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This special issue is dedicated to John R.C. 
(Jack) Wheeler, Professor of Health Manage-
ment and Policy and Professor of Pediatrics 
and Communicable Diseases, The University of 
Michigan, on the occasion of his retirement.

For more than three decades,  Professor 
Wheeler has taught health care fi nance 
to  hundreds of students and health care 
 professionals at the University of  Michigan, 
the  University of Colorado at Denver, and 
the  University of Alabama at Birmingham. 
He has taught in  executive management 
programs  internationally under the auspices 
of Johnson & Johnson and Project Hope and 
 domestically in collaboration with the US 
 Department of  Veterans’ Affairs and the 
 Michigan Public Health Training Center. 
He has served on  numerous not-for-profi t 
boards.

It is Professor Wheeler’s role as a mentor 
and researcher that motivates this special 
 issue. He has supervised dissertations for 
more than 30 doctoral students and has 
worked with numerous faculty colleagues 
on important issues of fi nancial decision-
making and health care payment policy. His 
current projects include research to support 
the  redesign of Medicare’s end-stage renal 
disease payment program and research on 
the costs of and rate of return on investment 
in  vaccines. The results of his research have 

been  presented in over 100 journals, includ-
ing more than a dozen in this Journal.

Professor Wheeler received a BS in Finance 
and Economics from the Wharton School at the 
University of Pennsylvania, an MA in  Economics 
and a PhD in Economics and  Medical Care 
Organization from the  University of Michigan. 
After an initial appointment on the faculty of the 
Sloan Program at Cornell  University’s Graduate 
School of Business and Public Administration, 
he returned to the  University of Michigan. 
 During his term as chair, the  department was 
fi rst recognized by US News & World Report 
as the leading program in health  administration 
education in the country.
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Examining Financial Performance 
Indicators for Acute Care Hospitals

Jeffrey H. Burkhardt and John R.C. Wheeler

Measuring fi nancial performance in acute care hospitals is a challenge for those who work daily with 
fi nancial information. Because of the many ways to measure fi nancial performance, fi nancial managers 
and researchers must decide which measures are most appropriate. The diffi culty is compounded for 
the non-fi nance person. The purpose of this article is to clarify key fi nancial concepts and describe the 
most common measures of fi nancial performance so that researchers and managers alike may under-
stand what is being measured by various fi nancial ratios. Key words: acute care, return on equity (ROE), 
return on assets (ROA), cash fl ow, profi t margin.

Measuring fi nancial performance in 
acute care hospitals is a challenge 
for those who work with fi nancial 

information daily. Because of the large num-
ber of ways to measure and interpret fi nancial 
performance in health care organizations, 
fi nance experts must decide which meas-
ures are most appropriate for the context 
and organization in question. The diffi culty 
is compounded for the non-fi nance person. 
With increasing numbers of analyses and 
research papers referencing fi nancial perfor-
mance, the need for a basic understanding of 
the defi nition of fi nancial performance and 
the various fi nancial performance measures 
is clear. A search of the literature reveals a 
variety of measures employed. Choosing 
a particular measure should refl ect a clear 
understanding of the measure’s meaning 
and how it meets the intended purpose. This 
article clarifi es some measures of fi nancial 
performance with the aim of improving 
understanding among non-fi nancial manag-
ers and researchers. 

Financial Profi tability

Financial performance and fi nancial profi t-
ability are frequently used as interchangeable 
terms. If fi nancial information is used to 
gauge the performance of an organization, 
it is by defi nition a measure of fi nancial 
performance. Thus, performance measures 

could include information related to rev-
enues, income, expenses, assets, liabilities, 
or cash fl ow. While these measures show a 
level of fi nancial performance and are nec-
essary in making fi nancial decisions, they 
do not show the profi tability or some more 
comprehensive indication of fi nancial per-
formance of the organization. This article 
focuses on those measures that are used to 
demonstrate fi nancial profi tability of an 
acute care hospital.

Ratio analysis is a convenient and effi -
cient method of assessing a hospital’s fi nan-
cial  performance.1 It highlights important 
relationships and reduces the mass of fi nan-
cial details to a concise form so that impor-
tant facts and relationships can be analyzed. 
By examining those relationships, a fi rm’s 
fi nancial strengths and potential problems can 
be evaluated.2 Ratio analysis combines 
information from the fi nancial statements 
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(balance sheet and income statement, and 
occasionally cash statement and equity state-
ment) to create numbers that have more eas-
ily interpreted fi nancial meanings.3 There 
are many ratios used in gauging fi nancial 
performance of a fi rm in the fi nance litera-
ture. In this article, we describe measures 
of two types: (1) return on investment and 
(2) operating profi t.

There are two commonly used measures of 
return on investment: return on assets (ROA) 
and return on equity (ROE). Likewise, there 
are two commonly used measures of oper-
ating profi t: profi t margin and cash fl ow. 
Each of these ratios will be described in this 
article to provide the reader with a better 
understanding of what the ratio is intended 
to show.

Measures of Return on Investment

The measures of return on investment, 
ROA and ROE, show the return that a hos-
pital can earn on two important measures 
of invested funds: assets and equity. Under-
standing the interpretation of these ratios 
is of vital importance for researchers and 
practitioners. 

Return on Assets

The concept of the return that a hospital 
can earn on its assets is perhaps the key one 
in assessing its fi nancial viability. The hospi-
tal makes an investment in its assets, which 
it then uses for the production of patient care 
and other services and for the generation of 
fi nancial resources for the future. Hospitals 
that can earn a suitable return on their assets 
are most likely to be fi nancially viable. 
The terms return on assets (ROA), return 
on investment, and return on total assets 
(ROTA) sometimes refer to the same or a 

similar measure. However, the term return 
on investment is increasingly being used to 
measure the performance of individual pro-
jects or investment within an organization as 
well as performance of the organization as a 
whole. This ratio will be referred to as ROA 
throughout this article to avoid confusion. 

Most studies of performance in industry 
have used some form of ROA.4 This ratio is 
critical because a fi rm must generate a return 
from its investments that is at least equal to 
the cost of fi nancing those investments. The 
inability to achieve a return on investment 
that is equal to or greater than the fi rm’s cost 
of funds will eventually result in the failure 
of the fi rm.5 ROA refl ects the ability to fund 
current operations as well as future increases 
in physical and other assets.6

The most frequent defi nition of ROA is:

Occasionally, alternative defi nitions of 
ROA are used. Cleverley,7 in a 1990 study, 
used: 

For a 1992 paper, he used:8 

as did Eastaugh.9 Finkler10 replaced net 
income with operating income plus an adjust-
ment to total assets to control for infl ation. 
Zeller, Stanko, and Cleverley11 employed the 
common defi nition in their look at hospital 

ROA =
Net Income or

Revenue – 
Expenses

Total Revenue Total Assets

ROA =

(Revenue – Expenses) +
Depreciation + Interest

Current (or Replacement) 
Cost of Assets

ROA =
Net Income + Interest

Total Assets 
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fi nancial ratios, and added an additional 
ratio entitled return on investment (ROI) and 
used Cleverley’s defi nition of ROA from his 
1990 paper cited above. Wang et al12 added 
another variation by defi ning ROA as “the 
ratio of net income (excess of revenue over 
expenses) per dollar of investment in assets” 
giving no specifi c defi nition for assets. 
Finally, in a study of hospital mergers, rev-
enue replaced net income in the numerator 
and ROA is defi ned as revenue divided by 
total assets.13

While all of these defi nitions are legiti-
mate methods of measuring ROA, they dem-
onstrate a need for a clearer understanding of 
what ROA is measuring. ROA is supposed to 
capture the return on invested funds of an 
organization.14 On the balance sheet, total 
assets (the denominator of ROA) equals total 
liabilities and equities, i.e., the sum of debt 
and equity, and is equivalent to the total 
invested funds of the organization. There-
fore, if ROA is going to measure the ROTA 
invested, it must include the cost of using all 
assets, however funded; that is, debt costs 
(interest expense) as well as the equity 
returns (net income) ought to be in the 
numerator. Interest expense has been 
removed from net income; therefore, it 
should be added back before calculating 
ROA. ROA would then become the sum of 
net income and interest expense over total 
assets. A more detailed way of expressing 
this relationship is that ROA equals net 
income plus interest expense over equity 
plus debt, i.e.:

Even when using this form of net income, 
inconsistencies will exist when comparing 

net income from a tax-exempt (TE) hospi-
tal with net income from an investor-owned 
(IO) hospital. Because no shareholders hold 
claim to the residual income of the TE hospi-
tal, dividends are paid to the community by 
the TE hospital in the form of various social 
goods, i.e., charity care, negative net present 
value projects15 whose benefi ts can be cap-
tured by the community,16 research or edu-
cation.17 They are not monetary payments to 
shareholders. The value of these social “divi-
dends” have been expensed before calculat-
ing net income, in contrast to IO fi rms where 
dividends are subtracted from net income. A 
TE hospital’s net income will be lower than 
a comparable IO hospital because of this cal-
culation of net income, and this difference 
must be remembered when comparing the 
performance of the two types of hospitals.18

A common method of computing ROA is 
to use the book value of assets rather than 
market value, replacement value, or index-
adjusted cost. Finkler19 argues that this may 
lead to infl ation distortions. He suggests 
using some form of current value, such as 
replacement cost. While current or replace-
ment costs are potentially accessible to the 
hospital fi nancial offi cer, they are not typi-
cally available to the researcher and may 
cause some distortion because they are only 
subjective estimates of the value of the assets. 
Another possible solution for the infl ation 
problem would be to adjust the asset values 
by some price index. The price index used 
would depend on what was appropriate for 
the asset being adjusted. Whatever index is 
used will still create some distortion since 
the current value of each of the hospital’s 
assets will not necessarily change by the 
specifi ed index amount. 

Since ROA is supposed to capture the 
return on invested funds, any adjustment to 

ROA =
Net Income + Interest Expense

Equity + Debt
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the book value of the assets will alter the 
interpretation of the ratio, i.e., the return 
on current value of assets, return on the 
 infl ation-adjusted value of assets, or return 
on the replacement cost of the assets. The 
adjustment would be an attempt to estimate 
the selling price of the asset, and the amount 
foregone by holding the asset instead of sell-
ing it would be the opportunity cost for hold-
ing the asset. Using ROA when the assets 
are not adjusted for infl ation refl ects a ratio 
which gives the return on the amount origi-
nally invested in assets.

For publicly traded IO fi rms, the market 
value of assets, or a close approximation, is 
available to the fi nancial analyst. It is the sum 
of the market value of equity, which is the 
product of the stock price and the number of 
shares outstanding, and the market value of 
debt, which is often close to the book value 
of debt as reported on the balance sheet. For 
many IO fi rms, the market value of equity 
can be a multiple, sometimes a large multi-
ple, of book value. Hence, for IO fi rms it may 
be necessary to adjust equity values to the 
market in order to get a true estimate of ROA.

In spite of the widespread use of ROA as a 
measure of business performance, there is con-
siderable doubt as to its validity as an appro-
priate gauge. ROA has long been criticized as 
being an inadequate indicator of the economic 
rate of return because it does not properly relate 
the stream of profi ts to the investment that pro-
duced it.20 Because there is not a one-to-one 
mapping of profi ts to the investment that pro-
duced them,  Jacobson21 feels that ROA, at the 
fi rm level, is so seriously fl awed that it bears 
little, if any, resemblance to the economic, or 
internal, rate of return. Since each project can 
earn a vastly different return, the fi rm’s ROA 
is not necessarily an accurate refl ection of 
the return earned by the organization.

Jacobson, however, did indicate that the 
fi rm (or corporate) ROA does yield valu-
able information as to the economic rates 
of return. The premise of his study on the 
validity of ROA as a measure of business 
performance was that the stronger the cor-
relation of ROA with stock returns, the 
stronger the validity of ROA as a measure 
of business performance, because stock 
returns have been shown to be a good meas-
ure of economic returns.22 Although ROA 
has its limitations, it does have a statistically 
greater association with stock returns than 
other commonly used measures of profi t-
ability such as operating income growth or 
profi t margin; and Jacobson concludes that 
it is a useful, and perhaps the best available, 
indicator of business performance.23 This 
view is supported by others who suggest 
that ROA is widely regarded as the most 
useful measure and ultimate “bottom line” 
test of business performance. Cleverley24 
asserts that ROA “is the fundamental test of 
fi nancial performance.”

Return on Equity

A second commonly used ratio is return 
on equity (ROE), which is defi ned in IO 
fi rms as earnings per share over book equity 
per share. The TE organization equivalent is 
net income over equity or net assets.25 ROE 
can be interpreted as the rate of growth in 
equity from year to year, from the hospital’s 
earnings. ROE is a key determinant of the 
fi nancial viability of TE and IO hospitals, 
especially the latter. Hospitals that can grow 
equity with earnings can fi nance the acqui-
sition of future assets with equity.  Further, 
more equity value on the balance sheet 
means more debt capacity; that is, hospi-
tals with relatively high levels of equity are 
in a stronger position to approach the debt 
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markets on good terms (with a relatively 
high credit rating). ROE has support to be 
used as the primary fi nancial performance 
measure because of its relationship to busi-
ness unit value enhancement.26 Ultimately, it 
is through equity growth that sustained asset 
growth is achieved.27

ROE differs from ROA in that it focuses 
on equity return as the key to viability, as 
opposed to asset investment return. ROA 
refl ects not only the fi rm’s growth in total 
asset investment, but also its ability to pay 
off the liabilities associated with those 
investments. The ROA equation,

can be rewritten to refl ect the relationship 
between ROE and ROA:

Although ROA
A
 is not mathematically 

equivalent to ROA, the rewritten version 
allows for the isolation of the growth in 
equity due to the operations of the fi rm. This 
new equation can be more simply stated as 

ROA
A
 = ROE + ROD 

where ROD is the repayment of debt costs.

Jacobson commented earlier that ROA 
was a good measure of fi nancial performance 
because it was a good proxy for stock returns, 
while profi ts were not. Using Jacobson’s rea-
soning, ROE would be a better measure than 
ROA because ROE is the inverse of the ratio 
used to measure stock returns, the price-
earnings (P/E) ratio. If stock returns are defi ned 
as the total value of the shares (value of the 

equity) divided by the total earnings (net 
income), then the TE equivalent of the P/E 
ratio would be equity/net income.

One caution should be noted when using 
reimbursement for equity to compare IO 
hospitals and TE hospitals. Starting in 1979, 
there was a series of papers in the health care 
fi nancial literature about the proper return 
for third party payers to reimburse health 
care facilities for equity. Long,28 Conrad,29 
Pauly,30 Silvers and Kauer,31 and Smith and 
Wheeler32 all presented different arguments 
that address the issue of third-party pay-
ers giving a reimbursement for equity to 
 hospitals. At the time this series of articles 
was begun, Medicare paid a reimbursement 
for equity to IO hospitals only. The issue of 
primary interest was the level of reimburse-
ment for equity which should be paid to TE 
hospitals. Pauly endorsed a reimbursement 
for equity only for IO hospitals, while Silvers 
and Kauer supported a reimbursement for 
equity for TE and IO hospitals, but felt that 
it should typically be lower for TE  hospitals 
than for IO hospitals. Long and Conrad sup-
ported an equal reimbursement for equity 
for both types of hospitals. Policymakers, 
however, disagreed with all parties, and in 
October 1986 began phasing out all equity 
reimbursement to hospitals. By  October 
1989, equity payments were no longer being 
given to any hospitals, and equity levels in 
IO hospitals were not being increased by 
Medicare reimbursement. A comparison of 
IO and TE hospitals before 1989 will refl ect 
the additional payment of reimbursement for 
equity from Medicare for IO hospitals.

A practical problem which can affect using 
ROE as a measure of fi nancial performance 
in research studies is the increasing number 
of negative values for total equity. If liabilities 
are greater than assets, which may happen 

ROA =
Net Income + Interest Expense

Equity + Debt

ROA
A

=
Net Income

+
Interest Expense

Equity Debt
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over the short-run while a hospital remains 
solvent, equity will be negative. This presents 
a diffi culty when trying to interpret ROE. 
While negative ROE is easily interpretable if 
the negative sign is due to net income, there is 
no meaning to the positive ROE value if both 
net income and equity are negative or the neg-
ative ROE if net income is positive and equity 
is negative. Earning a return, either positive 
or negative, for a negative equity has little 
meaning. Some authors have eliminated ROE 
as a valid measure of performance because of 
the negative equity balances.33

Measures of Profi t

An alternative to measures of return on 
investment is measures of profi t.34 These 
measures, profi t margin and cash fl ow, rather 
than showing the return generated at a specifi c 
point in time, demonstrate the performance 
of the organization over a given period of 
time. This provides a different perspective on 
the fi nancial performance of the organization.

Profi t Margin

There are two profi t margin measures most 
commonly employed: total margin (TM) and 
operating margin (OM). TM is defi ned as: 

This measure indicates the percentage of 
total revenues that is converted into profi t. 
Net income is the excess of revenues over 
expenses. TM considers all sources of reve-
nue, including both operating and non- 
operating sources. OM is defi ned as:

OM indicates the percentage of operat-
ing revenue that is converted into operating 
profi t. Operating revenue consists princi-
pally of revenue from patient services. Other 
sources of operating revenue might include 
payments to support research or education 
programs, receipts for parking services, 
or cafeteria sales. Therefore, net operating 
income refl ects profi ts earned on the business 
lines of the hospital. Non-operating sources 
of revenue are excluded from operating reve-
nue and net operating income. These revenue 
sources are of two principal types: investment 
revenues and unrestricted donations. 

While there is a clear distinction between 
the fi nancial ratios of TM and OM, when 
used in research, that distinction is not so 
obvious. Part of the ambiguity derives from 
terminology, and part from the defi nition of 
the factors used in calculating TM and OM. 
In some studies, OM and TM have been used 
interchangeably,35 profi t margin and operat-
ing profi ts have been used synonymously,36 
profi t margin was used without distinguish-
ing whether it was OM or TM,37 and TM 
and OM were both used but the difference 
between them is not clear.38 

The defi nition of how this ratio is calcu-
lated is not consistent either. In the IO sec-
tor of industry, OM is defi ned as the ratio of 
earnings before interest but after taxes over 
sales39 or operating income over sales.40 In 
the TE health care literature, OM is defi ned 
as net operating income divided by total oper-
ating revenue,41 net patient revenue minus 
expenses divided by net revenue,42 operat-
ing revenue minus operating costs divided 
by operating revenue,43 operating revenues 
minus operating expenses divided by operat-
ing expenses,44 net operating income divided 
by net operating revenue45 and (net revenues 
plus other operating revenues minus total 

TM =
Net Income

Total Revenue 

OM =
Net Operating Income

Operating Revenue 
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operating expenses ) divided by (net revenue 
plus other operating revenues.)46

When calculating TM, defi nitions are 
more consistent. Total revenue minus total 
expenses divided by total revenues is the 
commonly accepted measure,47 with slight 
variations in terminology by others: excess 
of revenues over expenses divided by total 
net revenues48 and revenues and gains in 
excess of expenses and losses divided 
by total revenue plus net non-operating 
gains.49

One of the concerns with ROA was with 
the effect of infl ation on the ratio. Since 
the correct denominator for profi t margin 
is sales or revenue, there is not the infl a-
tion problem that raised concerns with ROA 
because income and revenue are both from 
the same period.

Unlike ROA, the impact of profi t mar-
gin on stock returns is essentially zero,50 
indicating that profi ts are not as good a 
measure of economic returns as ROA. In 
addition, profi ts, as a gauge of fi nancial 
performance, are not as valid in TE hospi-
tals as they are in other fi rms.51 Economic 
theory claims that high profi ts should sig-
nal entry into an industry and low profi ts 
should signal exit from an industry. How-
ever, many TE hospitals are established 
for religious or ideological reasons and 
continue operating with negative profi ts as 
long as they have donations, contributions, 
and other non-operating income to offset 
the losses.52

Cash Flow

In 1990, the American Institute of 
Certifi ed Public Accountants (AICPA) 
standardized the guidance on cash-fl ow 
reporting for hospitals and recommended 
that TE hospitals report cash fl ows.53 In 

1995, hospital cash-fl ow reporting was 
mandated by the Statement of Financial 
Accounting Standards (SFAS) No. 117.54 
The Statement of Cash Flows deals not 
only with the results of operating activi-
ties, i.e., revenues and expenses during 
the current period, but also with the cash 
infl ows and outfl ows of noncurrent assets 
and liabilities, such as issuing and repay-
ing debt, transferring cash into and out of 
another entity, cash fl ows associated with 
the purchase and sale of property, plant 
and equipment, as well as stocks, bonds, or 
other business entities.

While balance sheets (from which many 
of the inputs for ratio analysis are drawn) 
provide a “snapshot” of the status of assets, 
liabilities and equities at the end of a period, 
cash-fl ow statements give a “moving pic-
ture” of the organization’s investing and 
fi nancing activities, or cash infl ows and out-
fl ows, over that period. This “may be a bet-
ter guide to reality than the profi ts earned by 
creative accountancy”55 because cash fl ows 
are harder to create or disguise.

The defi nition of cash fl ow refl ected in the 
Statement of Cash Flows derives from the 
defi nition of cash in a fi nancial accounting 
sense. From the basic accounting identity, 
we know that:

Assets = Liabilities + Equities

By rewriting assets to equal the sum of 
cash and all other assets, then:

Cash + Other Assets = Liabilities + Equities

Cash = Liabilities + Equities – Other Assets

Hence, sources of cash are seen as 
increases in liabilities and equities and 
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decreases in other assets; uses of cash are 
decreases in liabilities and equities and 
increases in other assets. In a typical State-
ment of Cash Flows, the principal sources of 
cash are:

Net Income (an increase in equity)

Plus

Adjustments to Reconcile Net Income to 
Cash Flows, mainly recognizing that depre-
ciation expense and amortization expense 
are non-cash expenses.

Borrowed Funds.

Cash Proceeds from the Sale of Real and 
Financial Assets.

Minus

Repayment of Debt.

Purchase of Real and Financial Assets.

One of the most common approximations 
to cash fl ow for analytical purposes is: 

Net Income + Depreciation Expense + 
Amortization Expense.

This defi nition focuses on the principal 
operating sources of cash. However, studies 
are divided over the proper asset fl ow to be 
used for measuring cash fl ow. Cash fl ows 
and its proxies are described in the litera-
ture under several different forms of “asset 
fl ows.” Since so many cash-fl ow proxies 
have been proposed in the accounting lit-
erature, Lang et al. 56 tested  whether the 
results of their study depended on the cash-
fl ow measure used. They initially used the 

measure proposed by Lehn and Poulsen57 
of operating income before depreciation 
minus interest expense, taxes, preferred 
dividends, and common dividends. They 
obtained similar results in their regressions 
when they tested cash-fl ow measures from 
net working capital, operating income, 
operating income adjusted for changes in 
inventory, and net income plus deprecia-
tion. Given similar results in all regressions, 
the choice of which measure of cash fl ow 
was used made little difference.

Other studies, however, present differ-
ent results in their analysis of cash fl ows. 
Bowen, Burgstahler, and Daley58 observed 
correlations between the traditional cash-
fl ow measures of net income plus deprecia-
tion and amortization, working capital from 
operations, and other alternative cash-fl ow 
measures that incorporate more extensive 
adjustments. They noted that the correla-
tions between the traditional measures and 
alternative measures of cash fl ow were 
low, while the correlations between the tra-
ditional measures of cash fl ow and earnings 
were high. Gombola and Ketz59 found high 
correlations (0.959) between net income 
plus depreciation and working capital from 
operations, but only moderate correlations 
between net income plus depreciation and 
cash fl ow from operations (0.672). Based 
on the correlations and subsequent factors 
analyses, both research teams concluded 
that the traditional proxies were more sim-
ilar to earnings than cash fl ow. However, 
Bowen, Burgstahler, and Daly concluded 
that net income plus depreciation and 
amortization appeared to be one of the best 
predictors of cash fl ow from operations. 
While the Statement of Cash Flows would 
undoubtedly provide a better measure of 
cash fl ow, none of the studies eliminates 
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net income plus depreciation as a reliable 
proxy for cash fl ow. Even with the state-
ment of cash fl ows now being reported by 
hospitals in their Medicare Cost Reports, 
most studies continue to use proxies from 
the income statement. While net income 
plus depreciation expense  continues to be 
used as a proxy for cash fl ow,60 some studies 
add amortization expense to the numera-
tor,61 some include interest expense instead 
of amortization expense,62 some include 
both interest expense and amortization 
expense,63 and some merely defi ne it as 
cash fl ow from operations.64

Numerous studies suggest that cash fl ows 
should be normalized by the book value of 
assets to make comparisons between fi rms 
equivalent.65 Chu et al.,66 not only normal-
ized their cash-fl ow measures by total assets, 
they also used equity, total liabilities, and 
patient revenues, then compared the result-
ing ratios through factor analysis. Most 
studies normalize cash fl ows by using net 
revenues,67 total beds,68 and total assets.69 

A 2005 study showed that cash fl ow margin, 
which normalized cash fl ow by net patient 
revenue plus other income, less contri-
butions, investments, and appropriations, 
was considered by respondents to be one 
of the most useful indicators of fi nancial 
performance.

Generally, only the income statements 
and balance sheets are used in health pol-
icy research; few studies use cash-fl ow 
statements. Several reasons exist for the 
limited use of cash-fl ow analysis in health 
care research. Kane70 posits that cash-fl ow 
analysis at present requires more effort 
to interpret than ratio analysis. However, 
Broome suggests that the statement of cash 
fl ows should play a more crucial role in 
fi nancial  analyses,71 and he and Sylvestre 

and Urbancic propose numerous ratios that 
could effectively be used.72

Relating ROE, ROA, and OM

This article has covered several measures 
of hospital fi nancial performance. One way 
to understand these measures more com-
pletely is through the device of DuPont 
Analysis, which breaks down ROE into its 
component ratios:

ROE =  Total Margin × Total Asset 
Turn over × Equity Multiplier

If ROE is considered the key to fi nancial 
viability, analysis using the DuPont method 
facilitates understanding of the particular 
level of performance as well as suggesting 
ways in which performance might be 
improved. The components of ROE are 
directly or indirectly some of the measures 
discussed in this article. This point can be 
seen by rewriting each of the components in 
terms of their individual parts:

Where

ROE =
Net Income

×

Total 
Revenue

×

Total 
Assets

Total 
Revenue

Total 
Assets

Total 
Equity

TM =
Net Income

Total Revenue 

Total asset 
trurnover

=
Total Revenue

Total Assets

Equity 
multiplier

=
Total Assets

Total Equity
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If one combines TM with Total Asset 
Turnover, one gets ROA: 

One can then adjust ROA by the equity 
multiplier, which represents the proportion 
of total assets that are funded by equity, to 
arrive at ROE:

Finally, TM can be disaggregated into two 
components:

OM and non-operating gain, where the 
non-operating gain multiplier refl ects the 
proportion of total income that is earned 
from non-operating revenues, and is meas-
ured by: 

Hence, ROE can be written in expanded 
form:

ROE can now be seen as a summary of 
fi nancial measures that refl ects performance 
on most of the measures discussed in this 
article. Further, it is evident that positive 
results on ROE refl ect some combination 
of positive results on OM, TM  (including 
the effects of non-operating revenues), 
and ROA (combining TM and total asset 
 turnover). Further, increasing ROE can be 
seen to follow from improvements in OM, 
in non-operating gains, and in ROA. 

Conclusion

This article has provided defi nitions of 
four commonly employed measures of 
hospital fi nancial performance. It has also 
described the variation in defi nitions of these 
measures seen in the literature. We have 
attempted to clarify the meaning and utility 
of each of these measures for understanding 
the performance of the hospital. 

Three measures, cash fl ow, ROE, and 
ROA, are generally considered in the fi nance 
literature to yield reliable information. 
Profi t margin (total or operating) is often 
considered misleading, but it is the most 
widely used measure. Based on review of 
the underlying theory of each of the meas-
ures of fi nancial performance, ROE appears 
to be the best measure. It can be computed 
directly, it is comparable for both IO and TE 
hospitals after 1989, and there is no debate 
in the literature about how to compute ROE. 
Unfortunately, there has been an increas-
ing number of negative equity balances in 
hospitals, which makes the interpretation of 
ROE diffi cult and unreliable.

Perhaps the optimal measure of fi nancial 
performance is cash fl ow. Ideally, the State-
ment of Cash Flows would provide operat-
ing cash fl ow, but this statement is not part 

Net 
Income

×

Total 
Revenue

=

Net 
Income

= ROA
Total 

Revenue
Total 
Assets

Total 
Assets

Net 
Income

×

Total 
Assets

=

Net 
Income

= ROE
Total 
Assets

Total 
Equity

Total 
Equity

Non-
Operating 

Gain 
Multiplier

=
Net Income

=

Net 
Income

Net Income – 
Non-Operating 

Revenue

Operating 
Income

ROE =
Operating 

Margin
×

Non-
Operating 

Gain 
Multiplier

×

Total Asset 
Turnover

×
Equity 

Multiplier



Examining Financial Performance Indicators for Acute Care Hospitals 11

 1. Chu, D, Zollinger, T, Kelly, A, Saywell, R, “An 
Empirical Analysis of Cash Flow, Working 
Capital, and the Stability of Financial Ratio 
Groups in the Hospital Industry,” Journal of 
Accounting and Public Policy, 10(1): 39–58 
(1991).

 2. Id.
 3. Gapenski, L, Understanding Healthcare 

Financial Management (4th ed.), Chicago, 
Illinois: Health Administration Press (2003).

 4. Cleverley, WO, Harvey, RK, “Does Hospital 
Financial Performance Measure Up?” Health 
Financial Management, 46(5): 21–26 (1992); 
Cleverley, WO, Harvey, R, “Critical Strate-
gies for Successful Rural Hospitals,” Health 
Care Management Review, 17(1): 27–33 
(1992).

 5. Cleverley, W, “ROI: It’s Role in Voluntary Hos-
pital Planning,” Hospitals and Health Services 
Administration, 35(1): 71–82 (1990).

 6. Harrison, JP, McDowell, GM, “A Profi le of 
US Hospital Mergers,” Journal of Health Care 
Finance, 31(3): 15–24 (2005).

 7. Cleverley, W, “ROI: It’s Role in Voluntary Hos-
pital Planning,” Hospitals and Health Services 
Administration, 35(1): 71–82 (1990).

 8. Cleverley, WO, Harvey, RK, “Does Hospital 
Financial Performance Measure Up?” Health 
Financial Management, 46(5): 21–26 (1992).

 9. Eastaugh, S, “Hospital Strategy and Finan-
cial Performance,” Health Care Management 
Review,17(3): 19–31(1992).

10. Finkler, S, “Ratio Analysis: Use with Cau-
tion,” Health Care Management Review, 7(2): 
65–72 (1982).

11. Zeller, TL, Stanko, BB, Cleverley, WO, 
“Revised Classifi cation Pattern of Hospital 

Financial Ratios,” Journal of Accounting and 
Public Policy, 15(2): 161 (1996).

12. Wang, BB, Wan, TT, Clement, J, Begun, J, 
“Managed Care, Vertical Integration  Strategies 
and Hospital Performance,” Health Care 
Management Science, 4(3): 181–191 (2001). 

13. Harrison, supra, n.6.
14. Chang, C, Tuckman, H, “The Profi ts of Not-

For-Profi t Hospitals,” Journal of Health, Poli-
tics, Policy and Law, 13(3): 547–564 (1988).

15. Stulz, R, “Managerial Discretion and Optimal 
Financing Policies,” Journal of Financial Eco-
nomics, 3–27 (1990).

16. Conrad, D, “Returns on Equity to Not-
For-Profi t Hospitals: Theory and Implementa-
tion,” Health Services Research, 19(1): 41–63 
(1984).

17. Silvers, J, Kauer, R, “Returns of Equity for 
Not-For-Profi t Hospitals: Some Comments,” 
Health Services Research, 21(1): 21–28 
(1986); Wheeler, JRC, Clement, JP, “Capi-
tal Expenditure Decisions and the Role of 
the Not-for-Profi t Hospital,” Medical Care 
Review, 47(4): 467–486 (1990).

18. Conrad, D, “Returns on Equity to Not-For-
Profi t Hospitals: Theory and Implementation,” 
Health Services Research, 19(1): 41–63 (1984).

19. Supra, n.10.
20. Jacobson, R, “The Validity of ROI as a Meas-

ure of Business Performance,” The American 
Economic Review, 77(3): 470–478 (1987).

21. Id.
22. Id.
23. Id.
24. Cleverly, W, “Improving Financial Performance: 

A Study of 50 Hospitals,” Hospital and Health 
Services Administration, 35(2): 173–187 (1990).

REFERENCES

of the Medicare Cost Report. The proxy for 
cash fl ow, net income plus depreciation, is 
widely accepted. All components are read-
ily available and it is easily calculated. 

All of the measures discussed in this arti-
cle are useful in characterizing the fi nancial 

performance and fi nancial condition of the 
hospital, provided that they are employed 
appropriately. Using them together, perhaps 
as components of a disaggregated ROE, ena-
bles a more fundamental understanding of 
the fi rm’s fi nancial health. 



12 JOURNAL OF HEALTH CARE FINANCE/SPRING 2013

25. Cleverley, W, “Improving Financial Perfor-
mance: A Study of 50 Hospitals,” Hospital 
and Health Services Administration, 35(2): 
173–187 (1990).

26. Cleverley, WO, “Financial Dashboard Report-
ing for the Hospital Industry,” Journal of 
Health Care Finance, 27(3): 30–40 (2001).

27. Cleverley, WO, Harvey, RK, “Does Hospital 
Financial Performance Measure Up?” Health 
Financial Management, 46(5): 21–26 (1992);

28. Long, HW, “Investment Decision Making in 
the Healthcare Industry: The Future,” Health 
Services Research, 14(3): 183–205 (1979).

29. Supra, n.18.
30. Pauly, MV, “Returns on Equity for Not-For-

Profi t Hospitals,” Health Services Research, 
21(1): 1–16 (1986); Pauly, MV, “Paying a 
Return on Equity to Not-For-Profi t Hospitals—
Some Further Thoughts,” Health Services 
Research, 22(2): 271–275 (1987).

31. Silvers, J, Kauer, R, “Returns of Equity for 
Not-For-Profi t Hospitals: Some Comments,” 
Health Services Research, 21(1): 21–28 
(1986).

32. Smith, DG, Wheeler, JRC, Clement, JP, “Phi-
lanthropy and Hospital Financing,” Health 
Services Research, 30: 615–635 (1995).

33. Pauly, MV, “Returns on Equity for Not-For-
Profi t Hospitals,” Health Services Research, 
21(1): 1–16 (1986).

34. Supra, n.20.
35. Thorpe, KE, Florence, CS, et al., “Hospital 

Conversions, Margins, and the Provision of 
Uncompensated Care,” Health Affairs, 19(6): 
187 (2000).

36. Encinosa, WE, Bernard, DM, “Hospital 
Finances and Patient Safety Outcomes,” 
Inquiry—Excellus Health Plan, 42(1): 60 
(2005).

37. Marlin, D, Huonker, JW, et al., “An Exami-
nation of the Relationship Between Stra-
tegic Group Membership and Hospital 
Performance,” Health Care Management 
Review, 27(4): 18 (2002).

38. Supra, n.10.
39. Brealey, R, Myers, S, Principles of Corporate 

Finance, (3rd ed.): McGraw-Hill, Inc. (1988).
40. Supra, n.20; Titman, S, Wessels, R (1988), 

“Determinants of Capital Structure Choice,” 
The Journal of Finance, XLIII (1): 1–19.

41. Supra, n.9; Kane, N, “Hospital Profi ts, A Mis-
leading Measure of Financial Health,” Jour-
nal of American Health Policy, (July/August): 
27–35 (1991).

42. Friedman, B, Shortell, S, “The Financial Per-
formance of Selected Investor-Owned and 
Not-for-Profi t System Hospitals Before and 
After Medicare Prospective Payment,” Health 
Services Research, 23(2): 237 (1988).

43. Supra, n.36.
44. Supra, n.37.
45. Tennyson, DH, Fottler, MD, “Does System 

Membership Enhance Financial Performance 
in Hospitals?” Medical Care Research and 
Review, 57(1): 29 (2000).

46. Shukla, RK, Pestian, J, et al., “A Comparative 
Analysis of Revenue and Cost-Management 
Strategies of Not-For-Profi t and For-Profi t Hos-
pitals,” Hospital & Health Services Adminis-
tration 42(1): 117 (1997).

47. Shen, YC “Changes in Hospital Performance 
after Ownership Conversions.” Inquiry Excel-
lus Health Plan, 40(3): 217 (2003); Pauly, MV, 
“Paying a Return on Equity to Not-For-Profi t 
Hospitals—Some Further Thoughts,” Health 
Services Research, 22(2): 271–275 (1987).

48. Cleverly, WO, Trends in the Hospital Finan-
cial Picture, Healthcare Financial Manage-
ment, 48(2): 56 (1994).

49. Supra, n.11.
50. Supra, n.20.
51. Supra, n.14.
52. Id.
53. Zeller, TL, Stanko, BB, “Hospital Industry 

Cash Flow Ratio Analysis: A Suffi ciency and 
Effi ciency Perspective,” Hospital Cost Man-
agement Accounting, 8(10): 5–8 (1997).

54. Id.
55. Tennyson, DH, Fottler, MD, “Does System 

Membership Enhance Financial Performance 
in Hospitals?” Medical Care Research and 
Review, 57(1): 29 (2000).

56. Lang, L, Stulz, RM, et al., “A Test of the Free 
Cash Flow Hypothesis: The Case of Bidder 
Returns,” Journal of Financial Economics: 
315–335 (1991).

57. Lehn, K, Poulsen, A, “Free Cash Flow and 
Stockholder Gains in Going Private Transac-
tions,” Journal of Finance, 44(3): 771–787 
(1989).



Examining Financial Performance Indicators for Acute Care Hospitals 13

58. Bowen, R, Burgstahler, D, et al., “Evidence on 
the Relationships Between Earnings and Vari-
ous Measures of Cash Flow,” The Accounting 
Review, 61(4): 713–721 (1986).

59. Gombola, M, Ketz, J, “A Note on Cash Flow and 
Classifi cation Patterns of Financial Ratios,” The 
Accounting Review, 57(1): 105–114 (1983).

60. Menachemi, N, Burkhardt, J, et al., “Hospital 
Information Technology and Positive Finan-
cial Performance: A Different Approach to 
Finding an ROI,” Journal of Healthcare Man-
agement, 51(1): 40–58 (2006).

61. Bazzoli, GJ, Lindrooth, RC, et al., “The Bal-
anced Budget Act of 1997 and U.S. Hospital 
Operations,” Inquiry—Excellus Health Plan 
41(4): 401 (2004).

62. Clement, JP, McCue, MJ., et al., “Strategic 
Hospital Alliances: Impact on Financial Per-
formance,” Health Affairs, 16(6): 193–203 
(1997); supra, n.12.

63. Griffi th, J. R., Alexander, J. A., et al., “Meas-
uring Comparative Hospital Performance 
Practitioner Response,” Journal of Healthcare 
Management, 47(1): 41 (2002).

64. Shukla, RK, Pestian, J, Clement, J, “A Com-
parative Analysis of Revenue and Cost- 
Management Strategies of Not-for-Profi t and 

For-Profi t Hospitals,” Hospital & Health Ser-
vices Administration, 42(1): 117–134 (1997).

65. Supra, ns.56, 58, 59; Giacomino, D, Mielke, D, 
“Cash Flows: Another Approach to Ratio 
Analysis,” Journal of Accountancy, 55–58 
(1993); McCue, M, “The Use of Cash Flow to 
Analyze Financial Distress in California Hos-
pitals,” Hospital and Health Services Admin-
istration, 36(2): 223–241 (1991).

66. Supra, n.1.
67. Supra, n.63.
68. Supra, ns.12, 60.
69. Supra, n.64; Wheeler, JRC, Burkhardt, J, Alexan-

der, JA, Magnus, SA, “Financial and Organiza-
tional Determinants of Hospital Diversifi cation 
into Subacute Care,” Health Services Research, 
34(Part 1): 61–81 (Apr. 1999).

70. Kane, N, “Hospital Profi ts, A Misleading Meas-
ure of Financial Health,” Journal of American 
Health Policy, (July/August): 27–35 (1991).

71. Broome, OW, “Statement of Cash Flows: Time 
for Change!” Financial Analysts Journal, 60(2): 
16 (2004).

72. Sylvestre, J, Urbancic, FR, “Effective Methods 
for Cash Flow Analysis,” Healthcare Finan-
cial Management, 48(7): 62, 64–67, 69–72 
(1994).



14

In the year 2000, Reiter, Smith, Wheeler, 
and Rivenson described the capital invest-
ment strategies and decision-making 

procedures used by leading health care sys-
tems.1 While their fi ndings showed relative 
sophistication in capital budgeting among the 
health systems they studied, capital invest-
ment strategies and procedures of the past 
may no longer be suffi cient. The Patient Pro-
tection and Affordable Care Act (PPACA), 
signed into law in 2010, is transforming the 
health care marketplace. This transforma-
tion requires health system leaders and health 
fi nance scholars to re-examine hospital capi-
tal budgeting practices in the context of new 
delivery models. In this article, we focus on 
one aspect of transformation—the accounta-
ble care organization (ACO). Within the con-
text of ACOs, we discuss the components of 
the hospital capital budgeting process, iden-
tify current practices that may require new 
methods or approaches, and suggest areas 
where existing or future research can inform 
capital budgeting going forward. We begin 
with a brief introduction to ACOs.

A New Model of Care: 
The Accountable Care Organization

ACOs are one of the key strategies being 
tested under health reform for their  potential 

to achieve the triple aim of better health, 
better health care, and lower cost.2 Similar 
to the managed care organizations (MCOs) 
of the 1990s, ACOs create formal structures 
designed to integrate and coordinate care 
across a range of providers and settings.3 
However, in contrast to MCOs, ACOs are 
often provider initiated, allow patients to 
choose providers outside of the ACO, and 
utilize a wider variety of payment models 
centered on meeting cost and quality targets. 

In an ACO, participating providers— 
usually primary and specialty care physi-
cians and hospitals—accept responsibility 
for the cost and quality of care provided to 
a defi ned patient population. Payers, in turn, 
partner with the providers to create incentives 
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that encourage delivery of high-quality care 
at a lower cost than under traditional fee-
for-service reimbursement arrangements. 
In contrast to the full-capitation contracts 
which dominated MCOs in the 1990s, cur-
rent payment models take on more fl exible 
forms such as shared savings programs, 
penalties, and/or partial or full capitation 
arrangements.4

ACOs are in their early stages of devel-
opment and it is yet unclear which models 
will be most successful and/or sustainable. 
However, the emergence of suggested criti-
cal ACO success factors points to possible 
future changes in hospitals’ capital budget-
ing strategies to maximize performance in 
an ACO. For example, a recent report by 
the Deloitte Center for Health Solutions 
identifi ed the “ability to mediate stake-
holder priorities,” the “ability to change 
direction when necessary,” and the “ability 
to access and deploy capital effi ciently to 
implement strategy”5 as being important to 
ACO success. Given the intimate relation-
ship of these critical success factors to the 
capital budgeting process, effective capital 
budgeting practices that are adapted to the 
ACO structure will likely play a key role 
in determining ACOs’ long-term success 
and sustainability. In the sections that fol-
low, we discuss the capital budgeting pro-
cess and identify possible implications of 
participation in ACOs for hospital capital 
investment strategies and decision-making 
procedures.

The Capital Budgeting Process

Capital Budget Development

The capital budgeting process often 
begins with capital budget development, or 
the identifi cation of potential projects that 

require substantial fi nancial investment. 
Although existing evidence is limited, a 
survey of  hospital and health system lead-
ers in  Michigan showed that capital budget 
development typically follows a “mixed” 
approach. Under this approach, capital 
budget requests are initiated by medical staff 
and department or division-level managers 
(i.e., they come from the bottom up). In virtu-
ally all surveys of health care organizations, 
physicians have been found to play a key 
role in the identifi cation of capital projects.6 
Initiated projects are then evaluated for 
fi nancial and strategic merit and approved at 
higher levels of the organization, for exam-
ple, by the board of trustees. Alternatively, 
health systems may use a similar, although 
nuanced, approach where delegation of 
authority for raising and allocating capital is 
dependent on the size of the investment and/
or its strategic importance.7

While this type of “mixed” approach8 to 
capital budget development is likely to con-
tinue in the context of an ACO, the process 
of identifying and approving projects may 
need to be adapted. Successful ACOs will 
need to mediate stakeholder priorities9 in the 
capital budgeting process. Whereas a hos-
pital could previously focus solely on the 
services it provided, new payment arrange-
ments under ACOs will require cooperation 
among many disparate, possibly independ-
ent organizations.10As a result, hospitals 
must re-orient themselves away from being 
doctors’ workshops,11 toward more strategic 
partnerships with physicians, providers, and 
medical staff in primary, specialty, and post-
acute care.12

As a fi rst step, hospitals must work toward 
the creation of leadership, governance, and 
information sharing structures—as well as 
organizational cultures—that not only allow 
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for but also embrace the “bottom up” collec-
tion of input for capital budgeting. This type 
of input may include both ideas and patient 
data from parties within and outside of the 
hospital organization. In addition, ideas 
and data will likely come not only from 
physicians and hospital staff, but also from 
mid-level providers, offi ce nurses, care-
coordinators, and other stakeholders of the 
new interdisciplinary accountable care team. 

Hospital leaders engaging in ACOs 
should think carefully about the design 
of ACO governance, and the allocation of 
decision-making authority. Previous stud-
ies have shown that pressure from physi-
cians can often drive capital investment 
decisions, sometimes trumping what is 
deemed to be best for the hospital.13 In the 
new model of care, however, physicians’ 
capital investment demands can no longer 
be treated in isolation from direct invest-
ment costs. Rather, hospitals must guide 
physicians to view the bigger picture and 
understand the budget tradeoffs and how 
they affect different stakeholders within 
the ACO.14

In developing the hospital capital budget, 
broad representation from the ACO stake-
holders will likely be needed; however, 
coordination at the corporate level may be 
required. Recent fi ndings suggest that the 
level of integration in community health 
system design is associated with greater 
capital effi ciency and higher returns on 
invested capital.15 Such coordinated deci-
sion-making may be particularly important 
for smaller ACOs facing capital constraints, 
as internal capital markets have been shown 
to improve fi rm performance.16 While gov-
ernance structure design can be guided by 
existing evidence,17 future research should 
investigate the relationships between ACO 

governance structures, capital budgeting 
approval strategies, and the effi ciency and 
effectiveness of hospital capital budget 
development.

Capital Project Classifi cation

A second step in the capital budgeting 
process involves classifying projects by 
service line, or in relation to the strategic 
plan.18 Broad classifi cations have included 
operational-type projects (i.e., replace-
ment of existing equipment, maintenance 
of plant) and strategic projects (i.e., long-
term projects focused on expansion, new 
service lines, and growth). Some hospi-
tals have also chosen to separately classify 
projects related to information systems.19 
Existing evidence shows that hospital and 
health system leaders desire capital budget 
allocations more heavily weighted toward 
strategic investments; however, actual allo-
cations tend to favor routine operational 
projects.20

As hospitals and health systems engage 
with ACOs, both desired and actual capi-
tal allocations, as well as the defi nitions 
of operational and strategic projects may 
change. First, achieving success in an 
ACO will require substantial investments 
in information technology (IT). In recent 
years, information systems spending has 
comprised as much as 30 percent of capi-
tal budgets in order to meet meaningful 
use requirements.21 IT investment is often 
cited as the largest capital deployment out-
side new hospital construction for a health 
system, yet many health systems view 
IT investment as an operational project. 
 Hospitals and health systems must shift this 
view of IT investment and treat it as a stra-
tegic allocation. Health systems that either 
do not or cannot allocate suffi cient capital 
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to IT investment will be at a signifi cant dis-
advantage in terms of ability to join and/or 
succeed as a member of an ACO.22 Future 
research is needed to track IT spending as 
a percentage of overall capital budgets, to 
understand its association with ACO par-
ticipation and success, and to identify any 
tradeoffs in capital budgets that are required 
to accommodate IT spending. 

A similar paradigm shift might require 
redefi ning what constitutes “strategic” 
spending with respect to investments aimed 
to improve effi ciency. Achieving better 
outcomes at lower cost within ACOs will 
likely involve an increased focus on medi-
cal homes and effective primary care.23 
Research has shown that the high fi xed costs 
associated with hospital care mean that real 
savings will only be achieved by avoiding 
inpatient expansion and slowing invest-
ments in new capital assets.24 Accordingly, a 
shift in hospital capital budgeting strategies 
away from a “growth” mindset and toward a 
focus on effi ciency, maintenance of existing 
capital, or even downsizing may be required 
in order to achieve cost control. 

Currently, there is little evidence available 
to guide hospital leaders toward the opti-
mal allocation of resources within an ACO. 
Future research should investigate hospital 
leaders’ evolving perceptions of operational 
versus strategic investments, and should seek 
to understand capital allocation strategies in 
an environment where IT is critical and vol-
ume is no longer a key driver of revenue.

Methods of Analysis, Cash Flow 
Estimation, and Determination of 
Required Rate of Return

Once capital projects are identifi ed 
and classifi ed, a key step in capital budg-
eting involves fi nancially evaluating the 

projects. Surveys of hospital and health 
system leaders have shown an evolution 
over time toward methods of capital pro-
ject analysis that are consistent with mod-
ern fi nance theory. Leaders of hospitals and 
health systems, particularly large systems, 
 increasingly report the use of net present 
value (NPV) as a method of project analy-
sis. As in other industries, NPV is typically 
supplemented with other methods of analy-
sis such as payback period, internal rate of 
return, or accounting rate of return.25

While the preferred methods of analysis 
will still be relevant in an ACO, they may 
no longer be suffi cient; moreover, inputs to 
these analyses have the potential to become 
much more complicated. For example, con-
ducting an NPV analysis requires the esti-
mation of the initial capital outlay. This is 
typically straightforward when the capital 
outlay is funded by a single organization. 
However, it is conceivable that multiple 
organizations participating in an ACO 
might choose to share the cost of a capital 
investment. ACOs will then need to decide 
whether to allocate the initial outlay and 
subsequent returns to multiple stakehold-
ers within the ACO, or to analyze the pro-
ject from the perspective of the ACO as a 
whole.

An NPV analysis also requires estima-
tion of future project cash fl ows. Even in a 
fee-for-service environment, this task has 
proven challenging for hospital and health 
system leaders;26 however, it is likely to 
become even more diffi cult over time. As 
ACOs move more toward risk-based mod-
els of payment, the link between invest-
ment decisions and future cash fl ows will 
weaken.27As this link is weakened or even 
broken, determining the fi nancial value of a 
specifi c project to an organization becomes 
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complex. The challenge of cash fl ow esti-
mation in a non-fee-for-service environ-
ment fi rst arose in the 1990s with the 
introduction of managed care and capita-
tion. At that time, thought leaders proposed 
the use of strategic options as a way to esti-
mate project value and, at the same time, 
infuse fl exibility into the capital budgeting 
process.28 Existing evidence suggests that 
health system leaders have not embraced 
the use of strategic options; however, given 
trends toward risk-based reimbursement29 
and the increased need for organizations 
to maintain fl exibility in their strategic 
responses,30 now may be the time for hos-
pital leaders and health fi nance scholars to 
revisit the potential of strategic options to 
inform capital budgeting.

Similarly, estimating and linking cash 
fl ows arising from health IT will present chal-
lenges to the hospitals participating in ACOs. 
Health IT will be a necessary investment to 
share and collect clinical and fi nancial data 
across multiple entities involved in the ACO 
and it will most likely be the most signifi cant 
capital investment made by ACOs.31 Yet, the 
existing evidence overwhelmingly fi nds that 
health IT does not result in improved effi cien-
cies at levels that result in cost reduction.32 
In large part, returns to health IT investment 
have not been documented due to challenges 
of accurately estimating cash fl ows of health 
IT that yield the greatest promise, e.g., docu-
mentation costs, clinical effi ciencies, greater 
medication adherence, medical error avoid-
ance, etc.33 Future research must address the 
challenge of cash fl ow estimation by devel-
oping tools to track and methodologies to 
estimate the costs and benefi ts of health IT 
for hospitals. 

Finally, an NPV analysis requires 
identifi cation of a risk-adjusted required 

rate of return, or discount rate. Although 
sophisticated quantitative methods are 
available for estimating the rate of return, 
hospitals and health systems have largely 
used qualitative approaches.34 The quali-
tative approach is a result of many factors 
including:

• Diffi culty in identifying appropriate 
rates of return on equity (particularly 
for not-for-profi t fi rms); 

• Inability to quantitatively assess project 
risk; and 

• Lack of confi dence in quantitative 
measures.35

Although a qualitative approach may 
continue to be the preferred option going 
forward, additional complexities may arise 
in an ACO structure. For example, in many 
current ACOs, multiple providers are con-
solidated into a “virtual” organization where 
returns accrue to the group and then are dis-
tributed to individual participants. This type 
of structure raises the question of which 
risk-adjusted required rate of return is the 
appropriate one to use in a capital budgeting 
analysis. Effects of decisions at the hospital 
level are no longer isolated to the hospital; 
thus, ACOs may have to look across organi-
zational boundaries to determine the most 
appropriate cost of capital. In addition, the 
risk-adjusted required rate of return may dif-
fer depending on where within the ACO the 
cash fl ows are expected to accrue. Finally, 
inter-dependence among organizations may 
change the risk profi les of hospital invest-
ments, requiring greater use of the project or 
divisional cost of capital as opposed to the 
corporate cost of capital.36

While modern fi nance theory offers some 
options for addressing these complexities, 
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little research has applied these approaches 
to health care. Health fi nance scholars 
should examine approaches used by inves-
tor-owned organizations with multiple sub-
sidiaries, divisions, or operating units to 
identify strategies that may inform capital 
budgeting in an ACO. 

Qualitative Considerations

For many health care organizations, a 
last step in the capital budgeting process is 
consideration of non-fi nancial criteria, or 
qualitative factors.37 Despite its theoreti-
cal superiority, NPV has been criticized for 
ignoring factors important to health care 
organizations, generally, and to not-for-
profi t health care organizations, specifi cally. 
Qualitative considerations will be particu-
larly important for ACOs since, in addition 
to being held accountable for health care 
spending, ACOs will be held accountable 
for quality and patient outcomes. It is con-
ceivable that development of ACOs and the 
pursuit of the triple aim could change the 
objective function of hospitals. 

For investor-owned fi rms, the objec-
tive function has always been assumed to 
be the maximization of shareholder wealth. 
Although somewhat more equivocal, the 
objective function of not-for-profi t health care 
organizations has generally been considered 
to be the maximization of quantity and/or 
quality of services.38 In this new era of reform, 
however, hospital and health system leaders 
will need to focus on the maximization of 
value. No longer can the focus be limited to 
profi t, or to the maximization of quantity and 
quality of just any services. There is a new 
imperative to defi ne and provide those “ser-
vices” that provide the most value. 

Methods have been proposed for 
syste matically incorporating qualitative 

considerations into the capital budget-
ing process. For example, Wheeler and 
 Clement provide a method for quantitatively 
 incorporating social value into the NPV 
 calculation to determine whether invest-
ments that generate fi nancial losses are ulti-
mately worthwhile.39 Similarly, approaches 
for scoring or weighting qualitative criteria 
(e.g., through group consensus or alloca-
tion of a fi xed number of points to differ-
ent decision criteria) have been suggested.40 
As ACOs develop,  hospital leaders should 
consider using existing approaches to 
incorporate qualitative considerations into 
capital budgeting processes; however, both 
hospital leaders and health fi nance scholars 
should consider the potential need for new 
alternatives. For example, new models of 
capital budgeting based on systems science 
and operations research may be needed to 
systematically and quantitatively incor-
porate quality and outcomes into fi nancial 
analyses.41

Conclusion

Decades of research on hospital capital 
budgeting has revealed a consistent evolu-
tion. Responding to environmental shifts 
such as prospective payment and increased 
competition, hospital and health system 
leaders have embraced increasingly sophis-
ticated capital budgeting strategies and 
decision-making processes over time.42 This 
evolution is likely to continue as hospitals 
engage with ACOs.

Although methods exist for handling 
some of the capital budgeting challenges 
that may arise in an ACO environment,43 lit-
tle research has been done to assess the most 
effective application of these methods in 
hospitals. Moreover, new methods are likely 
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to be needed as anticipated and unantici-
pated challenges of ACOs emerge. Hospital 
and health system leaders as well as health 
fi nance scholars should embrace the oppor-
tunities inherent in this new environment, 
learning from the past and discovering new 
ways for moving forward.

Much can likely be learned from research 
on capital budgeting in investor-owned 
organizations outside of the health care 
industry; however, health care expertise will 
be required to adapt these methods and meas-
ures to handle circumstances unique to hospi-
tals. For example, many hospitals and health 
system leaders have identifi ed certifi cate of 
need, community benefi t requirements, and 
capital constraints as current considerations 
in the capital budgeting  process.44 Quality 
and outcomes are likely to be added to this 
list as new payment models are implemented.

Because of these considerations, hospital 
leaders and health fi nance scholars should 
look to leading hospitals and health sys-
tems and early adopters of the ACO model 
of care for knowledge about the most 

effi cient and effective methods of capi-
tal allocation. Surveys and case studies of 
hospital leaders will be needed to monitor 
the ongoing evolution of capital budgeting 
strategies and decision-making processes, 
as well as to identify best-practices that 
can be disseminated and implemented on 
a broader scale.

Hospitals engaging in ACOs are likely to 
face signifi cant challenges, not the least of 
which include the following: 

• Managing the priorities of a broad range 
of stakeholders;

• Thriving in a payment environment 
driven by value rather than volume; and 

• Finding suffi cient capital to allocate 
to IT. 

These challenges are likely to converge 
in the capital budgeting process. Previous 
research has paved the way for navigating 
this new environment. Current health care 
leaders and fi nance scholars must now capi-
talize on this knowledge and forge a path for 
moving forward.
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American corporations held 
between one and two trillion dol-
lars in cash at the end of 2011, 

enough to merit the analysis and parody 
of CBS News’ The Fast Draw (August 13, 
2011). The suggestion is clear that corpora-
tions should either be investing cash in real 
assets or pay dividends to shareholders. 
Hospitals have come under similar analy-
sis, though not the public parody. Managers 
have long been torn between investing in the 
charitable mission of the hospital and hav-
ing enough cash for operating and stability 
purposes. Two decades ago, hospitals were 
advised to increase their cash holdings to 
meet building and equipment replacement 
needs.1 A decade ago, hospitals were advised 
that improving liquidity was among the 
most critical elements of success.2 Recently, 
Moody’s reported improved cash holding 
(averaging 175 days cash on hand), yet still 
cautioned about week balance sheets and 
investment returns.3

Motives for holding cash have been 
described as transactional, precaution-
ary, and speculative. Rivenson et al. found 
that hospitals targeted levels of operating 
cash, yet strategic cash balances were posi-
tively related to profi tability and growth 
in assets and negatively associated with 
debt  levels.4 In this article we go further to 
examine whether motives for cash holdings 

of not-for-profi t hospitals can be explained 
by one of two competing fi nance theories: 
trade-off and fi nancial hierarchy. The trade-
off theory posits that there is an optimal level 
of cash holdings; whereas, the fi nancial hier-
archy theory posits that there is a preference 
for using cash. If trade-off were found to be 
a better explanation of cash holdings than 
fi nancial hierarchy, it would help to resolve 
the question of whether a hospital has too 
much or too little cash.

Background

Again, the trade-off theory posits that there 
is an optimal cash balance when the entity 
minimizes the sum of the costs of liquidity 
and illiquidity. It is costly for a fi rm to hold 
too much cash and lose earnings from invest-
ments. It is also costly for a fi rm to be illiq-
uid and be unable to meet current fi nancial 
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obligations. For most investor-owned com-
panies, the costs of holding cash are the costs 
associated with cash earning a modest return 
compared to the returns that might be avail-
able on productive assets.5 Not-for-profi t 
hospitals have the opportunity to hold their 
excess cash in marketable securities and 
other investments that may produce more 
than modest returns.

All companies hold cash to avoid 
defaulting on payments. For hospitals, the 
uncertainties of reimbursement systems to 
provide consistent payments and adequate 
levels of revenue add to the desire to hold 
cash. Cash reserves are a protective measure 
against periods of slow or inadequate pay-
ment. Companies also hold cash to avoid 
having to use external capital. Using exter-
nal funds may involve the cost of a hospital 
development campaign, interest charges, 
and the legal and underwriting costs of bor-
rowing. Using internal funds from earn-
ings provides more fl exibility and avoids 
both the costs of borrowing and scrutiny by 
outsiders.

The fi nancing hierarchy, or ‘pecking 
order,’ theory posits there is no optimal level 
of cash holdings. Rather, a fi rm might pre-
fer to fi nance investments in real assets with 
internally generated cash rather than to use 
debt or equity fi nancing. One view of fi nanc-
ing hierarchy is as a special case of trade-off, 
where the costs of liquidity are very high.

Unlike investor-owned fi rms, not-for-
profi t hospitals have access to low bor-
rowing rates through tax-exempt debt 
fi nancing. There is the possibility of arbi-
trage whereby hospitals can borrow at a 
rate below what can be earned on these 
funds when held as fi nancial investments. 
Thus, assuming a non-binding tie between 
debt and assets, there may be incentive 

to borrow rather than to use cash. On the 
other hand, a higher debt level also cre-
ates a greater chance for fi nancial distress 
through both direct costs associated with 
a bankruptcy proceeding and the indirect 
costs of forgoing other investment opportu-
nities, the loss of reputation, and limitations 
on future borrowing capacity. Thus, hos-
pitals may seek some balance of debt and 
equity fi nancing. Hospital chief fi nancial 
offi cers (CFOs) have indicated target debt-
to-total asset ratios ranging between 25 per-
cent and 50 percent.6 Their general strategy 
seems to be related to their preferences for 
cash. By increasing cash holdings, they can 
improve their credit rating and hold cash 
not needed for operating purposes in fi nan-
cial investments.

There have been few studies testing 
the evidence supporting the two fi nance 
theories in not-for-profi t hospitals. Bacon 
found support for the fi nancial hierarchy 
in not-for-profi ts hospitals.7 Gapenski sur-
veyed hospital CFOs and found support 
for the trade-off theory among half of the 
CFOs and support for the fi nancial hierar-
chy  theory among one third of the CFOs.8 
Smith et al. also interviewed CFOs and found 
that although there were mixed opinions 
among the CFOs, when an analysis of their 
data was conducted, there was evidence in 
support of fi nancial  hierarchy.9 Thus, there 
appears to be some doubt whether either of 
these fi nancing theories applies to not-for-
profi t hospitals, and data beyond conveni-
ence samples from surveys are required to 
provide richer analysis.

Data

This analysis used data obtained from 
 Merritt Research Services, LLC, which 
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abstracts data from the audited fi nancial 
statements of hospitals and health care sys-
tems that have issued bonds. The key data 
include:

• Balance sheet entries: cash and short-
term investments, board-designated 
funds, unrestricted noncash assets, 
current assets, total assets, current lia-
bilities, and long-term debt less cur-
rent maturities; 

• Income statement entries: depreciation 
expense, bad-debt expense, and total 
operating expenses; and

• Statement of cash fl ow entries: capital 
expenditures and operating cash fl ow. 

Analyses also use system status, which 
was confi rmed using the American Hos-
pital Association Guide. The fi nal sample 
contained fi nancial data for 608 entities 
covering the fi scal years 1996–99: 477 
freestanding hospitals, 76 system-affi liated 
hospitals, and 55 hospital systems (see 
Figure 1). 

Methods

Three analytical models were devel-
oped to examine which fi nance theory best 
explains cash holdings. The ratio of days 
cash on hand was used to measure cash 
holdings:

[Cash + short-term investments] / [(Total 
operating expenses – depreciation expense) / 
365]

The models were constructed with and 
without the inclusion of board-designated 
funds to examine the applicability of the 
fi nance theories to cash holdings that had 
neither internal nor external restrictions.

Model 1

This model tested whether the change in 
cash holdings during a year was explained 
by the difference between the target level of 
cash holdings and the actual level at the end 
of the prior year. The target level of cash 
holdings was defi ned as the average cash 
holdings at the end of two previous years. 

Figure 1. Selected Descriptive Statistics (Medians in $000s), 1996–99

Freestanding (n = 477) System-Affiliated (n = 76) Systems (n = 55)

Cash and short-term 

investments  5,416  8,613 21,438 

Board-designated funds  12,686  17,674 82,118 

Total operating expenses  78,954  159,528 362,164 

Depreciation expense  4,972  9,530 22,897 

Bad-debt expense  3,664  6,335 16,848 

Total assets  102,732  213,009 516,611 

Unrestricted noncash assets  94,182  190,627 486,453 

Current liabilities  13,062  27,381 57,338 

Long-term debt, less current  29,330  69,355 152,277 
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If the actual cash holdings at the end of the 
prior year were in excess of the target, and 
the trade-off theory applies, the model pre-
dicts a decrease in cash holdings. A second 
version of this model included interaction 
terms associated with system affi liation.

Model 2

This model is the same as Model 1 except 
the target level of cash holdings was defi ned 
as predicted cash holdings from a regression 
of cash holdings as a function of hospital 
size and volatility of cash profi ts. To begin, 
a model was specifi ed for each hospital to 
predict cash holdings at the end of 1997 as 
a function of total assets at the end of 1997 
and the volatility of cash earnings (EBIDA) 
during 1996–97. Volatility was defi ned as 
the mean of EBIDA divided by the standard 
deviation of EBIDA.

Volatility of EBIDA
96-97

 = mean of 
EBIDA

96-97
 /  standard deviation of EBIDA

96-

97
. As with Model 1, a second  version of 

this model included  system affi liation as an 
 interaction term.

Model 3

Following Opler et al.,10 this model tested 
the fi nancing hierarchy theory by defi ning 
changes in cash holdings based on a cash 
fl ow defi cit, measured as follows:

Cash fl ow defi cit
98

 = capital expendi-
tures

98
 + change in working capital (exclud-

ing cash)
98

 – operating cash fl ow
98

, 
Capital expenditures

98
 = amount spent on 

buildings and equipment in 1998
Change in working capital (exclud-

ing cash)
98

 = [Current assets (excluding 
cash) –  current liabilities)]

99
 – [Current assets 

(excluding cash) –  current liabilities)]
98

Operating cash fl ow
98

 = as reported on the 
1998 statement of cash fl ows.

A second version of this model included 
system affi liation as an interaction term.

Results

In the cash-only models, there was some 
support for the trade-off theory in all hospi-
tal types as indicated by the positive coef-
fi cients (see Figures 2 and 3). Each was 
predicted to reduce cash holdings when 
actual days cash was greater than the tar-
get amount. When considering the amount 
of change in cash holdings, however, there 
were differences among the hospital types. 
For example, in Model 2, if a freestanding 
hospital were over its target by ten days, 
the model predicts a reduction in days 
cash of one day; whereas,  hospital systems 
were predicted to reduce their days cash by 
almost three days. In economic terms, the 
change in dollars would be even greater 
than three times because the median aver-
age daily cash expense in freestanding 
hospitals is about $200,000; whereas, in 
 hospital systems, the median average daily 
cash expense is over $900,000. System- 
affi liated hospitals did not appear to adjust 
their days cash. When board- designated 
funds were included, the models did not 
explain the change in days cash; there 
was no support for the trade-off theory in 
any of the hospital types. In fact, when 
board- designated funds were included, 
the models were very poor predictors of 
cash holdings (adjusted R2 less than one 
percent).

Concerning the fi nancing hierarchy the-
ory, there did not appear to be much support 
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Figure 2. Model 1 of Trade-Off Theory, Target Levels (p-values), N = 608

Model 1 

Cash Only

Model 1 Included 

Board-Designated Funds

Mean target (trade-off) 0.2084 0.0095

(0.000) (0.821)

System-affiliated 0.7112 -4.8135

(0.766) (0.309)

System 0.7489 -8.3079

(0.787) (0.128)

Mean target * System-affiliated -0.3113 -0.2066

(0.000) (0.023)

Mean target * System 0.2678 -0.1143

(0.139) (0.408)

Intercept -5.1447 -6.8110

(0.000) (0.000)

Adjusted R2 0.066 0.009

Figure 3. Model 2 of Trade-Off Theory, Predicted Targets (p-values), N = 608

Model 2 

Cash Only

Model 2 Included 

Board-Designated Funds

Predicted target (trade-off) 0.1332 0.0113

(0.000) (0.448)

System-affiliated 1.0159 -6.0979

(0.664) (0.203)

System 1.2007 -11.7569

(0.656) (0.043)

Predicted target * 

System-affiliated -0.1299 0.0206

(0.001) (0.636)

Predicted target * System 0.1521 0.0787

(0.042) (0.153)

Intercept -5.1227 -6.8915

(0.000) (0.000)

Adjusted R2 0.102 0.004
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Figure 4. Model 3 of Financial Hierarchy Theory (p-values), N = 608

Model 3 

Cash Only

Model 3 Included 

Board-Designated Funds

Cash fl ow defi cit 0.0003 0.0001

(0.000) (0.365)

System-affiliated 0.6330 -4.4000

(0.797) (0.358)

System 2.2095 -6.5394

(0.447) (0.264)

Cash fl ow defi cit * System-affiliated -0.0003 -0.0002

(0.000) (0.129)

Cash fl ow defi cit * System -0.0003 -0.0002

(0.000) (0.226)

Intercept -4.2714 -6.9824

(0.000) (0.000)

Adjusted R2 0.029 0.003

in any of the hospital types (see Figure 4). 
Although the coeffi cients were statistically 
signifi cant and positive, indicating that hos-
pitals would reduce their days cash, the 
economic signifi cance was negligible. For 
example, if a freestanding hospital had a 
cash fl ow defi cit of $1 million, the models 
predicted a decrease of 0.3 days. If aver-
age daily cash expenses were $200,000, 
this would be equivalent to $60,000. In 
the  system-affi liated hospitals and hospital 
systems, the coeffi cients were so small as 
to indicate no change in days cash. Includ-
ing board-designated funds in Model 3, 
there was also no support for the fi nancing 
hierarchy and none of the coeffi cients were 
signifi cantly different from zero. It should 
also be noted that the adjusted R2 values 
indicated neither of the fi nancial hierarchy 
models explained very much of the change 
in days cash.

Discussion

The analyses suggest freestanding hos-
pitals and hospital systems appeared to 
have a target balance for their operat-
ing funds related to predicted cash fl ows, 
more so than a target based on an average 
of past years’ cash balances. On the other 
hand, system-affi liated hospital operat-
ing cash holdings did not appear to have 
this kind of target. This last fi nding may 
be due to affi liated hospitals being sub-
ject to cash management policies of their 
parent organization and its desire to have 
a target balance (or not) over the entire 
system, but not necessarily at each entity 
within the system. In addition, the amount 
of cash needed for transaction purposes at 
the affi liated hospital will vary based on 
whether cash is centrally managed or not. 
If the parent is responsible for paying bills, 
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then affi liated hospitals would not have as 
large a need for cash.

Finance models appear to apply to a 
hospital’s cash associated only with trans-
action needs. The models refl ecting com-
bined cash and board-designated funds did 
not appear to trade off liquidity for illiquid-
ity; rather there appeared to be an accumu-
lation of funds in all hospital types. This 
accumulation may be designated for future 
capital expenditures or as cash reserves. 
The cash reserves may be for precaution-
ary reasons or they may be merely to build 
cash balances in order to enhance the hos-
pital’s credit rating. Of course, the major-
ity of the board- designated funds are held 
in fi nancial investments and so investment 
income becomes another goal.

The scenario described above also sup-
ports the fi nding in this study that not-for-
profi t hospitals prefer not to use cash for 
major expenditures, but rather to use debt. 
Having cash on hand enhances access to 
tax-exempt debt. Not-for-profi t hospitals 
have the opportunity to borrow at low inter-
est rates while keeping their cash invested. 
The difference between investment earn-
ings and interest expense will vary, but 
during 1996–99, this difference was quite 
large. However, even under normal circum-
stances, rising stock prices and falling inter-
est rates go hand-in-hand.

The cash-only models refl ect operating 
cash balances used by not-for-profi t hospi-
tals to pay current fi nancial obligations and 
as reserves to protect against short-term 
cash defi cits when cash infl ows are insuffi -
cient. Although their goal is to achieve some 
balance between the costs of liquidity and 
illiquidity in the operating cash, it may be 
diffi cult actually to achieve this balance. As 
McLean11 points out, it is diffi cult to know 

the costs of illiquidity. For example, the cost 
of having a bad credit reputation because 
of a history of late payments is diffi cult to 
measure.

It is interesting to note that board- 
designated funds might be considered to be 
part of the hospital’s equity in the sense that 
these are usually internally generated funds 
(similar to retained earnings in a for-profi t 
organization) and are used to fi nance the 
organization. Viewed this way, not-for-profi t 
hospitals may prefer debt to equity. In a for-
profi t fi rm, this preference has to do with the 
higher cost of equity (often thought of as 
issuing stock) compared to the cost of debt. 
However, because a not-for-profi t hospital 
cannot issue shares, its use of equity ver-
sus debt should be a comparison of poten-
tial returns on its retained funds versus the 
cost of debt. In this sense, there would be 
a preference for debt over equity—and the 
fi nancing hierarchy would be supported for 
board- designated funds.

The models used in this study looked at 
a point in time—the end of a fi scal year. 
Managers may set their target higher at year 
end to “window dress” the fi nancial state-
ments. They can make it appear that cash 
balances are high by postponing cash dis-
bursements to the day after the year-end 
date. In addition, there may be a strategy 
to achieve a target level over several weeks 
or months, rather than a daily target. Daily 
targets would be diffi cult to maintain due to 
seasonal factors and especially due to the 
pattern of reimbursement payments since 
insurers do not usually pay on a daily basis. 
Because annual fi nancial statements do not 
provide any information about cash man-
agement strategies, daily cash fl ow infor-
mation would be required to study this in 
depth. 
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Conclusion

When examining the applicability of 
fi nance theory to not-for-profi t hospitals, 
it is important to defi ne clearly which cash 
balances are being analyzed. This study 
found support for the trade-off theory when 
considering only operating cash, but no sup-
port when cash and board-designated funds 
were combined. Hospitals that do not oper-
ate independently (e.g., system-affi liated 
hospitals) behave differently and did not 
appear to have target balances for either 
cash alone or when combined with board-
designated funds.

In this study, there was no support for 
the fi nancing hierarchy theory in any of 
the hospital types examined, whether con-
sidering cash alone or in combination with 
board-designated funds. However, if board-
designated funds were to be defi ned as part 
of equity, there did seem to be a preference for 
debt fi nancing over equity fi nancing because 
of the potential returns on board-designated 
funds compared to the cost of debt.

When analyzing cash holdings of not-
for-profi t hospitals, board-designated funds 
should be included because of their size 

and because of the hospital’s ability to 
use these funds for operating purposes if 
needed. The appropriate total size of cash 
holdings should refl ect the need for trans-
actions cash—perhaps no more than 30 
days cash on hand. The amounts held for 
precautionary purposes is by nature judg-
mental, but given the predictive nature of 
insurance payments, perhaps 120 to 150 
days would be suffi cient. The most diffi cult 
issue is the amount of investment cash to be 
held because it is dependent on the needs 
of the hospital for equipment, information 
systems, and strategic plans for hospital 
growth. Investment cash is also a factor in 
the cost of borrowing since it affects bond 
ratings. The fact that some hospitals fi nd it 
diffi cult to borrow because they hold insuf-
fi cient cash to satisfy the rating agencies, 
while others hold enough cash to pay off 
all of their debt, but still fi nd it benefi cial to 
purchase bond insurance, raises questions 
about the effi ciency of the tax-exempt bond 
market. In a health care environment where 
there is an increasing need for capital 
to meet the demands of the public for qual-
ity health care, this issue merits further 
study.
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Since 1969, the Internal Revenue Ser-
vice (IRS) has granted not-for-profi t 
hospitals tax exemptions in exchange 

for providing community benefi ts.1 Until 
2009, however, hospitals were not required 
to document the community benefi t activities 
they engaged in to maintain their federal tax-
exempt status. This lack of clearly defi ned 
charitable expectations has resulted in con-
siderable variation in hospitals’ community 
benefi t activities, causing many to question 
whether the benefi ts not-for-profi t hospitals 
provide are adequate given the size of the tax 
exemptions they receive.2 In 2008, the IRS 
responded to these concerns by revising its 
Form 990, a long-established reporting form 
that tax-exempt organizations are required to 
fi le.3 A key component of the revised Form 
990 is Schedule H, which requires hospi-
tals to provide detailed fi nancial informa-
tion on their charitable activities along a set 
of standardized categories of allowed com-
munity benefi t activities.4 These activities 
include fi nancial assistance (or charity care), 

the unreimbursed cost of providing care to 
patients covered under Medicaid and simi-
lar means-tested government programs, sub-
sidized health services, community health 
improvement services, health professions 
education, research, and cash and in-kind 
contributions to community groups.

While the revised Form 990 has increased 
public availability of information about hos-
pitals’ community benefi t activities and thus 
improved transparency,5 assessing the ade-
quacy of the community benefi ts that not-
for-profi t hospitals provide in exchange for 
tax exemption remains a challenge. Existing 
approaches often express community benefi t 
in quantitative terms.6 In 2007, for instance, 
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the minority staff of the  Senate Finance 
Committee proposed that not-for-profi t hospi-
tals be required to provide charity care equal 
to at least 5 percent of operating expenses to 
remain tax-exempt.7 At the federal level, how-
ever, this and similar proposals have attracted 
little support.8 At the state and local levels, 
on the other hand, regulators have been tak-
ing an increasingly aggressive stance and 
have begun to refuse to recognize a hospital’s 
tax-exempt status in the absence of measur-
able performance.9 To this end, a number of 
states (including  Pennsylvania, Texas, Utah, 
and, most recently Illinois) have established 
minimum charity care requirements that not-
for-profi t hospitals have to meet to remain 
tax-exempt.10 

Against the backdrop of the new IRS com-
munity benefi t reporting requirement and the 
continued debate surrounding the adequacy 
of non-profi t hospitals’ community benefi t 
activities, this article has two main purposes: 
First, this article describes the scale and scope 
of community benefi ts provided by not-for-
profi t hospitals in California using commu-
nity benefi t expenditure data from the revised 
IRS Form 990 Schedule H. The article then 
analyzes how hospitals’ community benefi t 
expenditures compare to a set of minimum 
spending thresholds. The article concludes by 
discussing the limitations of the current focus 
on expenditures when assessing the adequacy 
of hospitals’ community benefi ts and outlines 
a more comprehensive evaluation approach 
that builds on recent changes to non-profi t 
hospital tax exemption implemented by the 
Affordable Care Act. For hospital managers 
and health policymakers interested in assur-
ing that non-profi t hospitals provide ade-
quate community benefi t in exchange for tax 
exemptions, this study provides an overview 
of the current state of hospitals’ community 

benefi ts and a discussion of how the chari-
table expectations of not-for-profi t hospitals 
may change in the future.

Study Data and Methods

Community benefi t expenditure infor-
mation for this study came from California 
hospitals’ Form 990 Schedule H and was 
supplemented with data from hospitals’ 
annual fi nancial reports. Form 990 Sched-
ule H was obtained from GuideStar, an infor-
mation service specializing in US non-profi t 
organizations. Annual fi nancial reports were 
obtained from California’s Offi ce of State-
wide Health Planning and Development 
(OSHPD). The period of study was limited 
to the year 2009. In April 2012 (when data 
for this study were obtained), GuideStar 
provided data from Form 990 Schedule H 
for 115 not-for-profi t hospitals and health 
systems in California. Of these 115 reports, 
8 were excluded because they were fi led by 
health systems (including Kaiser  Per  manente 
and Catholic Health Care West) that reported 
at the system rather than the individual hos-
pital level. An additional seven hospitals did 
not provide complete community benefi t 
expenditure information and were thus also 
dropped from the sample. The fi nal sample 
consisted of 100 not-for-profi t hospitals 
representing 46 percent of all not-for-profi t 
hospitals in the state of California in 2009.

When compared to all not-for-profi t hospi-
tals in California, the sample hospitals were 
larger (217 vs. 198 staffed beds) and more 
likely to be general hospitals (89.2 percent vs. 
85.2 percent) rather than specialty hospitals. 
The study sample included fewer teaching 
hospitals (4.0 percent vs. 6.1 percent) but 
more rural hospitals (18.0 percent vs. 11.4 
percent) than the population of non-profi t 
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hospitals in the state of California. In terms 
of operating performance, occupancy rates 
did not differ for the hospitals in the study 
sample (62.5 percent vs. 62.3 percent). The 
average length of stay for sample hospi-
tals, however, was shorter (4.7 days vs. 5.5 
days). In terms of fi nancial performance, 
the sample hospitals had somewhat higher 
operating margins (1.5 percent vs. 1.1 per-
cent) and total margins (1.5 percent vs. 
1.2 percent).

The measures used in this study were 
derived from IRS Form 990 Schedule H. 
The revised Schedule H requires hospitals to 
report on seven categories of allowed com-
munity benefi t activities, which are defi ned 
by the IRS as shown in Figure 1. All meas-
ures are expressed in terms of the unreim-
bursed cost of providing the community 
benefi t. To allow for comparisons across hos-
pitals of different size costs were expressed 

as a percentage of a hospital’s total operating 
expenses.

The methods used in this study were purely 
descriptive. Following Clement, Smith, and 
Wheeler11 and Gray and  Schlesinger,12 this 
study fi rst documented the wide range of 
community benefi t activities that California 
hospitals reported in their Form 990 Sched-
ule H. The study then compared hospitals’ 
community benefi t expenditures to a set 
of minimum spending levels similar to the 
charitable thresholds proposed by the Sen-
ate Finance Committee’s minority staff in 
2007.13 Besides the 5 percent threshold pro-
posed by the Senate Finance Committee’s 
minority staff, the analysis also compared 
hospitals’ community benefi t expenditures 
to thresholds of 3 and 7 percent (following 
the analysis by Gray and Schlesinger).14 In 
addition, while the proposal by the Senate 
Finance Committee’s minority staff focused 

Community Benefi t Activity Defi nition

1. Financial assistance at cost (charity care) Cost of care provided to charity patients

2. Unreimbursed Medicaid and other means-

tested government programs

Net cost of providing care to patients covered under 

Medicaid and other means-tested government programs

3. Subsidized health services Clinical inpatient and outpatient services provided by 

the hospital despite a fi nancial loss, which otherwise 

would be undersupplied to the community

4. Community health improvement services Activities or programs subsidized by the organization for 

the express purpose of community health improvement, 

documented by a community health needs assessment

5. Health professional education Net cost associated with educating certifi ed health 

professionals

6. Research Cost of internally funded research as well as the cost of 

research funded by a tax-exempt or government entity

7. Cash and in-kind contributions Contributions to community benefi t activities made by 

the organization to community groups

Source: Bakken and Kindig, from “Is Hospital ‘Community Benefi t’ Charity Care?” Wisconsin Medical Journal, 
11(5): 215–219 (2012).

Figure 1.  Activities Defi ned as Community Benefi t in IRS Form 990 Schedule H
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on charity care, the analysis in this paper 
uses various defi nitions of community ben-
efi t spending ranging from narrow (char-
ity care only) to wide (all activities defi ned 
as community benefi t in IRS Form 990 
 Schedule H). 

Results

Composition of California Hospitals’ 
 Community Benefi t Expenditures

California hospitals spend substantial 
resources on the provision of community 
benefi ts. In 2009, aggregate community 
benefi t expenditures accounted for 11.5 per-
cent of hospitals’ total operating expenses 
(see Figure 2). Charity care expenditures 
averaged 1.7 percent of operating expenses, 
or 18.6 percent of total community benefi t 
spending. The unreimbursed cost of provid-
ing care to patients covered under means-
tested government programs amounted to 
6.8 percent of operating expenses, or 53.7 
percent of total community benefi t spend-
ing. All other community benefi ts, includ-
ing subsidized health services, community 
health improvement services, health pro-
fessions education, research, and cash and 
in-kind contributions to community groups, 
consumed 2.1 percent of operating expenses, 
or 20 percent of California hospitals’ total 
spending. 

Compared to the results of a study con-
ducted by Ernst & Young15 of IRS Form 
990 for hospitals across the United States, 
hospitals in California spent substantially 
more resources on community benefi t activi-
ties, in particular care provided to charity 
patients and patients covered under means-
tested  government programs. Mainly as a 
result of high levels of uninsurance and low 
Medi-Cal reimbursement rates, spending on 

these community benefi t activities consumed 
9.4 percent of California hospitals’ operat-
ing expenses in 2009. This far exceeded the 
national average of 5.7 percent that Ernst & 
Young calculated for their sample. While 
still substantial, at 2.1 percent of operating 
expenses, California hospitals’ spending on 
activities that benefi t the health and well-
being of the community at large was substan-
tially lower than the average of 2.7 percent 
calculated in the Ernst & Young study.  

Variation in California Hospitals’ 
Community Benefi t Spending

Although aggregate community ben-
efi t spending reported by California hos-
pitals exceeded 11 percent of operating 
expenses, the scale and scope of activities 
that  California hospitals engaged in varied 
widely (see Figure 3). Total community 
benefi t spending ranged from a minimum 
of 0.4 percent of operating expenses to over 
33 percent. Hospitals in the lower quartile 
spent less than 7 percent of their operating 
expenses on community benefi ts while hos-
pitals in the upper quartile spent 16 percent 
or more. Similar variation existed in hospi-
tals’ spending on the various types of com-
munity benefi ts. Charity care, for instance, 
ranged from zero to 6.3 percent of operat-
ing expenses; unreimbursed care provided 
to Medi-Cal patients ranged from zero to 
27.3 percent; and subsidized health services 
ranged from zero to 13.9 percent. 

Adequacy of California Hospitals’ 
Community Benefi t Spending

A comparison of California hospitals’ 
community benefi t expenditures to a set 
of minimum spending thresholds showed 
that the adequacy of a hospital’s charitable 
spending depended to a large extent on what 
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activities were considered to be community 
benefi ts.16 When community benefi t was 
defi ned narrowly in terms of charity care, 
only a small subset of the California hos-
pitals in the study sample would have met 
charitable expectations for minimum spend-
ing thresholds set at 3, 5, and 7 percent of 
operating expenses. At the 5 percent thresh-
old, for instance, only 4 percent of Califor-
nia hospitals would have been considered 

charitable. However, when community ben-
efi ts were defi ned as both charity care and 
the unreimbursed cost of treating patients 
covered under Medi-Cal and other means-
tested government programs, the proportion 
of California hospitals that qualifi ed as char-
itable increased substantially, to between 64 
and 88 percent depending on the threshold 
level. Likewise, when community benefi t 
was defi ned as in the revised IRS Form 990 

Type of Expenditure

As Percentage 

of Total 

Community 

Benefi ts

As Percentage of Operating Expenses

Average Minimum Maximum

25th 

Percentile

75th 

Percentile

Charity care and means-tested government programs

Charity care 18.6% 1.7% 0.0% 6.3% 0.7% 2.4%

Unreimbursed Medicaid 53.7% 6.8% 0.0% 27.3% 3.2% 9.6%

Other means-tested 

government programs 7.8% 0.9% 0.0% 9.5% 0.0% 1.4%

Total charity care and 

means-tested govern-

ment programs 80.0% 9.4% 0.2% 33.4% 5.5% 12.9%

Other community benefits

Community health 

improvement services 6.6% 0.7% 0.0% 7.0% 0.1% 0.8%

Health professions 

education 5.2% 0.5% 0.0% 5.9% 0.0% 0.5%

Subsidized health 

services 5.2% 0.6% 0.0% 13.9% 0.0% 0.4%

Research 1.7% 0.2% 0.0% 6.4% 0.0% 0.0%

Cash and in-kind con-

tributions to community 

groups 1.3% 0.1% 0.0% 0.7% 0.0% 0.1%

Total other community 

benefi ts 20.0% 2.1% 0.0% 14.1% 0.4% 2.5%

Total community benefits

Total community 

benefi ts 100.0% 11.5 % 0.4% 33.6% 6.8% 15.8%

Source: Author’s analysis of IRS Form 990 Schedule H.

Figure 2. Type of Community Benefi t Expenditures as Percentage of Operating  
Expenses and Total Community Benefi t Expenditures—California Hospitals, 2009
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Schedule H, a large majority of California 
hospitals in the study sample (between 73 
and 93 percent depending on the threshold 
level) would have been considered charita-
ble. For California hospitals, the payment 
shortfalls from providing care to publicly 
insured patients thus made a big difference. 
Without counting these payment shortfalls 
as a community benefi t activity, only 14 to 
47 percent of California hospitals would 
have met charitable expectations, depending 
on the minimum threshold set.

Discussion

Not-for-profi t hospitals in California 
spend substantial resources on community 
benefi t programs and services. Data from the 
revised IRS Form 990 Schedule H for 2009 
showed that, on average, California hospitals 
dedicated 11.5 percent of operating expenses 
to community benefi t activities, substantially 
more than hospitals in many other states.17 
The largest components of  California hos-
pitals’ community benefi t spending repre-
sented expenditures for free or reduced cost 
care. Mainly as a result of high uninsurance 

levels and low Medi-Cal reimbursement 
rates,  California hospitals spent substantial 
resources on the treatment of charity patients 
and patients covered under Medi-Cal and 
other means-tested government programs. 
While charity care has historically been at 
the core of not-for-profi t hospitals’ mission, 
there is debate in the literature over whether 
government payer payment shortfalls truly 
represent community benefi t.18 In its revised 
Form 990, however, the IRS explicitly rec-
ognized these costs as a community benefi t. 
For California hospitals, this decision has 
important ramifi cations: When community 
benefi ts are quantifi ed according to the cat-
egories in Form 990 Schedule H, a large 
majority of California hospitals would have 
exceeded minimum spending thresholds 
defi ned in terms of charitable spending as a 
percentage of operating expenses.

Despite their substantial government payer 
payment shortfalls, not all California hospi-
tals spent 3, 5, or even 7 percent of operating 
expenses on community benefi t activities. 
As has been shown for hospitals in other 
states,19 California hospitals’ community 
benefi t spending varied widely, ranging from 

Threshold Level 

(As % of Operating Expenses)

Measure of Charitable Activity 3 Percent 5 Percent 7 Percent

Charity care only 14% 4% 0%

Charity care and government payer payment shortfalls 88% 78% 64%

Charity care and other community benefi ts (not counting/without 

government payer payment shortfalls) 47% 28% 14%

Total community benefi ts as defi ned in IRS Form 990 Schedule H 93% 85% 73%

Source: Author’s analysis of IRS Form 990 Schedule H.

Figure 3. Percentage of California Hospitals That Would Have Exceeded 
Various Community Benefi t Spending Threshold Levels Using 

Various Measures of Charitable Activity, 2009
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less than one percent of operating expenses 
to over 33 percent. Similarly, there was sub-
stantial variation in California hospitals’ 
spending on each of the community benefi t 
categories reported in Form 990 Schedule H. 
Prior studies have shown that hospitals’ com-
munity benefi t activities are determined by a 
combination of hospital-level, community-
level, and market-level characteristics.20 
Some variation in the amount of commu-
nity benefi t provided can thus be expected. 
Nonetheless, large geographic disparities 
have fueled debate over the adequacy of the 
community benefi ts provided by hospitals in 
exchange for tax exemption. 

What is often missing from these dis-
cussions, however, is whether focusing on 
spending is the best way to assess a hospi-
tals’ charitable commitment. Undoubtedly, 
assessing the adequacy of hospitals’ charita-
ble activities by comparing their community 
benefi t expenditures to minimum spend-
ing thresholds is relatively straightforward. 
Expenditures are generally easy to quantify 
and do not need to be adjusted for risk to be 
comparable across institutions.21 Moreover, 
expenditures can easily be audited and are 
thus less prone to managerial manipulation. 
Finally, expenditures are the focus of the 
revised IRS Form 990 Schedule H, which 
requires hospitals to list in detail the unreim-
bursed costs of their various community ben-
efi t activities. While the IRS does not require 
hospitals to meet defi ned minimum spend-
ing thresholds to remain tax-exempt, the 
revised Form 990 fosters transparency and 
allows regulators to evaluate and compare 
hospitals’ community benefi t expenditures. 
This likely will put pressure on hospitals, 
especially those that do not provide substan-
tial community benefi ts, to increase their 
spending or, at the very least, improve the 

documentation of their existing activities,22 
thus renewing the focus on expenditures as 
the primary means to evaluate the adequacy 
of hospitals’ charitable activities.

Focusing on spending alone, however, 
provides a limited view of hospitals’ commu-
nity benefi t activities and may even lead to 
unintended consequences. Requiring hospi-
tals to spend pre-defi ned minimum amounts 
on community benefi ts to remain tax-exempt 
can result in hospitals providing less, rather 
than more, charitable services. Non-profi t 
hospitals in Texas, for instance, are required 
to provide charity care equal to at least 4 per-
cent of net patient revenues to remain tax-
exempt.23 Since the Texas law took effect 
in 1993, hospitals with spending levels 
below the threshold level have been found to 
increase their spending; hospitals with spend-
ing levels above the threshold, on the other 
hand, have been found to lower their spend-
ing.24 In some communities, the implementa-
tion of minimum spending requirements has 
thus led to the availability of fewer, rather 
than more, community benefi t services. 

In light of the unintended consequences 
that a rather narrow focus on expenditures 
can have, policymakers may want to con-
sider a more comprehensive approach when 
evaluating the adequacy of hospitals’ chari-
table activities. While a careful analysis of 
hospitals’ community benefi t expenditures 
would remain a crucial component, a more 
comprehensive approach would include 
a number of additional requirements that 
non-profi t hospitals would have to fulfi ll to 
remain tax-exempt. Clearly, the tax exemp-
tions of hospitals that engage in decidedly 
uncharitable behaviors, such as overcharging 
the uninsured and engaging in overly aggres-
sive collection efforts, should be scrutinized. 
The ACA has addressed some of these issues 
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by expanding the duties of tax-exempt hos-
pitals accordingly.25 Under these new duties, 
not-for-profi t hospitals are required to:

1. Establish a written fi nancial assistance 
policy and a written policy related to 
emergency care; 

2. Limit their charges for emergency or 
other medically necessary care for 
individuals eligible for fi nancial assis-
tance; and

3. Make reasonable efforts to determine 
whether individuals are eligible under 
their fi nancial assistance policies 
before engaging in extraordinary col-
lection efforts.26 

The IRS has already included these addi-
tional requirements into its Form 990 Sched-
ule H. In Part V, hospitals are required to 
provide detailed information on their poli-
cies regarding fi nancial assistance as well as 
billing and collections. 

Ultimately, however, the charitable activ-
ities that non-profi t hospitals engage in 
should result in improvements in the health 
and well-being of the communities they 
serve. Assessing the adequacy of a hospi-
tal’s community benefi ts should thus take 
into account whether the hospital’s activi-
ties have resulted in actual improvements in 
health outcomes. The requirement contained 
in the ACA that hospitals conduct a commu-
nity health needs assessment (CHNA) every 
three years may represent a fi rst step in this 
direction.27 A CHNA is defi ned as a written 
document developed for a hospital includ-
ing a description of the community served 
by the hospital, a statement of existing 
health care resources within the community 
available to meet community needs, and a 
list of the prioritized health needs identifi ed 

through the process. As part of their CHNA, 
hospitals are also required to develop an 
implementation strategy to meet the com-
munity health needs identifi ed through the 
CHNA. Currently, the IRS asks hospitals to 
report basic information on the CHNAs in 
their Form 990 Schedule H. In the future, 
the performance measures that hospitals 
specify in their improvement plans may 
serve as the basis for an evaluation of the 
health outcomes of a hospital’s community 
benefi t activities thus allowing regulators to 
not only assess charitable expenditures but 
also the health outcomes of  hospitals’ com-
munity benefi t activities. 

While specifi c outcome measures to eval-
uate the adequacy of hospitals’ community 
benefi t activities have yet to be developed 
and implemented on a broad scale, an early 
example of how regulators use outcome 
measures to assess the adequacy of hospi-
tals’ community benefi t activities comes 
from initiatives at the state level. Maryland, 
for instance, passed legislation in 2012 
that requires hospitals to describe their 
efforts to track and reduce health disparities 
within their communities as part of their 
community benefi t reports.28 These and 
similar outcome measures could serve as 
a starting point for a more comprehensive 
approach to evaluating not-for-profi t hospi-
tals’ community benefi t activities. In order 
to remain tax-exempt, such an approach 
may require hospitals to show both an 
adequate level of inputs dedicated to com-
munity benefi t activities (for instance, in 
the form of  meeting minimum spending 
thresholds as implemented in several states) 
and improved health outcomes in the spe-
cifi c communities and health needs that the 
hospital targeted for its community benefi t 
activities. 
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For decades, federal and state govern-
ments have granted not-for-profi t hos-
pitals tax exemptions in exchange for 

providing a public benefi t.1 Prior to 1969, 
public benefi t was defi ned purely in terms 
of hospitals’ provision of charity care, i.e., 
medical care provided for free or well below 
cost. In the wake of the expansion of cover-
age brought about by Medicare and Medic-
aid in 1965, many of those who once received 
uncompensated care became insured. In 
response, in 1969, the Internal Revenue 
 Service (IRS) established the community 
benefi t standard, which broadened the notion 
of hospitals’ charitable activities to include 
a diverse set of activities and  services that 

were intended to address the health needs 
of the community.2 Nonetheless, as a result 
of the continuous decline in employer- 
sponsored health insurance coverage and the 
growth in the number of publicly insured and 
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uninsured Americans over the past decades,3 
the provision of charity care has remained 
an important part of not-for-profi t hospitals’ 
community benefi t activities.4 

The availability of charity care is particu-
larly important in communities with high 
levels of uninsurance. For many uninsured, a 
hospital’s emergency room is the only place 
available to obtain medical care.5 Hospitals 
in these communities often provide large 
amounts of charity care. Many uninsured, 
however, are in poor health and have sub-
stantial health needs. Compared to insured 
populations, the uninsured are less likely to 
receive preventive and diagnostic health care 
services, are more often diagnosed at a later 
disease stage, and on average receive less 
treatment for any given condition.6 Hospitals 
in communities with high levels of uninsur-
ance thus face considerable demand not only 
for charity care but also for services aimed 
at improving the health of the community at 
large. Limited fi nancial resources may make 
it diffi cult for hospitals to provide substan-
tial community benefi ts beyond charity care 
and force them to trade off between free and 
reduced cost medical care provided to indi-
vidual patients and services that benefi t the 
community at large.

Prior research has provided a partial 
picture of the scope and scale of not-for-
profi t hospitals’ community benefi t activi-
ties. However, the study of this area has 
been hampered by disagreement over what 
should count as a community benefi t7 and, 
until the revision of IRS Form 990 Sched-
ule H in 2008, a lack of comparable data 
on hospitals’ community benefi t activities 
at the national level.8 Evidence from states 
with state-level community benefi t reporting 
requirements, such as California and Mary-
land, indicates that not-for-profi t hospitals 

engage in a wide variety of community ben-
efi t activities beyond charity care. The com-
position of hospitals’ charitable activities, 
however, varies widely across states. Hos-
pitals in Maryland, for instance, have been 
shown to dedicate one third of their com-
munity benefi t budgets to charity care while 
the remaining two thirds are spent on a range 
of other activities, including mission-driven 
health services, community health services, 
the education of health professionals, and 
medical research.9 Hospitals in California, 
on the other hand, have been found to spend 
only 15 percent of their community benefi t 
dollars on charity care.10 In addition, Cali-
fornia hospitals provide care to patients cov-
ered under Medi-Cal and other means-tested 
government programs amounting to 65 per-
cent of their community benefi t budgets. In 
California, caring for the uninsured and pub-
licly insured thus consumes approximately 
80 percent of hospitals’ community benefi t 
resources while the remainder is spent on 
activities aimed at improving the health of 
the community at large.

Despite policymakers’ increased scrutiny 
of hospitals’ community benefi t activities, 
little is currently known about the relation-
ships among various components of com-
munity benefi t. Do hospitals that provide 
more charity care also spend more on other 
community benefi t activities? Or do hospi-
tals that serve substantial numbers of unin-
sured patients reduce the resources spent on 
activities that benefi t the health of the com-
munity at large? This study aims to shed 
light on the potential trade-offs that hospi-
tals may engage in when making decisions 
about the scope and scale of their com-
munity benefi t activities. In particular, this 
study analyzes the bivariate relationships 
between charity care and other community 
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benefi t activities commonly provided by 
not-for-profi t hospitals to provide insights 
into hospital managers’ decisions around 
community benefi t. 

For health managers and policymak-
ers interested in improving the health of a 
community, a nuanced understanding of the 
scope and scale of hospitals’ community ben-
efi ts as well as the relationships among the 
various components of hospitals’ community 
benefi t portfolios is crucial. Hospitals’ com-
munity benefi t dollars represent a substantial 
source of funding, not only for medical care 
services but also for services that benefi t the 
health and well-being of the community at 
large. Hospitals’ community benefi ts thus 
have the potential to complement the activi-
ties of state and local health departments and 
other community stakeholders and contrib-
ute to their efforts at improving population 
health.

Methods

Data and Sample

This study used data from Maryland 
hospitals’ state-level community benefi t 
reports. Since 2004, not-for-profi t hospitals 
in the state of Maryland have been required 
to report annually to the state’s Health Ser-
vices Cost Review Commission (HSCRC) 
on their community benefi t expenditures in 
a format similar to the recently revised IRS 
Form 990 Schedule H. The reports are pub-
lic information and can be obtained from 
the HSCRC. For this study, we obtained 
community benefi t expenditure information 
for all not-for-profi t Maryland hospitals for 
the years 2006 to 2010, the most recent fi ve 
years for which data were available at the 
time the study was conducted. The result-
ing sample consisted of 233 pooled hospital 

year observations, representing 47 unique 
Maryland hospitals.

Measures of Community Benefi t

Maryland’s state-level community benefi t 
reporting law requires that hospitals provide 
detailed fi nancial information on a broad 
range of community benefi t activities (for more 
information on Maryland’s reporting require-
ment, see www.hscrc.state.md.us). Besides 
charity care, these include mission-driven 
health services, community health services, 
health professions education, research, fi nan-
cial contributions made by the hospital, and 
community building activities. The reports 
also include the operating costs of hospi-
tals’ community benefi t programs as well as 
any community benefi t activities funded by 
 hospitals’ foundations. 

For the purpose of this study, we focused 
on charity care, mission-driven health ser-
vices, community health services, and 
health professions education, which together 
accounted for almost 95 percent of Mary-
land hospitals’ community benefi t spend-
ing. Charity care represents hospital services 
provided to patients who are unable to pay 
and who qualify for free care under the hos-
pital’s charity care policy. Mission-driven 
health services are expenditures for services 
that are generally not or only inadequately 
reimbursed but are nonetheless offered as a 
result of the hospital’s mission. Examples 
include home care services, outpatient men-
tal health programs, hospice, and programs 
targeted to specifi c vulnerable populations 
such as seniors, immigrants, substance abus-
ers, and the homeless. Community health 
services include the costs for community 
health education activities (e.g., lectures and 
health fairs), community-based clinical ser-
vices (e.g., screenings and free clinics), and 
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health care support services (e.g., nurse con-
sultation lines and patient transportation ser-
vices). Finally, health professions education 
represents the cost associated with graduate 
medical education as well as the education 
and training of nurses and other health pro-
fessions. For the purpose of this study, all 
other community benefi t activities, includ-
ing research, fi nancial contributions made by 
the hospital, community building activities, 
and the operating costs of hospitals’ commu-
nity benefi t programs, were combined into a 
residual category called “other benefi ts.” 

Except for charity care, which was 
reported at full prices charged, all commu-
nity benefi t activities were reported in terms 
of the unreimbursed costs to the hospital of 
providing the benefi t, i.e., costs minus any 
offsetting revenues, such as fee-for-service 
payments and grant support. For parts of our 
analysis, we divided the costs reported for 
each category of community benefi t by hos-
pitals’ total operating expenses to adjust for 
differences in size across hospitals. 

Statistical Analysis

To analyze the relationships among the 
various categories of hospitals’ community 
benefi t activities and assess whether there 
was a trade-off between charity care and 
other components of community benefi t 
spending, we employed bivariate correla-
tion analysis using Spearman’s rho correla-
tion coeffi cients. We chose Spearman’s rho 
correlation coeffi cients because they rep-
resent a non-parametric measure of cor-
relation representing how well an arbitrary 
monotonic function describes the relation-
ship between two variables. Compared to 
the more commonly used Pearson’s cor-
relation coeffi cients, Spearman’s rho cor-
relation coeffi cients do not assume a linear 

relationship among our various measures 
of community benefi t expenditures and are 
thus less sensitive to outliers. 

We fi rst performed our analysis using 
the pooled sample of hospitals for all fi ve 
years from 2006 to 2010. We then conducted 
separate analyses along a set of hospital 
and community-level characteristics that 
have been shown, or are hypothesized, to be 
associated with hospitals’ provision of com-
munity benefi ts.11 Indicators included in our 
analysis were:

• Hospital size (defi ned in terms of hospi-
tals’ net patient revenues);

• Hospital teaching status (defi ned in terms 
of teaching vs. non-teaching hospital);

• Health status of the community served 
(defi ned in terms of the Maryland 
County Health Ranking’s rank of the 
county the hospital is located in);12 and 

• Overall economic conditions (defi ned 
as the period of the recent economic 
recession, i.e., the years between 2008 
and 2010). 

Results

Composition of Maryland Hospitals’ 
 Community Benefi t Expenditures

Aggregate community benefi t spend-
ing by not-for-profi t hospitals in Maryland 
grew from $718 million in 2006 to over 
$1 billion in 2010. Hospitals’ average com-
munity benefi t expenditures increased from 
7.10 percent of operating expenses in 2006 
to 8.31 percent in 2010 (see Figure 1). In 
2010, the most recent year for which com-
munity benefi t reports were available, char-
ity care accounted for one third of Maryland 
hospitals’ total community benefi t spend-
ing. The remaining two thirds of hospitals’ 
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community benefi t budgets went toward 
programs and services that benefi t the com-
munity at large, including health professions 
education (30 percent of total community 
benefi t spending), mission-driven health 
services (24 percent), and community health 
services (7 percent). Other benefi ts com-
bined accounted for 5 percent of total com-
munity benefi t spending.

Relationships Among Maryland Hospitals’ 
Community Benefi t Activities

Our analysis provided no evidence of a 
trade-off between Maryland hospitals’ pro-
vision of charity care and their spending on 
other community benefi t activities (see Fig-
ure 2). All correlation coeffi cients were posi-
tive but small and generally not statistically 
signifi cant: 

• The correlation coeffi cient between 
charity care and mission-driven health 
services was 0.10;

• The correlation coeffi cient between 
charity care and community health ser-
vices was 0.18; and 

• The correlation coeffi cient between 
charity care and health professions edu-
cation was 0.04.

Likewise, when analyzing the relation-
ships among community benefi t activities 
beyond charity care, we did not fi nd evi-
dence of  hospitals engaging in any trade-offs. 
Again, all correlation coeffi cients were small 
and generally not statistically signifi cant:

• The correlation coeffi cient between 
mission-driven health services and 
community health services was 0.11; 

• The correlation coeffi cient between mis-
sion-driven health services and health 
professions education was –0.01; and

• The correlation coeffi cient between 
community health services and health 
professions education was 0.04. 

Community Benefi t 

as % of Total Expenditures

Community Benefi t 

as % of Operating Expenses

Category 2006 2007 2008 2009 2010 2006 2007 2008 2009 2010

Charity care 31.97 33.00 33.25 32.73 33.06 2.26 2.33 2.40 2.49 2.75

Mission-driven 

health services 19.76 21.03 22.23 22.19 24.33 1.39 1.53 1.61 1.69 2.02

Community 

health service 6.98 7.26 7.26 7.12 7.21 0.49 0.53 0.52 0.54 0.60

Health profes-

sions education 35.29 33.31 30.57 32.39 30.19 2.49 2.43 2.21 2.46 2.51

Other benefi ts 5.30 6.40 6.68 5.57 5.21 0.37 0.47 0.48 0.42 0.43

Total community 

benefi ts 100.0 100.0 100.0 100.0 100.0 7.10 7.29 7.22 7.60 8.31

Source: Author’s analysis of community benefi t data from the Maryland Health Services Cost Review 

 Commission, 2006–2010; 233 hospital year observations (47 unique hospitals).

Figure 1. Composition of Maryland Hospitals’ Net Community 
Benefi t Expenditures, 2006–2010
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Hospital Characteristics and 
the Provision of Community Benefi t 

The relationship between charity care 
and spending on other community benefi t 
activities differed for hospitals of different 
size and teaching vs. non-teaching hospitals 
(see Figure 3). Most importantly, larger hos-
pitals that provided more charity care also 
spent more resources on educating health 
professionals (Spearman’s rho = 0.36) while 
smaller hospitals tended to trade-off charity 
care and educational activities ( Spearman’s 
rho = –0.28). Likewise, there was a strong 
positive correlation between charity care 
and health professions education for teach-
ing hospitals (Spearman’s rho = 0.36) but 
not for non-teaching institutions (Spear-
man’s rho = –0.11). Non-teaching hospitals 
that provided more charity care engaged 
in somewhat more community health ser-
vices (Spearman’s rho = 0.17) while we 
found no relationship between charity care 
and community health services for teaching 
hospitals.

Community Characteristics and 
the Provision of Community Benefi t

Besides hospital size and teaching status, 
Maryland hospitals’ community benefi t activ-
ities differed in response to the health status 
of the community served (see  Figure 3). For 
hospitals located in the healthiest communi-
ties (defi ned as hospitals located in coun-
ties ranked by the  Maryland County Health 
Rankings among the top third in terms of 
health factors), higher charity care spend-
ing was positively correlated with com-
munity health services (Spearman’s rho = 
0.44) and health professions education 
(Spearman’s rho = 0.29). The relationship 
between charity care and mission-driven 
health services for these hospitals was not 
statistically signifi cant. On the other hand, 
for hospitals located in the least healthy 
communities (defi ned as hospitals located 
in counties ranked among the bottom third 
in terms of health factors by the Maryland 
County Health Rankings), more  charity 
care was not associated with increased 

Charity Care

Mission-Driven 

Health Services

Community 

Health Services

Health Professions 

Education

Mission-driven health 

services

0.1028

(0.1185)

Community health 

service

0.1817**

(0.0055)

0.1102

(0.0942)

Health professions 

education

0.0414

(0.5304)

-0.0056

(0.9330)

0.0380

(0.5646)

Other benefi ts 0.3248**

(<0.001)

0.0407

(0.5370)

0.4733**

(<0.001)

0.1180

(0.0727)

Source: Author’s analysis of community benefi t data from the Maryland Health Services Cost Review 

 Commission, 2006–2010; 233 hospital year observations (47 unique hospitals).

Note: ** denotes statistically signifi cant at P<0.01.

Figure 2. Relationships Among Maryland Hospitals’ Community Benefi t Expenditures, 
2006–2010 (Spearman’s rho correlation coeffi cients with P values in parentheses)
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spending on any of the other  community 
benefi t categories. 

Provision of Community Benefi t 
During the Recent Recession

Besides hospital and community-level 
characteristics, overall economic conditions 
impacted hospitals’ provision of community 
benefi t. During the recent recession, Mary-
land hospitals both increased their total com-
munity benefi t spending and made noticeable 
changes to the composition of their commu-
nity benefi t portfolios. The proportion of 
community benefi t budgets spent on char-
ity care, mission-driven health services, and 
community health services increased during 

these years while spending on health profes-
sions education and other benefi ts decreased 
(see Figure 1). Despite these changes, Mary-
land hospitals did not engage in trade-offs 
among various community benefi t activi-
ties (see Figure 3). Our analysis of the sub-
sample of hospitals between 2008 and 2010 
found small but consistently positive corre-
lation coeffi cients that did not differ mark-
edly from our fi ndings for the total sample 
(see Figure 2). 

Discussion

Maryland hospitals engage in a vari-
ety of community benefi t activities beyond 

Defi nition of 

Subgroups

Hospital Size Teaching Status

Health Status of  

Community Served 

Overall 

Economic 

Conditions 

Below 

median 

net 

patient 

revenue

 Above 

median 

net 

patient 

revenue

Teaching 

hospitals

Non-

teaching 

hospitals

Hospitals 

located in 

counties 

ranked among 

top third 

Hospitals 

located in 

counties 

ranked among 

bottom third

Hospital year 

observations 

for 2008 to 

2010

Sample size 116 117 40 193 60 83 140

Mission-

driven health 

services

0.0852

(0.3611)

0.1066

(0.2546)

0.1784

(0.2707)

0.0861

(0.2339)

0.1076

(0.1013)

-0.0427

(0.7012)

0.1105 

(0.1937)

Community 

health service

0.1575

(0.0898)

0.1474

(0.1144)

0.0794

(0.6264)

0.1747*

(0.0151)

0.4364**

(0.0005)

0.0348

(0.7546)

0.2296**

(0.0064)

Health 

professions 

education

-0.2769**

(0.0025)

0.3645**

(0.0001)

0.3552*

(0.0245)

-0.1069

(0.1390)

0.2894*

(0.0249)

-0.1266

(0.2541)

0.0520

(0.5414)

Other 

benefi ts

0.2871**

(0.0017)

0.3505**

(0.0001)

0.4655**

(0.0025)

0.2760**

(0.0001)

0.2994*

(0.0201)

0.3304**

(0.0023)

0.2742**

(0.0010)

Source: Author’s analysis of community benefi t data from the Maryland Health Services Cost Review 

 Commission, 2006–2010; 233 hospital year observations (47 unique hospitals).

Note: * denotes statistically signifi cant at P<0.05; ** denotes statistically signifi cant at P<0.01.

Figure 3. Relationships Between Maryland Hospitals’ Spending on Charity Care and 
Other Community Benefi t Expenditures, by Select Subgroup, 2006–2010 

(Spearman’s rho correlation coeffi cients with P values in parentheses)
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charity care. Of the more than $1 billion 
spent on community benefi t in 2010, only 
approximately one third represented care 
provided to charity patients. The remaining 
two thirds of hospitals’ community benefi t 
budgets went toward a broad range of activi-
ties intended to improve the health and well-
being of the community at large, including 
mission-driven health services, community 
health services, the education of health pro-
fessionals, and medical research. In com-
parison, in 2009, the average US hospital 
spent more than two thirds of its community 
benefi t resources on providing care to low-
income and uninsured patients.13 All other 
community benefi ts accounted for less than 
one third of the average hospital’s commu-
nity benefi t expenditures.

Maryland hospitals’ decisions about how 
to allocate their community benefi t dol-
lars are made in the context of the state’s 
all-payer hospital rate-setting system.14 
 Compared to other states, Maryland is 
unique in that the state’s Health Services 
Cost Review Commission regulates hospi-
tal payment rates for all third-party payers, 
including Medicare and Medicaid. Uncom-
pensated care expenses, such as the cost 
of providing charity care, are factored into 
each hospital’s rates, so Maryland hospitals 
do not face a disincentive to provide char-
ity care as hospitals in most other states 
do. More importantly, all-payer rate setting 
signifi cantly reduces payment shortfalls 
for care provided to patients covered under 
Medicaid and other means-tested govern-
ment programs. This is in sharp contrast to 
the majority of states where Medicaid pays 
hospitals substantially less than what it costs 
to provide care.15 Maryland’s rate-setting 
system thus relieves hospitals of much of the 
fi nancial burden of treating publicly insured 

and uninsured patients so hospitals may be 
able to spend more resources on the health 
and well-being of the community. 

Against the backdrop of the idiosyncrasies 
of Maryland’s all-payer hospital rate-setting 
system, our analysis found no evidence of 
a trade-off between charity care and other 
community benefi t activities. Across the 
board, Maryland hospitals did not offset 
higher charity care expenditures as a propor-
tion of total operating expenses by reducing 
their spending on other community benefi ts. 
Likewise, we found no evidence of hospitals 
engaging in trade-offs among other commu-
nity benefi t activities. For many hospitals in 
Maryland, providing charity care and spend-
ing resources on other community benefi ts 
thus went hand-in-hand. 

The relationship between charity care 
and hospitals’ provision of other community 
benefi ts, however, differed markedly across 
a number of hospital and community char-
acteristics. Not surprisingly, larger hospitals 
that provided more charity care also spent 
substantially more on educating health pro-
fessionals, as did teaching hospitals. Many 
of the largest hospitals in Maryland are aca-
demic medical centers, which not only edu-
cate and train a substantial share of the state’s 
health professionals but also provide dispro-
portionate amounts of charity and other low 
cost care. Frequently, teaching hospitals pro-
vide more care to low-income and uninsured 
patients to offer learning experiences for the 
health professionals they train.16 In addition, 
in Maryland, most large teaching hospitals 
are located in the city of Baltimore, which 
has signifi cant unmet health needs and thus 
a great need for free care.

Besides hospital characteristics, our fi nd-
ings provide evidence that the health of the 
community infl uences hospitals’ decisions 
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about how to allocate their community bene-
fi t dollars. For Maryland hospitals located in 
some of the state’s healthiest communities, 
spending on charity care and other commu-
nity benefi ts went hand-in-hand. Hospitals 
in the healthiest counties that provided more 
care to charity patients did not engage in 
trade-offs but also spent more resources 
on community health services, health pro-
fessions education, and other activities, 
including medical research and community 
building activities. Hospitals in healthier 
and wealthier communities may serve fewer 
uninsured patients and thus have more 
resources to engage in activities targeted at 
improving the health and well-being of the 
community.

For hospitals operating in the least 
healthy communities, on the other hand, we 
did not fi nd similar positive relationships 
between charity care and other community 
benefi t activities. Nonetheless, from a popu-
lation health perspective, these fi ndings are 
encouraging: Despite the fi nancial chal-
lenges of operating in disadvantaged com-
munities, hospitals did not trade off higher 
spending on charity care against committing 
additional resources to other community 
benefi t activities. Concerns that hospitals 
serving large numbers of uninsured patients 
may spend less on activities that improve 
the health of the broader community thus 
appear to be unfounded. Rather, hospitals 
appear to take into account the health needs 
of their communities when making deci-
sions on how to allocate their community 
benefi t dollars. 

Finally, while the composition of Mary-
land hospitals’ community benefi t activi-
ties changed markedly during the recent 
recession, our analysis found no evidence 
that Maryland hospitals started to engage 

in trade-offs between charity care and other 
community benefi t activities during these 
years. In fi nancially diffi cult times, hospitals 
may have an incentive to offset increases in 
charity care by reducing spending on other, 
frequently more discretionary community 
benefi ts. Cutting down on the provision of 
some of these other community benefi ts may 
help hospitals to reduce costs and remain 
fi nancially viable during diffi cult economic 
times. Rather than cuts, we found substan-
tial increases in the amounts of community 
benefi ts provided by hospitals in Maryland 
during the recession. Higher expenditures 
for charity care and mission-driven health 
services, in particular, are likely the result 
of increased need for these services during 
times of high unemployment and loss of 
health insurance coverage. Similar to our 
earlier fi ndings, these results provide evi-
dence that hospitals take into account the 
health needs of the population they serve 
when making decisions about their commu-
nity benefi ts. 

Limitations

This research has two major limitations 
that might affect the results of this study 
and limit their generalizability. First of all, 
the study sample was limited to hospitals in 
Maryland, which—as discussed above—are 
unique in many respects. Thus, the results 
derived from this study may not be rep-
resentative of hospitals across the United 
States and caution should be exercised when 
interpreting the fi ndings. More importantly, 
however, due to sample size limitations, our 
analyses were purely descriptive, bivari-
ate analyses of associations among various 
categories of hospitals’ community benefi t 
expenditures. Although Spearman’s rho cor-
relation coeffi cients do not assume a linear 
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relationship between variables, their limita-
tions are otherwise similar to those of the 
Pearson correlation coeffi cient. In particu-
lar, bivariate correlation analyses limit the 
inferences that can be drawn about the inde-
pendent relationship between variables and 
the causality of the relationships examined. 
Our analyses do not control for other factors 
that may play a role in hospitals’ provision 
of community benefi ts, such as hospitals’ 
operating and fi nancial performance, mar-
ket competition, and the activities of other 
community stakeholders including employ-
ers, local health departments, and nonprofi t 
community organizations.17 A more detailed 
analysis of the factors that drive hospitals’ 
community benefi t expenditure decisions 
and the trade-offs they engage in when allo-
cating community benefi t dollars awaits 
multivariate analysis of a larger, more repre-
sentative dataset.

Conclusion

Maryland hospitals spend substantial 
resources on a wide variety of community 
benefi t activities beyond charity care. Hos-
pitals’ decisions about how to allocate their 
community benefi t dollars are made in the 
context of the state’s all-payer rate-setting 
system and broader community health needs 
and resources. Concerns that hospitals serv-
ing a disproportionate number of charity 
patients might provide fewer benefi ts to the 
community at large appear to be unfounded. 
For health managers and policymakers, 
these results are encouraging: The commu-
nity benefi t dollars spent by local hospitals 
are an important source of public health 
funding and have the potential to comple-
ment the activities of health departments and 
other community stakeholders to improve 
the health and well-being of the population.
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For over 40 years, it has been noted 
that fi nancial and non-fi nancial con-
tributions to hospitals (philanthropy) 

have been a declining source of support for 
capital and operating expenses. Sloan et al. 
found that the growth of private insurance 
coverage, Medicare and Medicaid, and the 
ending of the Hill-Burton program largely 
explained the decline in hospital philan-
thropy although demographics associated 
with giving (aging and wealth) were thought 
to be favorable towards long-term efforts.1 
For the nation as a whole, during the last 
decade, giving appears to have hit a fl at line 
at 1 percent of net revenues (2 percent of net 
revenues excluding Medicaid and Medicare) 
and totaled approximately $8 billion per year 
in aggregate for the last decade although it 
increased to $8.9 billion in 2011.2

Editorials and analyses of hospital opera-
tions both champion engagement in fundrais-
ing and caution against success.3 For some 
hospitals and health systems, like CHRIS-
TUS Health and Sloan-Kettering, fundrais-
ing campaigns have been quite successful.4 
However, for most hospitals and health sys-
tems, results have been less than dramatic. 
Thus, questions remain about whether hospi-
tal philanthropy can meet the challenges for 
private support and whether hospital spend-
ing on fundraising efforts to garner donations 
to support capital and operating expenses is a 
good use of funds. 

Nearly two decades ago, Smith, Clement, 
and Wheeler (SCW) asked similar questions.5 

In this article, we review the SCW fi ndings 
also noting how they compare to recent data 
from a survey by the Association for Health-
care Philanthropy (AHP) on the relationship 
between fundraising and philanthropy. Next, 
we discuss current challenges to our ability 
to obtain relevant data to conduct research to 
address the question of appropriate fundrais-
ing efforts. Finally, we comment on what the 
future may hold for hospital fundraising and 
empirical research.

Calculating the Return on Fund Raising

In the sample of hospitals from  California’s 
Offi ce of Statewide Health Planning and 
Development (OSHPD) in the 1980s used 
by SCW, the mean of total new donations 
per bed was $1,211 (infl ation adjusted 1991 
dollars). At a mean level of fundraising 
expenses per bed of $743.09, a simple analy-
sis might suggest a return of $1.63 for each 
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$1 of fundraising. A recent AHP survey, with 
469 of its 1,738 members responding, shows 
that the median amount raised per dollar 
expended in 2011 was $3.24.6 As with the 
calculation from the raw data in late 1980s, 
the current calculation of $3.24 attributes all 
of the collection of donations to hospitals’ 
fundraising efforts.

SCW went on to estimate a more complex 
model involving a set of simultaneous regres-
sion equations for donations, fundraising, and 
community returns, which included multiple 
variables expected to be associated with dona-
tions. The intercept term in the estimation of 
donations equation was $11.51. The intercept 
term in a regression equation is that value of 
the outcome (dependent variable) that would 
be predicted to be observed in the absence 
(value of zero) of every explanatory (inde-
pendent) variable. In most analyses, the value 
of the intercept term has little meaning as a 
stand-alone value. A hospital with zero beds, 
zero revenues, and zero fundraising expenses 
will likely obtain zero donations, not some 
positive (or negative) amount associated with 
a best fi t line derived from a sample of hospi-
tals that have many beds and substantial rev-
enues and fundraising expenses. The amount 
of $11.51 is probably close enough to zero 
for any practical purpose.

Of course, what’s more interesting is the 
level of donations at the mean level of all 
the explanatory variables except fundrais-
ing effort, which is set to zero. It is likely 
that some level of donations would be given 
to hospitals without any dedicated fundrais-
ing expenses. Indeed, in the SCW study, this 
was estimated to be $969.05 (a modifi ed 
intercept term). While it would be diffi cult 
to accept that this level of philanthropy could 
be sustained without any fundraising efforts, 
in any particular year it might be reasonable. 

In the SCW model estimates, donations 
increased by $0.33 for each dollar of fun-
draising expense, after controlling for the 
other variables. This amount was not sig-
nifi cantly different from zero and was sig-
nifi cantly different from one, suggesting that 
fundraising costs exceeded resulting dona-
tions, at least in the short-run, a result quite 
different than the summary from the AHP 
survey.

It is not surprising that the AHP’s descrip-
tive summaries differ from the results from 
the complex multivariate model of SCW. 
However, the AHP results are instructive in 
identifying potentially missing variables to 
improve multivariate empirical models. For 
example, additional AHP summaries show 
that donations are higher when hospitals 
have more fundraising staff members, have 
older fund-raising programs, and are aca-
demic institutions. It may be the case that the 
more detailed data on staff levels and other 
factors would be valued additions to a statis-
tical model. The SCW and AHP studies help 
to highlight important challenges regarding 
data and analysis on fundraising expenses 
and donations.

Accounting Isn’t Easy

Most researchers rely upon secondary 
data sources such as the OSHPD, other state 
agencies, and IRS Form 990 data. Despite 
improvement in availability of secondary 
data, particularly in the revised IRS Form 
990, measurement continues to challenge 
our ability to determine the return on fund-
raising. Accounting and data challenges 
include: measurement of donations, meas-
urement of fundraising expenses, and fi nd-
ing the relationships among organizations 
where these cash fl ows occur.
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One important difference between the 
SCW results and the AHP survey concerns 
the measurement of donations. In the SCW 
study, the OSHPD data were selected due 
to its standardized format and availability 
of data for all California hospitals. Unfortu-
nately, only cash received during the year is 
included in these reports. The AHP includes 
both cash and “pledges.” Pledges are clearly 
important to measure and track as a part of 
the fundraising process and don’t necessarily 
appear in most cost reports, audited fi nancial 
statements, or other formal accounting docu-
ments. Empirical work on fundraising may 
suffer from lack of appropriate data and/
or lack of a suffi cient length of time–series 
data to track the fundraising–receipt of cash 
relationship.

How much might pledges contribute to 
total donations? For hospitals that do not 
depend heavily on donations, pledges are not 
reported. For hospitals that depend heavily 
on donations, pledges may receive consider-
able attention on fi nancial statements. As an 
example, the audited fi nancial statement of 
Children’s Hospital of Los Angeles, (fi scal 
year ending September 30, 2011) indicates 
revenues of unrestricted gifts and bequests of 
$29 million, and an asset of pledges receiv-
able of $80.6 million net of allowance for 
uncollectible pledges (approximately one 
percent), with $56 million being the long-
term portion, discounted to net present value 
using the risk-free interest rate at the time of 
the pledge. Clearly, Children’s Hospital of 
Los Angeles is an exception in terms of the 
detail provided on pledges. In the aggregate, 
the level of pledges receivable is unknown.

The OSHPD data were also selected based 
on the availability of a line that included 
fundraising and promotional expenses. 
Unfortunately, at least to researchers, not 

necessarily those tasked with completing 
the report, this measure of fundraising is no 
longer included. The AHD survey appears 
to include a much richer defi nition of fund-
raising, including staff time. For Children’s 
Hospital of Los Angeles, which provides 
exceptionally detailed information on con-
tributions and pledges, its audited fi nancial 
statements include $15.9 million in expenses 
associated with hospital-sponsored fundrais-
ing events. However, fundraising events may 
be only a portion of total fundraising costs 
and do not include staff time.

Finally, the primary source of fundraising 
effort and receipt of donations may not be 
the hospital itself. Foundations associated 
with hospitals, which may or may not share 
similar names, potentially leave the analyst 
at a loss as to where to fi nd information on 
donations intended for a hospital. These 
foundations are not included in the OSHPD 
data base and may be diffi cult to track in IRS 
990 data bases.

The most recent OSHPD reports, with 
fi scal years ending in 2010, reveal that 133 
hospitals received $267 million in non-
operating revenue from unrestricted contri-
butions. A smaller number of hospitals also 
received donated property, plant and equip-
ment, restricted contributions and grants, 
and other forms of philanthropy. Does this 
mean that only half of the not-for-profi t 
hospitals in California received donations? 
Not necessarily, as demonstrated by Santa 
Ynez Valley College Hospital, a ten-bed 
acute care, critical access hospital that is 
part of Cottage Health System. Santa Ynez 
received $3,345,504 in non-operating 
revenue from unrestricted contributions 
in 2010. IRS Form 990 Schedule H pro-
vides information on hospitals fundraising 
 activities. Santa Ynez reported $3,398,339 
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in contributions and grants (21 percent of 
the total revenue), all with zero fundraising 
expenses. This latter part of the sentence 
isn’t exactly true. The Form 990 listed 
gross income from fundraising events of 
$6,499, less direct expenses of $13,120, for 
net income (loss) from fundraising events 
of ($6,621). The seemingly missing compo-
nent is a gift, grant, or capital contribution 
from Santa Ynez Valley Cottage Hospital 
Foundation of $3,345,504, which matches 
the cost report. Not all the philanthropy that 
is intended for hospitals appears in hospi-
tals’ fi nancial statements in the same year, 
and when the funds do appear, they may 
appear as a foundation gift with no associ-
ated expenses, hiding part of the equation.

The Future 

As challenging as fundraising has been 
for hospitals and health systems and as dif-
fi cult the empirical research on the topic has 
been for researchers, the future may be even 
more complicated. According to  William 
McGinly, president of the Association for 
Healthcare Philanthropy, an important aspect 
of giving is the public’s understanding of 
how donations to health care systems are 
spent.7 Hospitals may be at a relative com-
petitive disadvantage compared to other 
charities in attracting donations now and into 
the future.

The lack of clarity regarding how dona-
tions to hospitals and systems are spent may 
become even more challenging because of 
the Affordable Care Act (ACA). In the past, 
many conceptual and practice models have 
assumed that donors give to promote com-
munity benefi t, which has typically been 
defi ned as provision of charity care for the 
medically indigent as well as incurring 

unreimbursed education and research costs.8 
With the expanded health insurance cover-
age mandated by the ACA, donors may 
assume that hospitals will have no uninsured 
patients and, as a result, need no support to 
provide community benefi ts. Indeed, Sloan 
et al. found that expansion of insurance cov-
erage substantially reduced private giving to 
hospitals.9

However, despite the ACA coverage 
mandate, a number of hospital patients will 
remain uninsured or underinsured after the 
ACA is implemented.10 In states where Medi-
caid eligibility is expanded, although more 
patients will be insured, hospitals will be 
paid rates that they often complain do not 
cover the costs of care. In Massachusetts, 
which enacted health care reform including 
mandated coverage in 2006, some hospitals 
sued the state due to losses experienced for 
patients newly insured through state health 
programs. In addition, the ACA will signifi -
cantly reduce disproportionate share pay-
ments even in states that opt not to expand 
Medicaid.11 Thus, hospitals may still require 
help—that is, community benefi t support—
to care for low income patients. In order to 
obtain donations to support care for patients 
in need, in the future, it will be critical for 
hospitals and health systems to make a clear 
case about community benefi t support. A 
related question is whether it will require 
more fundraising effort per dollar of new 
donations.

Perhaps to clarify how donations are 
spent, instead of appealing for funds for 
community benefi t, some hospitals appear 
to be pursuing more narrow fundraising 
strategies, focusing perhaps on a disease or 
a specifi c bricks and mortar project.12 Hospi-
tals are also using new approaches, such as 
social media, to reach potential donors. 
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As hospitals change their strategies, mes-
sages, and methods for garnering donations, 
researchers will need to change their con-
ceptual models of donor and hospital behav-
ior. In addition to, or instead of, the primary 
donor motivation being a provision of com-
munity benefi t, models may need to include 
other motivations such as personal values or 
specifi c community disease needs.13 Along 
with new variables, such as the age of the 
fundraising program, researchers may need 
to consider including innovative approaches 
adopted by hospitals in their empirical mod-
els. To obtain good data and measures, qual-
itative research methods and primary data 

collection may need to supplement the tra-
ditional use of secondary data. However, as 
the US focuses increasingly on transparency, 
researchers also have the opportunity to help 
improve the secondary data sources as they 
develop and evolve so that they include 
information on fundraising effort and dona-
tions. Nearly  two decades after Smith, 
Clement, and Wheeler, there is still oppor-
tunity to contribute to the understanding of 
whether hospital philanthropy can meet the 
challenges for private support and whether 
hospital spending on fundraising efforts to 
garner donations to support capital and oper-
ating expenses is a good use of funds. 
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Not-for-profi t hospitals receive an 
estimated $12.6 billion in ben-
efi ts each year related to their 

tax-exempt status.1 In exchange for these 
tax-related benefi ts, not-for-profi t hospitals 
must provide community benefi t to meet 
the “community benefi t standard”—criteria 
established by the Internal Revenue Service 
(IRS) in 1969 to determine on a case-by-
case basis whether not-for-profi t hospitals 
qualify for tax exemption.2 The require-
ments for maintaining tax exemption under 
the community benefi t standard are vague, 
providing no specifi c defi nition of what con-
stitutes community benefi t or expectation of 
amount. As a result, not-for-profi t hospitals 
are facing increased public scrutiny for what 
many view as insuffi cient levels of commu-
nity benefi t. Indeed, previous research has 
demonstrated that not-for-profi t hospitals 
generally fall short in providing community 
benefi t when compared to the value of the 
tax benefi ts they receive.3

However, among not-for-profi t hospitals, 
there is substantial variation in the level of 

community benefi t provided.4 One potential 
driver of community benefi t levels in not-for-
profi t hospitals is fi nancial surplus, defi ned 
as the excess of revenues over expenses.5 
Financial surpluses in hospitals can arise 
from two sources: 

1. Patient care related or “operating” 
activities; and
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2. Non-patient care or “non-operating” 
activities such as investment in fi nan-
cial assets.

While income from operating activi-
ties has always been a critical determinant 
of fi nancial strength, income from non- 
operating activities is an increasingly impor-
tant component to the fi nancial strategy of 
not-for-profi t hospitals, contributing an esti-
mated 35 to 45 percent on average to not-for-
profi t hospitals’ total profi t margins.6

Despite the important contribution of non-
operating income to hospitals’ profi t mar-
gins, there is relatively little evidence as to 
whether this source of income is used to sup-
port community benefi t. The few empirical 
studies that have investigated this relationship 
fi nd inconsistent or weak effects of non-
operating income on community benefi t.7 
We build upon the existing literature by 
focusing our analysis on the effect of the non-
operating income component of fi nancial 
surplus on not-for-profi t hospitals’ provision 
of community benefi t over a 14-year time 
period, using multiple defi nitions of commu-
nity benefi t. Knowledge of the association 
between non-operating income and commu-
nity benefi t is required to inform future tax 
and community benefi t policies, and to help 
assess the adequacy of community benefi t 
provided by not-for-profi t hospitals.

Not-for-Profi t Hospitals and 
Non-Operating Income

In contrast to for-profi t hospitals, not-
for-profi t hospitals often hold substan-
tial cash reserves that may be invested 
in fi nancial securities (e.g., stocks and 
bonds) to produce non-operating income. 
A study of California hospitals found that 

not-for-profi t hospitals, on average, hold 
21 percent of their total assets in fi nancial 
securities; this is over fi ve times as much 
as for-profi t hospitals.8 Non-operating 
income has been shown to add as much as 
1.7 percentage points to total profi t margins, 
with investment income accounting for 33 
to 47 percent of all non-operating income.9

There are several explanations for the 
 difference in fi nancial asset holdings by 
not-for-profi t and for-profi t hospitals. For 
 example, for-profi t hospitals seek to maxi-
mize profi t and shareholder value. In contrast, 
capital constraints often drive not-for-profi t 
hospitals to maximize cash holdings.10 In 
addition, high cash and liquidity positions 
are strongly correlated with favorable bond 
ratings that translate into lower borrowing 
costs.11 

Although these reasons for holding cash 
are legitimate, not-for-profi t hospitals have 
been shown to take advantage of the rela-
tively low cost of borrowing by accessing 
the tax-exempt debt markets rather than 
internal cash reserves to fi nance capital pro-
jects.12 The extent to which not-for-profi t 
hospitals engage in this type of arbitrage at 
the expense of community benefi t underlies 
many of the ongoing debates about commu-
nity benefi t adequacy.13

Financial Surpluses and 
Community Benefi t

Hospitals can, in general, direct fi nancial 
surpluses from operating or non-operating 
sources to four major activities (see Figure 1). 
They can be used to support clinical opera-
tions, capital investment, increases in retained 
earnings, or community benefi t.14 The explicit 
use of fi nancial surpluses to support commu-
nity benefi t activities is particularly salient for 
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not-for-profi t hospitals as failure to do so can 
result in loss of their tax exemption. 

In the absence of a legal defi nition of com-
munity benefi t activities, community benefi t 
is most commonly measured by uncompen-
sated care, specifi cally, charity care, bad 
debt, or the sum of the two. Other hospital 
activities and services, such as research, 
education, and community outreach, may 
qualify as community benefi t; however, 
there is no consensus on what specifi c activi-
ties should qualify or how to quantify these 
activities.15

Previous studies that have investigated 
the relationship between hospital fi nancial 
surpluses and community benefi t fi nd either 
weak effects or inconsistent results. In a 
study of New York hospitals, Thorpe and 
Phelps16 used changes in the state’s fi nanc-
ing mechanism for charity care to estimate 
price and income effects on the supply of 
uncompensated care. They found that an 
increase in reimbursement through subsi-
dies, i.e., price, increased charity care, but 
that increases in non-operating income from 
other block grant revenues had no effect on 

the level of charity care hospitals provided.17 
Frank and Salkever’s18 empirical analysis of 
Maryland hospitals between 1980 and 1984 
similarly found that increases in hospitals’ 
non-operating income had a weak impact 
on the supply of charity care.19 Building on 
these two prior studies, Gaskin20 and Rosko21 
also found positive, but weakly signifi cant 
income effects on uncompensated care.22

Contributions of This Study

Previous studies that have addressed the 
association between non-operating income 
and community benefi t used data in a single 
state over a three to four year time period, 
during the 1980s to mid-1990s. While our 
study also uses a single state, we use more 
recent data over a 14-year period from 1997 
to 2010 to test whether the effects continue 
in more recent times. Our study time period 
also captures the recession that started in 
2001–2002 and the recent fi nancial cri-
sis that began in 2008 in the United States. 
The volatility of the market during this time 
period produces variation in the level of 

Operating
Activities (Patient

care activities)

Non-Operating
Activities

(Investments,
philanthropy)

Financial Surpluses
(Excess revenues
over expenses)

Support Operations

Retained Earnings

Capital Investment

Community Benefit

Figure 1. Sources and Uses of Hospital Financial Surpluses
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non-operating income in not-for-profi t hos-
pitals during the study period. 

Methods

Data and Study Sample

The data for this study come from the 
 California Offi ce of Statewide Health Plan-
ning and Development (OSHPD) and the 
American Hospital Association (AHA) from 
1997 to 2010. Hospital-level fi nancial and 
organizational data come from the OSHPD’s 
Annual Hospital Disclosure Reports. These 
data are combined with the system affi liation 
data collected in the AHA Annual Hospital 
Survey. 

The study sample includes all non-
governmental, general acute care not-for-
profi t hospitals in California from 1997 to 
2010. We excluded Kaiser Permanente–
owned hospitals since California waives 
Kaiser hospitals from reporting detailed 
individual hospital-level fi nancial data. 
We also excluded for-profi t hospitals since 
they have different objective functions with 
respect to community benefi t provision, 
and government-owned hospitals since they 
are subject to different regulations requir-
ing fi nancial surpluses to be returned to the 
government. Finally, we excluded hospital 
reports with reporting periods greater than 
366 days and those with clearly errone-
ous data or those missing key variables of 
 interest. For those hospitals submitting 
duplicate reports in the same reporting 
period, we kept the report with the great-
est number of reporting days. Hospitals that 
merged or were acquired during the study 
period are represented as individual obser-
vations pre-merger activity. Post-merger, 
they are represented in the acquiring hospi-
tal’s fi nancial report. The fi nal study sample 

includes 2,322 pooled hospital observations 
representing 217 unique not-for-profi t hos-
pitals in California between 1997 and 2010.

Dependent Variables 

Our models test the effect of non- operating 
income on community benefi t using three 
measures of community benefi t:

1. Charity care; 
2. Uncompensated care; and 
3. Uncompensated care net of dispropor-

tionate share (DSH) payments.

Charity care is often considered the tru-
est form of community benefi t, as hospi-
tals determine a priori services that will be 
classifi ed as charity care and these services 
are provided without any expectation of 
payment. However, variation in hospital 
accounting practices makes it often diffi cult 
to distinguish charity care from bad debt, 
the latter of which refl ects services provided 
with the expectation of payment, but for 
which the hospital was ultimately unable to 
collect. Thus, consistent with the literature, 
we use the sum of charity care and bad debt, 
or uncompensated care, as our key measure 
of community benefi t.23 For further sensitiv-
ity, we adjust uncompensated care to refl ect 
DSH payments received by the hospitals. 
DSH payments compensate certain hospitals 
for providing a disproportionate share of care 
to Medicaid and low income populations. 
Because DSH payments are made to offset 
charity care provided by hospitals, removing 
this from total uncompensated care costs may 
be considered a more accurate measure of 
uncompensated care provided by hospitals.24 

We calculated each hospital’s cost-
to-charge ratio by taking total operating 
expenses exclusive of bad debt divided by 
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the sum of gross patient revenue and other 
operating revenue.25 We then defl ated gross 
charges of charity care and bad debt by the 
hospital’s cost-to-charge ratio to calculate 
the costs of community benefi t. 

Independent Variables 

Our key fi nancial variable of interest is non-
operating income. Non-operating income is 
calculated by taking total non-operating rev-
enues minus total non-operating expenses. 
Major contributors to non-operating income 
include: 

• Gains from unrestricted investments;
• Unrestricted income from endowments; 

and
• Unrestricted contributions or donations. 

Because non-operating income is one 
component of fi nancial surplus, we also 
include operating income. Operating income 
is the sum of net patient revenue and other 
operating revenue less total operating 
expenses. Since the costs of community 
benefi t are embedded in total operating 
expenses, the operating income variable 
used in each specifi cation is adjusted for the 
cost of community benefi t. For example, 
when community benefi t is measured by 
charity care costs, the costs of charity care 
are subtracted from total operating expenses 
in the calculation of operating income. We 
lag non-operating income and operating 
income by one period since fi nancial perfor-
mance in the previous period may affect the 
decision to provide uncompensated care in 
the current period.26 All cash-fl ow measures 
are infl ated by the consumer price index to 
refl ect 2010 dollars. 

We also include other variables to cap-
ture hospital and market characteristics. We 

control for hospital size as measured by the 
number of licensed hospital beds. We include 
a dummy indicator for system affi liation 
as reported in the AHA Annual Hospital 
Survey. The AHA survey did not collect 
system affi liation information in 1999; there-
fore, we imputed system affi liation status for 
that year based on pre- and post-1999 system 
affi liation status. We calculated the Herfi n-
dahl Index based on adjusted discharges at 
the county level to control for local market 
competition. Earlier research has shown that 
hospitals that face more competition or fi scal 
pressure from managed care or public pro-
grams provide less uncompensated care.27 We 
also include an indicator for time to control for 
secular trends. We exclude variables measur-
ing the demand for uncompensated care (e.g., 
the percentage unemployed, per capita income, 
managed care penetration, etc.), as these vari-
ables are primarily time invariant and would 
be absorbed by the fi xed effects in the model. 

Empirical Model

The effect of hospital income on com-
munity benefi t is central to understanding 
the welfare consequences of many hos-
pitals’ not-for-profi t status. We model the 
effect of hospitals’ operating (Opinc) and 
non- operating incomes (Nonopinc) on com-
munity benefi ts (B) for hospital i in market j 
at time t. We control for observable hospital 
characteristics (H) such as scale and system 
membership as well as local competition 
(HHI). Formally, we estimate regressions 
based on the following specifi cation: 
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parameters �
1
 and �

2 
capture the change in 

community benefi t with changes in lagged 
income while controlling state-level time 
trends (�) and fi xed, but unobserved, hospi-
tal characteristics (�

i
). The � and � parame-

ters measure the effects of observed hospital 
and market characteristics respectively. In 
particular, hospitals’ community benefi ts 
will likely depend on the scale and scope 
of a hospital organization as well as local 
market competition levels. We estimate this 
base model separately for a variety of com-
munity benefi t (B) metrics. These measures 
refl ect the costs of charity care, uncompen-
sated care, and disproportionate share pay-
ments. The time function is approximated by 
a second-order polynomial in our base speci-
fi cation, but we explore alternative specifi -
cations for robustness. Errors are clustered 
by hospital to address correlation in errors 
across time within institution and robust to 
heteroskedasticity.28

Our control variables, H and HHI, are par-
ticularly important as they may infl uence the 
relationship between income and  community 
benefi t. Hospitals may, for example, realize 
returns to scale. Under this scenario, income 
might have a larger effect on community 
benefi t in larger hospitals. Similarly, we 
would expect hospitals to have lower excess 
revenues in highly competitive markets (i.e., 
markets with low values of HHI). Conse-
quently, we partition our sample into large 
and small hospitals to test scale effects and 
high- and low-competition markets to test 
competition effects. We then re-estimate our 
base equation for each subsample. 

We further considered the role of asset 
restrictions in community benefi ts. Many 
hospital assets are restricted in their use. 
This may be due to fi nancial obligations (i.e., 
bond covenants or reserve requirements) or 

from the restrictions on charitable donations. 
We allowed income from assets released 
from restrictions to have a different effect 
from unrestricted income. 

Finally, we consider the possibility 
that income and community benefi ts may 
be auto-correlated. We estimate quasi-
differenced models to test, and correct for, 
potential autocorrelation. All analyses were 
conducted using Stata 10.0.

Results

Over the study period, not-for-profi t hos-
pitals in our study sample spend, on aver-
age, $2.7 million on charity care annually 
(see Figure 2). When combined with bad 
debt costs, these same hospitals expend $5.8 
million dollars annually in total uncompen-
sated care. Over the study period, 492 DSH 
payments were received from the state to 
cover the burden of disproportionate chari-
table care provided by some hospitals. When 
accounting for these DSH payments, the 
average net cost of uncompensated care falls 
to approximately $3.1 million annually. 

Non-operating income averages $3.6 mil-
lion per year compared to $7.9 million in 
annual operating income. When the costs of 
community benefi t is netted from operating 
expenses, operating income increases pro-
portionally. Hospitals in our study have, on 
average, 261 licensed beds. Two thirds of all 
hospitals are affi liated with a hospital sys-
tem, and are located in relatively competitive 
markets as indicated by the Herfi ndah Index. 
The Herfi ndahl Index ranges from 0 to 1, 
with values approaching 1 indicating that 
hospitals face relatively little competition. 

Results from the fi xed regressions are pre-
sented in Figure 3. Fixed effects regression 
results indicates that lagged non-operating 
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income has no statistically signifi cant effect 
on levels of community benefi t, regardless 
of how community benefi t is measured. 
Similarly, lagged operating income has no 
statistically signifi cant effect on levels of 
community benefi t, except in the model 
when DSH payments are taken into consid-
eration. This may be due to the relatively 
small proportion of hospitals that received 
DSH payments. For approximately half of 
hospitals receiving DSH, the recorded pay-
ments exceed the total cost of uncompen-
sated care. 

Among control variables, larger hospitals 
provide more community benefi t with one 
additional bed resulting in almost $20,000 
of additional uncompensated care. Neither 
system affi liation nor market competition is 
signifi cantly related to community benefi t 
provision. However, the quadratic time trend 
is positive and signifi cant, indicating that 

community benefi t levels are increasing over 
time irrespective of hospital income. 

Robustness Checks 

We tested the sensitivity of our results 
to several alternative model specifica-
tions. First, we tested alternative meas-
ures of community benefit including 
a restrictive definition of community 
benefit including bad debt only and a 
more generous measure of community 
benefit which included uncompensated 
care costs plus hospital’s allowances for 
county indigent programs. Our results are 
robust to these alternative measures of 
community benefit. We also categorized 
our sample into small and large hospitals 
based on the number of licensed beds 
above and below the median to test scale 
effects. We similarly compared hospitals 
in high and low competition markets to 

Variable Mean SE

Charity care costs $2,770,862 $98,230 

Uncompensated care costs 5,882,632 147,772

Uncompensated care costs net of DSH payments 3,115,620 211,762

Non-operating income 3,621,184 266,036

Net operating income 7,924,271 506,313

Operating income before charity costs 10,695,132 554,565

Operating income before uncompensated care 13,806,902 591,441

Operating income before uncompensated care and DSH 11,039,891 539,337

Hospital size (beds) 261 3.91

System affiliation 0.74 0.01

Herfi ndahl Index 0.25 0.01

Source: Authors’ calculations using OSHPD Annual Hospital Disclosure Reports and 

AHA Annual Hospital Survey.

All fi nancial measures are adjusted by the Consumer Price Index and refl ect 2010 dollars.

Figure 2. Descriptive Statistics for Not-for-Profi t 
Hospitals in California, 1997–2010 (n = 2,322)
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test competition effects. Again, our origi-
nal results are unchanged in each of these 
alternative specifications. 

Finally, we tested the effects of endow-
ments versus cash fl ow (income) on com-
munity benefi t by including restricted 
fi nancial assets in our empirical specifi -
cation. Although endowments are either 
permanently or temporarily restricted in 
terms of their use or purpose, the interest 
income generated from these endowments 
may or may not have restrictions on their 
use. Any unrestricted income generated 
from endowments would fl ow through the 
income statement as non-operating income; 
thus, we would not expect a relationship 
between endowment level and community 

benefi t. We did, however, fi nd a positive 
and signifi cant relationship with restricted 
endowments and community benefi t. There 
are at least two plausible explanations for 
this result. One likely explanation is that 
the relationship between endowments 
and community benefi t is endogeneous, 
i.e., donors give to hospitals that provide 
community benefi t. Another explanation 
is that this result is being driven by a sur-
prisingly small number of hospitals in the 
sample (about 20 percent), which reported 
restricted endowments in their fi nancials. 
One possible reason for the small report-
ing percentage is that hospitals often have 
separate foundations where permanently 
restricted assets are housed, and therefore 

  Charity Care Uncompensated Care

Uncompensated Care 

Net of DSH 

  Coefficient SE Coefficient SE Coefficient SE

Non-operating income -0.003 0.006 -0.01 0.008 -0.003 0.012

Net operating income 0.018 0.011 0.028 0.018 0.062* 0.026

Hospital size (beds) 12,616** 3,881 19,547** 4,656 10,930 10,226

System affiliation 495,657 319,041 101,645 323,153 14,759 449,254

Time -80,903 82,958 144,240 88,637 131,339 145,739

Time squared 23,128** 5,746 15,320* 6,008 16,727 11,328

Herfi ndahl Index -1,465,920 979,429 -2,070,308 1,379,848 -6,061,691 3,652,804

Constant -1,712,506 1,057,452 -1,220,510 1,394,635 -897,154 3,431,488

Observations 2,054 2,054 2,054

Number of hospitals 203 203 203

R-squared 0.29   0.35   0.13  

* Signifi cant at 5%; 

** signifi cant at 1%.

Note: All models control for hospital fi xed effects and refl ect robust standard errors and clustering at the 

hospital level.

Non-operating and net operating income measures are lagged by one period. Net operating income is net of 

community benefi t costs.

Figure 3. Fixed Effects Regression Results
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would not appear on the hospitals’ fi nancial 
statements.

Finally, we used a quasi-differencing 
approach to test for autocorrelation. We did 
fi nd evidence of fi rst-order autocorrelation. 
Even after correcting for this, the results are 
consistent with those presented in Figure 3. 

Conclusion and Discussion

We fi nd that fi nancial surpluses are not 
associated with community benefi t provi-
sion in not-for-profi t hospitals. Specifi cally, 
our key variable of interest, non-operating 
income has no effect on community benefi t. 
Our results are robust to multiple specifi ca-
tions and are consistent with previous stud-
ies that fi nd weak or insignifi cant income 
effects on community benefi t.

The lack of an effect between non-
operating income and community benefi t 
suggests that, on average, not-for-profi t 
hospitals’ levels of community benefi t are 
not sensitive to fl uctuations in income. One 
explanation may be that not-for-profi t hos-
pitals budget for certain levels of uncom-
pensated care that are prioritized over 
other potential investments if non-operating 
income falls, but remain fi xed if non-
operating income rises. Our results also 
suggest that unlike capital investments, 
a hospital’s supply of community benefi t 
is not tied to market performance of their 
fi nancial asset investments.29

Although non-operating income appears 
to have no effect on community benefi t, 
non-operating income remains important to 
not-for-profi t hospitals’ fi nancial strategy. 
A recent study shows that up to 25 percent 
of California hospitals rely on non-operat-
ing income to offset losses on patient care.30 
Low operating margins have been shown to 

be associated with lower quality; however, 
hospitals with low operating margins may 
be able to mitigate cutbacks in staffi ng and 
infrastructure through non-operating rev-
enues.31 Consistent with earlier studies that 
demonstrated providing hospitals lump-
sum grants did not encourage hospitals to 
increase uncompensated care, hospitals’ 
strategies to increase non-operating income 
will likely do little to increase their commu-
nity benefi t.

Our fi ndings should be considered in the 
context of the study limitations. The study 
sample only includes California hospitals, 
which limits our ability to generalize our 
fi ndings to all not-for-profi t hospitals. Our 
measures of community benefi t are based on 
charity care and bad debt costs. Currently, 
there is much debate about what activities 
should be included as community benefi t 
and several studies have demonstrated that 
the defi nition of community benefi t can lead 
to different conclusions about how much 
community benefi t a hospital provides.32 
Further, not-for-profi t hospitals may be 
providing community benefi t in ways that 
extend beyond uncompensated care meas-
ures, e.g., unprofi table services, education, 
community programs, community orienta-
tion, etc., which would not be captured in 
our measures.33 Nonetheless, the measures 
we use are consistent with similar analy-
ses evaluating hospital community ben-
efi t. Although our study found no effect of 
being part of a hospital system, it is possible 
investment income and other sources of non-
operating income from individual hospitals 
may accrue to the system level, which may 
mask some of the effects on uncompensated 
care at the hospital level. Similarly, hospital 
systems may direct uncompensated care to 
particular hospitals within a system versus 
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ing 68-545,” (1969).
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Hospitals,” Health Affairs, 19(6): 168–177 
(2000).

 4. Morrisey, MA, Wedig, GJ, Hassan, M, “Do 
Nonprofi t Hospitals Pay Their Way?”Health 
Affairs, 15(4): 132–144 (1996).

 5. Frank, RG, Salkever, DS, “The Supply of Char-
ity Services by Nonprofi t Hospitals: Motives 
and Market Structure,” RAND Journal of Eco-
nomics, 22(3): 430–445 (1991); Gaskin, DJ, 
“Altruism or moral hazard: The Impact of 
 Hospital Uncompensated Care Pools,” Jour-
nal of Health Economics, 16: 397–416 (1997).

 6. McKay, NL, Gapenski, LC, “Nonpatient Reve-
nues in Hospitals,” Health Care Management 
Review, 34(3): 234–241 (2009); Singh S, Song, 
PH, “Non-operating Revenues and Hospital 
Financial Performance: Do Hospitals Rely on 
Income from Non-patient Care Activities to 
Offset Losses on Patient Care?”  (Forthcoming, 

Health Care Management Review, published 
online ahead of print, June 2012).

 7. Frank, RG, Salkever, DS, Mitchell, J,  “Market 
Forces and the Public Good: Competition 
Among Hospitals the Provision of Indigent 
Care,” Advances in Health Economics and 
Health Services Research, 11: 159–183 
(1990), Gaskin, DJ, “Altruism or moral haz-
ard: The Impact of Hospital Uncompensated 
Care Pools,” Journal of Health Econom-
ics, 16: 397–416 (1997); Rosko, MD, “The 
Supply of Uncompensated Care in Penn-
sylvania Hospitals: Motives and Financial 
Consequences,” Health Care Management 
Review, 29(3): 229–239 (2004); Thorpe, 
KE, Phelps, CE, “The Social Role of Not-
For-Profi t Organizations: Hospital Provision 
of Charity Care,” Economic Inquiry, 29(3): 
472–484 (1991).

 8. Song, PH, Reiter, KL, “Trends in Asset Struc-
ture between Not-for-Profi t and Investor 
Owned Hospitals,” Medical Care Research 
and Review, 67(6): 694–706 (2010). 

 9. Supra, n.6.
10. Robinson, JC, “Bond Market Skepticism and 

Stock Market Exuberance in the Hospital 
Industry,” Health Affairs, 21: 101–107 (2002); 
Song, PH, Smith DG, Wheeler JRC,“It was the 

across hospitals. Finally, although other 
studies have shown that the local market 
competition can infl uence hospital commu-
nity benefi t, our results may be driven by the 
competitive landscape in California, which 
may be different than other states. 

Despite these limitations, the consistency 
of our fi ndings with previous studies brings 
renewed attention to the issue of fi nancial 
surpluses and community benefi t in not-
for-profi t hospitals. Recent IRS community 
benefi t reporting requirements and the antici-
pated reduction in the demand for charity 

care resulting from health care reform will 
place increased pressure on not-for-profi t 
hospital to differentiate themselves with 
respect to community benefi t in order to jus-
tify their tax-exempt status. 

Further, current tax policies for tax-exempt 
hospitals that facilitate the accumulation of 
cash reserves, which in turn generate non-
operating income, will likely not be immune 
to such scrutiny. Better understanding of 
the role of non-operating income in not-for-
profi t hospitals is needed to inform tax and 
community benefi t policy.
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Substance abuse (SA) is a serious pub-
lic health problem that imposes sub-
stantial economic costs on society. 

Data gathered through the National Sur-
vey on Drug Use and Health (NSDUH) for 
2005, the study year of this analysis, indi-
cate approximately 22 million persons over 
age 12 were alcohol or drug dependent and 
in need of treatment for their dependence.1 
(The number of persons exhibiting SA would 
be substantially greater than the number 
exhibiting dependence.) SA has signifi cant 
adverse behavioral and social consequences 
that translate into substantial economic loss, 
primarily through indirect costs associated 
with premature mortality, morbidity, and 
criminal activity.

One approach to understanding the impact 
of a disease is to estimate its economic cost 
through cost-of-illness (COI) studies. COI 
studies measure the economic burden of a 
disease and estimate the maximum amount 
that could potentially be saved or gained if 
the disease were eradicated.2 COI studies 
have been used to assess the cost of a wide 
range of diseases,3 including SA. Rice et al. 
conducted an early (1990) national COI 
study on SA,4 which was followed in 1998 

by a more comprehensive national COI study 
jointly sponsored by the National Institute 
on Drug Abuse (NIDA) and the National 
Institute on Alcohol Abuse and Alcoholism 
(NIAAA).5 The NIDA/NIAAA study esti-
mated the cost of alcohol abuse at $148 bil-
lion and drug abuse at $98 billion for 1992. 
Updated analyses estimated the 1998 cost 
of alcohol abuse and the 2002 cost of drug 
abuse, respectively, at $186 billion and $181 
billion on a national basis.6

Using standard COI methods, I estimate 
the economic costs of SA for Washington 
State for 2005, and compare these costs to 
1996 costs. In addition, I report data on the 
SA-related factors underlying these cost 
estimates, including premature mortality, 
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 State-Level Estimates of the Economic 
Costs of Alcohol and Drug Abuse 

Thomas M. Wickizer

Substance abuse (SA) imposes a substantial economic burden on society. This burden arises largely from 
indirect costs associated with lost productivity (morbidity), premature mortality, and crime. The economic 
impact of SA has been estimated on a national level, but state-level estimates, needed for resource 
allocation and policy development, are lacking. I used standard cost-of-illness methods to quantify the 
economic cost of SA for Washington State for 2005. The cost of SA was estimated at $5.21 billion, $832 
per non-institutionalized person in the state. Translated into 2012 dollars, these costs would be $6.12 
billion and $977, respectively. Categories accounting for the greatest costs were mortality ($2.03 bil-
lion), crime ($1.09 billion), morbidity ($1.03 billion), and health care ($791 million). There were 3,224 
deaths (7 percent of all deaths), 89,000 years of productive life lost, and 29,000 hospital discharges in 
2005 in Washington State associated with SA. Continued attention should be directed at developing ef-
fective approaches to prevent and treat SA. If successful, these efforts should reduce the future economic 
burden of SA. Key words: alcohol and drug abuse, substance abuse (SA), cost of illness (COI).
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years of productive life lost, crime meas-
ures, prevalence estimates, and hospital dis-
charges. Although unpublished reports have 
documented state-level SA costs (Maine and 
Texas), to my knowledge there has been no 
report to date published in the peer-reviewed 
literature documenting state-level SA costs. 
The lack of understanding of SA costs pre-
sents problems for resource allocation and 
for program and policy development that 
occur at the state level. 

Methods

This COI study uses a prevalence-based 
approach to estimate direct and indirect 
costs of SA. Direct costs are those for which 
payments are made (medical care or SA 
treatment). Indirect costs are costs involv-
ing some loss of resources (lost productivity 
due to morbidity or mortality). Estimating 
indirect costs requires valuation of life and 
productivity. Following other COI studies, I 
use the human capital approach to estimate 
indirect costs and apply a 3 percent discount 
rate to estimate the present value of future 
lost productivity.7 I adopt a societal perspec-
tive and estimate all relevant costs associ-
ated with SA in Washington State for 2005, 
except welfare transfer payments that do not 
represent an economic loss. Unless other-
wise specifi ed, all costs are reported in 2005 
dollars. 

Six cost categories related to SA are esti-
mated, but my analysis focuses on the fi rst 
four which account for 90 percent of total 
SA costs:

• Premature mortality;
• Crime costs, including police protec-

tion costs, court costs, and incarceration 
costs;

• Morbidity costs (decreased earnings or 
reduced housekeeping values); 

• Health care costs; 
• SA treatment costs; and 
• Other related costs, including non-

medical costs arising from motor 
 vehicle accidents. 

The primary data sources used for this 
study include: 

• State prevalence data from the 2005 
NSDUH8 and a Washington State 
household survey of drug use; 

• State vital statistics (mortality) data; 
• Washington State hospital discharge 

abstract data; and
• State data on arrests, convictions, inmate 

populations, and incarceration costs.

The values reported here, though seem-
ingly precise, should be treated as approxi-
mations. To estimate the costs of SA, it is 
necessary to identify its behavioral effects 
and then convert these effects to economic 
costs. This requires the use of conversion 
factors that are often based upon limited data 
and assumptions whose validity may not be 
fully justifi ed. 

Drug and Alcohol Attributable Fractions 
and Impairment Rates

Estimating the costs of SA requires iden-
tifi cation of the consequences of SA and 
valuation of these consequences in monetary 
terms. While some consequences, and atten-
dant costs, can be entirely attributed to SA 
(hospital costs for alcoholic cirrhosis of the 
liver or mortality due to heroin overdose) 
other costs can only be partially attributed to 
SA (hospital admissions for cerebrovascular 
disease related to alcohol abuse). The per-
centage values used to attribute costs to drug 
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or alcohol abuse are generally referred to as 
drug attributable fractions (DAF) and alco-
hol attributable fractions (AAF). The DAF 
and AAF values used for this analysis were 
the same as those used for the 1998 NIDA/
NIAAA national COI study.9

To estimate morbidity costs, it was nec-
essary to account for the degree of impair-
ment arising from SA. Impairment rates in 
effect determine the degree of lost earnings 
(and reduced household values) arising from 
SA. For example, an impairment rating of 5 
percent for alcohol for males age 25 to 35 
would indicate that alcohol abuse reduced 
expected wage earnings and household val-
ues by 5 percent. I use the impairment rates 
developed by Rice et al.,10 which have values 
ranging from1 percent to 18 percent. 

Results

The estimated economic cost of SA in 
Washington State for 2005 was $5.21 billion, 

or $832 per non-institutionalized person. 
Translated into 2012 dollars, these costs, 
respectively, would be $6.12 billion and $977. 
Alcohol abuse accounted for 56 percent of 
the cost. Mortality accounted for 37 percent 
of the total 2005 cost, crime 24 percent, mor-
bidity 19 percent, and medical care 15 per-
cent. The other two cost categories accounted 
for the remaining 5 percent of costs. 

In an earlier unpublished report,11 using 
the identical methods and data sources, I 
estimated SA costs for 1996 for Washing-
ton State at $2.54 billion. Approximately 
24 percent of the cost increase from 1996 to 
2005 was due to infl ation, another 12 per-
cent was due to population growth. The per 
capita 1996 cost, measured in 2005 dollars, 
was $565. Thus, the infl ation-adjusted, per 
capita economic cost of SA increased by 47 
percent from 1996 to 2005. Comparison of 
the four major cost categories for 1996 and 
2005 (measured in 2005 dollars) is shown 
in Figure 1. The greatest absolute growth in 
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Figure 1. Selected Costs of Drug and Alcohol Abuse in 
Washington State, 1996 vs. 2005 (2005 Dollars)
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costs was for mortality, followed by crime 
and morbidity. The greatest relative growth 
in costs was for medical care. 

Mortality Costs

To estimate mortality costs, I examined 36 
different causes of death (ICD-10 cause of 
death codes), categorized as follows:

1. Direct causes (e.g., alcohol cirrhosis);
2. Indirect causes (e.g., liver cancer);
3. Unintentional injury (e.g., accidental 

drowning); and 
4. Intentional injury (e.g., homicide). 

Twenty-nine causes of death were alcohol 
related and seven were drug related. 

In 2005, 47,231 persons died in Washing-
ton State. The 36 causes of death examined 
for this study accounted for 15,697 (33 per-
cent) of these deaths. Using the DAF and 
AAF values described earlier, I estimated 
that 3,224 deaths, 7 percent of all deaths, 

could reasonably be attributed to SA (see 
Figure 2). Seventy-four percent of the 3,224 
deaths were alcohol-related and 26 percent 
were drug-related. Males accounted for 
65 percent of the deaths. The fi ve leading 
causes of death, accounting for 56 percent of 
all SA-related deaths, were:

1. Accidental poisoning by drugs (ICD-
10, X40 – X44), 677 deaths; 

2. Alcoholic cirrhosis, fatty liver, or 
liver damage (ICD-10, K70.0, K70.2-
K70.9), 437 deaths; 

3. Motor vehicle accidents (ICD-10, 
V20-V79), 256 deaths;

4. Suicide (ICD-10, X60-X84), 233 
deaths; and 

5. Cancer of the esophagus (ICD-10, 
C15), 218 deaths. 

The 3,224 SA-related deaths represent an 
estimated 89,147 years of potential life lost 
(YPLL) (see Figure 3). Alcohol accounted 

Age

Alcohol-Related Deaths Drug-Related Deaths

Female Male Female Male

No. % No. % No. % No. %

≤ 18 18 2.1 43 2.7 1 0.2 6 1.2

19–24 20 2.4 80 5.2 16 4.9 46 8.1

25–34 30 3.6 114 7.4 39 12.3 73 13.0

34–44 63 7.5 147 9.5 78 24.5 144 25.6

45–54 100 11.9 287 18.5 100 37.3 186 34.6

55–64 113 13.4 283 18.2 44 13.8 71 12.6

65+ 496 59.1 594 38.4 22 7.0 10 1.8

Total 840 100.0 1548 100.0 300 100.0 536 100.0

Source: Washington State Department of Health Death Records, 2005.

Figure 2. Alcohol- and Drug-Related Deaths by 
Age and Sex (n = 3,224)
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for 59,286 (67 percent) YPLL. Based upon 
(1) the age-sex distribution of the 3,224 SU-
related deaths, (2) the average life expectancy 
of individuals in these groups, and (3) the 
average wage earnings and housekeeping val-
ues of persons in the age-sex groups and their 
labor force participation rates, I estimated 
mortality costs at $2.03 billion (see Figure 3). 
Alcohol-related deaths among males age 
19 to 44 represent the largest cost category 
($498.5 million and 14,822 YPPL). 

In 1996, 2,824 SA-related deaths occurred 
in Washington State.12 Thus, the number of 
SA-related deaths increased by 400 (from 
2,824 to 3,224 or 14 percent) from 1996 to 
2005. On a population basis, SA-related 
deaths per 100,000 remained relatively 
constant (51 per 100,000). Of note was the 
increase in deaths from accidental poisoning 
by drugs. In 1996, 303 deaths occurred from 

this cause. By 2005, the number of deaths 
due to accidental poisoning increased by 123 
percent, from 303 to 677. Detailed data on the 
nature of accidental poisoning for the earlier 
1996 COI study was unavailable, but much 
of the increase may be due to the increase in 
opiate-related deaths arising from the use of 
prescription drugs such as oxycodone.13

Crime Costs

Criminal activity accounted for $1.09 bil-
lion, 21 percent of total SA costs in 2005. 
This fi gure represents a substantial increase 
over 1996 crime costs (see Figure 1). Crime 
costs include: 

1. Law enforcement costs;
2. Judicial costs;
3. Correctional costs; and
4. Other societal costs. 

Age

Alcohol Drugs Total

Costs ($) YPLL Costs ($) YPLL Costs ($) YPLL

(i) Male

   1–18 78,843,229 2,887 18,069,172 396 96,912,401 3,283

   19–44 498,490,524 14,822 379,466,081 10,999 877,956,605 25,821

   45–64 359,506,257 13,126 221,351,706 7,073 580,857,963 20,199

   65+ 27,036,851 7,722 610,956 130 27,647,807 7,852

   Total 963,876,861 38,557 619,497,915 18,598 1,583,374,776 57,155

(ii) Female

   1–18 22,755,555 1,278 4,493,278 71 27,248,833 1,349

   19–44 138,339,840 5,220 125,683,453 6,030 264,023,292 11,250

   45–64 74,973,300 5,799 74,034,085 4,788 149,007,386 10,587

   65+ 7,804,074 8,432 673,748 374 8,477,822 8,806

   Total 243,872,769 20,729 204,884,564 11,263 448,757,333 31,992

   Total $1,207,749,630 59,286 $824,382,479 29,861 $2,032,132,109 89,147

Figure 3. Mortality Costs and Years of Potential Life Lost (YPLL)
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Following the prior NIDA/NIAAA 
study,14 I estimated SA-related costs for the 
following Part I crimes: homicide, felonious 
assault, robbery, burglary, larceny, and auto 
theft; and the following Part II crimes, driv-
ing while intoxicated (DWI), liquor law vio-
lations, public drunkenness, stolen property, 
prostitution, and drug law violations. The 
DAF and AAF values used to estimate SA 
crime costs were the same as those used for 
the NIDA/NIAAA study.15

Estimated crime costs for different cost 
categories (police protection, corrections, lost 
productivity) are shown in Figure 4. Drug-
related crime costs were almost four times 
greater than alcohol-related crime costs. The 
largest cost category was productivity losses 
due to incarceration, followed by police 
protection costs, state corrections costs, and 
local corrections costs. The offenses analyzed 
resulted in approximately 9,300 person-years 
served in state correctional facilities and local 
jails during 2005. Though not shown in Fig-
ure 4, drug law violations accounted for the 
greatest proportion (50 percent) of the 9,300 
person-years served. Police protection costs 

totaled $192.4 million for 2005. Larceny 
accounted for the greatest number of SA-
related offenses (63,835), followed by DWI 
offenses (37,406) and drug law violations 
(25,535). State and local corrections costs, 
respectively, accounted for $189.2 million 
and $122.3 million. In 2005, 7,006 inmates 
were housed in a Washington State correc-
tional facility for a SA-related crime, and 
9,665 persons were admitted to a local jail 
for a SA-related crime. Drug law violations 
accounted for 46 percent of state correctional 
costs and 61 percent of local jail costs. 

Morbidity Costs

Drug and alcohol abuse interfere with 
work and household duties, and hence 
constitute an economic loss in the form of 
reduced productivity. The magnitude of eco-
nomic loss depends upon: 

1. The prevalence of abuse;
2. The degree of impairment caused by 

abuse;
3. Participation in the labor force; and 
4. Earnings. 

Cost Category Total Costs

Police protection 26.6 165.8 192.4

Drug control 0.00 78.1 78.1

Legal and adjudication 7.00 38.0 45.0

State corrections 60.3 128.8 189.1

Local corrections 17.9 104.4 122.3

Productivity losses due to 

incarceration 93.8 296.5 390.3

Property destruction due to crime 8.9 27.5 36.4

Productivity losses for crime victims 7.5 25.4 32.9

Total costs 222.0 864.5 1,086.5

Figure 4. Estimated Crime Costs ($ in Millions)
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The primary data source for the analysis 
of morbidity costs was the 2005 National 
Survey of Drug Use and Health (NSDUH).16 
The NSDUH reports alcohol/drug depend-
ence or abuse in the past year based upon 
DSM-IV criteria. The available state-level 
NSDUH data, however, did not provide 
a detailed age breakdown nor did it report 
prevalence by gender. I used a 2003 Wash-
ington State household substance abuse 
survey,17 combined with population data, 
to construct weights and derive prevalence 
estimates for the age-sex groups analyzed, 
based upon these weights and data from the 
NSDUH. The prevalence estimates for the 

age-sex groups were then multiplied by cor-
responding population fi gures representing 
employed and unemployed persons to derive 
counts of (employed and unemployed) alco-
hol and drug abusers for Washington State in 
2005. This information was then combined 
with earnings data (for employed persons) 
and housekeeping values (for unemployed 
persons) to derive cost estimates for 
morbidity. 

Figure 5 summarizes the results of the 
analysis. Based upon the prevalence fi gures 
shown in Figure 5, I estimated the num-
bers of alcohol and drug abusers as follows: 
male alcohol and drug abusers, 248,682 

Age 

Group

Population 

[1]

Alcohol 

 Dependence 

or Abuse Past 

Year [2] %

Illicit Drug 

Dependence 

or Abuse Past 

Year [2] %

Alcohol 

Abusers 

[1*2]

Drug 

Abusers 

[1*2]

Alcohol  

Costs 

(Millions)

Drug 

Costs 

(Millions)

Total 

Costs 

(Millions)

Males

18–24 322,272 23.0 8.0 74,123 25,782 22.1 5.0 27.1

25–44 904,183 12.0 3.0 108,502 27,125 193.1 54.1 247.2

45–64 799,294 7.0 2.0 55,951 15,986 182.1 49.5 231.5

65+ 306,257 3.3 0.75 10,106 2,297 13.6 3.2 16.9

Subtotal 2,332,006 248,682 71,190 410.8 111.8 522.6

Females

18–24 304,074 14.0 6.0 42,570 18,244 9.2 0.9 10.1

25–44 871,507 8.5 2.0 74,078 17,430 221.0 9.8 230.9

45–64 812,411 4.5 1.5 36,558 12,186 215.1 21.6 236.7

65+ 404,244 2.0 0.6 8,085 2,425 27.3 3.2 30.5

Subtotal 2,392,236 161,292 50,286 472.6 35.5 508.1

Total 4,724,242 409,974 121,476 883.4 147.4 1,030.8

Sources:
[1] Population: 2005 population estimates, Washington State Office of Financial Management. 

[2] Alcohol and drug prevalence: 2005 SAMHSA National Survey on Drug Use and Health (NSDUH) 

and Washington State 2003 Needs Assessment Household Survey, Washington State Division of 

Research and Data Analysis, September 2005. 

Figure 5. Population, Drug and Alcohol Abuse Prevalence, 
and Morbidity Cost Estimates



78 JOURNAL OF HEALTH CARE FINANCE/SPRING 2013

and 71,190; female alcohol and drug abus-
ers, 161,292 and 50,286. Using impairment 
fi gures from Rice et al.,18 I estimated (1) 
the loss in productivity for employed indi-
viduals, measured by median earnings, and 
(2) the loss in housekeeping values for unem-
ployed persons and persons keeping house. 
Morbidity costs were estimated at $1.03 
billion, with alcohol abuse accounting for 
$883 million (88 percent). The higher alco-
hol costs refl ect higher prevalence of alcohol 
abuse compared to drug abuse and higher 
impairment rates for certain age-sex groups. 

Health Care Costs

Health care represents a fourth category of 
costs estimated for this study. SA has serious 
adverse effects on health,19 which increase 
the demand for health care. I analyzed two 
types of conditions: 100 percent drug- or 
alcohol-caused conditions and drug- or alco-
hol-related conditions. I obtained hospital 
discharge abstract data for the analysis and 
used these data to estimate hospital inpatient 
costs related to SA. Cost data on outpatient 
care, nursing home care, prescription drugs 
and professional medical services were 
unavailable; I used the approach described 
by Max et al.20 to estimate costs for these 
categories. 

Estimation of hospital inpatient costs 
was based upon the following conditions/
diagnoses: 

1. Twelve conditions defi ned as 100 
percent alcohol caused, including 
alcoholic psychoses and alcoholic 
cardiomyopathy;

2. Twenty-fi ve conditions defi ned as 
alcohol related, including cancer of the 
stomach, cancer of the esophagus, and 
acute pancreatitis; 

3. Ten conditions defi ned as 100 percent 
drug caused, including drug psychoses 
and poisoning by opiates; and 

4. Three conditions defi ned as drug 
related, including injury undetermined 
and injury purposely infl icted. 

During 2005, 29,384 hospital discharges 
related to SA were recorded. These dis-
charges represent 4.8 percent of all (617,064) 
hospital discharges occurring in Washington 
State during 2005. Of the 29,384 discharges, 
76 percent were for conditions related to 
alcohol abuse. Information regarding the 
number of SA-related hospital discharges 
and charges for the ten most common condi-
tions is presented in Figure 6. The fi ve most 
common alcohol-related conditions result-
ing in hospitalization were accidental falls, 
injuries and poisoning, alcoholic psychoses, 
motor vehicle accidents, and acute pancrea-
titis. The fi ve most common drug-related 
conditions were accidental poisoning, drug 
psychoses, poisoning by psychotropic 
agents, poisoning by opiates and related nar-
cotics, and drug dependence. 

Hospital inpatient charges of almost 
$600 million were incurred as a result of 
SA-related hospitalization (see Figure 6). 
Eighty-four percent of the charges ($502.5 
million) were for alcohol-related conditions. 
Hospital inpatient charges do not accurately 
refl ect hospital costs. I adjusted the aggregate 
charge fi gures shown in Figure 6 for alco-
hol and drug conditions separately and then 
for both conditions combined using cost-to-
charge ratios developed by the Centers for 
Medicare & Medicaid Services (CMS). The 
Washington State discharge abstract data 
did not identify individual hospitals. I there-
fore used national data (weighted to refl ect 
urban and rural areas) to construct a single 
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Diagnosis or Condition

AAF 

DAF 

(1)

Hospital 

Discharges (2)

Hospital Inpatient 

Charges (Millions) 

(3)

Females Males

Females

($)

Males

($)

Total

($)

Five Most Common Conditions Caused or Related to Alcohol Abuse 

1. Accidental falls .35 3,892 2,408 85.8 62.6 148.5

2. Injuries and poisoning .10 1,298 1,266 31.3 37.3 68.5

3. Alcoholic psychoses   1 752 1,425 6.7 14.9 21.7

4. Motor vehicle accidents .42 661 24.7 48.7 73.4

5. Acute pancreatitis 0.4 608 639 12.3 14.9 27.2

All other alcohol-related conditions — 3,443 4,586 65.0 98.3 163.2

Total alcohol-related hospital 

charges 10,654 11,564 225.8 276.7 502.5

Adjusted alcohol-related charges 142.2 174.3 316.6

Five Most Common Conditions Caused or Related to Drug Abuse

1. Accidental poisoning 1 1,055 904 17.0 14.5 31.5

2. Drug psychoses 1 865 897 7.5 7.1 14.6

3. Poisoning by psychotropic agents 1 922 599 10.7 7.9 18.6

4.  Poisoning by opiates and related 

narcotics 1 301 288 5.0 5.5 10.5

5. Drug dependence 1 151 192 1.2 1.4 2.6

All other drug-related conditions — 356 636 5.4 12.6 18.0

Total drug-related hospital charges 3,650 3,516 46.8 49.0 95.8

Adjusted drug-related charges 29.5 30.9 60.4

Alcohol and drug (unadjusted) 

charges combined 14,304 15,080 272.6 325.7 598.3

Adjusted combined charges 171.7 205.2 377.0

Notes:
AAF and DAF refer to alcohol and drug attributable fractions, respectively.

SA hospital discharges are the total number of discharges multiplied by the corresponding attributable fraction.

SA hospital costs are the average cost per discharge multiplied by the corresponding number of adjusted 

discharges.

Hospital (unadjusted) charges are reported for individual diagnostic categories. Adjusted aggregate costs 

were derived by multiplying the unadjusted charge fi gures by .63 (see text for explanation of calculation of 

adjustment fi gure). 

Source: Washington Comprehensive Hospital Abstract Reporting System (CHARS), 2005 data fi le.

Figure 6. SA-Related Hospital Discharges and Costs 



80 JOURNAL OF HEALTH CARE FINANCE/SPRING 2013

cost-to-charge ratio (.63) and applied that 
fi gure to derive “adjusted charges” shown in 
Figure 6. This reduced the total charge fi gure 
from $598.3 million to $377.0 million (see 
Figure 6).

Patients hospitalized with secondary 
diagnoses related to SA may have longer 
lengths of stay, hence increased hospital 
costs, than patients without such diagno-
ses. The earlier NIDA/NIAAA cost study 
examined the effect of SA co-morbidities 
on length of stay, and found increased 
costs related to increased length of stay for 
patients with secondary diagnoses related 
to SA. I used the same methodology as the 
NIDA/NIAAA study to examine hospital 
costs related to SA co-morbidities. In con-
trast to the NIDA/NIAAA study, I found no 
evidence that SA co-morbidities increased 
length of stay. The reason for the different 
fi ndings is unclear.

As part of my analysis, I estimated the 
cost of outpatient medical care, prescription 
drugs, nursing home care, and other profes-
sional care related to SA. Because there were 
no state-level data for these cost categories, 
I could not derive direct cost estimates. The 
previous NIDA/NIAAA study found that 
for every dollar spent on inpatient hospital 
care, 39.3 cents was spent on outpatient care, 
35.6 cents on pharmaceuticals, 14 cents on 
nursing homes, and 21 cents on other pro-
fessional services. Following the method of 
Max et al.,21 I applied these fi gures to the 
adjusted charge fi gures shown in Figure 6 
to obtain cost estimates for the cost catego-
ries noted above. This procedure yielded the 
following cost estimates: outpatient medical 
services, $148.1 million; prescription drugs, 
$134.2 million; nursing home care, $52.8 
million; and other professional services, 
$79.2 million. Total estimated costs for these 

four cost categories were $414.3 million. 
The total (adjusted) SA-related health care 
cost for hospital inpatient care and other 
medical services was $791.3 million ($377.0 
million for inpatient care and $414.3 million 
for outpatient care and related services).

The estimated health care cost for 2005 
($791.3 million) represents an increase 
of almost 200 percent over the 1996 cost 
($264 million, see Figure 1). A major factor 
underlying this increase was the 81 percent 
increase in hospital admissions (16,000 in 
1996 versus 29,000 in 2005).

Other Costs 

This section briefl y describes the estimates 
for two additional cost categories: (1) SA 
treatment costs and (2) additional selected 
costs representing social welfare administra-
tion, fi re destruction, and non-medical costs 
arising from automobile accidents. The costs 
for these areas represent a small fraction 
(5 percent) of total SA estimated costs. 

Survey data obtained from the Treatment 
Episode Data Set (TEDS), an annual survey 
of treatment admissions sponsored by Sub-
stance Abuse and Mental Health Services 
Administration (SAMHSA), indicate there 
were approximately 63,150 (public and pri-
vate) clients admitted to treatment in 2005 in 
Washington State for an SA problem. Most 
of this treatment was provided on an outpa-
tient basis. The estimated cost of treatment 
was $98 million, based upon prevailing state 
SA treatment reimbursement rates.

State-specifi c data on costs for social 
welfare administration and fi re destruc-
tion were unavailable for Washington State. 
Other reports published by NIAAA22 and 
the Offi ce of National Drug Control Policy23 
found these costs on a national basis to be a 
small fraction of total SA costs. Due to lack 
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of data, cost estimates are not presented for 
these two categories. 

Alcohol use and abuse are known risk 
factors for motor vehicle accidents. The 
previous estimates for mortality and health 
care costs capture health-related costs of 
motor vehicle accidents but do not include 
non-medical costs such as legal/court costs, 
insurance administration, and property dam-
age. I estimated these costs for three types 
of motor vehicle accidents: fatal accidents, 
non-fatal injury accidents, and accidents 
involving property damage only. I used the 
following AAF values for these accidents, 
39.7 percent, 20 percent, and 13.9 per-
cent, respectively.24 Data obtained from the 
Washington State Department of Transpor-
tation indicated there were 274 fatal acci-
dents, 5,900 non-fatal injury accidents, and 
32,086 property-damage-only accidents in 
 Washington in 2005 (see Figure 7). Applying 
the AAF values would generate the follow-
ing estimates of alcohol-related accidents: 
109 fatal accidents, 1,180 non-fatal injury 
accidents, and 4,460 property-damage-only 
accidents (see Figure 7). Cost data on motor 
vehicle accidents, reported by Blincoe and 
Faigin,25 were updated to refl ect 2005 prices 

and applied to the counts of alcohol-related 
accidents. Estimates of the non-medical costs 
arising from the three types of accidents ana-
lyzed were: $15.9 million, fatal accidents; 
$38.1 million, non-fatal injury accidents; 
and $16.7 million, property- damage-only 
accidents. The total estimated cost for these 
accidents is $70.7 million. 

Discussion 

This study estimated the economic cost 
of SA for Washington State for 2005 at 
$5.21 billion, or $832 per non-institution-
alized person in the state. Fifty-six percent 
of this cost ($2.92 billion) was related to 
alcohol abuse, 44 percent to drug abuse. On 
an  infl ation-adjusted per capita basis, the 
economic cost of SA in Washington State 
increased by 47 percent from 1996 to 2005. 
Further, 3,224 persons died in 2005 in Wash-
ington of SA-related causes, representing 
7 percent of all deaths that occurred that 
year. These 3,224 deaths resulted in 89,000 
years of potential life lost. 

Because of differences in methods, defi -
nitions, and data sources, it is diffi cult to 
compare the cost estimates reported here to 

Fatal Accidents

Non-Fatal Injury 

Accidents

Property Damage 

Only Accidents

Total accidents 274 5,900 32,086

Number of alcohol-related accidents 109 1,180 4,460

Cost per accident

Legal/Court $89,454 $9,715 $140

Insurance administration $42,169 $11,745 $128

Vehicle damage $14,119 $10,851 $3,470

Figure 7. Number of Alcohol-Related Accidents and Cost by 
Type of Accident, Washington, 2005
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other estimates. Updated cost estimates from 
the two earlier national studies, National 
Institute on Alcohol Abuse and Alcoholism 
200026 and Offi ce of National Drug Con-
trol Policy 200427 imply that total economic 
costs in 2005 for SA in the United States 
were on the order of $413 billion. Assum-
ing Washington’s cost refl ected the national 
average, estimated 2005 costs for the state 
would be approximately $8.7 billion instead 
of $5.2 billion. Maine produced a COI study 
to estimate 2005 drug and alcohol costs 
using the same estimation procedures used 
for this study.28 The estimated cost of SA 
for Maine was $682 per capita, compared 
to $832 for Washington. The Texas Com-
mission on Alcohol and Drug Abuse com-
missioned a report in 2000 that updated an 
earlier cost study. The same general COI 
methodology was used for the Texas and 
Washington studies. The estimated 2000 per 
capita cost for SA in Texas was $1,244.29 
Adjusting for infl ation to refl ect 2005 dol-
lars would increase that estimate to approxi-
mately $1,405, substantially higher than my 
Washington State estimate.

One question raised by the cost estimates 
presented in this report is: Are we putting 
enough resources into preventing and treat-
ing the problem of drug and alcohol abuse? 

This analysis was not intended to address 
this question. I would note, however, treat-
ment costs in Washington State for 2005 
were on the order of $98 million, a small 
fraction of the economic burden imposed by 
SA. Further, studies,30 including recent stud-
ies from Washington State,31 have shown 
treatment to be associated with positive out-
comes in the form of improved employment, 
reduced medical care utilization, reduced 
substance use, and reduced criminal activ-
ity. Washington State collects revenue in the 
form of alcohol excise taxes; it is interesting 
to consider the amount of revenue collected 
through these taxes in relation to the total 
economic loss resulting from alcohol abuse. 
In fi scal year 2005, approximately $150 
million was collected through state alcohol 
excise taxes levied on beer, wine, and spirits. 
For every $1 the state collected in tax rev-
enue from alcohol sales in 2005, $20 in eco-
nomic loss was incurred as a consequence of 
alcohol abuse.

Alcohol and drug abuse continue to be a 
serious public health problem affecting mil-
lions of persons and imposing signifi cant 
economic costs on society. Reducing the 
economic burden of this public health prob-
lem will require fi nding new, more effective 
approaches to prevention and treatment. 
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“How much is this going to cost 
me, Doc?” That all too famil-
iar question is heard in medi-

cal offi ces and hospitals across the nation, 
but it often refers to a procedure your doc-
tor is recommending. The average Ameri-
can patient, however, does not hear about 
the hidden cost of medicine. Stark Law,1 
the federal physician self-referral prohibi-
tion,2 is an example of the hidden cost of 
medicine. At fi rst glance, the practice of 
physician self-referral may be considered 
an inherent confl ict of interest because the 
physician benefi ts from his or her own refer-
ral. Such arrangement is likely to encourage 
unnecessary health care, leading to overall 
increased costs of medical care. Addition-
ally, the Anti-Kickback Statute3 (AKS) 
focuses on referrals of any items or services 
which are paid for, in whole or in part, by 
any federal health care program.4 At the 
crux of the AKS is actual knowledge;5 there-
fore, health care providers will not be able 
to claim that they did not know they were 
violating any law because they were not 
aware the AKS existed. Finally, it is impor-
tant to note where these health care laws are 
heading in light of the Patient Protection 
and Affordable Care Act (PPACA).6

This article is designed to be a practical 
guide to key provisions in Stark Law and 
the AKS, which affect health care providers 
across the nation. Specifi cally, the article will 

explain what these health care laws prohibit, 
the exceptions and penalties associated with 
these laws, and the relation of these laws to 
the PPACA. It will also offer advice to health 
care providers, addressing certain activities 
and arrangements that could potentially vio-
late the statutes. 

Stark Law

The fi rst of three phases of the Stark stat-
ute became effective on January 1, 1992. The 
Centers for Medicare & Medicaid Services 
(CMS), which handles enforcement of the 
Stark Law, issued regulations interpreting the 
statute on January 4, 2001. The third phase 
became effective on December 4, 2007. 

Unless an exception applies, there are 
three components involved in an analysis 
of whether Stark Law applies to a particular 
health care arrangement. First, the arrange-
ment must involve a referral of a Medicare 
or Medicaid patient by a physician,7 and 
the referral must be for a designated health 
service or services (DHS).8 Second, there 
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must be a fi nancial relationship between the 
referring physician or his or her immediate 
family member and the entity to which the 
referral is being made.9 

Stark Law Prohibitions

Stark laws and regulations prohibit refer-
rals of Medicare or Medicaid patients for 
certain DHS to an entity in which a physi-
cian or the physician’s immediate family 
member has a direct or indirect ownership 
interest or compensation arrangement.10 
Stark Law also prohibits the DHS entity 
from submitting claims to Medicare for 
those services resulting from a prohibited 
referral.11 

DHS subject to Stark Law include the 
following: clinical laboratory services; 
physical therapy services; occupational 
therapy services; radiology services; radia-
tion therapy services and supplies; durable 
medical equipment and supplies; parenteral 
and enteral nutrients, equipment, and sup-
plies; prosthetics, orthotics, and prosthetic 
devices and supplies; home health services; 
outpatient prescription drugs; inpatient and 
outpatient hospital services; and outpatient 
speech-language pathology services.12 A 
referral under Stark is considered a request 
by a physician for an item or service pay-
able under Medicare or Medicaid, or a 
request by a physician for the establishment 
of a plan of care that includes the provision 
of DHS.13 Further, the fi nancial relationship 
of a physician (or the physician’s immedi-
ate family member) is defi ned as an own-
ership or investment interest in the entity 
[providing the DHS], or a direct or indirect 
compensation arrangement with an entity.14 
The ownership or investment interest may 
be through equity, debt, or other means.15

Exceptions Applicable to Stark Law

On the other hand, if an arrangement 
falls within the Stark ban, an exception 
may apply. There are several exceptions to 
the Stark statute.16 Exceptions are based on 
the type of fi nancial relationship the physi-
cian has with the entity to which he or she 
refers patients for DHS. For instance, some 
exceptions apply to both ownership or 
investment arrangements and compensation 
arrangements.17 The exception for in-offi ce 
ancillary services and the exception for 
physician services are included in this cat-
egory.18 Exceptions applicable only to own-
ership or investment arrangements include 
exceptions for publicly traded securities and 
mutual funds, services furnished by a rural 
provider, and ownership in a whole hospi-
tal.19 Finally, there are exceptions that apply 
to compensation arrangements only. They 
include exceptions for bona fi de employ-
ment relationships,20 personal services 
arrangements,21 and rental of offi ce space 
and equipment.22 

To qualify for certain exceptions, a phy-
sician practice must meet all of the ele-
ments of a “group practice.” By defi nition, 
a group practice must involve at least two 
or more physicians who are legally organ-
ized in a partnership, professional corpora-
tion, foundation, nonprofi t corporation, or 
other similar association.23 Each physician 
who is a member of the group must provide 
substantially his or her normal full range 
of DHS and other services in the group 
practice through the joint use of shared 
offi ce space, facilities, equipment, and 
personnel.24 Further, the amount of time 
physician members of the group spend in 
work dedicated to the group must average 
75 percent.25 
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A common exception describes referrals 
for in-offi ce ancillary services.26 In order 
for a physician to refer patients to the phy-
sician’s personnel for in-offi ce ancillary ser-
vices (i.e., X-rays), the physician’s practice 
must qualify as a group practice. The ancil-
lary services must be furnished personally by 
the referring physician, by a physician who is 
in the same group practice, or by individuals 
who are directly supervised by one of those 
physicians.27 The ancillary services must 
also be provided in a building in which the 
referring physician or another member of the 
group practice provides services unrelated to 
DHS or in another building that is used by 
the group practice for the centralized provi-
sion of the group’s DHS.28 Finally, the ancil-
lary services must be billed by the physician 
performing or supervising them, by a group 
practice of which that physician is a member 
under a billing number assigned to the group, 
or by an entity that is wholly owned by such 
physician or such group practice.29 

Another common exception applies to 
physician services.30 These services are pro-
vided personally by, or under the personal 
supervision of, another physician in the same 
group practice as the referring physician.31 
Supervision must comply with all other 
applicable Medicare payment and coverage 
rules for the physician services.32 Therefore, 
the most common exceptions to Stark Law 
are for in-offi ce ancillary services and physi-
cian services. If a particular arrangement falls 
under the aforementioned exceptions to the 
Stark statute, it will be allowed under the law. 

PPACA Provisions Affecting Stark Law

While the PPACA is a separate federal 
health care law, it is important to note that the 
PPACA revised the Stark Law exceptions for 

ancillary services furnished in physicians’ 
offi ces and physician ownership in hospi-
tals. First, Section 6003 of the PPACA adds 
new disclosure requirements to the in-offi ce 
ancillary services exception.33 With respect 
to certain DHS, the referring physician must 
inform the patient in writing at the time of 
the referral that the patient may obtain the 
services from a person other than the refer-
ring physician, a physician who is a member 
of the same group practice as the referring 
physician, or an individual who is directly 
supervised by the physician or by another 
physician in the group practice.34 The patient 
must be provided with a written list of sup-
pliers who furnish these services in the area 
in which the individual resides.35 

Second, Section 6001 of the PPACA 
addresses the physician ownership in hos-
pitals exception.36 Ultimately, this exception 
cannot be met unless the hospital has the 
following:

1. Physician ownership or investment as 
of December 31, 2010; and

2. A Medicare provider agreement in 
effect on that date.37 

Thus, in light of the PPACA, a physician 
faces further requirements in order for his or 
her activities to fall under these exceptions 
to Stark Law. 

Intent and Penalties Applicable to Stark Law

Ultimately, Stark Law is a strict liability 
statute, which means proof of specifi c intent 
to violate the law is not required. However, 
violating Stark Law carries severe penal-
ties.38 They include:

• Refund of payment; 
• Denial of payment;
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• A $15,000 per service civil monetary 
penalty; and 

• A $100,000 civil monetary penalty for 
each arrangement considered to be a 
circumvention scheme39 (an arrange-
ment whereby the physician knows or 
should know the purpose of assuring 
referrals by the physician to a particu-
lar entity would constitute a violation of 
Stark Law).40 

For example, in December 2008, the 
Civil Division of the US Attorney’s Offi ce 
issued a press release explaining that Con-
dell Health Network (Condell) in Liber-
tyville, Illinois, voluntarily disclosed that it 
received improper Medicare and Medicaid 
payments.41 Condell agreed without litiga-
tion to pay the United States and the State 
of Illinois $36 million as a result of fi ling 
false claims for reimbursement. According 
to the settlement agreement, Condell leased 
space in medical offi ce buildings it owned 
to physicians in violation of federal laws 
because the rental rates were below fair mar-
ket value or Condell abated or deferred col-
lection of rental payments. Second, Condell 
gave improper loans to physicians. Third, 
the settlement agreement covers Medicare 
and Medicaid reimbursements that Condell 
paid to physicians for performing services 
at the hospital without required written 
agreements. By voluntarily disclosing this 
improper practice, Condell avoided a law-
suit under the federal False Claims Act42 
and was able to negotiate the settlement at 
a discount. 

It is important to note that there are report-
ing requirements under Stark Law.43 In sum, 
all entities providing services for which pay-
ment may be made under Medicare must 
submit information to CMS or to the Offi ce 

of Inspector General (OIG) concerning their 
reportable fi nancial relationships at the time 
requested by CMS or OIG.44 By defi nition, a 
reportable fi nancial relationship is an own-
ership or investment interest, or a compen-
sation arrangement.45 Consequently, such 
entity is subject to a civil monetary penalty 
of up to $10,000 for each day following the 
deadline established by CMS or OIG until 
the information is submitted.46  

Recommendations

Therefore, the aforementioned aspects of 
Stark Law are issues that physicians treat-
ing Medicare and Medicaid patients should 
be aware of. Most importantly, agreements 
between health care providers and refer-
ral sources must be in writing. Exceptions 
to Stark Law requiring a written, signed 
agreement include those relating to offi ce 
space47 and equipment rental;48 personal ser-
vice arrangements;49 physician recruitment 
arrangements;50 group practice arrange-
ments;51 and fair market value compensation 
arrangements.52 Legal counsel should review 
physician-hospital arrangements with a fi ne-
toothed comb and should make the crea-
tion and utilization of compliance programs 
a priority. Within a compliance program, 
auditing and monitoring tools should be 
developed. Compliance should be somewhat 
straightforward, reliable, and reviewed on a 
regular basis.   

The Anti-Kickback Statute 

Where Stark Law applies, the AKS applies, 
too. If the Stark statute does not ban a par-
ticular physician arrangement, legal counsel 
should decipher whether the arrangement 
violates the AKS. However, if the arrange-
ment violates Stark Law, an anti-kickback 
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analysis is moot—the arrangement should 
not be entered into in the fi rst place. While 
the AKS is not the same law as Stark, it is 
important to note the relationship and differ-
ences between these two health care laws. 

Unless an exception applies, there are 
three components involved in an analysis 
of whether the AKS applies to a particu-
lar physician arrangement. First, the issue 
is whether a health care provider provides 
anything of value to persons in a position to 
infl uence or generate federal health care pro-
gram business.53 Also of concern is whether 
the health care provider receives anything 
of value from persons who are able to infl u-
ence or generate federal health care pro-
gram business.54 Finally, it is important to 
note whether the purpose of an arrangement 
could be to induce or reward the generation 
of business paid for in whole or in part by a 
federal health care program. 

AKS Prohibitions

In 1972, Congress passed the AKS. AKS 
laws and regulations prohibit offering, pay-
ing, soliciting, or receiving anything of value 
to induce or reward referrals or generate 
federal health care program business.55 The 
AKS also covers purchasing, ordering, leas-
ing, or arranging for, or recommending the 
purchase, leasing, or ordering of services 
paid for by a federal health care program in 
exchange for any item of value.56 By defi -
nition, a federal health care program means 
any plan or program that provides health 
benefi ts, which is funded directly, either in 
whole or in part, by the US government or 
any state health care program.57 

While Stark Law covers referrals from a 
physician for DHS, the AKS covers referrals 
from any health care provider for any items 
or services. In conducting an AKS analysis, 

it is irrelevant whether remuneration encour-
ages one in a position to refer or recommend. 
Rather, it is suffi cient that the remuneration 
may induce one to refer or recommend.58 
Also, by way of United States v. Greber, it 
is irrelevant that there are other justifi able 
reasons for the remuneration. Therefore, the 
AKS is violated if the purpose for the remu-
neration is to induce referrals.59 

Exceptions Applicable to the AKS

The AKS contains certain exceptions 
known as “safe harbors.” These safe har-
bors apply to activities that are not subject 
to enforcement if certain conditions are met. 
Some of the primary safe harbors relate to 
investment interests; space and equipment 
rental; personal services and management 
contracts; discounts; and employees.60

A safe harbor that is often rationalized 
by the OIG is that relating to services con-
tracts.61 There are two types of services 
agreements: physician services contracts 
and non-physician services contracts. In a 
physician service contract, for example, a 
nursing facility may contract with a phy-
sician to serve as a medical director. The 
physician is then in a position to potentially 
generate business for the nursing facility, 
which is reimbursed by federal health care 
programs. Thus, with respect to this type of 
contract, the nursing facility should ensure 
that there is a legitimate need for the services 
it contracts with physicians to provide.62 The 
services provided should be described in the 
contract, and the arrangement should not 
be related to the volume of federal health 
care program business generated.63 

On the other hand, a non-physician ser-
vices contract resembles a contract a nursing 
facility has with outside providers of ser-
vices (i.e., pharmacies, clinical laboratories, 
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rehabilitation companies, etc.). With respect 
to this type of contract, legal counsel should 
verify that certain elements are present. For 
example, the items or services being pur-
chased should be described in the written 
agreement, along with a legitimate need for 
them.64 Like with physician services con-
tracts, the compensation should not be related 
in any manner to the volume of federal health 
care program business between the parties to 
the contract.65 Therefore, the most common 
exception to the AKS is for services con-
tracts. If a particular arrangement falls under 
the aforementioned exceptions to the AKS, it 
will be allowed under the law. 

Intent and Penalties Applicable to the AKS

Ultimately, because the AKS is a criminal 
statute, the party or parties engaged in a par-
ticular arrangement must have intended their 
actions. Actions that violate the AKS carry 
severe penalties. They include criminal pen-
alties of up to a fi ve year prison term per vio-
lation or fi nes up to $25,000 per violation, or 
both.66 Civil penalties include liability under 
the federal False Claims Act,67 monetary 
penalties, and federal health care program 
exclusion.68

For example, as of July 8, 2010, the OIG 
for the Department of Health and Human 
Services entered into a civil monetary penalty 
settlement agreement with Chicago-based 
United Shockwave Services, United Prostate 
Centers, and United Urology Centers (collec-
tively, United).69 According to the settlement 
agreement, United violated federal anti-
kickback laws by soliciting and receiving 
payments from hospitals in exchange for 
patient referrals. OIG alleged that United 
encouraged patient referrals to obtain contract 
business from hospitals in Illinois, Indiana, 
and Iowa. Additionally, OIG claimed that 

United caused certain hospitals to submit 
claims for DHS that resulted from prohibited 
referrals in violation of Stark Law. In enter-
ing into this settlement agreement, United 
denied any liability in these matters. 

To the discontented health care provider, 
this settlement agreement illustrates that 
physicians cannot use federal health care 
benefi ciary referrals to line their pockets by 
securing business from hospitals or other 
providers. Accompanying the $7.3 million 
settlement, United entered into a fi ve-year 
corporate integrity agreement, whereby 
United is required to hire an Independ-
ent Review Organization. An independent 
reviewer will monitor arrangements between 
United and any hospital in Illinois, Indiana, 
and Iowa that receives referrals from United 
or its physician investors. Furthermore, 
United is required to create a comprehensive 
training program to educate its employees 
on Stark Law and AKS concerns. 

PPACA Provisions Affecting the AKS

Unlike its affect on Stark Law exceptions, 
the PPACA affects the intent requirement 
of the AKS. Section 6402(f) of the PPACA 
revises the evidentiary standard under the 
AKS.70 The PPACA indicates that a defend-
ant provider does not have to have actual 
knowledge of, or specifi c intent to com-
mit a violation of, the AKS.71 However, the 
PPACA did not omit the requirement that a 
defendant must still “knowingly and will-
fully” offer or pay remuneration to induce 
prohibited referrals or other business under 
the AKS. Therefore, the federal govern-
ment may still have to prove that the defend-
ant knew that the conduct in question was 
unlawful, but not that it violated the AKS 
per se. Ultimately, it seems that the PPACA 
provisions affecting the AKS may make it 
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 1. 42 U.S.C. § 1395nn.
 2. 42 U.S.C. § 1395nn(a)(1)(A).
 3. 42 U.S.C. § 1320a-7b.
 4. 42 U.S.C. § 1320a-7b(b)(2)(A).
 5. 42 U.S.C. § 1320a-7b(h). 
 6. Pub. L. No. 111-148, 124 Stat 119 (2010).
 7. 42 C.F.R. § 411.353(a).
 8. 42 U.S.C. § 1395nn(a)(1)(A).
 9. 42 U.S.C. § 1395nn(a)(2)(A)–(B).
10. 42 U.S.C. § 1395nn(a)(1)(A).
11. 42 U.S.C. § 1395nn(a)(1)(B).
12. 42 U.S.C. § 1395nn(h)(6)(A)–(L).
13. 42 U.S.C. § 1395nn(h)(5)(A)–(B).
14. 42 U.S.C. § 1395nn(a)(2).
15. Id.
16. 42 U.S.C. § 1395nn(b)–(e).
17. 42 U.S.C. § 1395nn(b).
18. 42 U.S.C. § 1395nn(b)(1)–(2).
19. 42 U.S.C. § 1395nn(c), (d).
20. 42 U.S.C. § 1395nn(e)(2).
21. 42 U.S.C. § 1395nn(e)(3).
22. 42 U.S.C. § 1395nn(e)(1).
23. 42 U.S.C. § 1395nn(h)(4)(A).
24. 42 U.S.C. § 1395nn(h)(4)(A)(i).
25. 42 U.S.C. § 1395nn(h)(4)(A)(v).
26. 42 U.S.C. § 1395nn(b)(2).
27. 42 U.S.C. § 1395nn(b)(2)(A)(i).
28. 42 U.S.C. § 1395nn(b)(2)(ii).
29. 42 U.S.C. § 1395nn(b)(2)(B).

30. 42 U.S.C. § 1395nn(b)(1).
31. Id.
32. 42 C.F.R. § 411.355(a)(ii).
33. PPACA § 6003, 124 Stat at 697.
34. 42 U.S.C. § 1395nn(b)(2).
35. Id.
36. PPACA § 6001, 124 Stat at 685.
37. 42 U.S.C. § 1395nn(i)(1)(A)(i)–(ii).
38. 42 U.S.C. § 1395nn(g)(1)–(4).
39. Id.
40. 42 U.S.C. § 1395nn(g)(4).
41. The press release is available at http://

www.justice.gov/usao/iln/pr/chicago/2008/
pr1201_01a.pdf (visited Oct. 12, 2012).

42. 31 U.S.C. § 3729.
43. 42 U.S.C. § 1395nn(f).
44. 42 C.F.R. § 411.361(a).
45. 42 C.F.R. § 411.361(d).
46. 42 C.F.R. § 411.361(f).
47. 42 C.F.R. § 411.357(a)(1).
48. 42 C.F.R. § 411.357(b)(1).
49. 42 C.F.R. § 411.357(d)(1)(i).
50. 42 C.F.R. § 411.357(e)(1)(i).
51. 42 C.F.R. § 411.357(h)(4).
52. 42 C.F.R. § 411.357(l)(1).
53. 42 U.S.C. § 1320a-7b(b)(2).
54. 42 U.S.C. § 1320a-7b(b)(1).
55. 42 U.S.C. § 1320a-7b(b)(1)(A), (2)(A).
56. 42 U.S.C. § 1320a-7b(b)(1)(B), (2)(B).

easier for the government to prove an AKS 
violation. 

Recommendations

Therefore, the aforementioned aspects of 
the AKS are issues that health care providers 
should be aware of. Because the safe harbor 
regulations are narrowly drafted, compli-
ance with them is diffi cult. Legal counsel 
should evaluate inconspicuous agreements 
in the context of these safe harbors.

In conclusion, Stark Law and the AKS 
are two federal laws that every health care 

provider should be aware of. Providers 
should understand what activities or arrange-
ments these laws prohibit, and the excep-
tions and penalties that coincide with each 
statute. Providers should also note the rela-
tive PPACA provisions that enhance these 
health care laws. Ultimately, legal counsel 
should be able to interpret Stark Law and 
the AKS for his or her physician client, and 
ensure compliance with each law. That way, 
physicians and patients alike will not be kept 
in the dark about the actual cost of medicine 
nowadays. 
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