980 and 1990. Interviews with officials in California, 
Georgia, Florida, and Texas disclosed that none of these states had 
any consistent process of pubhc oversight to protect community 
benefits or to facilitate efficient change in the hospital sector. Health 
officials in each state remained uninvolved in the conversion activ­
ity, and attorneys general did not exercise their statutory authority. 
Because there was little pubfic involvement, community concerns 
were likely to be poorly developed and expressed late in the transac­
tion. In the absence of state regulatory standards, community issues 
in these states were resolved through the court system and typically 
posed no serious barriers to conversion. When pubfic oversight oc­
curred, it was usually initiated by local interests and remained local. 

Also in these states, many conversions appeared to be structured 
to minimize oversight and maximize speed. For example, the Florida 

'•if 
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EXHIBIT 2 
Number Of States With At Least One Conversion, 1980-1990 And 1990-1993, By Type 

1980-1990 1990-1993 

Type of conversion Number of states Number of states 

Nonprofit to for-profit 37 17 
Public to for-profit 21 6 

For-profit to nonprofit 32 22 
For-profit to public 7 8 

Nonprofit to public 26 19 
public to nonprofit 39 24 

SOURCE Authors' tabulations from American Hospital Association (AHA) data. 1980-1990 data for hospitals present in 1980 
without regard to 1990 status. 1990-1993 data for hospitals with same AHA Identification number In both years. 
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EXHIBIT 3 
States With Ten Or More Conversions To For-Proflt Status In 1980-1990 
Or Five In 1990-1993 

1980-1990 1990-1993 ~ZM 
Conversion Conversion Conversion Convt^ 

Number of from from Number of from from * 
State conversions nonprofit public conversions nonprofit publjcj 
Alabama 16 5 11 _a _a - a 

California 16 13 3 7 7 o 
Florida 21 14 7 5 4 1 1 
Georgia 18 3 15 _« _a - a £ 

Missouri _a _a _8 5 4 1 .! 
Oklahoma 11 6 5 _a - a _a 

Tennessee 11 1 10 _a _a - a 

Texas 28 19 9 7 5 2 

192 CONVERSIONS 

SOURCE: Authors' tabulations from American Hospital Association (AHA) data. 1980-1990 data for hospitals present in i 
without regard to 1990 status. 1990-1993 data for hospitals with same AHA identification number In both years. 
a Not available. 

statute under which pubhc hospitals are organized requires le 
tive authority for any pubhc hospital to become a for-profit inst 
tion. Thus, to avoid the sale of pubhc assets, most acquisitions! 
Florida have been structured as long-term leases. In one cas 
pubhc hospital transferred licensed beds to a for-profit corporatiq 
then the corporation built new beds, deficensed the old beds,; 
transferred the original building back to the pubhc. 

Finally, the valuation and disposition of public or not-for-proffl 
hospital assets varied among the states. Hospitals converting n 
for-profit status in California were required to transfer assets tqjj 
pubhc trust in an amount equal to the "fair market value" of t 
transaction. Officials in Texas were unaware of the specifics of he 
pital asset valuation in cases of public or not-for-profit hospit 
conversion and presumed that practice varied widely. For-profifl 
competitors for hospital lease arrangements in Florida occasional!̂  
questioned whether the hospital was "sold too cheaply," but np| 
pubhc bidding process occurred. 

In Georgia, which had the highest percentage of public hospitalŝ  
in the United States in 1980, 43 percent of all conversions betweenl 
1980 and 1990 were conversions of pubhc hospitals to for-profitl 
status. Many of these involved a lease arrangement rather than the | 
sale of assets, and we found none that resulted in the endowment of i 
a charitable trust or foundation. 

Characteristics Of Converting Hospitals 
Hospitals in the 1980-1990 group that changed ownership status .( 

were smaller on average than hospitals of the same type that did not 
convert (Exhibit 4). Except for pubhc hospitals converting to non-

H E A L T H A F F A I R S - V o l u m e J 6 , N u m b e r 2 
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| profit status in the 1990-1993 period, occupancy rates were some­
what lower as well. 

In 1980-1990, and again in 1990-1993, changes in bed size were 
H modest for nonconverting and converting hospitals of the same type 

among (1) not-for-profits and (2) for-profit hospitals converting to 
not-for-profit status. Between 1980 and 1990, nonconverting pubhc 
hospitals and public hospitals converting to for-profit status both 

: experienced sizable bed reductions. Hospitals converting from for-
- profit to pubhc status showed substantial changes in bed size, but 
| these changes varied in direction and magnitude between the 
|;1980-1990 and 1990-1993 periods. 

Nationwide, hospital occupancy declined sharply in the 

[EXHIBIT 4 
;Bed Size And Occupancy Of Hospitals Undergoing Conversions, 1980-1990 
,And 1990-1993 

1980-1990 1990-1993 

[Type of conversion 1980 1990 1990 1993 

ifAverage bed size 

fNo conversion 
|'Nonprofits 215 205 203 200 
j l Public 197 165 167 157 
f|.For-profits 125 132 121 119 

^Conversions 
|, Nonprofit to for-profit 
" Public to for-profit 
'.For-profitto nonprofit 
.̂ For-profit to public 
i-Nonprofitto public 
iPublicto nonprofit 

141 a 

101 a 

99 a 

77 
89 a 

139 a 

128 a 

82 a 

96 8 

50 a 

94 a 

131° 

126 a 

82 
94 a 

85 
114a 

131 

125 a 

88 
100 
116b 

118 a 

131 

tiDccupancy 

[No conversion 
KNonprofits 73.3% 63.1% 62.9% 60.4% 
^Public 65.3 57.3 57.2 56.9 
&For-profits 66.9 53.7 55.0 51.7 

.-.nversions 
K Nonprofit to for-profit 
| Public to for-profit 
I For-profit to nonprofit 
|For-profit to public 
^Nonprofit to public 
frP^bjjcto nonprofit 

65.0" 
60.6a 

60.9* 
65.5 
SS.O" 
65.1 

51.7° 
45.3C 

51.0 
45.5 
47.7a 

53.8C 

51.5" 
49.4 
52.1 
46.5 
53.6" 
59.4 

48.9a 

48.9 
45.5a 

39.6" 
54.1 
57.2 

6 Authors' calculations from American Hospital Association (AHA) Annual Survey, 1980,1990,1993. Based on hospitals 
I same AHA Identification numbers In 1980 and 1990, and 1990 and 1993. 

I j™) ' 8 " 0 3 "* significant difference at .05 level from nonconverting hospitals of original ownership type. 
K ! ! ' ? r B n c e s f r o m P r e - 1 0 postconversion years statistically different at .05 level from hospitals of original ownership type. 

ally significant difference at .05 level from nonconverting hospitals of original ownership type. Differences from pre- to 
"version years statistically different at .05 level from hospitals of original ownership type. 
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"Hospitals subject to conversion were generally smaller and: 

appeared to have weaker market positions." 

1980-1990 period, and moderately in 1990-1993. Hospitals 
ing to for-profit status experienced steeper declines in oo 
than nonconverting hospitals experienced in the 1980-1990 
but comparable declines in the 1990-1993 period. Hospita 
converted from for-profit status also generally experienced 
decUnes in occupancy than nonconverting for-profit hospitals 
rienced. The exception was hospitals that converted to no: 
status in the 1980-1990 period. In sum, hospitals subject to 
sion were generally smaller and appeared to have weaker 
positions judged on the basis of occupancy rates; conversion 
substantially change these circumstances. 

Policy Implications 

Passions run deep, yet information is scant about the effe 
hospital conversion on access to care for charity patients, prov 
of less-profitable services, and continuity of services to the cor 
nity. The few available studies of the dynamics of for-profit OWM 
ship of hospitals suggest that communities should be cone 
about continuity of service. In a study of HealthTrust and HCA < 
HCA's leveraged buyout, Jan Clement and Michael McCue found'̂  
performance improvements among hospitals owned by these cl 
relative to other hospitals in their markets but that the chains ] 
downsized to achieve corporate financial goals.*' Large for-pr 
chains also enter and exit markets more quickly than not-for-prot 
do.5 Our findings regarding numbers of conversions to for-pr 
status, bed size, and occupancy changes are generally consiste 
with these studies. 

However, our findings also indicate that the phenomenon of he 
pital conversions is complex. The prevalence of pubhc hospital < 
versions in some states reflects community decisions to relinquishj 
pubhc control of the hospital in favor of a lower tax burden. Cori'| 
versely, for-profit hospitals converting to pubhc or not-for-profit! 
status make up a significant minority of all hospital conversions,' 
especially in the 1990-1993 period. These conversions may reflect] 
recognition of the unique place of mission-driven providers in these 
communities. They may also speak to for-profit hospitals' commit­
ment to meeting community needs when those needs conflict with 
profitabihty. 

In light of these findings and concerns, greater pubhc oversight of 
valuation and the development of strategies to stabilize access to 

H E A L T H A F F A I R S - V o l u m e 16, N u m b e r 2 
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care and maintain community benefit seem warranted. The level of 
oversight that pubhc officials exercised in 1980-1993 appears insuf­
ficient, as was the public 'disclosure that was required. Benign regu­
latory environments apparently supported large numbers of conver­
sions in relatively few states between 1980 and 1990. 

However, the development of appropriate pubhc and community 
oversight of not-for-profit and public hospital conversions requires 
more information than we now have. Standards for the fair valuation 
of assets are needed, as is research appraising the effects of altema-

; dye standards. To develop standards for the disposition of commu-
[.nity assets, we need to understand more clearly the impact of con-
[version on hospitals' financial stability, on the range of services they 
[{.provide, and on access to care in the community. Most important, 
Idespite the large number of conversions that have occurred, we 
icannot yet answer the most fundamental question that should drive 
Icommunity decisions about pubhc and not-for-profit hospital con-
|versions: In a dynamic marketplace, are communities better or 
Iworse off when their hospitals change ownership? 

mescarch for this DataWatch was supported by a grant from The Commonwealth 
IFund The authors are indebted to Cathy Schoen for helpful comments on their earlier 

rt from which much of this paper is taken. 
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iConversion Of HMOs 
5And Hospitals: 
iWhat's At Stake? 

:Sjhe pros and cons of nonprofit conversions through the lens of 
-^public policy. 

JS^by Bradford H. Gray 

^ PROLOGUE: "The debate about for-profit health care is fueled as 
lif^nuch by values as by evidence," wrote Brad Gray and Walter 
4filMcNerney in The New England Journal of Medicine. "Some objections 

' for-profit health care stem from the belief that it is 
'^fundamentally inconsistent with the values and purpose that 
•^should animate health care organizations . . . on behalf of the 
;-££heeds of patients and communities." Although these words 
illiiwere written in 1986, their veracity still resounds more than 
,'j^teh years later. In this paper Brad Gray frames the debate as it 

'exists for the 1990s. He refrains from making a judgment on the 
V^desirability of nonprofit versus for-profit status and 

/̂ conversions from one to the other. Instead, he offers the health 
^policy community a reasoned, well-organized framework 

/•''within which to examine this often contentious issue. 
j g 1 Gray is director of the Division of Health and Science PoUcy 
.^jat the New York Academy of Medicine. He came to the 
."̂ 'academy in 1996 after eight years on the faculty of Yale 
.^University, as a professor of public health and director of the 
^Institution for Social and Policy Studies and the Program on 
" •'Non-Profit Organizations. He received a doctoral degree in 

jsociology from Yale. Previously he served as a senior staff 
member and study director at the National Academy of 
/Sciences' Institute of Medicine (IOM). He edited the lOM's 
influential 1986 book, For-Profit Enterprise in Heahh Care, and has 
published extensively on matters pertaining to the ethics of 
human experimentation, for-profit and nonprofit health care, 
and the changing conditions of medical professionalism. 

CONVERSIONS 29 

H E A L T H A F F A I R S - M a r c h / A p r i I 19 9 7 

cM7ncPcoph-io-Pcoplc Health Foumialiiin.Inc. 



C O N V E R S I O N S 

30 OVERVIEW 

ABSTRACT: Because for-profit conversions of nonprofit organizations are regu­
lated under trust law at the state level, their health policy implications have 
generally not been part of the process. This paper provides a health policy 
framework for assessing conversions of hospitals and health maintenance 
organizations (HMOs). It begins with basic differences in ownership forms and 
identifies considerations on both sides ofthe conversion question. The analysis 
turns on the extent of the social benefits of nonprofits: the regulatory tool 
provided by tax exemptions, trustworthiness in the presence of informational 
asymmetries, and community benefit activities. The analysis and the evidence 
suggest that the nonprofit form continues to hold significant advantages in 
health care that bear consideration by policymakers faced with conversion 
proposals. 

F
OR-PROFIT CONVERSIONS have been occurring among non­
profit hospitals and health maintenance organizations 
(HMOs) for many years without attracting much public at­

tention.1 Then the words "billions," "HMOs," and "conversions" ap­
peared together in California, and Columbia/HCA began a highly 
publicized campaign of nonprofit hospital acquisitions.2 Confer­
ences on the topic suddenly became a small industry. Observers 
started using apocalyptic language, such as "the dissolving non­
profit sector" and "potentially the largest redeployment of charitable 
assets in history."3 The parties to whom the topic is of great interest 
now include the entrepreneurs who hope to obtain nonprofits' as­
sets, nonprofit boards that are trying to fulfill their responsibilities, 
the lawyers and consultants who advise both parties, existing non­
profits that hope to receive proceeds from conversions, policymak­
ers, regulators, and researchers. 

Interestingly, agencies with responsibihties for health care are 
not necessarily involved in the review of conversions, so hospital 
and HMO conversions have not generally been treated as a health 
policy matter. This paper provides a framework for assessing the 
desirability of conversions of nonprofit hospitals and HMOs from a 
health policy standpoint. I begin with a discussion of some specific 
implications of the basic ownership forms of health care organiza­
tions. I then discuss some of the reasons that conversions have been 
occurring and lay out arguments regarding the advantages and dis­
advantages of these transactions from a public policy perspective. 1 
conclude by suggesting a public policy perspective from which con­
versions in health care might be viewed. 

Basic Ownership Forms In Health Care 
• Accountability Issues. Legal and economic comparisons of non­
profit and for-profit organizations have emphasized the absence of 
equity owners in the nonprofit form and the prohibition in nonprof-

i of the disti 
gvhat Henry 
Ijraint"). 4 Als 

\ l f ioountability s 
:::;^ainately accoi 

iilue of their 
"O^lable to boards 
vvi-fand who may 

r'>£J$alues, motr 
^i^Vgency probl< 
•v-i-ade, with m; 

7 ^ them, rather t 
:'$.forthe values c 

^several device 
; ; ^ j i b r executives 
^vM- companies ofi 
-^Itjves toward c 

• Econom 
.^performance i 

. ij.^both types of 
'^learnings and 
"Mportant excef 

cant source o 
V'their.similarit 

• ferences with 
> the outset of c 

•debt and don 
whereas for-p 

"J Public poli> 
profits somev 
[as defined b 
Code] are tax 
been used att 
allowing acc 
Medicare reti 
of capital for I 
an importani 
companies. A 
Act of 1973 u 
with narrow 
the early 198C 

Although i 
capital provic 
growing earn 

H E A L T H A F F A I R S Volume 16, Number 2 
H E A L T H A 



zations are regu-
nplications have 
• a health policy 
th maintenance 
irship forms and 
ion. The analysis 
J regulatory tool 
of informational 
:nd the evidence 
t advantages in 
with conversion 

g among non-
•rganizations 
jch public at-
nversions" ap-
>egan a highly 
ions.2 Confer-
:ry. Observers 
ssolving non-
t of charitable 
great interest 

lonprofits' as-
sponsibilities, 
existing non-

is, policymak-

ealth care are 
.s, so hospital 
ed as a health 
assessing the 
HMOs from a 
some specific 
:are organiza-
ons have been 
cages and dis-
perspective. I 
•m which con-

risons of non-
he absence of 
min nonprof-

H M O S A N D H O S P I T A L S 

its of the distribution of profits to owners or other private persons 
(what Henry Hansmann has called the "nondistribution con­
straint").4 Also important is the related difference in internal ac­
countability structures. Managers of for-profit organizations are ul­
timately accountable to owners, who generally seek to maximize the 
value of their investments, while nonprofit managers are account­
able to boards of trustees, whose members lack an ownership stake 
and who may be chosen in a variety of ways and have a variety of 
values, motivations, and goals, including community service. 
Agency problems may exist on either the nonprofit or the for-profit 
side, with managers pursuing their own interests as they define 
them, rather than focusing primarily on the interests of stockholders 
or the values of trustees. But the for-profit health care companies use 
several devices to align the incentives of owners and managers. Sen­
ior executives commonly own large amounts of corporate stock, and 
companies often use large economic incentives to motivate execu­
tives toward corporate goals.5 

• Economic performance and sources of capital. Economic 
performance is important to both for-profits and nonprofits because 
both types of organizations in health care rely heavily on retained mmm^m—m 
earnings and debt for new capital outlays. (Although there are im- CONVERSIONS 

portant exceptions(charitable contributions are not now a signifi­
cant, source of capital for nonprofit hospitals and HMQs)) Despite 
their similarities, for-profit and nonprofit organizations do face dif­
ferences with respect to sources of capital. Differences first arise at 
the outset of operations: Nonprofits usually begin with some mix of 
debt and donations or grants from private sources or govemment, 
whereas for-profits begin with a mix of equity capital and debt. 

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

Although many sorts of organizations may seek growth, equity — y>» 
capital provides special growth incentiveJJFor organizations with \s ^ *» -
growing earnings, equity capital can be much cheaper than debt. 
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The higher the stock price in relationship to earnings, the cheaper! 
the organization's access to equity capital.6 High price/earnings ra-5 
tios result from investors' expectations of future earnings; such ex-'! 
pectations can be fed by a history of earnings increases, a pattern J 
that is achieved more readily via acquisitions and mergers than via ! 
improved performance of a fixed set of hospitals or health plans. 

• Sources of revenue. For operating revenue, nonprofit and,; 
for-profit HMOs and hospitals all rely heavily on payments for serv- ] 
ices rendered. Although there are again some exceptions, most non-1 
profit hospitals and HMOs do not have major sources of revenue • 
other than those connected with the provision of services. As com­
petitive pressures grow, the ability of nonprofits to use revenues 
generated from the sale of services to subsidize unprofitable 
mission-oriented activities may decrease. However, even relatively 
small amounts of nonservice revenues may prove to be important in 

1 differentiating nonprofits in a competitive era. 
• Tax status. A final point of contrast concerns nonprofits' ex̂ 7 

emption from a variety of federal, state, and local taxes that for-
profits must pay:' Estimates in the mid-1980s put the value of non-

H ^ ^ M profit hospitals' tax exemptions at about 5 percent of revenues, 
32 OVERVIEW although these estimates were rough or were based on questionable 

extrapolations from a small number of financially healthy institu­
tions during a brief period whei^hpspitals had particularly healthy 
bottom lines as a result of the early implementation of Medicare's 

\ -ftrt oo^^+" . prospective payment system (PPSjT̂ As an ownership-related mat-
t^P^ ifv\0-' /\+" 1 COS ter, the tax-exemption issue has complexities. For example, at cer-

^ tain points in their histories, many for-profit health care firms have 
enjoyed significant tax breaks, designed to stimulate investment'. 
Also, nonprofits are not exempt from all taxes. They pay payroll; ' 
taxes and, in some states, taxes levied by the state on hospital ad­
missions or payments to government in lieu of taxes; in some locales, 
nonprofit hospitals, because of their larger size and payrolls, actu­
ally pay more taxes on average than for-profits pay.8 

Reasons For Conversions 
Conversions take two general forms. One involves the acquisition of 
an organization or its assets by members of its management, board, 
or medical staff.?' This often is a leveraged buyout, in which the 
purchasers borrow the money to purchase the organization's assets. 
The second form is the purchase of a nonprofit's assets (perhaps 
including its name) by an extemal organization? (There are, of 
course, mixed cases in which an insider is involved with an external 
purchasing organization.) It appears, although systematic data do 
not exist, that purchases by insiders have been common among 
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l&me HMO conversions have proceeded out of strength and 
l&teey; hospital conversions have tended to occur out of fear." 

tjlOs, whereas the sale and conversion of nonprofit hospitals seem 
enerally to involve an extemal investor-owned company. 

,, Hift'A sale/conversion may be driven by positive organizational goals 
>''••̂ ior by th e absence of alternatives. That is, for trustees and those who 

"̂ Influence them, the decision to convert may be driven by strategic 
' '̂ tonsiderations regarding improving access to capital, building mar-

Wî icet share, forming strategic alliances, and so forth—matters that 
-v vX.an reflect a healthy organization that is trying to position itself to 

well in the rapidly changing health care system. At the other 
^V^xtreme are organizations that are in trouble—unable to compete 
: .S ând lacking the capital and the vision to respond to health system 
v;:??;'change. Their trustees might be searching for a "white knight" to 

;̂!rescue the organization and relieve them of the problems that they' 
V*$ace in trying to run it. Thus, conversions might occur in two very 
.>:?;ilifferent situations—in organizations that beheve their future is 
r' tvery bright and in organizations that are very troubled. Although 
• -systematic empirical data are lacking, I believe that some HMO 
• ; conversions have proceeded out of strength and strategy and that 

hospital conversions have tended to occur out of fear, a choice from 
a list of unpleasant alternatives. 
'C. 

Policy Issues Raised By Conversions 
Should pubhc policy encourage or discourage conversions of non­
profit health care organizations to for-profit status? Arguments can 
be offered on both sides of the question. 

• Reasons for encouraging conversions. At least six reasons 
might be advanced for public policy that encourages conversions of 
nonprofit health care organizations. (I have not included the war 
horse about greater efficiency because its meaning is often murky in 
health care, and the preponderance of evidence does not suggest 
that for-profits necessarily have lower costs or are less expensive to 
either purchasers or society.)10 

(1) To facilitate health coverage of the uninsured. The replacement of 
nonprofit health care organizations with for-profits, it might be 
argued, would hasten the end of the belief that the medical needs of 
the uninsured can be met adequately without governmental action 
to assure universal insurance coverage. The presence of a large "vol­
untary" sector was used as an argument against national health 
insurance in the 1930s, and it may account for the confidence some-
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times expressed by conservative politicians today that America's I 
forty million uninsured get Medicaid care when they need it." That 1 
confidence might dechne if nonprofit institutions were replaced by i 
for-profits. 

(2) To move more organisations onto the tax rolls. With concern about 
revenues in cities and states that rely heavily on property taxes for 
revenues, the conversion of nonprofits would have the beneficial 
effect of moving more organizations onto the tax rolls. (Taxes or 
payments in lieu of taxes by nonprofits might accomplish the same • 
thing.) Federal and state taxes on corporate profits also would pro­
vide additional revenues for those governments, although this would 
result in a shift of resources from health care to other purposes. 

(3) To put charitable assets to more productive uses. An enormous 
amount of capital is tied up in hospitals and HMOs that generate 
almost all of their revenues from the sale of services.^ that capital 

-were extractecQperhaps it could be used for services for which 
sources of payment are less readily available, such as care of the 
uninsured, prevention programs, or services deemed experimental 
by payers.12 

(4) To enhance access to needed capital. For hospitals and HMOs that 
are in financial difficulty, capital for modernization or expansion 
may be difficult to obtain. Sale or conversion to a for-profit organiza­
tion may facilitate organizational survival by providing access to 
new sources of capital. 

(5) To facilitate consolidation and capacity reductions. Surplus hospital 
capacity is a serious public policy problem. Insofar as nonprofits' 
boards view their responsibility as preserving their institutions, 
they may find it difficult to cease operations. Selling the assets may 
be a useful alternative for preserving value." The sale of several 
hospitals in the same market to the same purchaser may hasten the 
closure of some facilities, since the market share of the acquiring 
organization would be enhanced. Depending upon one's perception 
of larger consequences (for example, the impact on safety-net hospi­
tals), this may be a good idea. 

(6) To end the "fiction" that nonprofits are more socially beneficial than their 
for-profit counterparts. Advocates of for-profit control commonly as­
sert that nonprofits enjoy a halo effect and tax exemptions that are 
not justified by their performance (typically on narrowly defined 
criteria).14 This is both a conceptual question (How might we expect 
nonprofits to differ from for-profits?) and an empirical one. I return 
to this issue later. 

• Reasons for discouraging conversions. There are at least 
three reasons for advocating public policy that discourages conver­
sions of nonprofit organizations. 
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iv^j (1) Preserving the nonprofits' value in the nonprofit sector and preventing 
Private inurement. Estabhshing the value of a nonprofit organization 

K^jcan b e difficult. Windfalls by purchasers have been quite common, 
4^wi th a substantial net loss to the nonprofit sector. There are several 
z i Reasons for this. Competitive bidding, and its benefit for estab-

• Hshing an organization's worth, is often missing in these situations. 
. 'C • Moreover, the persons who know the organization best (such as the 
.•--'•/chief executive officer [CEO]) may be on both sides of the transac-
- -.tion.' Particularly for HMOs, purchasers have frequently been insid­

ers. But even when an outside purchaser is involved, financial pay­
ments or promises of future employment may be made to the 
.nonprofit's managers.15 Thus, in several common situations, those 

. .who are responsible for the nonprofit (as managers or trustees) may 
have an interest in minimizing the price paid for the nonprofit's 

v; assets.; 

. ; In addition, because nonprofits have likely not been seeking to 
maximize profits, their revenue-generating potential may be diffi-

• cult for a seller (or regulators) to assess. Purchasers—particularly 
. those who have experience in buying nonprofits and operating them 
for profit—may have a major informational advantage over sellers in CONVERSIONS 

this situation. It is difficult to prevent purchasers from acquiring an ." 
organization at a bargain price, particularly since the financial de­
tails of such transactions often are not made public and thus do not 
inform future sellers of other nonprofits. 

(2) Uncertainties about protecting the public interest. Neither the trustees , 
of the converting organization nor the purchasers of their assets are' 
responsible for considering the community impact of a conversion. 
As far as I can determine, often no one is. Even if legislation were to 
assign review responsibility to a state agency with substantive re­
sponsibility (for example, a department of health), no generally rec­
ognized conceptual tools exist for guiding reviewers regarding what 
infonnation or potential consequences they should consider. 

(3) Potential loss of social benefits of nonprofit health care. If substantial 
social or community benefits inhere in nonprofit organizations in 
health care, conversions could have significant disadvantages. 

What Are The Social Benefits Of Nonprofits? 
Proposals to convert nonprofits to for-profit ownership occur pri­
marily in fields that already have a mixture of ownership forms. In 
fields where for-profit organizations can exist and prosper, what is 
the role or value of the nonprofit organization? Arguments on both 
sides of the conversion question rest heavily on nonprofits' social 
benefits (or lack thereof), so it is essential to consider carefully what 
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I r 

those benefits might be. I discuss three types of social benefits: 
regulatory benefits, trustworthiness, and community benefits. 

• Regulatory benefits. One reason for preserving a predomi­
nantly nonprofit health care system is the regulatory tool provided,'' 
by the tax exemption. When faced with a public policy goal or 
challenge, govemment commonly faces a choice between using tax 
revenues or forcing (or encouraging) others to take action. These 
others might be individual citizens, lower levels of government, 
businesses, or nonprofits themselves. As with tax policy generally," 
nonprofits' exemptions provide policymakers with a lever to which 
they can attach a variety of conditions. In recent years all levels of 
government have become interested in attaching performance-
related conditions—most commonly, charity care requirements—to 
tax exemptions for nonprofit health care organizations.16 The wis­
dom of this approach is debatable, in terms of both efficiency and 
the desirability of governmental control of nonprofit organizations, 
but the tax exemption is nevertheless a tool that can be used to 
accomplish governmental purposes.17 The disappearance of institu­
tions that are subject to this tool, or to moral suasion regarding 
community responsibilities, would be a disadvantage of replacing 
nonprofits with for-profits. 

• Trustworthiness. Health care is characterized by serious infor­
mational asymmetries because of the vulnerabilities of patients and 
the use of third-party payment.18 Parties that are at an informational 
disadvantage must trust that their vulnerability will not be ex­
ploited. Hansmann hypothesized that nonprofit organizations, be­
cause of the constraint on the use of surpluses, may be seen by 
purchasers as less likely than for-profit organizations to behave in 
an untrustworthy manner in the presence of an informational ad­
vantage." He also suggested that in the health care context, patients' 
vulnerabilities are protected by their agency relationship with phy­
sicians and that the nonprofit form therefore is not needed to in­
crease the trustworthiness of hospitals.20 

There is, however, an extensive body of literature showing that 
physicians' patient care decisions are influenced by a variety of non­
medical factors, including economic incentives.21 Moreover, many 
other parties in health care have economic interests that lead them 
to seek to influence physicians' patient care decisions. HMOs or 
hospitals may use methods that range from persuasion to finding 
ways to put money in physicians' pockets. Some past attempts have 
violated the fraud provisions that apply to Medicare (for example, 
the Paracelsus Health Corporation's scheme of a decade ago to split 
profits with doctors on Medicare patients admitted to the hospital 
under the diagnosis-related payment system).22 
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pagSp^tient care decisions in hospitals. Not subject to the nondistribution 
l^^^^straint, for-profit health care organizations can enter into profit-
^ i h a r i n g arrangements with doctors that may influence their patient 
t. Vtj&rc decisions. Columbia/HCA's strategy of forming local partner-
•' ^ships with physicians who admit patients to its hospitals is an 

^interesting example." According to Robert Kuttner, Florida's 
^Agency for Health Care Administration found evidence that physi-
'cians are influenced by this arrangement. Medicare patients for 
.whom hospitals receive fixed, diagnosis-related reimbursement and 
^who were admitted to Victoria Hospital, a Columbia/HCA hospital 
.fc Miami, stayed an average of 8.48 days, whereas the same doctors' 
Medicare patients who were admitted to other area hospitals had an 
"average length-of-stay of 13.5 days. This suggests that doctors either 
were steering their sickest patients to hospitals other than Victoria 
"or were treating patients differently in the hospital in which they 
had a financial interest. The report, which was never released, talked 
of the "possibility of cream skimming" and the "possible adverse 
effects on a market of physician ownership in a hospital."24 

Conflicts of interest in HMOs. HMOs have become the object of much 
distrust in recent years because of instances in which they seem to 
be simultaneously depriving patients of needed care, creating con­
flicts of interest for affiliated physicians, and profiteering at the 
expense of all other parties in the system. Critics of HMOs' practices 
often link their concerns to HMO owners' financial stake in limiting 
services for patients, suggesting that there may be a connection 
between the growing distrust of managed care and the prominent 
presence of for-profit HMOs. Perhaps this explains public percep­
tions regarding HMO ownership. In a national survey by Louis 
Harris and Associates in 1995, more than half of the respondents 
expressed a strong preference regarding the ownership form of 
HMOs; of these, more than 80 percent preferred a not-for-profit 
organization over a plan owned by a for-profit company.25 In one of 
the few studies that has examined ownership and incentives in 
HMOs, Mark Pauly and colleagues found that the incentive devices 
used for primary care physicians by for-profit plans significantly 
affect physicians' patient care decisions, while this is not true of the 
incentives used by nonprofit plans.26 

Whether there are systematic ownership-related differences in 
trustworthiness of HMOs is uncertain, but there is evidence that 
for-profits and nonprofits are at the opposite ends of some pertinent 
distributions. Thus, a Health Care Financing Administration 
(HCFA) review of disenrollment from Medicare risk contracts in 
1̂993 found that the five HMOs with the highest disenrollment rates 
were all for-profit HMOs, and the five HMOs with the lowest disen: 
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"Trustworthiness problems may grow in concert with the growth 
of investor control ofhealth care organizations." 

rollment rates were all nonprofit HMOs.27 A similar pattern has been 
reported in the appeal process for Medicare beneficiaries enrolled in 
HMOs, where the highest appeal rates were from for-profit plans, 
and the lowest rates were from nonprofits.28 The rate of complaints 
per thousand enrollees ranged from 4.58 in Humana's for-profit 
Florida plans to 0.18 in the nonprofit Group Health Cooperative of 
Puget Sound. A third example comes from the 20,000 responses to a 
Consumer Reports survey of readers' experiences with and assessment 
of thirty-seven HMOs: An average of 12.2 percent of respondents 
from for-profit plans reported that they did not get care that they 
felt they needed because the plan discouraged it, compared with an 
average of 7.8 percent of respondents from the eighteen nonprofit 
plans about which data were obtained. The distribution of re­
sponses hardly overlapped.29 

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

• Community benefits. Nonprofits could provide valuable com­
munity benefits or pubhc goods that are insufficiently available from 
for-profits. These might be tangible (offering unprofitable services 
or providing charity care) or intangible (the benefits, whatever they 
may be, of governance by local trustees who are free to make deci­
sions that are relatively uninfluenced by self-interest). 

Why might we expect ownership-related differences in the 
provision of public or collective goods? Economic theory predicts 
that market-driven organizations will not respond to wants or 
needs that are not accompanied by money demand, and nonprofit 
organizations are governed by and accountable to parties whose 
concern is not profit making.30 Moreover, there are public 
expectations—somewhat inchoate but reflected in tax-exemption 
policies—that nonprofits will operate to serve the public interest. 
Even so, the adequacy of the community benefits provided by non­
profit health care organizations has been the subject of much con­
troversy and attacks on nonprofits' tax advantages. 

These attacks have been fed by a number of factors: dubious 
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JIIMOS AND HOSPITALS 

[^performance by some nonprofits, skepticism from some legal ana-
[ il'^lysts, governmental appetites for new revenue sources, the search by 

^'lidvocates for the uninsured for ways to enhance the ability of the 
3?'poor to obtain medical care, and lobbying activities by the investor-
1 'rV owned health care industry." There is a growing sense that nonprof-

"its' tax exemptions in health care should be tied to an organization's 
- community benefit activities. Discussion of this issue, however, is 

plagued by conceptual confusion regarding the meaning of commu­
nity benefit. 

Narrow view of community benefit. The narrow view of community 
benefit focuses on charity care for the poor. This focus has some 
policy appeal because it seems (misleadingly, unfortunately) to refer 
to something quite concrete and measurable and because it ad­
dresses an important problem (the uninsured) that lawmakers have 
not addressed more directly.32 Moreover, most nonprofit hospitals 
and HMOs are tax-exempt as charitable organizations, although the 
Internal Revenue Service defines charitable not in terms of free care 
but in terms of community benefit. 

For-profit advocates generally frame the community benefit issue 
in terms of charity care, perhaps because it suggests a narrow pic-
ture of the role of nonprofits and because the extent of charity care, CONVERSIONS 

generally measured as uncompensated care (deductions from reve­
nues for bad debt and charity), varies widely among nonprofit hos­
pitals (as it does among for-profits) depending on a variety of fac­
tors, including hospital location." Many hospitals are located where 
the need for charity care is small. If charity care were adopted as the /Y\ A y \ j -o 
sole measure of community benefit for tax-exemption purposes, / y y c r ^ X f ^ ^ 
some nonprofits would fail the test. ^ ^ £ ^ 

National uncompensated care numbers based on hospital 
self-reports in surveys by the American Hospital Association show 
only slightly higher levels of uncompensated care in nonprofit than 
in for-profit hospitals, a pattern that has been persistent for many 
years.'4 Uncompensated care data for 1994 showed nonprofits at 4.5 
percent of revenues and for-profits at 4.0 percent.55 

This picture of comparative behavior is widely cited, but it may 
be misleading because of weaknesses in the measure used (un­
audited self-reports by hospitals and some nonresponse problems) 
and because it ignores state-level differences. Nonprofits are found 
in large numbers in all states, including many that have low num­
bers of uninsured persons and, therefore, proportionately low levels 
of need for hospitalization among the uninsured. For-profits are 
concentrated in states that have growing populations and friendly 
regulatory environments; many of these states have relatively high 
numbers of uninsured persons.36 In such states nonprofits tend to 
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provide much higher levels of uncompensated care than for-profits 
provide; this is true for Texas, Tennessee, Florida, and Virginia.57 

. /This pattern suggests that nonprofits may be more responsive than 
-yVTJpO^ l / for-profits are to unmet needs for medical care. However, when the 

x p h ? ) s need for indigent care is relatively low, because of low numbers of 
\ UvC -a \ uninsured persons or the availability of government-subsidized 

public hospitals, differences between for-profit and nonprofit hos­
pitals are small, as is true in California.58 

, Research also has shown that nonprofit hospitals admit ̂ nore 
^^-uninsured and Medicaid patients than for-profits admit3§For-profit 

hospitals are also more likely than nonprofits are to pressure physi­
cians not to admit uninsured and Medicaid patients, and physicians 
report conflict over the treatment of indigent persons more often in 
for-profit than in nonprofit hospitals.'40 

Broader view of community benefit. Community benefit can be viewed 
in much broader terms than indigent care. In work published else­
where, Mark Schlesinger, Elizabeth Bradley, and I developed a more 
comprehensive set of measures derived from tax law, economic 
theories of nonprofits, and the work of scholars and hospital asso­
ciations regarding community benefit.'11 QVe identified some thirty 
different dimensions, including activities that create positive exter­
nalities (such as contracting with essential community providers 
and reporting bad clinical practices to appropriate authorities), 
minimizing negative externalities (such as shifting the burdens of 
cost containment to providers or to patients' families), creation of 
pubUc goods (such as involvement in research and educational ac­
tivities), minimizing the exploitation of informational asymmetries, 
and various forms of community involvemenTU 

The research on community benefits of different types of health 
care organizations has serious inadequacies, particularly regarding 
HMOs, but a variety of indicators suggest that nonprofits have sub­
stantial advantages overjor-profits from a broadly defined commu­
nity benefit standpoint^Fo1" example, local governance is much more 
typical among nonprofit hospitals than it is among for-profit hospi­
tals; nonprofit hospitals are more likely than for-profit hospitals to 
be located in urban areas with large numbers of poor and uninsured 
persons; nonprofit hospitals and HMOs are much more involved in 
research and education than are for-profits; nonprofit hospitals offer 
a greater array of services, including some that typically lose money, 
than for-profit hospitals offer; nonprofit HMOs have been much 
more likely than for-profit HMOs to participate in the Medicare and 
Medicaid programs; and nonprofits are much less likely than for-
profits to undergo recurrent changes of ownership and controT^} 

The advantage of a broad definition of community benefit is that 
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l-inore fully captures the benefits that nonprofit organizations 
' ght provide and that might be at stake when organizations con-
j t . The disadvantage of the broad definition is that it is not based 

lin-a common metric that can be quantified and compared across 
„-i|^0rganizations. Obviously, the breadth of the definition has both 
-•^analytical and political consequences. There is no one correct an-
• ;%tswer to the question of which definition is "right," but a broad 

r : ^definition would seem desirable if one were to conduct an environ-
''"'/mental impact assessment of potential conversions. 

Most of the data on uncompensated care and other community 
/ , ! benefit activities in nonprofit hospitals come from an era in which 
••' •monprofits were under little governmental pressure to provide and 
' ..document their community benefit activities. In recent years non-

' ?'•.}profit hospitals have experienced much additional pressure to serve 
' . the poor and uninsured to justify their tax exemptions. Some hospi-
v' tals have begun to include such service in their budgets and to make 

' public reports of their community impacts. How the new pubhc 
• .pressures have affected the community benefit activities of non-
'profit hospitals is not known. Research on psychiatric hospitals, 
. however, has shown that public pressure on nonprofits is associated 
with greater differences with for-profits in indigent care.43 

An Appropriate Public Policy Stance 
The appropriate stance for public policy regarding conversions of 
nonprofit health care organizations depends on one's beliefs and 
values regarding several matters that cannot be wholly laid to rest 
based on available evidence. These beliefs or values relate to the 
following issues: 

(1) Whether community benefits should be defined in narrow or 
broad terms. If only "charity care" counts, many hospitals and most 
HMOs provide very little. However, the number and magnitude of 
differences between for-profit and nonprofit health care organiza­
tions grow as the number of comparative dimensions is increased. 

(2) Whether health care services are essentially private goods, 
and whether the community benefit aspects of health care (however 
they may be defined) are important. If one is highly confident that 
pursuit of economic incentives in health care will produce appropri­
ate outcomes for patients and communities, one would have little 
concern about the possible negative effects of conversions because 
there is considerable evidence that for-profit behavior tracks eco­
nomic incentives more closely than does the behavior of nonprofits. 

(3) Whether performance measurement and reporting by pur­
chasers are sophisticated enough to obviate the problems of trust­
worthiness that arise from the informational asymmetries between 
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provider and patient and between provider and payer, and whether | 
purchasers serve as reliable protectors of patients' best interests. 

(4) Whether tax exemptions should be used to advance public 
policy goals, and whether the performance of nonprofits on commu- | 
nity benefit measures improves as a result of public scrutiny and 
pressure. 

(5) Whether local control by voluntary trustees plays a valuable 
role in meeting community needs, and whether the stability of con­
trol of health care organizations is deemed important. 

^ ( 6 ) Where one places the burden of proof: Should public policy 
support conversions as long as no one can show that conversions 
would be harmful to a community, or should conversions be dis­
couraged until there is clear evidence that they produce beneficial 
change? 

Conclusion 
Policy arguments about the desirability of the conversion of non^ 
profits turn on the extent to which nonprofits offer community 
benefits and trustworthiness. Advocates of conversions see insuffi­
cient benefit in nonprofits, whereas opponents express concern 
about the loss of community benefits as a result of conversions. 
Many nonprofits do not provide as many of certain forms of benefits 
as critics would like, although the evidentiary picture itself has 
serious shortcomings. The focus of research has been rather narrow, 
and some aspects of community benefits and trustworthiness have 
received insufficient attention. Moreover, almost all research is 
cross-sectional, and almost all is focused on situations in which 
for-profits coexist with healthy nonprofits. Thus, we have no evi­
dence about the consequences of the conversion of most of or all of 
the nonprofits in.a particular market. We can only speculate about 
the potential consequences of conversions of nonprofits on a grand 
scale. 

Investor-owned companies' acquisition appetites for hospitals 
seem to be fed by opportunities to make very cheap acquisitions 
because of nonprofits' uncertainties about the future, by lax regula­
tory oversight, and by the hope of obtaining sufficient market share 
that large purchasers will have to deal with them, even with high 
prices. Among HMOs, where the market continues to expand, con­
versions seem driven less by external suitors than by internal strate­
gies. The opportunity to obtain a bargain is also a factor. 

Conversions of nonprofits may help to preserve essential services 
in some instances, so a general policy of opposition to conversions 
seems undesirable. However, a sound process would protect the 
public interest by preserving the value of converting in the nonprofit 
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^ t o r (in new or existing foundations); preventing private benefit 
"^occurs when assets are purchased for less than fair market 

flvalue); minimizing the distorting effects of conflicts of interest; and 
jess ing in a comprehensive way the community benefit dimen-

'^sibns that may be affected by a conversion. 
v&'&As is discussed elsewhere in this volume, many states are devel-
-̂ oping legal provisions to ensure procedural integrity in conversion 
'situations. It will be interesting to see if the wave of conversions 
^continues under circumstances in which procedures are in place to 
• bring public awareness to the matter, to ensure that a proper price is 
being paid, to make provisions for conflicts of interest, and to pro­
tect communities from the loss of community benefits. Perhaps the 

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

> -u 
, The author is grateful to Mark Schlesinger for collaborating on work that the 

author has adapted for parts of this paper and to Judith Feder for her suggestions 
. for shortening a more lengthy paper prepared for "Changes in the Not-for-Profit 
Status of Health Care Organizations" a conference sponsored by The Henry J. 
Kaiser Family Foundation, George Washington University Conference Center, 
Washington, D.C, 30-31 October 1996. Portions of this paper are based on work 
that was supported by The Commonwealth Fund and the Milbanh Memorial Fund. 

NOTES 
1. The earliest hospital conversion of which I am aware occurred prior to 1970. E. 

Hoy and B.H. Gray, "The Growth of the Major Investor-Owned Hospital 
Companies," in B.H. Gray, ed., For-Profit Enterprise in Heahh Care (Washington: 
National Academy Press, 1986), Table 5. The earhest HMO conversion to 
which I have seen reference occurred in 1978. See K.C. Dunn et al., "The 
Dynamics of Leveraged Buy-Outs, Conversions, and Corporate Reorganiza­
tions of Not-for-Profit Health Care Institutions," Topics in Health Care Financmg 
(Spring 1986): 19-34. 

2. D.M. Fox and P. Isenberg, "Anticipating the Magic Moment: The Public Inter­
est in Health Plan Conversions in California," Health Ajfjfairs (Spring 1996): 
202-209. 

3. Ibid.; and C. McDermott, "The Changing Health Care Scene and Health Phi­
lanthropy: The New 'Conversion Foundations'" (Presentation at the Council 
on Foundations Annual Conference, Atlanta, Georgia, 23 April 1996). 

4. H. Hansmann, "The Role of Nonprofit Organizations," Yale Law Journal 89, no. 
5 (1980): 835-901. 

5. In interviews at Humana in 1987,1 was told that as much as 50 percent of the 
chief executive's compensation in Humana hospitals was in incentives tied to 
economic goals set by the corporation. Columbia/HCA establishes local joint 
ventures that own hospitals or other facilities, with local doctors and execu­
tives as investors. Robert Kuttner was told by a Columbia/HCA executive that 
hospital executives who fall short of the corporate goal of a 20 percent gross return 
on revenues are "regularly called to corporate headquarters in Nashville to explain 
and are ordered to redouble their efforts." See R. Kuttner, "Columbia/HCA and 
the Resurgence of the For-Profit Hospital Business" (Part 1), The New England 
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October 26, 1998 

Christopher C. Jennings 
Deputy Assistant to the President for Health Policy 
The While House 
Waahington, DC 20502 

Dear Mr. Jennings: 

I am wriliny to seek the Administration's assistance in combating a disturbing 
health care trend. In tho past few years, non-profit hospital.? with a tradition of 
community care arc being taken over by for-piofil hospital chains whose primary 
obligations are to their shareholders. For example, in the past few years. 
Columbia/HCA, the largest of the for-profit hospital chains, has negotiated more than 
100 acquisitions ur joint ventures with nnn-protit hospitals. 

My community, San Jose, is currently at risk of losing a crucial non-profit 
hospital, Alexian Brothers Hospital. Columbia/HCA ia proposing to take over Hie 
hospilal in San Jose In exchange for two properties it owns in Illinois, Columbia has 
made no written commilment to continue Alexian's mission to help the needy and 
vulnerable in the community. 

PLCAr.r HcS?OND To: 

D 31ft CANNON BUIUOINI 
WASHINGTON. DC lOGVJ 
12021 225^1072 

n «3S NnuiH FIRST STti'r.i i 
SUITE B 
SAN JOSE. CA 95Hi: 
(tOO)271-8700 

• mww.houes.gov/iafgren 

lefib I I understand that legislation is pending to ensure that the federal tax benefils 
onjoyed by non-profit hospitals acrrue to the local community and not to private J 
individuals. Moreover, this legislation also would require the details of proposed / 
conversions be made available to the public. ' 

As this legislation is being considered, the question of whether the 
Columbia/HCA Itansaction in San Jose and other similar deals deserve close 
regulatory scrutiny arises, These Uansactions do not just affect one community, but 
affect health care services in multiple states. Are there measures that the Executive 
branch can take to ensure that any conversions of non-profit hospilals lo for-profit 
hospitals do not deprive the public of tha valuable bonofito conferred by these 
institutions? 

Thank you for your attention to thia request. 
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Dear Mr. Jennings: 
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Columbia/HCA, the largest of the for-profit hospital chains, has negotiated more than 
100 acquisitions or joint ventures with non-profit hospitals. 

My community, San Jose, is currently at risk of losing a crucial non-profit 
hospital, Alexian Brothers Hospital. Columbia/HCA is proposing to take over the 
hospital in San Jose in exchange for two properties it owns in Illinois. Columbia has 
made no written commitment to continue Alexian's mission to help the needy and 
vulnerable in the community. 

I understand that legislation is pending to ensure that the federal tax benefits 
enjoyed by non-profit hospitals accrue to the local community and not to private 
individuals. Moreover, this legislation also would require the details of proposed 
conversions be made available to the public. 

As this legislation is being considered, the question of whether the 
Columbia/HCA transaction in San Jose and other similar deals deserve close 
regulatory scrutiny arises. These transactions do not just affect one community, but 
affect health care services in multiple states. Are there measures that the Executive 
branch can take to ensure that any conversions of non-profit hospitals to for-profit 
hospitals do not deprive the public of the valuable benefits conferred by these 
institutions? 

Thank you for your attention to this request. 
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Con&reatf of tfje SUmteb States 

Matrtjinsron, ©€ 20515 

October 2], 1998 

Thc Honorable Robert Pitofsky 
Chainnan 
Federal Trade Commission 
Sixth and Pcnnyslvauia Avenue, N.W. 
Washington, DC 205SO 

Dear Chairman Pitofsky: 

We write to ask that the Federal Trade Commission (FTC) closely review thc 
proposed "swap" of thc Akxian Brothers hospital in East San Jose for two 
Columbia/HCA-owned hospitals in Illinois. This transaction raises sciiuus antitrust 
concerns and could lead to a significant deterioration in the availability and quality of health 
care in Santa Clara County. 

Columbia/HCA is cunently ihe second-largest owner of hospital beds in the San 
Jose area. It owns thc 388-bed Good Samaritan hospital in San Jose, the .Vr/-be.d San 
Jose Medical Center, the 93-bed South Valley Hospital in Clilroy, and Mission Oaks 
Hospital in Los Gatos. Wilh this transaction, Columbia/HCA will become the largest 
operator of medical facilities in the ic^ion, controlling over 50 percent of all hospital beds. 

Consistent with its past practices nt buying multiple hospitals in an area and then 
shutting one or more down, Columbia has disclosed plans to consolidate Alexian Krothers 
hospital and another locally held Columbia-RCA facility, San Jose Medical Center. The 
cud result is expected to be that San Jose Mcrliral Center will close. This reduction in 
facilities threatens higher prices, poorci su vices, and an absence of choices for vulnerable 
health care, consumers. 

Thc public welfare is clearly at stake in tliis case. Since its founding, the Alexian 
lirothers hospital has filled a vital health eare niche in Santa Clara County. Besides 
piuviding stiff competition to other local hospitals in the area, Alexian Brothers hospital has 
fulfilled its non-profit mission by caring for the needy and vulnerable in the community. 
The hospital has served thousands of individuals in the East Side of San Jose who 
otherwise would have no health care or inadequate care, it is principally because ofthe 
Aloxian Brothers' humanitarian mission that ccmimuiiity members donated funds tor the 
construct inn of the hospital 33 years ago. Columbia/HCA has made no binding written 
coimmlmcnts that it will continue Alexian Brothers hospital's high quality ofhealth services 
or charitable mission. 

Thank you for your aucntion to this matter, and for your (ingoing action to protect 
health care consumers from unfair restrninls on competition. 

Sincerely, 

PBlNltU ON REcrr.i F.O fAPlK 
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BLANCA ALVARADO 

poimty is right to examine deal 
with Columbia/HCA vo|a\ ^CJUX\^L 

Alexian's health care legacy musi nor be lost —^ I \ j ' ^ O \ £- YJ~AA$>( C^A 

BY BLANCA ALVARADO U / ^ S ^ - ^ l W ^ 

WHEN Columbio/HCA und Alexian Brothers announced thai foi-piulil Coluuibia would \ 
be taking over non-profit Alexian Brothers Hdspital. I hecamc alarmed. The mission of a . 
non profit hospiml is io provide health care lo the community — including die poor — and tfifA 'C^CJr^ 
ihe mission of a for-profit hospital is to make profits tor its sharr.hoMers. J r^r^\ 

\ J L / V ' I 

My apprehension is shared hy many community leader* nml groups including 
CongroKswoman Zoe Lofgren, Assembly mcmbcr Mike Honda, San .IUM. Cilv Council 
member Mannv Diaz, Ed Alvarez (fonner Alexian lirochers bonrrl me.mhp.r). TV.npli-. 
Acting in Communily Together (PACT), Ln Riizu Roundtable, the Consumers Union, 
and thc California Nur.̂ cs Association. 

Thc iransaciion was negotiated behind closed doots. and one of the most imponant 
panics to this transaction the public was in thc dark. So, on Sept. 15, at my request, 
the Santa Clara County Board of Supervisors held a public hearing on this proposer 
deal. 

Two major issues are al tlie heart of our concern: 

n How will the transaction affect tho community's health care? 

• floes the deal protect charitable assetr. that belong in Snn Jor.c? 

This deal could have n significant impact on health are in our communily. 
Alexian Dvothcrs is a UustcJ omiinuiiiiy iusdtuuon that provides cliai'lty cait to the poor 
and under-Served, and it offers n wirlr variety of community btrncfit programs;. 

Although we've received verbal assurances irom Cnlumhia rhfit il will m;untain Alexian 
Brothers' charitable mission, thc board has received nothing in wriiiiiij tlral spells out tlie 
specifics of its commitment. Columbia othcials also said th;it they would only guarantee 
dieir cominittnentt; for three year., but dial's too few years and toully unacceptable. 

Hven though Al.cx.ian Brothers is incorporated in Texas, many of its uaacts were built in 
San Jose. Alcjuaii Biothers wiis originally incorporated as a California non-profit 
r.nrpnraiion. ;ind for many years, enjoyed the benefits ofbeing a non profit in thin slate, 
including tax bicaks and die ability lo float lax-free bonds. Alexian Brothers Hospital 
was built in 1 ^ftS on Innd dnnnlod by a local resident and with funds raised directly from 
the community well irs with federal funds. The hospital was expanded over the years 

hUp-.//www.mBrcurtf center.r.om/nrorrilurn/oDinion/dciCB/albilfln.him 
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with funds generated from thc aule of tax-free state bonds. Il^ operations have also btul 
subsidized by state and local property tax breaks. To lhc extent, thnt Alexian's assets ejusa 
because of community contributions or subsidies, these air cbai liable assets which must, 
under California law. remain in thc community 

To address these concerns, lhe board of supervisors passed a resolution asking die 
attorney general to carefully review die deal and make all Uiiusactkm documents available 
to the public. We also sent letters lo Alexian Brothers And Columbia, asking that they 
disclose the terms of the deal, submit to a thorough review by thv, alUJiuey general, and 
panicipate in public hearings. 

In a Sept. 30 editorial, the Mercury News erroneously concluded thnt the board's work 
has been fniitle^t;. To the contrary, since wc took this action. Columbia is now 
committed to involving tlie community in its planning. In laci. Columbia will participate 
in a community mueting that Manny Diaz und I arc sponsoring, which will be held al 7 
p.m. on Oct. 14 in the Santa Clara County Board of Supervisors' chambers. The 
attorney gene»ral'y representative who will be reviewing this proposed deal will also be in 
attendance. 

Our county aiiorneys have also been busy providing the attorney general with 
informadon, such as properly tax records, so that we can protect charitable assets that 
belong here. 

Thiough diis public involvement, 1 hope that Columbia and Alexian Brothel's will agree 
to spell out in writing and provide to tlie public their commitments to safeguard die 
coinmuiiiiy's hcidth care und assets before the aiiomcy general completes a review ofthe 
transaction. Columbia should also agree to carry these oblig;itions for longer than Uirce 
ycars. Finally, die county swiuls ready to work with Columbia to ensure lhat everyone in 
nin community has access to health can;. 

likmca Alvarado is chuii uf the Sunia Cluni Cuuniy Board of Supervisors. 
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Alexian Hospital trade causes 
worry 
0 Charity: Joining fur-profit chain could change traditional non-profit 
link with the community, some people fear. 

BY LISA M. KRIEGER 
Meieury News Sialf Wriier 

Health care giant Columbia/HCA is assuring worried San Jose residents that non-profit. 
Alexian Brothers Hospital will continue to provide charity care for three years if it 
becomes part of the for-profit chain at the end of this monih. 

Bui there is no guarantee dial aflcr three years Columbia will continue essential but 
unprofitable services such as emergency, uauma, prenatal and indigent cure. 

And allhough Columbia officials insaslod the written promise was part of mi ugrccmcnt 
ihey may yet release to the public, as of Friday the California Attorney General's Uttice. 
which is reviewing die tale, could find no evidence of the offer in writing. 

Residents, city officials, Alexian staff and otheni voiced their fear at a public meeting luat 
week iliut thc hospital, built on donated city land, will want to end unpiofnablc free 
services when it becomes part of the for-profit chain. 

They argue that San Jose will be better served by a closer examination - or oven a 
rejection - of the deal that could send Alexian Brothers, East San Jose's only hospital, 
into the. nation's largest chain of for-profit hospitals. 

That opinion is fed by reports that other communities have gotten wider concessions in 
similar deals, and by die private natuic of die Alexian Brodiers acquisition. In which 
holh purt.ies havp. rp.fuserl to irlease any information. 

Tt is not public data." said William 1.. Oilhert, chief cYrv.nlive. officer of San Jose 
Medical Center, representing Columbia/HCA. Although Columbia/HCA may cousidci 
releasing a binding agreement about its Uiree-year commitment to charity care, he said, 
" i t is not required, for the same reason thut a person's individual taxes arc not public." 

Still, both he and the head of Alexian Brothers insist that care for thc poor will continue. 
He says Columbia has provided millions of dollars in charily care at its many hospitals. 

" I Uiink. Culumbia is committed io the people of San Jose.... Let me assure you. we 
.'in-, [•onfident Columbia will continue (Alexian) programs," jiaid Lawrence Krueger, an 
Alexian brodici. 

Alcximi Brothers Health System is piooosing lo swiuj iu San Jose liuspital for two 
Columbia-owned Chica£0-are,;i hospitals: Hnffmsin KstatiM Medical Center, worth $271 
million, and Woodland Hospital, worth $10 million. 

ht tp : / / * • * * . mo r cu ry ron lo r . nnm/prarr l i . im/ inr.Bl /r locs/eleT. lan 101. h i m 
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Ihe. prnposed for-profit conversion ofthe Alexian Brothers Hospilal will send die rc>ulis 
of decades of public support into the hands of corporate Columbia/HCA ;ind its 
investors, without any legal requirement for paying it back. 

l hat support was repaid by free medical eervices to Son Jose's poor over die years, 
according to Krucgci, a member ofthe Catholic order that runs the hospital chain. 

As Alexian BroUicis seeks to consolidate lis hospitals in the Midwest. Columbia has H 
growing interr.sr in the Bay Area. Alexian Broihors would be Columbia's fourth San 
Josc-arca hospital uujuisiikin since 1996: It bought Good Samaritan in Los natos, 
Gilroy's South Valley Hospital and lhe San Jose Medical Center. 

Swap, not a sale 

Under the laws governing the purchase of Good Samaritan and the San Jose Medical 
Center, the health care company put millions into non-profit fouududuns dial would 
cany on their tradidons of charity and community service. Because die Alexian 
Brothers acquisidon is a swap and not an outright sale, it isn't bound by those 
icquireincnls. 

The attorney general's office must approve the swap and is charged with protecting ;iny 
public assets that are part ofthe deal. Deputy Attorney General diet Horn said he may 
seek UJ liavc the deal's Oct. 31 deadline extended so his office has more time to review 
the acquisition. 

Saying the deal is privale, Columbia and Alexian Brothers have released tramacliun 
documenls only lo die attorney general's office, despile a number of requests from the 
community — including Santa CLira County supervisor;;, employees and consumer 
activists. 

"There is a lot of secrecy going on here," said Councilman Manny Diaz, representing 
fcast San lose, in a community meeting Wednesday night. Agreed County Supervisor 
Blanca Alvarado: "Nothing is public: What we are asking for is fair, equitable and wbit 
the community deserves" 

FTC review 

U.S, Rep. Zoe Lofgren, D-San Jose, has asked bederal Trade, rommission Chairman 
Robert Pitofsky to review the proposed swap. She believes thc deal will cud ihc historic, 
vigorous compcridon between Alexian Brothers Hospital and .San lose Medical Center 
for patients and services. As ;i result of this swap, Columbia/HCA will conUul bolh 
niedical facilities. 

If, as she predicts, San Jose Medical Center closes, she wrote that Santa Clara County 
residents will face higher price;, poorer services and fewer choices of licrtllb caic. 

The deal, increasingly seen in U.S. eitiet;, is an outgrowth of dramatic changes in 
Aniciican licallJi care. In the past, it WHS standard pracdee tor communities in meet their 
medical needs by banding together and creating small charitable institutions, suppoilcd 
by neighborhood donalions. tax money and bonds. 

Nationwide, thc number of uuii-uwfit hospitals merging with or being acquired by 
for-proiil chains climbed from IS in 1993 to 63 in 1996, the mo;;! recent year for which 
data is available. 

The nation's largest for-profit hospital chain, Columbia/HCA. either purchased or 
merged with 33 non-pruht hospitals in W S , nrr.ounling for 57 percent of all non profit 
hospital conversions during thut year. It purchased or meiged wiih 17 hospitals In 1996. 

It is unclear how conversions affect the U S. health care system. Sunie siudics have 
found non-piufiis to he more efficient. Others suggest that the profit motive, is driving 
hospitals to cut comers. 

Charity provision 

lu some cases, agRresslve state regulation hits affected some of lhe hospital deals, 

hnr-J,/vuw*.miarr.iirycenlor.cofrt/pr9m|um/looal-'dooo/o10)tlon19f.him 
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according to thc gfuujj Consumers Union. Some regulators demanded that hospitals 
converting to t'or-proht had to keep providing services, particularly to the poor, as a 
condition of approving the acquisition. For example: 

o Louisiana icgulauus approved the merger of Columbia/HCA and a local non-profit 
hospital only afler die new partnership agreed to eontiiiuc providing as much charity c.f>n.> 
aa the old non-piofii hospital. The partnership wns also required to maintain emergency 
rooms, pnimote wellness in the community, and panicipate in medical research, teaching 
and residency progiams. 

a In Florida, when Columbia/HCA purchased half nf non-profit Winter Park (Pla.) 
Memorial Hospital, it contributed $18 million to coinplctc mi expansion and 
modernization plan and $29 million to a community fnundadon. 

o ColumbWHCA abajiduncd a deal to buy a 50 percent, stake in Sharp Hospital System 
in San Diego after the attorney general wrote a letter accusing die director, of Sharp of 
undervaluing thc hospital cliuin by $100 million to S20<) million and threatened to hold 
them personally liable. 

u As pan of a hospital purchase in New Hampshire, Columbia agiccd to build a new 
hospital, retain employees and open ils doors to all patients. 

©lyy? - Mercury Center, The information you iceeivc online from Mercury Center is pmieclcd by thc 
cupyrigtu laws of die Untied .Stales, The eopvright laws prnhihit any copying, redictributing, rctransniiulii)', or 
repurposinp ol ;uiy cooyrifiht-protnrted material. 
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CONVER 

Proposed Guidelines for State Regulators' Oversight 
of Sale and Joint Venture Transactions in which the 

Assets of Nonprofit Hospitals or HMOs are Transferred 
to For-Profit Enterprises! 

State charity regulators have strong authority for taking the position that where a nonprofit 
hospital or HMO corporation or holding company proposes to sell its assets or enter into a 
whole hospital joint venture, the nonprofit must obtain advance court approval in a 
cy-pres-type proceeding - a proceeding in which the attorney general is automatically a 
party.2 

State regulators should publicly state that they will (1) oppose favorable court action on a cy 
pres petition, and (2) bring a breach of fiduciary duty action against nonprofit directors who 
consummate a sale or joint venture transaction without court approval, unless the parties to 
the proposed transaction have submitted the proposed transaction for advance review and 
approval subject to the groundrules outlined below. 

The central objectives of the state regulator's oversight should be (1) safeguarding the value 
of the charitable assets, (2) safeguarding the community from loss of essential health care 
services, and (3) ensuring that the proceeds of the transaction are used for appropriate 
charitable purposes. The following procedures are designed to accomplish these objectives. 

I. Safeguarding the Value of Charitable Assets 

Independent review of the fairness of the transaction. Determining the reasonableness of a 
proposed hospital sale or joint venture transaction requires: (1) a thorough understanding of 
the terms of the terms of the proposed transaction and of all collateral arrangements, (2) 
careful assessment of the short- and long-term risks that the nonprofit would assume as a 
result of the transaction, (3) an independent determination of the value of the operations and 
assets being transferred by the nonprofit to the for-profit, and (4) a determination ofthe 
overall fairness of the transaction from the perspective of the nonprofit. 

These are complex questions on which state regulators will need expert advice in order to 
reach an informed judgment. Accordingly, regulators should require the parties: (1) to 
disclose to the regulator the complete terms of the proposed transaction and all collateral 
arrangements, and (2) to fund the cost of an independent review, by experts selected by the 
regulator, of the fairness of the proposed transaction to the charity. 

Submission of a valuation report. As a basis for this independent review, and as evidence of 
the exercise by the directors of their duty of care, the nonprofit hospital, HMO, or holding 
company should be required to submit a detailed written valuation report. 

Degree of risk to charitable assets. A major focus of review should be to determine whether 
the proposed transaction exposes the nonprofit's assets to inappropriate economic risks 
associated with the future operations of the for-profit purchaser. This issue will be of 
particular importance in transactions in which the nonprofit becomes a passive investor in a 
joint venture transaction, and thus proposes to enter into a long-term economic relationship 
with the for-profit purchaser. It is also a major concern in asset sale transactions in which 
the charity does not receive the full purchase price at closing. Regulators should consider 
whether the nonprofit is adequately compensated, in the form of a higher rate of return, for 
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its assumption of significant economic risk, and whether, even where this is the case, the 
absolute level of risk being assumed by the nonprofit is greater than is prudent for a 
charitable investor. 

Disclosure of conflicts of interest. In assessing the fairness of the proposed transaction to the 
charity, it is important that the regulator be aware of any conflicts of interest. Accordingly, 
the regulator should require the nonprofit to submit a conflicts disclosure statement 
identifying any officers, directors, or affiliates who have direct or indirect economic 
interests in the transaction and, for each such person, describing the nature ofthe interest. 
This required disclosure should include the disclosure of any promises or discussions of 
future employment. 

Consideration of other offers. Where the directors of a nonprofit hospital or HMO 
corporation or holding company have decided to sell the hospital or HMO operations, they 
have a duty to give careful consideration to all competing offers. To stimulate multiple 
offers, the regulator should generally require the nonprofit to make a public announcement, 
at the time it provides initial notice to the regulator of the proposed transaction, that it is 
considering a possible sale or joint venture transaction and inviting other potential 
purchasers or joint venture partners to submit competing proposals. Further, where the 
nonprofit receives such competing proposals, the regulator should require the nonprofit to 
submit a written report explaining the grounds for the board's decision for selecting between 
or among these proposals. Finally, the independent analysis of the proposed transaction 
commissioned by the regulator should consider all competing offers. 

II. Safeguarding the Community from Loss of Essential Health Care Services 

Determination of appropriate safeguards for the continuation of essential health care 
services. The community served by a nonprofit hospital that proposes to enter into a sale or 
joint venture transaction may depend on the nonprofit for essential health care services. For 
example, the nonprofit may operate the only emergency room in the community or provide 
substantial amounts of uncompensated care. In determining whether to recommend approval 
of the proposed transaction, the regulator should consider whether it is appropriate to 
require the for-profit purchaser/joint venture partner to agree, as a condition for court 
approval, to continue to provide specified services. Where the for-profit agrees to such 
conditions, the regulator should consider establishing an appropriate enforcement 
mechanism, including requiring the for-profit to bear the cost of a periodic independent 
audit of its compliance with these conditions. 

Public hearing and/or solicitation of public comment. To provide the basis for a more 
informed judgment about the transaction's effect on community access to essential services, 
the regulator should hold a public hearing and/or invite the submission of written comments 
on the transaction. The public statement announcing the hearing should provide the public 
with a summary description of the proposed transaction and invite comment on whether the 
transaction is in the best interest of the community. 

III. Ensuring That the Proceeds of the Sale Are Used for Appropriate Charitable 
Purposes 

Ensuring that the sale proceeds are not used for the private benefit of the for-profit 
purchaser. The regulator should ensure that the charitable entity that receives the proceeds 
of the transaction is not subject to direct or indirect influence or control by the for-profit 
purchaser. For example, the purchaser should not be represented on the nonprofit's board or 
have a legal right to require the nonprofit to fund the cost of uncompensated care or other 
services provided by the purchaser. 

Charitable purposes for which the sale proceeds will be used. As a general matter, it is 
probably preferable to provide the nonprofit trustees considerable flexibility in using the 
sale proceeds to respond to changing community health care priorities. However, in some 
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cases it may be appropriate for the regulator to recommend that some or all of the sale 
proceeds be dedicated to quite specific needs. In addition, as noted above, the regulator 
should ensure that the sale proceeds are not subject to inappropriate risk with respect to the 
future operations or capital requirements of the for-profit purchaser. 

Governance and oversight of the nonprofit entity that receives the sale proceeds. In addition 
to ensuring that the nonprofit entity receiving the sale proceeds is neither influenced nor 
controlled by the for-profit purchaser, the regulator may also find it appropriate to limit, 
both by number and length of service, the participation on the board of the successor 
nonprofit of persons who were involved in negotiating the sale transaction. Regulators 
should also exercise close continuing oversight over the operations of the successor 
nonprofit, including requiring it to prepare and submit to the attorney general, and make 
available to the public, an annual report describing its charitable and investment activities. 

Legal Authority o Background Information o Attorney General / Hospital Conversion 
Program o Volunteer Trustees Home Page 

V () I . I N H i U I s T i - i : s 
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mm 
The Case for an Activist Approach by State Charity 
Regulators in Overseeing For-Profit Conversions of 

Nonprofit Hospitals and HMOsl 

Magnitude of the Issue: An Unprecedented Number of Not-For-Profit Conversions 

1995 has witnessed an unprecedented number of sales of not-for-profit hospitals to 
investor-owned chains ~ and the resulting conversion of those hospitals to for-profit status. 
In the first six months, more than forty sales of non-profit hospitals were announced (either 
in negotiation or having signed a letter of intent) by Columbia/HCA alone, and most states 
are now party to some not-for-profit hospital or HMO conversion activity. This is a new 
phenomenon nationally, not only in terms of numbers and scope of conversions, but also 
with regard to the resulting structures. 

Many of the conversions are "joint ventures", in which only a portion of the asset value is 
paid at the time of conversion. In some cases, the terms of the sale require as little as 50% of 
the asset value to be paid on conversion. The balance is held as an interest in the new 
for-profit venture, placing the charity at risk for the economic benefit of the for-profit 
purchaser. 

In addition, these transactions frequently result in the creation of a new foundation with 
total assets of hundreds of millions of dollars, and the potential to reach into the billions. In 
California, we have just witnessed the creation of the tenth largest foundation in the nation 
through the conversion of Blue Cross. In Tennessee, the first and second largest foundations 
in the state have been created in the last two years by the sale of two not-for-profit hospitals. 
There is little in the way of legal precedent for these transactions, nor is there regulatory 
guidance as to the foundations' structure, board composition, or mission dictating 
distribution of funds. 

Largely unsupervised, these transactions are paving new ground and dramatically stretching 
the bounds of previous ~ and traditional ~ models. They are establishing precedent and 
defining public policy by virtue of numbers and speed alone. 

Implications for Communities 

The public's stake in these conversions is substantial in that they represent not only the 
redeployment of billions of dollars in charitable assets, but also a fundamental change in the 
structure of the health care system. While the for-profit enterprises may prove valuable (e.g. 
to increasing competition) there is much at risk as well. Not-for-profit hospitals are 
community-owned institutions and the products of substantial community investment — in 
terms of charitable contributions, taxes foregone, and volunteer time. They have provided 
services and access to them in response to community need, and profits are invested back 
into the community through expanded service. Studies demonstrate (e.g. Bradford Grey, 
"For-Profit Enterprise in Health Care"; "Setting the Record Straight&", New England 
Journal of Medicine, 1988) that distinct behavioral differences exist between the for-profit 
and not-for-profit hospitals ~ with the not-for-profit sector providing the vast majority of 
teaching, research, education, and technological development, as well as a greater breadth 
and intensity of services (i.e., ICUs, neonatal units, bum centers, children's hospitals, etc.), 
and the majority of care for chronic illnesses and indigent populations. An investor-owned 
sector will look different by virtue of ownership, structure, and accountability. The changes 
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that will accompany such a transformation will reflect the differences between investor 
interests and community interests. 

Policy Issues 

A number of policy issues raised by the conversion of not-for-profit hospitals to for-profit 
enterprises argue for an activist approach to oversight by state charitable regulators. And 
because, in most cases, ({Jie. attorney general is the only party with standmgV- and therefore 
the sole representative of the community interest — the argument is all the more compelling. 

*Valuation of Assets and Disclosure Requirement issues beg for some ground-rule 
guidance to not-for-profit boards. Can transactions be completed in secret without 
community knowledge or input? Is there an absolute duty to maximize financial return or is 
it mitigated by considerations of special needs ofthe community? Is there an obligation to 
shop the deal? How are competing bids from other hospitals evaluated? 

As "joint venture" conversions become a dominant model, they are spawning in turn a 
variety of new and creative partnering arrangements. Should charitable assets be tied to and 
at risk with a dominant for-profit partner? Is the promise of some future profit-sharing an 
adequate substitute for payment of a full and fair price at the time of the conversion? When 
the non-cash balance is issued in shares in the new for-profit venture and held by a 
non-charitable entity, are those proceeds still in the charitable stream or are they accruing to 
the benefit of others? 

Does the community have a right to know the terms of the venture? Is there a mechanism or 
formal process for comunity input? Are there financial and operational oversight 
mechanisms to assure compliance with promises made? What happens in the event of 
hospital closure, breach of contract, bankruptcy, or other events that may compromise the 
value of the non-cash assets, and more importantly, the community interest in the out years? 

*Private Benefit issues raise similarly compelling questions about the adequacy of 
oversight. There are now numerous examples of officers and directors who have negotiated 
the sale and conversion of a non-profit entity before moving to lucrative and highly-placed 
positions in the for-profit buyer or the foundation created with the proceeds. Absent IRS 
oversight, this practice makes a mockery of private benefit and private inurement rules and 
cries out for regulatory oversight. For-profit buyers demand and get confidentiality, while 
charitable assets appear to inure to the benefit of individuals. And, to the extent that 
non-profits are converted for less than maximally achievable value, is that not an inurement 
issue, in and of itself? 

*Foundations: Numerous questions also surface around the use of the proceeds of the sale 
and the establishment of new or the enlargement of existing foundations. Should there be a 
requirement for independence? From what? Are there rules ~ or should there be, consistent 
with common law cy pres doctrines ~ to govern the mission of these foundations and the 
use of their assets? How are the public benefit constraints on these hospital-dedicated funds 
defined? What ongoing oversight regarding distribution of funds is appropriate and 
manageable given the origin and size of these foundations? 

Legal Authority o Proposed Guidelines for State Oversight o Attorney General / Hospital 
Conversion Program a Volunteer Trustees Home Page 
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CONVE 

State Attorneys General's Legal Authority 
to Police the Sales of Nonprofit Hospitals and HMOs 1 

by Robert A. Boisture and Douglas N. Varley 
Caplin & Drysdale, Chartered September 19,1995 

I. Introduction 

Nonprofit community hospitals have traditionally been the backbone of the American 
hospital system, accounting for substantially more than half of the nation's hospital capacity. 
However, over the past several years, powerful market forces reshaping the health care 
system have stimulated the rapid growth of large for-profit hospital chains. 

While their initial growth was fueled by the consolidation of existing for-profit hospital 
companies, more recently the large for-profit chains have turned have turned to acquiring 
significant numbers of nonprofit hospitals. Most of these transactions are structured as asset 
sales, however, a significant minority are structured as joint ventures in which the nonprofit 
transfers its hospital assets to a for-profit joint venture, receives cash equal to a portion of 
the value of these assets, and retains a passive investment interest in the for-profit joint 
venture. 

Nonprofit acquisition is a publicly announced strategy of the largest for-profit chain, and 
industry experts agree that the rate of for-profit acquisition of nonprofit hospitals and HMOs 
will continue to accelerate. These transactions promise to result in by far the largest 
redeployment of charitable assets in history, potentially involving tens of billions of dollars. 

Given the sheer magnitude of these transactions and the obvious risks they entail for misuse 
or mismanagement of charitable funds, the case for aggressive regulation is clear and 
compelling.TVhil6 the IRS has some authority in this area ~ particularly in preventing 
private inurement and ensuring the adequacy of the purchase price - it does not have the 
authority to require advance approvalJFurther, the resources it can devote even to ex poste 
review are quite limited relative to the magnitude of the task. Accordingly, the principal 
burden of protecting the public's interest when nonprofit hospitals go up for sale will 
necessarily fall to state charity regulators. 

This memorandum examines the legal basis for, and scope of, state attorneys general's legal 
authority to oversee these transactions.2 

I I . Summary of Conclusions Advance court approval required. The directors of a 
nonprofit charitable corporation - like the trustees of a charitable trust- must obtain prior 
court approval in a cy pres-type proceeding for any fundamental change in corporate 
purposes. This advance approval requirement clearly applies where a nonprofit corporation 
whose dominant purpose has been the operation of a hospital proposes to sell its hospital 
operation and devote the sales proceeds to a fundamentally different use.3 

While the courts traditionally offer a nonprofit's directors broad discretion in managing 
day-to-day operations, directors receive no such deference when the issue is a fundamental 
change in corporate purpose. Rather, the court reviewing a proposed nonprofit hospital sale 
or joint venture will make its own independent judgment about the appropriateness of the 
proposed change in use of the charity's assets. As the representative of the public interest. 
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the attorney general is automatically a party to any such court proceeding, and thus, has 
clear legal authority to undertake an independent review of the reasonableness and 
appropriateness of nonprofit hospital and HMO conversion transactions. 

Where a nonprofit hospital corporation or holding company proceeds, without court 
approval, with a sale or joint venture transaction that will terminate the nonprofit hospital 
operations and redeploy its assets, state courts have the authority both to enjoin the 
transaction and to hold the nonprofit's directors liable for breach of fiduciary duty. 

Director's duty of care. The directors of a nonprofit hospital corporation or holding 
company also have a duty to exercise reasonable care in reviewing and approving a sale or 
joint venture transaction. This duty of care requires the directors to employ a reasonable 
decision-making process directed toward ensuring that the transaction is in the best interest 
ofthe corporation. The nonprofit board's decision-making process will presumptively fail to 
meet this duty of care if the directors fail to obtain the assistance of competent experts 
and/or fail to consider competing offers. Nonprofit directors are entitled to the protection of 
the business judgment rule ~ under which a court will decline to second-guess the objective 
reasonableness of the director's decisions ~ only if the directors can show that they have 
met the process requirements imposed by the duty of care. 

The attorney general's authority to require advance review and approval. The requirement 
that a nonprofit hospital corporation obtain advance court approval for a sale or transfer of 
its hospital operation, combined with director's personal exposure to suit for breach of their 
duty of care, give state charity regulators the practical leverage to require nonprofits to 
submit such transactions for advance review and approval. Click here to see the proposed 
guidelines. Faced with the prospect of a potentially protracted challenge by the attorney 
general to its petition for an authorization of new use, or a breach of duty action if it 
proceeds without court approval, nonprofit hospital corporations will almost certainly opt to 
comply with reasonable requirements for advance review and approval. 

Leveraging state regulators' oversight capacity. It will be difficult within existing resource 
constraints for attorneys general and other state regulators to provide effective oversight for 
the increasing number of nonprofit hospital and HMO conversion transactions. Accordingly, 
regulators need to consider strategies to augment their existing regulatory capacity. In this 
regard, state regulators should consider requiring the parties to nonprofit hospital sale and 
joint venture transactions to fund the cost of an independent review ofthe fairness of the 
proposed transaction. 

In addition, in appropriate circumstances, state attorneys general should consider 
authorizing private parties to bring relator actions challenging the terms of proposed 
transactions. Where state law permits such relator actions, the attorney general can exercise 
ultimate control over the action while requiring the private relator to bear the costs of the 
action. 

III. Legal Analysis 

A. The Requirement for Prior Court Approval of a Nonprofit Hospital Corporation's 
Sale of Its Hospital Operations 

The directors of a charitable nonprofit corporation whose dominant purpose is the operation 
of a hospital must obtain prior court approval before selling the corporation's hospital 
operations and using the sale proceeds for other purposes. This obligation derives from the 
court's application to charitable corporations of fundamental trust law principles concerning 
changes in use of charitable assets. 

The trustees of a charitable trust seeking to use trust assets for a purpose other than the 
stated purpose of the trust must, of course, obtain prior court approval in a cy pres 
proceeding.4 In such a proceeding, to which the attorney general is automatically a party, 
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the trustee must establish that (1) it has become impossible, or at least impracticable, to 
accomplish the stated purpose of the trust, and (2) the proposed alternative use of trust 
assets comes as close as present circumstances permit to fulfilling the original intent of the 
donor. Consistent with trust law's strong emphasis on fidelity to the settlor's intent, courts 
historically have taken a quite strict and literal approach in applying these cy pres criteria in 
cases involving charitable trusts. However, the recent trend has been toward somewhat 
greater flexibility ~ for example, courts have approved deviations from trust purposes 
without a showing of strict impossibility or impracticality where the trustee has made a 
credible argument that the settlor would have favored the proposed alternative use had he or 
she been able to take into account changed circumstances since the creation of the trust.5 

While charitable corporations are not treated as trusts for all purposes,6 courts and 
commentators have taken the position that the assets of a charitable corporation are 
impressed with a charitable trust limiting the purposes for which they can be used to the 
purposes of the corporation as those purposes were defined at the time the assets were 
given.7 Thus, a charitable corporation's directors cannot authorize a fundamental deviation 
from those purposes without obtaining a prior court approval in a cy pres-type proceeding.8 

The Supreme Judicial Court of Massachusetts, for example, has ruled that, although a 
charitable corporation has the power to amend purposes, it is not free to unilaterally apply 
pre-existing assets to the new purposes. In the court's view, such action would be a violation 
of the board's fiduciary duties to donors, and would potentially undermine the attorney 
general's power and responsibility to enforce the due application of [charitable] funds."'9 
Thus, while the corporation in Hahnemann was authorized to sell its hospital facility, its use 
of the sale proceeds was limited to the purposes defined in its earlier governing instruments. 

The clearest exposition of these principles can be found in Queen of Angels v. Younger, an 
important case in which a California Court of Appeals held that a nonprofit hospital 
corporation did not have the legal authority to lease its facilities to a for-profit concern and 
use the proceeds for other health-related activities. The court's analysis began with the 
proposition that: 
the assets of a corporation organized solely for charitable purposes must be deemed to be 
impressed with a charitable trust by virtue of the express declaration of the corporation's 
purposes, and not withstanding the absence of any express declaration by those who 
contribute such assets as to the purposes for which the contributions are made.10 

To determine the terms of that trust ~ and hence the extent of the board's authority to 
authorize new activities - the court looked not only to the corporation's articles of 
incorporation but also to the way it had held itself out to donors and the community at large. 
While the court recognized that the corporation's articles explicitly empowered it to engage 
in a range ofhealth related activities, it found that all of those activities were predicated on 
the organization's running a hospital. The court went on to stress that the corporation had 
represented itself to donors, the public, and to state and federal tax authorities as a hospital. 
Thus, the opinion concludes that leasing the hospital to another organization constituted the 
abandonment of the organizationis corporate purposes and violated the trust imposed on its 
assets.ll 

In this regard, it is important to note that while the courts traditionally afford directors of a 
charitable corporation broad discretion in managing day-to-day operations, directors receive 
no such deference when the issue is a fundamental change in corporate purpose. The 
Supreme Court of Missouri has articulated this principle as follows in Taylor v. Baldwin: 
"The point of demarcation at which the courts will interfere with the discretion of those 
governing a public charity reasonably is the point of substantial departure by the governors 
(or Board) from he dominant purpose of the charity. "12 

In Taylor, the court considered a contractual affiliation between a nonprofit hospital and 
university medical center which involved selling the hospital's existing facility and buying a 
new one on the medical center campus. Although the court upheld the board's decision to 
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affiliate with the medical center, it did so only in light of several express findings indicating 
that the affiliation was not a substantial departure from the corporation's dominant 
charitable purpose. Indeed, the court found that, under the affiliation agreement, the 
corporation would maintain its independence and control over its hospital operations and 
would "continue to perform its present functions and render its present services without 
change." 13 

On the other hand, where a nonprofit corporation whose dominant purpose has been the 
operation of a hospital proposes to sell the hospital and use the sale proceeds for a 
fundamentally different purpose ~ for example, to endow a grant-making foundation ~ it 
finds itself clearly on the other side of the "point of demarcation" defined by the court in 
Taylor. In this situation, the nonprofit hospital corporation is not seeking merely to modify 
the circumstances under which it supplies hospital services, but rather is getting out of the 
hospital business altogether.14 As the foregoing authorities make clear, the directors do not 
have the authority to make such a change with court approval. 

There are as yet no reported cases applying the foregoing analysis to the relatively recent 
phenomenon of so-called whole hospitals joint ventures with for-profit hospital 
corporations. The terms of these joint venture transactions, including the degree to which 
the nonprofit will remain involved in managing the hospital once it is owned by the joint 
venture, vary greatly. However, the nonprofit typically gives up control of its hospital, 
transferring the hospital to the joint venture in return for cash plus a passive investment 
interest in the joint venture. In such cases, the change in use ofthe charity's assets is usually 
substantially equivalent to that involved in a traditional asset sale. Hence, the authority 
discussed above requiring prior court approval for fundamental changes in corporate 
purpose should be applicable to these joint venture transactions as well. 

In sum, the directors of a nonprofit hospital corporation or hospital holding company do not 
have the authority to consummate a sale or joint venture transaction through which the 
corporation disposes of its hospital operations without obtaining prior court approval in a cy 
pres-type proceeding. Where a nonprofit hospital corporation proceeds with such a 
transaction without prior court approval, state courts have the authority both to enjoin the 
transaction and to hold the nonprofit's directors liable for breach of fiduciary duty. 

B. Directors' Duty of Care in Approving Nonprofit Hospital Sales 

Wholly apart from the duty of fidelity to the donors' intent imposed on them by the law of 
charitable trusts, directors of charitable corporations must fulfill their duty of care to the 
corporation. The standards applicable to directors of nonprofit corporations in fulfilling this 
duty are generally said to be the same as those applied to directors of for-profit corporations. 
In virtually all states, the duty of care for both nonprofit and for-profit directors requires that 
the director act with the care an ordinarily prudent person would exercise in similar 
circumstances. 15 

In the context of for-profit corporations, the courts have developed a strong policy ~ known 
as the "business judgment rule" ~ against second-guessing director's decisions. The 
business judgment rule raises a "presumption that in making a business decision the 
directors of a corporation acted on an informed basis, in good faith and in the honest belief 
that the action taken was in the best interest of the company."16 This presumption does not 
mean, however, that directors' actions are not subject to judicial review. Indeed, in the 
leading case on the application of the business judgment rule to major transactions 
involving the sale of an entire corporation or its assets, Smith v. Van Gorkom, the Supreme 
Court of Delaware held that the rule does not protect decisions by board members who have 
breached their duty of care by failing to obtain sufficient information to make an informed 
business judgment. 17 Thus, while the board's substantive decision is generally insulated 
from judicial scrutiny, the business judgement rule leaves room for the courts, and 
consequently attorneys general, to review the process by which those decisions are made. 
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In Smith v. Van Gorkom, the court found that the directors of a business corporation had 
breached their duty of care when they approved a cash sale of their corporation which the 
corporation's chairman/chief executive officer had negotiated. In reviewing the board's 
action, the court stressed that: (1) the board had not adequately informed itself about the 
CEO's role in framing the deal and suggesting the purchase price to the buyer, (2) they had 
not adequately informed themselves about the value of the corporation, and (3) their 
decision had been made too quickly.18 

In later cases, the Delaware court has continued to give special scrutiny to directors' 
decisions involving transactions in which control ofthe company will change hands. 19 The 
reason for this heightened judicial concern is, of course, the fear that the management and 
directors of a selling corporation will evaluate competing offers more in terms of the 
treatment they expect to receive personally from new management than in terms ofthe 
corporation's best interest. The case law in this area is clear that in any transaction involving 
a change in control "the duty of the directors is to get the highest value reasonably attainable 
for the shareholders."20 At a minimum, this duty would require considering all available 
offers.21 

From these general principles flow a series of more specific obligations that nonprofit 
hospital directors must meet if they are to discharge their duty of care with regard to a sale 
or joint venture transaction. First, directors must determine whether the officers on whom 
they rely for information about the transaction have any conflict of interest ~ for example, a 
promise of future employment from the prospective purchaser - that might color their 
judgment in recommending the transaction. Further, the directors must carefully ascertain 
the value ofthe assets they intend to sell or contribute to a joint venture. Given the 
complexity of this task, ordinary prudence clearly requires the directors to obtain an 
independent evaluation by a competent expert. 22 Moreover, the requirement that the 
directors maximize the value the corporation receives requires directors carefully to 
consider all competing offers and to either accept the highest offer or be able to demonstrate 
a principled reason, rooted in the charitable purposes of the organization, for choosing 
another buyer. Finally, decisions as momentous for the organization as the decision to 
terminate its dominant activity require considerable deliberation, and directors need to be 
able to demonstrate that they have duly considered the ramifications of any such transaction. 

Where directors fail to meet their duty of care, they may be held personally liable for breach 
of fiduciary duty. Attorneys general have both the authority and the duty to initiate such 
actions for breach of duty. 

C. The Attorney General's Authority to require Advance Review and Approval of 
Hospital Sale and Joint Venture Transactions. 

Under the common law and by statute in many states, attorneys general are charged with the 
responsibility of overseeing the use of charitable assets. The authority vested in attorneys 
general to enforce charitable trusts and protect charitable assets is deeply rooted in the 
parens patriae power of the state to protect the public interest in assets pledged to public 
purposes. Thus, it is uniformly recognized that attorneys general have "an historic right and 
duty to supervise charitable trusts and to maintain such actions as may be appropriate to 
protect the public interest therein"23 Indeed, in most states they are the only party 
authorized to fulfill this important role.24 

As discussed in detail above, a nonprofit hospital corporation must obtain advance court 
approval for hospital sale or joint venture transactions, and the attorney general is 
automatically a party to such proceedings. Likewise, the attorney general has the authority 
to bring breach of duty actions against nonprofit hospital directors who fail to meet their 
duty of care in approving a sale or joint venture transaction. 

The attorney general's legal authority to bring suit against nonprofit hospital directors who 
consummate a sale or joint venture transaction without court approval and/or without 
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meeting their duty of care provides the attorney general with substantial leverage to require 
the parties to proposed hospital conversions to submit such transactions to the attorney 
general for advance review and approval. Faced with the prospect of a potentially protracted 
challenge by the attorney general to its petition for an authorization of new use, or a breach 
of duty action if it proceeds without court approval, nonprofit hospital corporations will 
almost certainly opt to comply with reasonable requirements for advance review and 
approval. 

Consistent with the attorney general's broad parens patriae power to protect the public 
interest, the attorney general's advance review of proposed hospital sale and joint venture 
transactions need not be limited to a review of whether the directors have met their duty of 
care or whether the technical requirements for cy pres approval of a change in use are 
present. On the contrary, the attorney general has both the duty and the bargaining leverage 
to require the parties to submit to a comprehensive advance determination of whether the 
proposed transaction is in the public interest. 

The Central objectives of this advance review should be to: (1) safeguard the value of the 
charitable assets, (2) safeguard the community from loss of essential health care services, 
and (3) ensure that the proceeds of the transaction are used for appropriate charitable 
purposes. A set of proposed Guidelines for this advance review process is available here. 

D. Leveraging the Attorney General's Oversight Capacity 

In many states, charity regulators will have to deal simultaneoulsy with multiple hospital 
sale and joint venture transactions. In most states it will be difficult, if not impossible, for 
regulators to effectively police these complex transactions within existing budget 
constraints. Accordingly, regulators need to consider strategies to augment their existing 
regulatory capacity. 

First, as suggested in the proposed Guidelines, the attorney general should consider 
requiring the parties to a proposed hospital sale or joint venture transaction to fund an 
independent expert, to be selected by the attorney general, to review the overall fairness of 
the transaction from the nonprofit's perspective. The cost of such a review, while 
substantial, will not be unduly burdensome relative to the overall transaction costs bome by 
the parties. 

Second, where state law permits, the attorney general should also consider the use of relator 
actions to augment the attorney general's limited enforcement capacity. A relator is a private 
party authorized to bring suit in the name of the state or the attorney general when the right 
to sue is vested exclusively in the attorney general.25 Although the rule appears to be that 
the ability to authorize relator actions exists only by statute, at least one leading case 
indicates that the attorney general can consent to a suit in the name of the people by a 
private party even in the absence of statutory authority and that such consent may be 
informal.26 

From the perspective of an attorney general seeking a means of prosecuting charitable 
enforcement cases without depleting his or her litigation budget, the advantage of relator 
actions is that the relator bears the cost of the suit while the attorney general retains ultimate 
control of the litigation.27 

IV. Conclusion 

As a large and increasing number of nonprofit hospitals and HMOs enter into various types 
of sale, joint venture, and conversion transactions, state attorneys general face the challenge 
of policing the largest redeployment of charitable assets in history. The clear legal authority 
of state attorneys general to bring suit against nonprofit hospital directors who proceed with 
a sale or joint venture transaction without court approval ~ combined with the parties' 
presumptive desire to avoid a prolonged legal challenge - translates into substantial 
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leverage for the attorney general to require that the parties submit proposed transactions for 
advance review and approval and not to impose a variety of requirements as conditions for 
granting that approva . The goals of this review should be to safeguard the value of the 
charitable assets, protect the community from loss of essential health care services, and 
ensure that the proceeds of the transaction are used for appropriate charitable purposes. The 
Guidelines outline a process for achieving these important goals. 

Proposed Guidelines a Background Information a Attorney General / Hospital Conversion 
Program a Volunteer Trustees Home Page 

V O L ! \ 1 li. 1- K I H i : S T l-i l i S 

7 of 7 10/30/98 12:21 PM 


