Analysis of the Rationale for, and
Consequences of, Nonprofit and
For-Profit Ownership Conversions

Tami L. Mark

Objectives. To examine percursors to private hospitals conversion, both from non-
profit status to for-profit status and from for-profit to nonprofit status, as well as the
effect of hospital conversions on hospital profitability, efficiency, staffing, and the
probability of closure.

Data Sources. The Health Care Financing Administration’s Medicare Cost Reports
and the American Hospital Association’s Annual Survey of Hospitals.

Study Design. Bivariate and multivariate analyses comparing conversion hospitals
to nonconversion hospitals over time were conducted.

Data Extraction Methods. The study sample consisted of all private acute care
hospital conversions that occurred from 1989 through 1992.

Principal Findings. Hospitals that converted had significantly lower profit margins
prior to converting than did nonconversion hospitals. This was particularly true for
nonprofit to for-profit conversions. After converting, both nonprofit and for-profit
hospitals significantly improved their profitability. Nonprofit to for-profit hospital
conversions were associated with a decrease in the ratio of staff to patients. No
association was found between for-profit to nonprofit conversion and staff-to-patient
ratios. The difference seems partially attributed to the fact that nonprofit hospitals that
converted had higher staff ratios than the industry average. For-profit to nonprofit
hospital conversions were associated with an increase in the ratio of registered nurses
to patients and administrators to patients, despite the fact that nonprofit and for-profit
hospitals did not differ in these ratios.

Conclusions. The improvement in financial performance following hospital conver-
sions may be a benefit to the community that policymakers want to consider when
regulating hospital conversions.
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The recent increase in purchases of nonprofit hospitals by for-profit com-
panies has generated considerable debate and public attention. Among the
concerns raised about conversions are their impact on communities’ charita-
ble assets and access to quality healthcare services. Advocates of conversions
have argued that they can result in new sources of capital, more efficient
management, and greater negotiating clout with third-party payers and ven-
dors. These benefits may also positively affect access and quality (Burstin et
al. 1993). This research examines the degree to which hospital conversions
involve the acquisition of hospitals in poor financial health and result in
improved financial performance of the acquired hospital. It also examines
the effect of conversions on staffing and on the probability of hospital closure.
Both for-profit to private nonprofit conversions, and private nonprofit to for-
profit conversions are studied and compared.

BACKGROUND

Theories of nonprofit hospitals typically assume that hospital stakeholders
maximize some objective function subject to a break-even constraint. The sale
of a nonprofit hospital to a for-profit purchaser may contribute to a hospital’s
objectives or may be necessary due to its resource constraints. Because there
is no residual claimant in nonprofit hospitals, it is difficult to determine
the hospital’s objective function and to predict the benefits, if any, that it
might derive from a sale. Different theories have emphasized the interests of
physicians (Pauly and Redish 1973), administrators (Newhouse 1970), and the
community at large (Ben-Ner 1986) in shaping a hospital’s objectives. Selling
the hospital may address the interests of any or all of these stakeholders. For
example, if a sale will result in greater capital expenditures, physicans may
benefit through the purchase of more sophisticated technology. If the sale
allows the community to transfer its investment to alternative uses that are
more highly valued, such as public health interventions, the community may
perceive a benefit from the sale. Because of the complexity of the hospital’s

\

This research was sponsored by the Aspen Institute and the Federation of American Health
Systems.

Address correspondence and requests for reprints to Tami L. Mark, Ph.D., M.B.A., Senior Re-
search Economist, The MEDSTAT Group, 4401 Connecticut Ave., N.W,, Suite 400, Washington,
DC 20008. This article, submitted to Health Services Research on September 22, 1997, was revised
and accepted for publication on September 16, 1998.



Nonprofit and For-Profit Ownership Conversions 85

objective function, it is difficult to predict the factors that will influence the
decision to sell the hospital.

The limited research on hospital conversions indicates that financial
pressures often play a role in the sale of nonprofit hospitals to for-profit
organizations. A study of the financial characteristics of 50 nonprofit hos-
pitals acquired by investor-owned chains between 1978 and 1983 found that
the acquired hospitals tended to be small, with relatively low profitability,
relatively old and depreciated assets, and a thin equity position (McCue and
Furst 1986). Similarly, Mark and colleagues conducted eight case studies in
1996 of nonprofit to for-profit conversions and found that in four cases the
hospital had been losing money prior to the sale (Mark, Cheng, Paramore,
et al. 1997). Feder and Hadley examined the characteristics of six teaching
hospitals that investor-owned chains acquired between 1983 and 1985. Only
one of the six hospitals was experiencing serious financial trouble prior to
the sale. However, administrators and medical school deans in each of the
hospitals stated that they sold the hospital in order to provide “extra resources
for research and education and, to a lesser extent, care to the poor” (Feder
and Hadley 1987: 327). Finally, Townsend (1983) found in two of five case
studies of hospital conversions that occurred in the early 1980s that the need
to replace the hospital plant was the prime reason for the sale.

Economic models of for-profit hospitals assume that their objective
is to maximize shareholder wealth. This suggests that owners will sell a
hospital if the financial benefit exceeds the net present value of the future
expected profits. It follows that for-profit hospitals experiencing poor financial
performance are more likely to be sold. Research on the sale of for-profit
hospitals supports this notion to some extent. McCue and Clement (1992)
examined the characteristics of hospitals that HCA and AMI divested. HCA
and AMI were two of the leading for-profit hospital companies during the
mid-1980s. The hospitals that HCA divested were more likely to have less
growth in revenues and a higher debt to toal assets position, although the same
was not true for the hospitals that AMI divested. The author found no studies,
however, that specifically looked at the acquistion of for-profit hospitals by
nonprofit hospitals.

The effect of hospital conversions on hospitals’ financial and operating
performance is an empirical question rather than a theoretical one. The
influence of the new owners on the performance of the hospital will depend
on the new owners’ objectives and their ability to meet those objectives
(e.g., managerial skills, access to capital, market dynamics). At this time,
the only known study to examine the effect of hospital conversions on



86 HSR: Health Services Research 34:1 (April 1999, Part I)

financial performance were case studies conducted by Mark and colleagues.
By analyzing audited financial statements and Medicare cost reports, Mark,
Cheng, Paramore, et al. (1997) found that six of the eight hospitals that
converted had higher profit margins after converting.

ANALYTIC APPROACH
In this section the study methods, data, and variables are reviewed.

Methods

The characteristics of hospitals that convert were examined using both bivari-
ate statistics and multivariate analyses. The variables were measured over the
two years before the conversion occurred. For example, for hospitals that
converted in 1989, hospital profitability was measured using data from 1988
and 1987. The model used for these analyses is:

Rir =80+ 81 fir-12+82Pir—12+83Yie—12+8Mis12+ piy (1)

where R indicates whether hospital i converted in year ¢; f; ;1,2 is hospital
i’s total margin in the two years prior to converting; P;,_ o is managed
care penetration; Y;,_ o is hospital size (i.e., inpatient equivalent discharges);
and M;,_, are other hospital market characteristics (i.e., hospital market
concentration as indicated by the Herfindahl index, whether the market
is an MSA, hospital beds per capita, and per capita income). Because the
dependent variable in these analyses is binary, logistic regression was used.

To examine the effects of hospital conversion on the acquired hospital’s
financial performance, reduced-form models of hospital profits, costs, and
average revenues were estimated. Hospital costs and profits are assumed to be
afunction of input prices, output, and other hospital characteristics previously
found to influence the production process. The volume of hospital services
provided was assumed to be endogenous and therefore was excluded from the
model; instead, factors that determine demand, such as market competition
and per capita income, were included. Some of the unmeasured hospital
characteristics that influence the demand for hospital services (e.g., perceived
quality), as well as hospital productivity (e.g., managerial skill), were captured
by using a hospital-fixed effect. Thus, the model for estimating the effect of
conversion on a hospital’s financial performance is:

Fip = Bo+ B1Wir + BoM;, + B3Bi; + Baliy + BsTis + € + iy @)
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where F;, is hospital #’s financial performance in year ¢; W; , are input prices;
M; , are hospital market characteristics; B;; is a dummy variable that equals
one if the hospital is for-profit and 0 otherwise; /;, is a term that equals one
if the hospital was for-profit in 1987 and 0 otherwise; T are year dummy
variables; ¢; is a hospital-specific error term; and 7, ; is a random disturbance.
The cost functions are estimated using a log-log specification. Therefore, one
can interpret the coefficients as elasticities.

The model used to test the effect of conversion on staffing ratios is similar
to the model of the effect of conversion on financial performance except that
staffing ratios are adjusted for case mix.

Finally, simple frequencies were used to examine the extent to which
hospitals that converted eventually closed. For each conversion that occurred
between 1989 and the end of 1992, the probability of closure through the end
of fiscal year 1995 was examined. Thus, a longer time period is reviewed for
conversions that occurred in 1989 than for those that occurred in 1992.

Data

Data for the study were primarily composed of the Health Care Financing
Administration’s (HCFA) Medicare Cost Report database, which includes de-
tailed, audited financial and operating information from most community hos-
pitals in the United States. In addition, the American Hospital Association’s
(AHA) Annual Survey of Hospitals provided information on staffing and was
used to verify information about ownership and discharges as reported on the
Medicare Cost Reports. Information on the hospitals’ markets was obtained
from the Bureau of Health Profession’s Area Resource File (ARF).

The AHA data was merged to the Medicare Cost Reports using the
hospital’s name and county. Cases that did not link, for example, because the
hospital name cited on the AHA data set was different from that given on the
Medicare Cost Reports, were reveiwed and merged manually. The ARF was
merged to the Medicare Cost Reports using the county and state identifiers.

The study sample for the effect of conversions consisted of the universe
of hospitals that submitted Medicare Cost Reports and that engaged in private
nonprofit to for-profit conversions, or for-profit to private nonprofit conver-
sions, during the 1989-1993 period. From 1989 through 1992, 33 private
nonprofit hospitals converted to for-profit status and 50 for-profit hospitals
converted to private nonprofit status. Data were obtained for the 1987-1995
period; thus two years of data were available on the relevant variables prior
to the conversions and at least two years of data on the period following
conversion. Due to missing data, some conversion cases were “truncated,”
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but because the number of cases was relatively small (six hospitals were
missing 1995 data and four were missing 1987 data), the results are unlikely
to be biased. If there were a bias, it would be toward finding no effect of
conversions.

The comparison group consisted of approximately 3,800 acute care
private hospitals that did not convert over the same period. Nine years
of pooled time-series data were constructed for comparison hospitals in a
manner comparable to those of the conversion sample. The final analytic
sample consisted of approximately 32,000 observations. Public hospitals and
non-acute care facilities were deleted from the sample.

Variables

The financial variables examined included total profit margins, average in-
patient Medicare costs per Medicare discharge, average operating expenses
per inpatient-equivalent discharge, and average revenues per discharge. Total
profit margins were measured as total revenues minus total expenses divided
by total operating revenues. They were calculated before income taxes, but
net of real estate and employment taxes.

Staffing ratios were calculated per case mix-adjusted patient day. Ad-
justed patient days combines a hospital’s inpatient and outpatient volume into
one value by multiplying inpatient days by the ratio of outpatient revenue to
inpatient revenue. The resulting adjusted patient day figure is then adjusted
for case mix by multiplying the number of adjusted patient days by the HCFA
Medicare Case Mix Index. Four types of staffing ratios were calculated: total
full time equivalents (FTE), all nurses, registered nurses, and administrators.
Nursing staff was measured as the sum of all FTE registered nurses, licensed
practical nurses, ancillary personnel (e.g., nurses’ aides), physician assistants,
and nurse practitioners. Several categories of nursing staff as well as infor-
mation on administrative staff were not collected on the AHA surveys after
1993; therefore, for conversions that occurred in 1992, there is only one year
of postconversion data on total nursing staff and adminsitrative staff.

The number of closures was measured using the AHA Annual Survey
of Hospitals, which lists hospital closures by year. In addition, the Department
of Health and Human Services in each state in which a hospital closed was
called to confirm that the hospital had indeed closed.

HMO penetration was measured as the percentage of a market’s popu-
lation enrolled in HMOs based on data collected by Interstudy and included
on the ARF. A hospital’s market was defined as the Metropolitan Statistical
Area (MSA), for urban hospitals, and as the county and all contiguous counties
for hospitals located outside of MSAs.
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Total inpatient equivalent admissions (eq. discharges) is a calculation
that combines a hospital’s inpatient and outpatient volume into one value.
Outpatient volume is estimated by multiplying inpatient discharges by the
ratio of outpatient revenue to inpatient revenue. Input prices were measured
using HCFA Area Wage Indexes, which are calculated for each MSA and
have one value for all rural areas in a state. The index is based on wages
and salaries of all hospital workers. Because hospital capital equipment and
other supplies are purchased in national markets, materials costs were not
expected to vary substantially across hospitals and were excluded from the
regression models. Changes in competition and demand in a hospital’s market
was measured by the Herfindahl index (calculated as the sum of hospitals’
market shares where market share is calculated based on discharges); by the
number of acute care hospital beds per capita; and by per capita income.
Because some hospitals submitted Medicare Cost Reports for less than a full
year period, a variable to control for the number of months in a hospital’s fiscal
year was included. Means and standard deviations for the study variables over
the study time period (1987 through 1995) are shown in Table 1.

RESULTS

Financial Status Prior to Conversion

Descriptive statistics indicate that hospitals that convert are more likely to
have experienced a financial loss prior to conversion than the average hospi-
tal. Eighty percent of the profit margins of nonprofit hospitals that converted
to for-profit status were negative in the two years before they converted.
Similarly, 50 percent of the profit margins of for-profit hospitals that converted
to nonprofit status were negative in the two years prior to their conversion.
In comparison, over the same time period only 33 percent of all private acute
care hospitals had negative margins.

Tables 2 and 3 show the results of the logistic regression estimates for
the private nonprofit to for-profit conversions and the for-profit to private
nonprofit conversions, respectively. For three of the four years studied (1989,
1991, and 1992), margins prior to conversion were statistically significant and
negatively related to the probability of converting from private nonprofit to
for-profit status. For one of the four years (1989), margins prior to conversion
were also negatively related to the probability of converting from for-profit
to private nonprofit status.

Urban status was positive all four years for nonprofit conversions and
positive only in 1991 for for-profit conversions, indicating greater conversion



1 (April 1999, Part I)

Health Services Research 34

HSR

90

*3[1{ 92IN0SIY BIIY SUOISSIYOL] YITes]

jo neamg ‘spendsof] Jo AsAmg [enuuy suonerossy [endsof] uesuswry ‘spoday 1500 TIPS SUOHENSIUTWPY SuUeUL] Ore)) YIeSH] 52408

(#L1) (0s°1) (81°0) (s10) (#1°0) (@1) (€1 #1) (€1

911 LTl 031 031 01 811 811 LTT 811 TeaK [0Sy Ul SYIUOTN

(ov0%)  (#96'e)  (1¥6'€)  (08s¢)  (699‘c)  (L€9'6)  (.66€)  (s6g'€)  (£80°€)

SL0°0C %2007  ¥86'61  0SG61  6GE'8T  OL6'LT 80691  8LL'ST  €8€WDI awoout feyden 1ag

(91°0) (91°0) (91°0) (91°0) (91°0) (o1°0) (s1°0) (s1°0) (s10)

61°0 61°0 61°0 61°0 61°0 810 81°0 LT0 810 Xopul [yepuIo

(0z°0) (61°0) (81°0) (LTo) (L10) (91°0) (s1°0) (osT0)  (0¥10)

ST'0 ST'0 ¥1°0 €10 310 710 Tro eIro 6600 OWH ut uonemdod juso1ag

(16°1) (es°1) #s1) (€s1) (65°1) (¢5°1) (15°71) (9%°1) (6¥'1)

10% €0'¥ 80°% A% 2% LT €% vy IS'¥% endeo 1ad spag

(81°0) (o) (10) (91°0) (91°0) (91°0) (91°0) (91°0) (91°0)

¥6°0 £6°0 €60 ¥6°0 ¥6°0 760 S6°0 ¥6°0 S6°0 xopur afem
(320) (12°0) (o1°0) (91°0) (sT0) (91°0) (91°0)

— - LT0 ST'0 Tro zro T10 €10 £1'0 skep juaned pajsnipe gp0‘1 1od s1oyensmurapy

(ts'1) (09°1) (€¥'1) (8%°1) (15°1) (L¥'1) (6%°1)

— - 7' Sh'e 9¥'e 8¥'e T6°€e S6'g £9'¢ skep juened pajsnlpe 00Q‘1 1od sesmu [eloL,
(ern) (80'1) (o) (10'1) (96°0) (L6°0) #oT) (96°0) (e0'1) skep jusned
8€'C Y€ 9I'g (4K (A%4 01 €I'g eI 0%°¢C pasnipe 000°1 1od sesmu pazeysiSay
(8€¢) (62°€) (org) (81°¢) (00°€) (88'0) (¢£73) (082) (9£79)

6’6 6 706 L0'6 16'8 06'8 788 98'8 668 skep quaged pasnipe 000‘T 1od s LA
(L16'e)  (gss'e)  (oLe'e)  (Log'e)  (e60'€)  (Le8T)  (48LT)  (009T)  (€9€T)
GGE6 6788 75e's 96L'L £ST'L ) 108°S 0€5'S YLV (a8reypstp ‘ba 1ad) senuasar aBeresy
(0sz%)  (g10%)  (e18'c)  (g#9'e)  (oge'®)  (bLo‘e)  (960€)  (016C)  (€09°C)
1L£'6 1068 19%‘8 LY6L €LTL ¥999 0209 1454 GG8% (a8reyosip bs 3ad) 51500 Sunresado aferaay
(oz£t)  (9ss1)  (zoLt)  (seL1)  (£99°T)  (899°T)  (846°1)  (29%‘T)  (0S€°T)
696y 8667 1%0°S L96FY 128% 6LSY 0S¥ 888°c 965°‘g (e8reyostp ‘ba 13d) 51500 SredIps|y aFerany
(z60'0)  (660°0)  (£800) (¥60°0) (€60°0)  (9010)  (20T°0)  (91T°0)  (E1T°0)
9% LE ¥'e 6C 8 81 91 01 €1 (o) wBrew 0L,
G661 ¥661 £661 2661 1661 0661 6861 2861 L861 awDN ajqvring

G661-L861 ‘Tea) £q so[qeLrep Apmg Jo sUONEIAS(] pIepuelg pue suedy [ J[qeL



Nonprofit and For-Profit Ownership Conversions 91

Table 2: Logistic Regression Results: Determinants of Nonprofit to
For-Profit Hospital Conversion

Year Conversion Occurred

Variablet 1989 1990 1991 1992
Intercept -141 —0.40 19.82 21.00
Total margin —7.55%4* 0.34 —5.54** —3.63**
Log(eq. discharges) 0.09 -0.38 0.07 —-0.33*
Urban 3.15** 2.25* 2.884*+ 1.25*
Log(beds/capita) 3.27* —-0.61 1.36** —2.25%**
Log(HMO enrollment) -0.34* —-0.33 -0.11 —-0.16
Log(Herfindahl index) —1.64** -0.63 —0.47 —0.64*
Log(per capita income) -2.14 —0.50 -3.11** —2.68*
Months in fiscal year 0.08* -0.27* -0.16* 0.15
Log likelihood ratio 127 72 285 225
Chi-square (d.f.) 51(8)*** 27(8)*** (75)*>* 32(8)***
n 7,725 7,612 7,461 7,143

*p<.1;**p <.05; **p < .0l
}Variables measured over two-year period prior to conversion.

Table 3: Logistic Regression Results—Determinants of For-Profit to
Nonprofit Hospital Conversion

Year Conversion Occurred

Variablet 1989 7990 1991 7992
Intercept 0.033 7.87 13.42 6.74
Total margin —3.25%* -2.16 2.12 -1.16
Log(eq. discharges) -0.17 -0.41* -0.25 -0.31
Urban -0.12 —0.05 1.08* 0.35
Log(beds/capita) 0.25 -0.47 —-1.00* 0.21
Log(HMO enrollment) —-0.08 0.11 -0.09 -0.01
Log(Herfindahl index) 0.02 0.20 —0.67*** -0.13
Log(per capita income) -0.39 —-0.80 —1.66 -1.36
Months in fiscal year —-0.16* -0.12 -0.16* 0.19
Log likelihood ratio 289 236 426 259
Chi-square (d.f.) 45(8)*** 32(8)*** 24(8)*** 5(8)
n 7,713 7,599 7,451 7,142

*p<.1;**p <.05;***p <.01.
tVariables measured over two-year period prior to conversion.

activity in urban markets among nonprofit hospitals. Per capita income was
negative in 1991 and 1992 for nonprofit conversions and negative but statisti-
cally insignificant for all four years for for-profit conversions. One explanation
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for this finding is that poorer areas are more likely to have financially dis-
tressed hospitals that, in turn, are more likely to undergo asset transfers. The
Herfindahl index was negative in 1989 and 1992 for nonprofit conversions
and negative in 1991 for for-profit conversions, indicating that conversion
activity is more likely when hospital markets are more competitive. The co-
efficient on managed care penetration was marginally statistically significant
only for the nonprofit to for-profit equation in 1989. Thus, managed care
enrollment appears to play only a weak role in hospital conversions.

Effects of Hospital Conversions

The results of the regression analyses of the effects of conversion on prof-
itability, operating expenditures, Medicare expenditures, average revenues,
and staffing are shown in Table 4.

Profit Margins. Profit margins following conversion were found to in-
crease both for hospitals that converted from nonprofit to for-profit status
and for hospitals that converted from for-profit to nonprofit status. The effect
of conversion on profitability was slightly greater in the case of for-profit to
nonprofit conversions.

The signs of most of the other coefficients are in the expected direction.
The coefficients on beds per capita indicate that the greater the competition in
the market, the lower the profit margins. HMO penetration was negative and
significant at the .10 level. Per capita income was positively associated with
profit margins. Curiously, the Herfindahl index was negatively associated
with profit margins.

Expenditures. Both nonprofit to for-profit and for-profit to nonprofit
conversions were associated with an increase in operating expenditures. One
explanation for this finding is that after a hospital is acquired, investment
in hospital capital is increased. In contrast, Medicare costs per Medicare dis-
charge decreased in converted hospitals. The size of the decrease in Medicare
costs was greater for nonprofit acquisitions of for-profit hospitals than for for-
profit acquisitions of nonprofit hospitals. The signs on the other coefficients
are in the expected direction. An increase in wages is associated with an
increase in both operating and Medicare expenditures per case. Beds per
capita and competition are negatively associated with operating and Medicare
expenditures per case, while per capita income is positively associated with
operating and Medicare expenditures per case.

Revenues. Average revenues increased after both types of conversions.
Competition and beds per capita were negatively associated with average
revenues, while per capita income was positively associated with average
revenues.
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Staff-to-Patient Ratios. Full model results where staff-to-patient ratios
are the dependent variable are shown in Table 4 and summarized in Ta-
ble 5. Nonprofit to for-profit conversion was associated with a decrease
in total staff-to-patient ratios. The coefficients on the two nurse-to-patient
ratios were negative but statistically insignificant, and the coefficient and the
administrator-to-patient ratio were positive but also statistically insignificant.
This suggests that after the for-profit hospitals acquired the nonprofit hospitals,
for-profit hospitals may have reduced total staff-to-patient ratios by reducing
the number of nurses and/or other technical and support staff not measured
here (e.g., laboratory and x-ray technicians, custodial staff).

In contrast, no significant association was found between for-profit to
nonprofit conversion and total staff-to-patient ratios. For-profit to nonprofit
conversion was associated with an increase in registered nurse-to-patient
ratios and with an increase in administrator-to-patient ratios. The coefficient
on the total nurse-to-staff ratio was negative but statistically insignificant.
The increase in the ratio of registered nurses and administrators to patients
must have been balanced by a decrease in other types of staff since, overall,
no change was found in the total of FTEs to patients. Nonprofit managers
may have decreased the number of non-RN nurses or the number of other
technical and support staff, or both.

The staffing ratio models also indicate that an increase in beds per capita
is associated with a decrease in staffing ratios. In contrast, an increase in per
capita income is associated with an increase in all staffing ratios except for total
nurses, which was negatively correlated. HMO penetration was positively
associated with administrator-to-patient ratios.

Closure. Of the 33 hospitals that converted from private nonprofit to
for-profit status between 1989 and the end of 1992, three subsequently closed

Table 5: Summary of Association Between Conversion and
Subsequent Staff-to-Patient Ratios

Sign of the Conversion Coefficient
Registered All
FTEs Nurses Nurses Administrators
Nonprofit = Sig— - - +
For-profit Conversion
For-profit = - Sig+ - Sig+

Nonprofit Conversion

Sig: Significant at at least p <.05.
Note: Staffing ratios are measured per inpatient equivalent discharge.
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(11 percent) by 1995. Of the 50 hospitals that converted from for-profit to
private nonprofit status, three also closed (6 percent).

Ouwnership Effects. To understand whether the effects of conversion are
associated with a change in ownership and management or with the type of
ownership, the differences in the financial and operating characteristics of for-
profit and nonprofit hospitals across the seven years studied were examined.
If nonprofit and for-profit hospitals differ significantly in these characteristics,
one is more likely to attribute changes in operating and financial status follow-
ing conversion to differences between nonprofit and for-profit organizations
rather than to the fact that a hospital was sold to new owners. As shown in
Table 6, these results suggest that the effects of conversion on profits, expenses,
and staffing ratios should not be attributed primarily to differences between
for-profit and nonprofit hospitals.

Profit margins were higher for nonprofit hospitals in 1989 and 1990,
equivalent between nonprofit and for-profit hospitals in 1991, and higher
for for-profit hospitals in 1992-1995. For six of the seven years examined,
average operating expenses and average Medicare expenses were equivalent
between for-profit and nonprofit hospitals. Average revenues were greater for
for-profit hospitals than for nonprofit hospitals in all seven years examined.
Thus, it is somewhat surprising that for-profit to nonprofit conversions had
a greater positive effect on average revenues than did nonprofit to for-profit
conversions.

In six of the seven years, total staff-to-patient ratios and registered
nurse—to-patient ratios were significantly higher in the for-profit hospitals
than in the nonprofit hospitals. In each of the five of the years examined,
total nurse—to-patient ratios were also higher in the for-profit hospitals than
in the nonprofit hospitals. Thus, the finding that total staff-to-patient ratios
decreased after nonprofit hospitals converted to for-profit status but not in
for-profit to nonprofit conversions does not seem to be due to differences in
staffing between nonprofit and for-profit hospitals. Similarly, the fact that reg-
istered nurse-to-patient ratios increased in the case of nonprofit acquisitions
of for-profit hospitals does not appear to be due to differences by ownership.
Finally, there was no difference in administrator-to-staff ratios by ownership.
These results suggest that the differences in the effects of nonprofit and for-
profit conversions on staffing may be a function of the types of hospitals that
are acquired rather than of consistent differences in the operation of for-profit
and nonprofit hospitals.

Selection Effects. To further distinguish whether the changes in hospitals
that converted are a function of the characteristics of the acquired hospital
or whether they stem from differences between for-profit and nonprofit
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Table 7:  Two-Year Average of Hospitals’ Operating Characteristics
Prior to Conversion Versus Nonconversion Hospitals

1987-1988  1988-1989  1989-1991  1990-79971

Average Medicare costs
Nonprofit to for-profit converts 4,227*** 4,475 4,740 4,878
For-profit to nonprofit converts 3,495* 3,806 4,124* 4,302*
Nonconversions 3,778*** 4,114 4,453* 4,744*
Average prices
Nonprofit to for-profit converts 4,845 5,206 5,859 6,775
For-profit to nonprofit converts 5,024 5,547 6,002 6,545
Nonconversions 5,043 5,571 6,143 6,818
FTEs per 1,000 adjusted patient days
Nonprofit to for-profit converts 10.14*** 10.12*** 9.92%** 9.78***
For-profit to nonprofit converts 9.38 9.09 8.82 8.93
Nonconversions 8.89%** 8.81%** 8.83*** 8.91***
Registered nurses per 1,000 adjusted patient days
Nonprofit to for-profit converts 2.44* 2.27 2.23 2.31
For-profit to nonprofit converts 2.40 2.32 2.09 2.05
Nonconversions 2.17** 2.13 2.12 2.11
Administrators per 1,000 adjusted patient days
Nonprofit to for-profit converts 0.17*** 0.17*** 015 0.15
For-profit to nonprofit converts 0.18*** 0.15 0.12 0.13
Nonconversions 0.12%** 0.12%** 0.12* 0.11

*p<.10;* p < .05;** p < Ol.
Source: AHA Annual Survey and Medicare Cost Reports.

hospitals, the operating performance of for-profit- and nonprofit-conversion
hospitals was examined relative to that of nonconversion hospitals, in the
two years prior to conversion. As shown in Table 7, it appears that the only
results that may have been significantly influenced by selection effects are the
effects of nonprofit to for-profit conversion on total staff-to-patient ratios. In
all four periods examined, nonprofit hospitals that converted had higher total
staff-to-patient ratios prior to converting than did nonconversion hospitals.
The greater effect of nonprofit acquisitions on Medicare costs per case and
average revenues do not appear to be due to selection effects.

CONCLUSIONS

Before discussing the possible implications of this research, the limitations of
the study should be highlighted. One limitation is that the postconversion
study time period was only between three and six years. Had the study time
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period been longer, there might have been a greater association between
hospital conversion and closure. Moreover, the effect of conversion on staffing
and financial performance might not have endured. A second limitation is that
the study examined hospital conversions that occurred only during the 1989
to 1992 time period. The large number of conversions during 1995 and 1996
may differ in character from those of the earlier time period. Finally, the study
did not examine whether the characteristics of hospital conversions differed
by the type of acquiring company, such as the size of the acquiring chain
and the location of its other hospitals. These limitations argue for additional
research on hospital conversions.

The results of this study suggest that hospital conversion may be a
response to a hospital’s poor financial health. In addition, the study found
that hospital conversion was, on average, associated with an improvement
in a hospital’s financial performance. One implication of this finding is that
policymakers and regulators may need to weigh the risks of allowing a hospital
to change ownership form against the risk that a hospital will close if it does not
convert. In addition to the threat of closure, poor financial performance may
prevent needed renovations and maintenance of the hospital’s plant; delay
the purchase of new equipment; reduce services; and result in lower staffing
levels, wages, and benefits. As the hospital industry becomes more compet-
itive and experiences greater pressure for cost containment, the transfer of
assets that occurs through conversions may grow more frequent and may
become a more important way to keep hospitals open and well maintained.

On the other hand, the extent of community benefits resulting from
improved financial performance depends on the way in which financial
health is restored and how the new profits are reinvested. Both for-profit and
nonprofit hospital conversions were found to result in improved financial
performance by generating higher revenues per case and reducing Medicare
costs. Higher revenues may stem from improved collection policies, better
investments, or higher prices. If hospital conversions result in increased
prices, such a result may indicate that the acquisitions need further scrutiny
from an antitrust perspective.

This study suggests that the improvement in hospitals’ financial perfor-
mance after a change in ownership may stem more from the acquiring hospi-
tal’s better management and/or enhanced resources than from characteristics
inherent in different ownership types. Both nonprofit and for-profit conver-
sions resulted in improved financial performance, and both did so in relatively
similar ways (i.e., by lowering Medicare costs and raising revenues per case).
The similar ability of for-profit and nonprofit management to turn around
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ailing hospitals is consistent with the fact that few corresponding differences
in efficiency, cost, or profits by ownership form have been found in previous
studies (Arrington and Haddock 1990; Bays 1979; Becker and Sloan 1985;
Coelen 1986; Cowing, Holtman, and Powers 1983; Coyne 1982; Friedman
and Shortell 1988; Gaynor and Anderson 1994; Granneman, Brown, and
Pauly 1985; Herzlinger and Krasker 1987; Lewin, Derzon, and Margulies
1981; Ozcan, Luke, and Akserver 1992; Pattison and Katz 1993; Pattison
1980, Sloan and Vraciu 1983; Watt, Derzon, and Renn 1986a,b).

The main difference between for-profit to nonprofit and nonprofit to for-
profit conversions seems to be the effect on staffing. For-profit management
tended to reduce total staff-to-patient ratios following the acquisition of a
nonprofit hospital, although there was evidence that this was in reaction to
the fact that the acquired hospitals had higher staff-to-patient ratios than the
industry norm. Nonprofit management tended to increase registered nurse—
to-patient ratios and administrator-to-patient ratios following the acquisition
of a for-profit hospital. This does not appear to be a reaction to lower staffing
ratios in for-profit hospitals that convert, or to lower staffing ratios in for-
profit hospitals in general, as compared to those in nonprofit hospitals. It may
be a function of the management style of nonprofit purchasers of for-profit
hospitals. For example, nonprofit managers may view increases in registered
nurses as a method of attracting physicians and patients to the hospital.
Similarly, nonprofit hospitals may have fewer administrators in corporate
offices than the for-profit hospitals that they acquired. Clearly, these findings
merit additional research with more detailed information on staffing patterns.
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