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INTRODUCTION

Hospitals have a long tradition of caring for the poor. They originally were established
as charities with the mission of caring for the indigent (Bellandi, January 26, 1998). Nowadays,
hospitais continue to provide care to the medically indigent, but this is no longer their sole
mission. Operating in an increasingly competitive environment, today’s hospitals have found it
necessary to become more business-minded (Bellandi, January 26, 1998). This trend along with
the growing number of uninsured Americans has fueled concern among policy makers about the
current state and future of charity care.

In this paper, we review the literature on chanty care with respect to three topics that we
have deemed integral to any discussion of the issue. These topics are (1) defining charity care,
(2) policy on charity care, and (3) the market impact on charity care. Together, these topics
encompass many of the most contentious and difficult questions that pelicymakers grapple with
in trying to understand what is happening to charity care and what, if anything, should be done to
address the charity care issue. For example, how we choose to define and measure charity care
carries consequences for hospitals, the uninsured, and state regulators, to name a few. This issue
becomes particularly political when charity care is used as the yardstick by which to measure the
public benefits expected of nonprofit hospitals. Likewise, policies that have been brought forth
to address charity care, such as uncompensated care pools and public insurance expansions, have
their own inherent problems in design, implementation, and financing. Yet, while these issues
may be very difficuit to address, we cannot ignore the real need for charity care, especially once
we recognize that while the demand for charity care is increasing (due to rising numbers of
uninsured persons), the effect of competitive and fiscal pressures on hospital resources (i.c.
revenues and profits) may be impairing their ability to supply charity care.

In the discussion that follows, we hope to provide insight into the issue of charity care by
describing the various definitions and measurements of charity care and their implications,
discussing the alternative policies proposed to address charity care, and examining what is

happening to charity care as hospitals respond to competition.



DEFINING CHARITY CARE

The rising numbers of uninsured Americans and the failure of cost-cutting measures
implemented in the 1980s to make health care affordable has made defining charity care
imperative. Legislators interested in securing medical care for the uninsured are among those
active in defining and quantifying charity care. At the government level, much of the focus has
been on charity care provided by nonprofit hospitals. Prior to 1969, nonprofit status at the
federal level required treatment of indigent patients. A 1969 IRS ruling changed this
requirement to providing “community benefits,” a broader term that has yet to be clearly and
consistently defined (Schlesinger, Gray, and Bradley, 1996). While this ruling weakened the
link between charity care and nonprofit status, the literature suggests that charity care provision
remains key among the types of socially desirable benefits expected of nonprofit hospitals.

But defining charity care strictly and accurately continues to stump researchers. Within
the literature, there is a wide range of terms affiliated with charity care, including the following:
e Pure charity care, defined as care for which payment is not expected and patients are not

billed (Sanders, 1993; Ferris and Graddy, 1999; Shinkman, June 21, 1999; Kane and
Wubbenhorst, 2000);

e Bad debt, defined as the value of care delivered and billed to patients who were presumed
able to pay, but from whorn the hospital has been unable to collect (Sanders, 1993;
Shinkman, June 21, 1999; Kane and Wubbenhorst, 2000);

o Uncompensated care, which is the sum of bad debt and pure charity care (Sanders, 1993,
Mann, Melnick, Bamezai, and Zwanziger, 1997; Shinkman, June 21, 1999; Kane and
Wubbenhorst, 2000); and

s Medicaid and Medicare shortfalls, which occur when the cost of providing care to these
patients exceeds the reimbursement rate a hospital receives (Sanders, 1993; Ferris and
Graddy, 1999).

These terms, along with education and research, price discounts, and money-losing services (e.g.

burn units and neonatal intensive care units) fall under the broader rubric of community benefits

(Clement, Smith and Wheeler, 1994).

Most of the articles measure and/or discuss “uncompensated care,” which is the sum of
charity care and bad debt. This is mainly due to the difficulty in separating bad debt from charity



care, but it also reflects the contention that bad debt encompasses some charity care which was
incorrectly recorded’ (Ferris and Graddy, 1999; Bowman, 1999; Kane and Wubbenhorst, 2000).
It is important to note that a major problem with using uncompensated care as a measure of
charity care is that it makes it difficuit, if not impossible, to know whether observed changes in
uncompensated care are due to changes in the provision of charity care or if they are due to
changes in bad debt’ (Gruber, 1994; Desai, Lukas and Young, 2000). Other researchers argue
for broadening the definition of charity care to include more categories of community benefits,
such as money-losing services and Medicaid and Medicare shortfalls. Ferris and Graddy (1999),
for example, argue for inclusion of Medicaid and Medicare shortfalls in quantifying the value of
charity care delivered by hospitals, since hospitals may be viewed as subsidizing care to these
patients. They find that these shortfalls (as a percentage of operating revenue) were much larger
than uncompensated care for California hospitals during the period 1981-1990 (Ferris and
Graddy, 1999). Likewise, Kane and Wubbenhorst (2000) find that many of the hospitals in their
study whose tax exemptions exceeded the value of the uncompensated care they provided
operated money-losing services, such as burn units and neonatal intensive care units, thus,
supporting the argument in favor of including the value of these services in charity care
measures. While these are just a couple of the contentions, the issue of what to include in the
definition and measurement of charity care came up repeatedly in the literature.

Researchers are not the only ones offering and struggling with opposing definitions of
charity care. States that create legislation in this area confront the problem, too. Several of them
have come up with definitions that reflect the wide array of perspectives in play (see appendix
for definitions of charity care from state laws). For instance, hospitals in Indiana and Texas may
include in their charity care totals the funds they provide to other health care organizations that
serve the indigent. New Jersey defines charity care as care provided to poor patients by a
disproportionate-share hospital. Massachusetts and Rhode Island allow that patients whose
medical bills exceed their ability to pay be included as charity care patients. While other states,
such as Virginia, lay out strict income levels that determine patient eligibility for charity care.
States even differ on whether hospital bills for which partial payment has been made qualify te

! For example, hospitals may not have enough information on the patient to permit them to make the determination
of charity care eligibility (Kane ard Wubbenhorst, 2000; Bowman, 1999).

? For example, observed reductions in uncompensated care could be the result of more aggressive and successful bill
collection efforts by hospitals rather than reductions in charity care provision {Desai, Lukas and Young, 2000).
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be counted as charity care. This sampling of approaches indicates some of the difficuities that
arise when no standardized definition of a complex topic exists.

Uninsured patients also pay the price as the result of these conflicting definitions. For
this population, the “pure” definition is the most relevant since they do not receive government
health benefits (e.g. Medicaid) and may potentially suffer from bad credit ratings if the care they
received were classified as bad debt by the providing hospital. Thus, hospitals may indeed be
providing many charitable services, but for the medically indigent, charity care is arguably the
most important. -

Hence, the issue of how to define charity care is a thomy one, to say the least. Yet, there
are real consequences to the stakeholders, including hospitals, especially if a state decides to
enact legislation on charity care. Thus, any policy that addresses charity care should carefully
take into account the implications of how charity care is defined. We now turn to a discussion

of policy on charity care, as presented in the literature.

POLICY

The increasing number of uninsured Americans, from 33.6 million in 1988 to 44 million
in 1998 has pushed policymakers to find an expeditious and cost-effective means of providing
health care for this group. Given that hospitals have a long tradition of providing free care to the
medically indigent, there is mounting pressure on them to meet the demand for this care. This is
especially true for nonprofit hospitals, the traditional providers of charity care, which are
presently required to provide community benefits as a condition of their tax-exempt status.
Thus, it is not surprising that much of the literature focuses on the role of nonprofit hospitals in
providing charity care. The policy recommendations, however, target other players as well,
including charity care patients themselves. Overall, the three policy solutions most often
recommended in the literature are (1) tie tax-exemption to charity care provision, (2) create
charity care pools, and (3) expand public health insurance. We discuss each of these below.

Indeed, much of the literature reflects the argument that the tax-exempt status of
nonprofit hospitals obligates these hospitals to provide community benefits {charity care, for
example) that meet the needs and preferences of their local communities (Tuckman and Chang,
1991; Clement, Smith and Wheeler, 1994; Kane and Wubbenhorst, 2000; Nicholson, et al,

3 Hoffinan C, Schlobohm A. Uninsured in America: A Chart Book. 2 ed. The Kaiser Commission on Medicaid
and the Uninsured. May 2000.



An alternative policy solution is charity care pools, more widely known as
uncompensated care pools. Bovbjerg, Cuellar, and Holahan (2000) describe pools as “an
intermediate policy option between broad, insurance-based strategy and narrow reliance on
public hospitals.” The literature suggests that pools have three main purposes: (1) to distribute
the costs of charity care more equitably among hospitals, (2) to prevent hospitals that provide
charity care from being at a competitive disadvantage (i.e. leveling the playing field), and (3) to
protect access to hospital care for the medically indigent (Lewin and Lewin, 1987; Tuckman and
Chang, 1991; Thorpe and Spencer, 1991; Gaskin, 1997; Bovbjerg, Cuellar, and Holahan, 2000).
In general, uncompensated care pools finance charity care with funds “pooled” from some
combination of a tax on payers (¢.g. health plans), assessment on hospital revenues, and grants
from the state and/or federal governments. These funds are redistributed to hospitals that provide
uncompensated care, thus, providing an incentive for hospitals to provide this care.

There are several advantages to using pools. Lewin and Lewin (1987) and Bovbjerg,
Cuellar, and Holahan (2000) state that pools are likely to be less costly than expanding health
insurance coverage to all of the uninsured. Also, pools allow for flexibility in how the funds are
raised and distributed (Lewin and Lewin, 1987). Furthermore, pools are a means to abate the
“potential adverse effects of competition on a hospital’s ability to serve the uninsured”
(Bovbjerg, Cuellar, and Holahan, 2000, p. 23). Also, in reporting on three states’ experiences
with pools, these same authors observe that pools appear to be most useful in states with a mixed
hospital market where there is a tradition of charity care provision by both private and public
hospitals (Bovbjerg, Cuellar, and Holahan, 2000).

However, using pools to solve the charity care problem has its disadvantages. Financing
pools is a major problem, especially in a competitive health care market environment® (Bovbjerg,
Cuellar, and Holahan, 2000). Another problem with uncompensated care pools is “moral hazard”
(Bovbjerg, Cuellar, and Holahan, 2000). In other words, uncompensated care pools provide an
incentive for hospitals to slack on efforts to recover bad debt, thereby increasing their
uncompensated care without increasing charity care (Gaskin, 1997). Also, pools may not be the
most efficient means to target funds to charity care, due in part to the difficulty hospitals face in
determining which patients are eligible for charity care (Bovbjerg, Cuellar, and Holahan, 2000).

3 Virginia’s pool, for example, is depleted of funds the first month of each year (per conversation with Dave Austin
at the Board and Department of Medical Assistant Services).



Another problem is that communities may oppose the use of pools since they may distribute
local charitable assets to other parts of the state (Kane and Wubbenhorst, 2000). Despite these
problems, some states have opted to use pools to address the issue of charity care. We tum now
to findings from research on these states’ experiences.

The research findings that follow were based on multivariate regression techniques to
estimate the impact of pools on various outcomes, such as uncompensated care spending or the
distribution of uncompensated care. In examining the effect of New York’s uncompensated care
pool, Thorpe and Phelps (1991) find that the matching nature of the pool resulted in increased
spending by hospitals to support uncompensated care, but “by less than dollar-for-dollar™® (p.
478). This leads them to conclude that hospitals used a portion of their pool revenues on
activities or items other than uncompensated care (Thorpe and Phelps, 1991). In New Jersey,
Gaskin (1997) finds that the state’s poo! increased uncompensated care by 15.6% (that is, both
charity care and bad debt). Gaskin (1997) attributes this finding to New Jersey’s reimbursement
method, which was on a per uncompensated care patient basis as opposed to a lump-sum grant,
stating it provided hospitals with an incentive to increase their provision of uncompensated care.
As for the redistributive outcomes, Thorpe and Spencer (1991) and Spencer (1998) find that the
distribution of uncompensated care changed very little after New York implemented its
uncompensated care pool. Thus, hospitals that provided a disproportionate amount of
uncompensated care prior to the pool continued to do so after the pool was implemented (Thorpe
and Spencer, 1991; Spencer, 1998). As a result of these findings, some of the researchers
suggested that a better alternative to pools was expanding health insurance coverage to those
without it (Thorpe and Phelps, 1991; Spencer, 1998). This is the policy solution to charity care
that we discuss next.

As a policy solution to charity care, expanding public insurance is unique in that it
directly addresses the problem that results in the demand for charity care - the lack of health
insurance. There is consistent evidence within the literature that increased Medicaid coverage
reduces the demand for charity care. Dubay, Norton, and Moon (1995), for example, find that
the 1987 Medicaid expansions for pregnant woman and infants reduced the growth rate of

® Their regression results suggest that the price-elasticity of supply of charity care is 0.17 {Thorpe and Phelps, 1991).



uncompensated care, effectively reducing uncompensated care by 5.4%.” Similarly, Thorpe and
Phelps (1991) and Thorpe and Spencer (1991) find evidence, based on regression analysis, that
increased Medicaid coverage reduces the demand for hospital uncompensated care.

The advantages of this policy approach are obvious. Providing health care coverage to
the uninsured negates the need for charity care. The indigent would become paying patients,
The major disadvantage is, of course, the cost. - Suggestions to deal with the cost issue include
requiring all hospitals, including nonprofits, to pay property taxes, and using the revenues to
finance Medicaid expansions (Bowman, 1999). Also, Dubay, Norton, and Moon (1995) suggest
that extending Medicaid coverage to “a small part of the population that accounts for a
significant share of uncompensated care” can reduce uncompensated care substantially (p. 342).

Overall, these policies either aim to encourage and/or protect charity care provision by
hospitals, or, in the case of public insurance expansion, reduce the demand for charity care.
Some states already have experience with uncompensated care pools, and their experience
provides a potential wealth of information for California policymakers who may be considering
this policy option. While policymakers decide whether to address charity care, changes in the
health care marketplace may make the issue more urgent. We turn now to a discussion on the

market impact on hospital charity care.

MARKET IMPACT

The literature points to two major trends in the health care marketplace that have the
potential to impact the provision of charity care by hospitals. These trends are hospital
conversions, and increasing competitive pressures resulting from the growth of managed care
and changes in Medicare and Medicaid reimbursement policies (e.g. Medicare’s Prospective
Payment System). The concern is that these marketplace changes are having the effect of
reducing the supply of hospital charity care, while at the same time the demand for charity care is
increasing as the number of uninsured Americans is on the rise.

The concern over hospital conversions to for-profit status is based on the foliowing: (1)
converting hospitals will reduce their charitable activities as the profit motive takes over, (2) by
increasing local competition for insured patients and reducing their provision of care to the

" This analysis uscd data on 1,822 hospitals from the American Hospita! Association’s Annual Survey (Dubay,
Norton, and Moon, 1995).



