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Several issues have given rise to recent concems, both in Minnesota and nationally, about the
amount of uncompensated care and community benefits provided by hospitals. First, recent
increases in the number of people who do not have health insurance have also likely increased
the demand for hospital uncompensated care as a “safety net” for the uninsured, despite increases
in the share of the population that is covered through public health insurance programs, Second,
public attention has been called to the fact that when uninsured patients receive care at a hospital,
they have often been billed at levels far above what private insurers or public insurance programs
would have paid for the same services, and well above hospital costs. Finally, there has been
increasing scrutiny of the community benefits provided by nonprofit hospitals, and whether the
benefits are comparable to the tax exemptions that these hospitals receive as a result of their

nonprofit status.

The 2006 Legislature required the Minnesota Department of Health to perform a study of trends
in hospital uncompensated care in Minnesota, the amount of community benefits provided by
Minnesota nonprofit hospitals, and the value of tax exemptions for nonprofit hospitals
(Minnesota Session Laws 2006, Chapter 267, Article 1, Section 11). In addition to the analysis of
data and trends, MDH is required to make recommendations about the need for more uniform
chanty care and debt collection policies, and the need for more uniform reporting of hospital

community benefits.
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Executive Summary

The Minnesota Department of Health (MDH) was directed by the 2006 legislature to perform a study of trends
in hospital uncompensated care in Minnesota (separately identifying charity care and bad debt), charity care
and debt collection policies, the amount of community benefits provided by Minnesota nonprofit hospitals, and
the value of tax exemptions for nonprofit hospitals. In addition to the analysis of data and trends, MDH is
required to make recommendations about the need for more uniform charity care and debt collection policies,
and the need for more uniform reporting of community benefits.

Uncompensated Care

Uncompensated care, or care that hospitals provide without receiving payment, includes both charity care and
bad debt. Charity care is care that is provided without expectation of payment, while bad debt is care for which a
hospital expected but did not receive payment. In reporting on uncompensated care, charity care, and bad debt,
MDH uses an adjustment to hospital charges to estimate the actual cost of the care provided.

In 2005, Minnesota hospitals provided $191.2 million in uncompensated care ($80.3 million in charity care and
$110.9 million in bad debt). After a period of stability from 2000 through 2003, uncompensated care increased
by 18 percent in 2004 and an additional 26 percent in 2005. Charity care grew about twice as fast as bad debt
during this 2-year period (70 percent compared to 36 percent). In 2005, uncompensated care was 2.0 percent
of hospital operating expenses, which was higher than recent years but within the range of historical averages in
Minnesota. Nationally, hospital uncompensated care as a share of operating expenses is much higher (5.6
percent in 2005), most likely reflecting the fact that the share of the population without health insurance is
much lower in Minnesota than it is nationally.

Uncompensated care in Minnesota is concentrated among a small number of hospitals. The ten largest
providers of uncompensated care account for over half of total uncompensated care in the state.

Although standard definitions for the reporting of charity care and bad debt were implemented in 2001, it
appears that there may still be variation across hospitals in which uncompensated care costs are reported as
charity care and which are considered bad debt. For example, among the 10 hospitals providing the most
uncompensated care in 2005, the percentage of total uncompensated care that was attributed to charity care
ranged from 32 percent to 95 percent. Other factors that may explain this variation include differences in
hospitals’ charity care policies, differences in the degree to which hospitals try to identify patients who are
eligible for either charity care or public insurance programs, differences in debt collection practices, or
differences in how hospitals classify charges incurred by patients for whom they are unable to document charity
care eligibility.

Charity Care and Debt Collection Policies
Nearly all Minnesota hospitals have formal charity care policies that spell out criteria for determining charity

care eligibility. Most hospitals reported that they consider income, assets, and eligibility for public insurance
programs in determining eligibility for charity care (either free care or a partial discount from charges). Most
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hospitals (70 percent) reported that they post information about charity care in public areas, and most also
instruct staff to provide this information to uninsured patients (76 percent). About 40 percent reported that they
provide this information to patients in a language other than English.

With regard to debt collection practices, all of Minnesota’s hospitals have signed agreements with the Attorney
General’s office that essentially standardize debt collection practices across the industry. Most hospitals
previously had formal billing and collection policies in place, but the extent of difference between the
standardized policy and previous policies is not clear. Hospitals’ two-year agreements with the Attorney General
on debt collection practices (which also include agreements to provide discounts to uninsured patients with
family incomes below $125,000 per year) begin to expire in the Spring of 2007.

For a variety of reasons, it is difficult to determine how recent changes in Minnesota hospitals’ charity care and
debt collection policies have affected the amount of uncompensated care and the number of patients receiving
uncompensated care. First, many other changes have occurred in Minnesota’s health care marketplace that may
have also influenced levels of charity care and bad debt. Second, the most recent year of data that is available is
for hospitals’ fiscal year 2005, which for many hospitals largely precedes their agreement with the Attorney
General. In addition, hospitals’ ability to provide detailed information about charity care and bad debt for more
recent time periods is limited, and few hospitals were able to provide information on the number of patients
receiving charity care or whose charges were written off as bad debt.

Community Benefits

Federal policy requires hospitals to provide community benefits in order to qualify as tax-exempt nonprofit
entities. In part due to recent debate about the degree to which hospitals should be required to demonstrate the
value of community benefits that they provide in comparison to the value of their tax exemptions, an increasing
amount of attention is being paid to quantifying the value of community benefits provided by nonprofit
hospitals. To the degree that there is any consensus on defining and measuring community benefit, a set of
standards developed by the Catholic Health Association (CHA) and VHA Inc. is most widely used. Definitions
used by the American Hospital Association are similar, but include bad debt and Medicare payment shortfalls in
addition to activities that are included in community benefit under the CHA/VHA definition.

MDH used the CHA/VHA definitions to estimate the amount of community benefits provided by Minnesota
hospitals in 2005. Using these definitions, MDH estimated the total amount of community benefit provided by
nonprofit hospitals at $607.2 million in 2005, including $535.3 million at private nonprofit hospitals and $71.9
million at government-owned community hospitals. These costs for community benefit represented about 6.4
percent of hospital operating expenses in 2005.

Value of Tax Exemptions

MDH estimated the total value of tax exemptions received by nonprofit hospitals at $482.0 million in 2005
($443.6 million at private nonprofit hospitals, and $38.4 million at government-owned hospitals). This estimate
includes the value of exemptions from property tax, sales tax, and federal and state income taxes. It also
includes benefits that hospitals receive through their ability to issue tax-exempt debt, as well as the deductibility
of charitable contributions to nonprofit hospitals.
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Recommendations

As noted above, MDH is required to include recommendations on 1) the need for more uniform charity care
and debt collection policies, and 2) the need for more uniform reporting of community benefits. These
recommendations are summarized below.

More uniform charity care and debt collection policies: MDH does not recommend that hospitals be required to
have standardized charity care policies. However, MDH recommends the following:

. Hospitals should be required to have a written charity care policy, and to make information about
charity care policies easily available to the public by posting it in public areas of the hospital and on
hospital websites. Information on charity care policies and state public insurance programs should be
provided to all uninsured patients.

3 The Legislature should consider making standardized debt collection practices permanent in statute. In
addition, it will be important to monitor charges to uninsured patients as hospitals’ agreements with the
Attorney General expire.

More uniform reporting of community benefits: In the interest of greater transparency and accountability, MDH
recommends that hospitals be required to report on community benefits in a standardized way. Community
benefit reporting should be incorporated into existing MDH data collection from hospitals, in order to ensure
cooperation from all hospitals, as well as to ensure that the information reported is consistent with other
financial data reported by hospitals. Definitions for community benefit reporting should be developed by MDH,
with input from an advisory commission established for this purpose.
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Introduction

Several issues have given rise to recent concerns, both in Minnesota and nationally, about the amount of
uncompensated care and community benefits provided by hospitals. First, recent increases in the number of
people who do not have health insurance have likely also increased the demand for hospital uncompensated
care as a “safety net” for the uninsured. In addition, public attention has been called to the fact that when
uninsured patients receive care at a hospital, they have often been billed at levels far above what private insurers
or public insurance programs would have paid for the same services. Finally, there has been increasing scrutiny
of the community benefits provided by nonprofit hospitals, and whether the benefits are comparable to the tax
exemptions that these hospitals receive as a result of their nonprofit status. !

In 2005, all Minnesota hospitals signed agreements with the Attorney General that required the hospitals to
provide discounts from charges for uninsured patients with annual household incomes below $125,000 per
year. Specifically, hospitals agreed to provide these uninsured patients with the same discounts from charges
that they provide to their largest private payer.2 In addition, hospitals agreed to a uniform standard for debt
collection practices that was intended to curb perceived abuses by hospitals in attempting to collect unpaid bills.
The agreements between Minnesota hospitals and the Attorney General were for a period of two years, and most
are due to expire in Spring 2007.

The 2006 Legislature directed the Commissioner of Health to conduct a study of hospital uncompensated care,
charity care policies and debt collection practices, and community benefits provided by hospitals in comparison
to the value of tax exemptions for nonprofit hospitals. Specifically, the study requires the following:3

“(a) The commissioner of health shall study and report to the legislature by January 15, 2007, the
following:

(1) trends in hospitals’ cost of providing uncompensated care, separately identifying charity
care and bad debt as components of uncompensated care;

(2) the impact of any changes in hospitals’ charity care policies and debt collection practices in
the past three years on the amount of uncompensated care provided and the number of
patients receiving uncompensated care; and

(3) the value of hospital uncompensated care and community benefits in comparison to the
value of tax exemptions received as a result of nonprofit status.

(b) The commissioner’s report to the legislature shall include recommendations on:

(1) the need for more uniform hospital charity care policies and debt collection practices; and
(2) the need for more uniform reporting of community benefits provided by nonprofit
hospitals.”

1 See, for example, Robert Pear, “Nonprofit Hospitals Face Scrutiny Over Practices,” The New York Times, March 19, 2006.

2 The language in the agreement states: “The Hospital will not charge a patient whose annual household income is less than $125,000
for any uninsured treatment in an amount greater than the amount the provider would be reimbursed for that service or treatment
from the insurance company which provided that hospital with the most revenue for its services in the previous calendar year.”
(Minnesota Hospital Association and Office of Minnesota Attorney General Mike Hatch joint news release, June 2, 2005.)

32006 Minnesota Laws, Chapter 267, Article 1, Section 11
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In preparing this report to the legislature, the Minnesota Department of Health (MDH) relied upon several
sources of data. These included: existing publicly available data on hospital charity care, bad debt, and other
financial data; a special survey of hospitals on their charity care and debt collection practices and policies
conducted by MDH; the results of a Minnesota Hospital Association (MHA) survey on hospital community
benefits, augmented by additional data collection by MDH from hospitals that did not respond to the MHA
survey; and an MDH survey of county and city tax assessors to determine the assessed value of hospitals for
property tax purposes. MDH also reviewed existing research studies on community benefits and the value of tax
exemptions for nonprofit hospitals, and reviewed uncompensated care and community benefit reporting
requirements in other states.

Uncompensated Care Trends at Minnesota Hospitals

Background

Historically, one of the most widely used measures of hospitals’ service to their communities has been the
amount of care that they provide without compensation, or uncompensated care. Uncompensated care
comprises two distinct measures: charity care and bad debt. Charity care includes services that are provided to
patients free of charge or at a discount because of patients’ demonstrated inability to pay; in other words, charity
care is care for which hospitals did not expect payment. In contrast, bad debt represents care for which a
hospital expected but did not receive payment. Uncompensated care does not include contractual adjustments
or losses that a hospital incurs due to payments lower than cost from some third-party payers.

In their annual financial and statistical reports to MDH, hospitals report charges for charity care and bad debt.
Typically, analysts make an adjustment to these reported charges to more accurately reflect the cost that
hospitals incurred to provide the services. This adjustment is referred to as a “cost to charge ratio” — in 2005,
cost to charge ratios for Minnesota hospitals ranged from 33% to 147%, with an industry average of 46%.4
Figure 1 provides a graphical illustration of the components of uncompensated care and the adjustments that
are made to estimate hospitals” cost of providing uncompensated care. All charity care, bad debt, and
uncompensated care data included in this report are cost-based (i.e., have been adjusted from charges to more
accurately reflect the cost of providing care).

Figure 1

Calculation of Hospital Uncompensated Care Costs

Charity Care:
Care for which no
payment was
expected

Hospital charges for Hospital’s cost of
uncompensated care: providing
charity care charges uncompensated care

plus bad debt charges

Bad Debt: Care for
which payment was
expected but not
received

Conversion from
charges to costs using
ratio of hospital costs to

charges

4 The appendix to this report describes this calculation in more detail.
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Minnesota law does not require hospitals to provide specific amounts of uncompensated care or to have
uniform standards for the provision of uncompensated care; however, most Minnesota hospitals have developed
formal charity care policies that take into account a variety of factors, such as specific community needs, in
determining who is eligible for charity care. Providing charity care is also not an explicit requirement for
hospitals to qualify for federal tax-exempt status as charitable organizations. Prior to 1969, the Internal Revenue
Service (IRS) required that hospitals provide charity care in order to qualify for tax-exempt status. Under
current policy (in place since 1969), the IRS requires that a hospital meet a “community benefit” standard,
which may include but does not require charity care, in order to qualify as a tax-exempt nonprofit.5

Federal law does require hospitals to provide uncompensated care in two specific circumstances: first, the
Emergency Medical Treatment and Labor Act (EMTALA) requires hospitals that operate emergency rooms to
provide emergency stabilizing treatment to all patients regardless of their ability to payé; second, hospitals that
received funds for construction and modernization under the federal Hill-Burton Act were required to provide
specific amounts of free care.”

Sources of Data on Uncompensated Care

Minnesota hospitals are required to submit annual financial and statistical reports to MDH through the Health
Care Cost Information System, or HCCIS. These reports are the primary source of data on hospital charity care,
bad debt, and total uncompensated care in Minnesota.

Until 1990, general accounting practices held that while a differentiation between charity care and bad debt was
helpful, they could be treated the same way for accounting purposes. As such, reporting of charity care together
with bad debt was not uncommon through the mid-1990s. Accounting practices for charity care and bad debt
changed substantially in 1990, when the American Institute of Certified Public Accountants’ (AICPA) guidance
required facilities to treat charity care and bad debt differently: charity care was classified as an adjustment to
revenue, and bad debt was accounted for as an operating expense.8

Reports to the Legislature from MDH in 1999 and 2000 identified the lack of consistent definitions of charity
care, bad debt, and uncompensated care as a barrier to making comparisons across providers and gaining an
accurate picture of overall charity care, bad debt, and uncompensated care at Minnesota hospitals.® The 1999
Minnesota Legislature directed MDH to develop standard definitions of charity care and bad debt. In 2001, MDH

5 See U.S. Government Accountability Office, “Nonprofit, For-Profit, and Government Hospitals: Uncompensated Care and Other
Community Benefits,” Testimony Before the Committee on Ways and Means, House of Representatives, May 26, 2005 for a discussion
of the 1969 IRS ruling and the types of activities that qualify as community benefits.

6 Section 1867 of the Social Security Act. The law applies to all hospitals that participate in the Medicare program, which includes
nearly all hospitals.

7 Only one Minnesota hospital, Kittson Memorial Hospital and Nursing Home, still has a Hill-Burton free care obligation. U.S.
Department of Health and Human Services, Health Resources and Services Administration, “Hill-Burton Facilities Obligated to Provide
Free or Reduced-Cost Health Care,” http://www.hrsa.gov/hillburton/hillburtonfacilities.htm, accessed November 24, 2006.

8 Hospital Financial Management Association, “Principles and Practices Board Statement 15: Valuation and Financial Statement
Presentation of Charity Care and Bad Debts by Institutional Healthcare Providers,”
(http://www.hfma.org/library/accounting/reporting/ppb_charity bad debt.htm ), approved November 2006.

9 Minnesota Department of Health, Health Economics Program, “Uncompensated Health Care in Minnesota: An Interim Report to the
Legislature,” February 1999; Minnesota Department of Health, Health Economics Program, “Uncompensated Care in Minnesota:
Report to the Minnesota Legislature,” January 2000.
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adopted final rules that standardized the definitions of charity care and bad debt, with input from an advisory
committee that had been established for this purpose. The rules established criteria that must be met in order
for hospitals to classify care as charity care, clarified specific types of care that can be included in charity care,
and established a standard definition of bad debt. Figure 2 provides the current definitions of charity care and

bad debt.

Figure 2
Current Definitions of Charity Care and Bad Debt

Charity Care

General definition: Charity care means the dollar amount that would have been charged by a facility for

payment.

1)
2)

3)

4)

1)
2)

3)

1)

2)
3)
4)
5)
0)
7)

rendering free or discounted care to persons who cannot afford to pay and for which the facility did not expect

In order for services to count as charity care, a facility must:

generate and record a charge;

have a policy on the provision of charity care that contains specific eligibility criteria and is
communicated or made available to patients;

have made a reasonable effort to identify a third-party payer, encourage the patient to enroll
in public programs, and to the extent possible, aid the patient in the enrollment process;
and

ensure that the patient meets charity care criteria.

Charity care may include:

services that the provider is obligated to render independently of the ability to collect;

care provided to patients who meet the facility’s charity care guidelines and have partial
insurance coverage, but who are unable to pay the remainder of their medical bills;

care provided to low-income patients who may qualify for a public health insurance program
and meet the facility’s eligibility criteria for charity care, but who do not complete the
application process for public insurance despite the facility’s reasonable efforts

Charity care does NOT include:

contractual allowances (the difference between gross charges and payments received from
insurance companies or other third-party payers);

bad debt;

perceived underpayments for patients covered by public insurance programs;
unreimbursed costs of basic or clinical research or professional education and training;
professional courtesy discounts;

community services or outreach activities

services for patients against whom collection actions were taken that resulted in a financial
obligation documented on a patient’s credit report with credit bureaus.
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Bad Debt

General definition: Bad debt means the dollar amount charged for care for which there was an expectation of
payment but for which the patient is unwilling to pay.

In determining whether to classify charges as a bad debt expense, a facility must:

1) presume that a patient is able and willing to pay until and unless the facility has reason to
consider the care as a charity care case under its charity care policy and the facility classifies
the care as a charity care case;

2) include as a bad debt expense any unpaid deductibles, coinsurance, copayments,
noncovered services, and other unpaid patient responsibilities.

Source: Minnesota Rules, Chapter 4650

In addition to establishing standard definitions for reporting of charity care and bad debt, the 2001 rules
required hospitals to report charity care adjustments and the number of charity care contacts by family income
(income below 275 percent of federal poverty guidelines (FPG), above 275 percent of FPG, and unknown family
income). The purpose of this reporting requirement was to gain information on the demographic composition
of the population receiving charity care, an information gap that had been identified by the 1999 and 2000 MDH
reports to the Legislature as important to understanding changing needs for uncompensated care and the
uneven distribution of uncompensated care across facilities.

It is important to note that although these rules establish standard definitions for reporting on charity care and
bad debt, they do not require that hospitals establish uniform policies for determining who is eligible for charity
care or when to write off expenses as bad debt. Hospitals continue to establish their own policies, consistent
with their resources, the needs of their communities, and their missions.

As a result of the agreements between Minnesota hospitals and the Office of the Attorney General in 2005, a new
category called “self-pay discounts” was added to HCCIS reports for 2005. This reporting category is intended to
include the discounts from charges that hospitals committed to provide to uninsured patients with family
incomes below $125,000 per year. Hospitals reported a total of about $80.1 million in self-pay discounts from
charges for 2005. Amounts reported in the “self-pay discount” category do not count as charity care or bad
debt, and therefore are not included in uncompensated care. However, they may have had an impact on the
amounts of charity care and bad debt reported for 2005. Anecdotal evidence suggests that there was some
confusion among hospitals about whether discounts that a hospital provided under its charity care policy in
2005 should be reported as charity care adjustments or self-pay discounts. If hospitals reported discounts
provided to patients who were eligible for charity care in the self-pay discount category, charity care for 2005
would have been under-reported. The new policies on uninsured discounts and debt collection could affect
charity care and bad debt in other ways as well — for example, the discounts may encourage more uninsured
patients to pay their bills and/or work out payment schedules with hospitals, ultimately reducing bad debt
expense; the provisions of the agreements that standardized debt collection practices could also have an impact
on bad debt expense.
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Trends in Charity Care, Bad Debt, and Uncompensated Care

Minnesota hospitals incurred about $191 million in uncompensated care costs in 2005 (see Figure 3). In
contrast to the relatively stable level of uncompensated care costs that hospitals reported between 2000 and
2003, uncompensated care increased by about 18 percent in 2004 and an additional 26 percent in 2005. In
2004 and 2005, uncompensated care costs increased about 2.6 times faster than hospitals’ operating expenses
(total increase of 48.5 percent vs. 18.7 percent). One factor that has likely contributed to the recent increase in
uncompensated care is an increase in the number of Minnesotans without health insurance. Between 2001 and
2004, the share of Minensotans with employer-based health insurance declined from 68.4 percent to 62.9
percent; although public coverage increased during this period (from 21.2 percent to 25.1 percent of the
population), it did not fully offset the decline in private coverage.10

Figure 3

Uncompensated Care Costs at Minnesota Hospitals, 1996 to 2005
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Despite the recent rapid growth, uncompensated care as a percent of hospital operating expenses in Minnesota
remains lower than the national average, as shown in Figure 4. In 2005, Minnesota hospitals spent an average
of 2.0 percent of their operating expenses on uncompensated care, less than half the national average of 5.6
percent. The fact that Minnesota’s uninsurance rate has historically been among the lowest in the nation is a
key reason why uncompensated care in Minnesota is so much lower than the national average.

10 Minnesota Department of Health, Health Economics Program, and University of Minnesota School of Public Health, “Health
Insurance Coverage in Minnesota: Trends from 2001 to 2004,” February 2006.
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Figure 4

Uncompensated Care as a Percent of Hospital Operating Expenses
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Figure 5 illustrates trends in the components of uncompensated care. Although the overall level of
uncompensated care was stable from 2000 to 2003, hospitals reported an increase in charity care (from $30
million to $47 million, a 57 percent increase) and a decline in bad debt (from $93 million to $82 million, a
decline of nearly 12 percent) during this period. It is not possible to determine how much of this change, if any,
is due to the implementation of standardized definitions of charity care and bad debt in 2001. Between 2003
and 2005, reported costs of charity and bad debt both increased substantially: charity care rose by about 70
percent over the 2-year period, while bad debt increased by about 36 percent.

Figure 5
Minnesota Hospitals' Trends in Charity Care and Bad Debt, 1996 to 2005
$120-
$110.9
$1007 $93.0 $94.3
] $87.9
] %848 $81.5 803
9 $804 .
o $ $73.3
s $65.7
8 $60- $52.9 $53.8 $57.0
5 $47.2
= $40.0
= %404 $36.4
. $32.9
$28.2 $27.7 $323 $29.9
$20
$0 - B

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

- Charity Care |:| Bad Debt

Source: MDH, Health Care Cost Information System

Report to the Minnesota Legislature



The historical trend in charity care and bad debt as a share of total uncompensated care is presented in Figure
6. In 2005, bad debt was responsible for 58 percent of Minnesota hospitals’ uncompensated care costs, and
charity care accounted for 42 percent. The share of uncompensated care attributable to bad debt has been
declining in recent years, while the share attributable to charity care has increased. Again, it is not possible to
determine how much of this change may have been attributable to changes in the definitions and reporting of
charity care and bad debt. It appears, however, that there may still be variation across hospitals in how charity
care and bad debt are reported (this issue is discussed in more detail below).

Figure 6

Charity Care and Bad Debt as Percent of Total Uncompensated Care
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Figure 7 illustrates the trend in uncompensated care, adjusted for inflation (in 2005 dollars). Adjusted for
inflation, total uncompensated care actually declined slightly in 2001 and 2002. Even after adjusting for
inflation, however, the increase between 2003 and 2005 was large (about 40 percent).
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Figure 7

Inflation-Adjusted Uncompensated Care
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Variations in Uncompensated Care

Historically, the financial burden of providing uncompensated care has been concentrated among a relatively
small number of hospitals in Minnesota. The largest single provider of uncompensated care is Hennepin
County Medical Center, which provided about 17.5 percent of total uncompensated care in Minnesota in 2005
(see Figure 8). Regions Hospital was the second-largest provider of uncompensated care, with 6.8 percent of the
total, and Fairview-University Medical Center accounted for 5.3 percent. The ten largest providers of
uncompensated care accounted for 53 percent of total uncompensated care in Minnesota in 2005, with the
remaining 126 hospitals accounting for the other 47 percent.

Figure 8

Distribution of Uncompensated Care by Hospital, 2005
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Source: MDH, Health Care Cost Information System
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For the 10 largest providers of uncompensated care, Figure 9 illustrates the variation in uncompensated care as
a percentage of operating expenses. In addition to having the highest level of uncompensated care, Hennepin
County Medical Center also had the highest uncompensated care as a share of operating expenses (7.5 percent)
in 2005. Regions Hospital spent 3.4 percent of hospital operating expenses on uncompensated care and St.
Mary’s Medical Center spent 2.6 percent. The other seven of the ten largest providers of uncompensated care
spent less than the state average of 2.0 percent of hospital operating expenses on uncompensated care.

Figure 9

Ten Largest Providers of Hospital Uncompensated Care in 2005: Uncompensated
Care as Percent of Hospital Operating Expenses

0/ —
8% 750

7% -
6% -
5% -
2.0%, statewide average

4%
3.4%

3% 2.6%
1.8% 1.7% 1.8%
2%
1.5% 1.6%
1 3% 5% > 1.3%
0%
N I
0% ‘ ‘ ‘ ‘
Hennepin Regions Fairview- Salnt Marys North Memorial 2P0t St Marys United St. Cloud Methodist Other (126
County Medical  Hgspital University Hospital Northwestern Medical Center  Hospital . Hospital )
Center p Medical Center (Rochester) Medical Center Hospital (Duluth) P Hospital p Hospitals)

Source: MDH, Health Care Cost Information System

In 2005, uncompensated care as a share of operating expenses was about the same for urban hospitals as it was
for rural hospitals (2.0 percent and 1.9 percent, respectively, as shown in Figure 10). In the late 1990s, urban
hospitals typically reported a substantially higher ratio of uncompensated care to operating expenses than rural
hospitals, but this difference has virtually disappeared. Table 1 provides additional information on
uncompensated care by hospital size and ownership. The largest hospitals in Minnesota (more than 200
licensed beds) provide about two-thirds of total uncompensated care. Private nonprofit hospitals provide over
three fourths of hospital uncompensated care in Minnesota, but uncompensated care as a share of operating
expenses is lower for nonprofits (1.7 percent in 2005) than it is for government hospitals as a group (4.0
percent in 2005); if Hennepin County Medical Center is excluded from the analysis, however, uncompensated
care as a percent of operating expenses at private nonprofit hospitals and government hospitals is about the
same (1.7 percent in 2005).
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Figure 10

Uncompensated Care Trends for Rural and Urban Minnesota Hospitals:
Uncompensated Care as Percent of Operating Expenses
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Source: MDH, Health Care Cost Information System. "Urban" includes hospitals located in counties that
are part of a metropolitan statistical area (MSA); hospitals in counties that are not part of an MSA are
defined as rural.

Table 1

Uncompensated Care by Type of Hospital
2000 2001 2002 2003 2004 2005

In millions of dollars:

Total, all hospitals $123.0 $124.3 $124.8 $128.7 $151.3 $191.2
By geography:
Rural hospitals $18.1 $20.4  $21.2 $229 $26.1 $335
Urban hospitals $104.8 $103.9 $103.6 $105.8 $125.2 $157.6

$123.0 $124.3 $124.8 $128.7 $151.3 $191.2
By number of licensed beds:

25 or fewer $2.5 $2.5 $3.3 $3.3 $3.9 $4.4

26 to 50 $10.2 $11.4 $114 $126 $141  $16.0
51 to 100 $12.3 $12.8 $150 $16.0 $16.7 $245
101 to 200 $15.3 $13.4 $140 $13.0 $158 $19.0
More than 200 $82.8 $84.2 $81.1 $83.8 $100.8 $127.2

i $123.0 $124.3 $124.8 $128.7 $151.3 $191.2
By type of ownership:

Government $27.6  $30.3 $30.0 $30.8 $36.3 $45.3
Private nonprofit $94.2 $94.0 $94.7 $97.8 $115.0 $145.8
Private for-profit $1.2 $0.1 $0.1 $0.1 $0.0 $0.1

$123.0 $124.3 $124.8 $128.7 $151.3 $191.2

As percent of operating expenses:

Total, all hospitals 2.0% 1.8% 1.7% 1.6% 1.8% 2.0%
By geography:
Rural hospitals 1.8% 1.8% 1.6% 1.6% 1.7% 1.9%
Urban hospitals 2.0% 1.8% 1.7% 1.6% 1.8% 2.0%
By number of licensed beds:
25 or fewer 2.0% 1.6% 1.9% 1.8% 1.7% 1.7%
26 to 50 2.1% 2.3% 2.0% 1.9% 2.0% 2.2%
51 to 100 2.0% 1.8% 1.8% 1.8% 1.8% 2.0%
101 to 200 2.0% 1.5% 1.4% 1.2% 1.3% 1.5%
More than 200 2.0% 1.9% 1.7% 1.6% 1.8% 2.1%
By type of ownership:
Government 3.5% 3.6% 3.3% 3.2% 3.5% 4.0%
Private nonprofit 1.8% 1.6% 1.4% 1.4% 1.5% 1.7%
Private for-profit 5.3% 3.5% 3.0% 3.5% 2.9% 0.5%
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Consistency of Reporting Across Hospitals

As noted earlier, standardized definitions for charity care and bad debt were adopted in 2001 in an attempt to
improve the comparability of charity care and bad debt across hospitals. However, it appears likely that there is
still variation across hospitals in which uncompensated care costs are allocated to charity care and which are
considered bad debt. For example, among the ten hospitals providing the most uncompensated care in 2005,
the percentage of uncompensated care that was attributable to charity care ranged from 32 percent at Fairview-
University Medical Center to 95 percent at Regions Hospital (see Table 2). For the 126 other Minnesota
hospitals, there is also substantial variation in charity care as a percentage of total uncompensated care (ranging
from 0 to 80 percent in 2005, with a median of 21 percent for all hospitals).

Table 2

Charity Care as Percent of Uncompensated Care

2001 2002 2003 2004 2005

Total, all hospitals 29.3% 32.0% 36.7% 37.7% 42.0%
By geography:
Rural hospitals 15.9% 15.0% 15.9% 16.9% 21.0%
Urban hospitals 31.9% 355% 41.2% 42.0% 46.5%
By number of licensed beds:
25 or fewer 22.6% 12.9% 145% 155% 20.2%
26 to 50 13.4% 12.2% 12.5% 13.9% 18.5%
51 to 100 13.9% 13.2% 17.3% 21.2% 26.7%
101 to 200 27.7% 20.8% 24.2% 25.9% 32.4%
More than 200 34.2% 41.0% 46.8% 46.4% 50.1%
By type of ownership:
Government 27.9% 342% 37.4% 36.9% 39.8%
Private nonprofit 29.8% 31.4% 36.4% 37.9% 42.7%
Private for-profit 1.6% 121% 53% 144% 7.1%
Largest providers of uncompensated care:
Hennepin County Medical Center 32.1% 43.2% 47.0% 452% 47.1%
Regions Hospital 87.7% 93.8% 96.6% 97.1% 95.2%
Fairview-University Medical Center 58% 10.2% 24.1% 23.6% 32.4%
Saint Marys Hospital (Rochester) 56.3% 58.7% 50.1% 42.5% 47.4%
North Memorial Medical Center 23.2% 33.1% 32.9% 34.6% 44.4%
Abbott Northwestern Hospital 37.0% 32.6% 49.1% 53.2% 63.5%
St. Mary's Medical Center (Duluth) 458% 41.4% 445% 35.4% 32.8%
United Hospital 23.7% 19.8% 34.2% 42.4% 55.1%
St. Cloud Hospital 31.6% 33.9% 35.0% 36.9% 36.7%
Methodist Hospital 58% 12.0% 7.3% 19.5% 40.8%

From the data available, it is not possible to determine whether these differences are the result of inconsistent
reporting across hospitals or over time, or whether they are the result of other factors (for example, differences
in facilities’ charity care policies, differences in the degree to which facilities assist patients in enrolling in public
programs and/or collect on bad debt, or differences in how hospitals treat charges incurred by patients for
whom they are unable to document eligibility for charity care). Among hospitals with relatively small amounts
of uncompensated care, another contributing factor to variation in charity care and bad debt as a share of total
uncompensated care could be random variation in the number of patients who qualify for uncompensated care
or the result of having a small number of cases that are more expensive than average.

Charity care as a share of total uncompensated care increased by 12.7 percentage points from 2001 to 2005
(from 29.3 percent to 42.0 percent of the total), as shown in Table 2. Beginning in 2001, all of the data should
reflect the standardization of the definitions of charity care and bad debt. Factors that may have played a role in
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this increase include changes in hospitals’ charity care policies, changes in the degree to which hospitals
attempt to collect on bad debt, changes in the degree to which hospitals assist patients in obtaining public
coverage or document patients’ eligibility for charity care, an increase in the number of uninsured patients
receiving charity care, or an increase in the percentage of people who are insured but cannot afford to pay their
portion of the hospital bill.

Table 2 also illustrates significant variation across different types of hospitals in the share of uncompensated
care that is attributed to charity care. For example, the largest hospitals experienced the biggest increase (about
16 percentage points) in the ratio of charity care to uncompensated care, while hospitals with 25 or fewer
licensed beds experienced a 2 percentage point decline. Among the ten largest providers of uncompensated care
in 2005, some hospitals show much more change in the ratio of charity care to total uncompensated care over
time than others, as shown in Table 2. For example, reported charity care as a percentage of total
uncompensated care grew from 6 percent to 32 percent for Fairview-University Medical Center between 2001
and 2005, and from 6 percent to 41 percent for Methodist Hospital; meanwhile, charity care as a percentage of
uncompensated care declined for some other hospitals, and was relatively stable for others.

The changes in definitions used for reporting of charity care and bad debt that were implemented in 2001 also
required hospitals to report on the number of charity care cases and the amount of charity care by family
income. However, 72 out of 133 Minnesota hospitals that reported any charity care reported all of it in the
“unknown income” category in 2005. Because most hospitals use income as a criterion for charity care
eligibility, it seems unlikely that family income is truly unknown for most charity care cases at hospitals that did
not provide the breakout by income. In other words, there is substantial room for improvement in the
consistency of reporting of hospital charity care by income. Among hospitals that do report breakouts by
income level, about 75 percent of total charity care was provided to patients with family incomes less than 275
percent of federal poverty guidelines. (Nearly all of the charity care that was reported for patients with family
incomes above 275 percent of poverty guidelines was reported by Regions Hospital.)

Upcoming Changes in Reporting of Charity Care, Bad Debt, and Self-pay Discounts

Beginning with data reported in HCCIS for 2007, there will be some changes in reporting of charity care, bad
debt, and self-pay discounts. One reason for the changes is to clarify how hospitals should report charity care
and bad debt in light of confusion regarding what to include in the new self-pay discount category. Another
reason for the change is to collect more detail on charity care and bad debt to allow for a more in-depth
understanding of uncompensated care, and to calculate a more precise cost to charge adjustment for
uncompensated care. These changes will be reflected in data reported for 2007 and future years. Specifically,
the following changes in hospital reporting of charity care, bad debt, and self-pay discounts will take place:

. Charity Care: This category includes the dollar amount that would have been charged for providing
health care services for which there was no expectation of payment because the patient met the
hospital’s eligibility requirements for charity care. Starting in 2007, hospitals will separate free care
(100% discount) from charity care provided as a partial discount from charges, and will report charity
care separately for insured and uninsured patients. Hospitals will also begin to report separately on
“purchased charity care services,” which are services that a hospital purchases on behalf of a specific
individual who is eligible for charity care in order to prevent a future need for potentially more costly
inpatient or outpatient hospital charity care. In addition, hospitals will be asked to provide the average
percentage discount that they provide for people who qualify for partial charity care discounts.
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. Bad Debt: This category includes the dollar amount charged for health care services for which the
hospital expected to receive payment but did not. Starting in 2007, hospitals will report bad debt for
insured and uninsured patients separately. New definitions also specify that if a patient qualifies for a
self-pay discount or a partial charity care discount but does not pay the remaining portion of the bill,
that the discounted amount (the amount provided with no expectation of payment) cannot be counted
as bad debt. (In other words, bad debt includes only amounts that hospitals expected to collect.)

. Self-Pay Discounts: This category includes discounts for patients who qualify for discounts to uninsured
patients with household income below $125,000 per year. Starting in 2007, self-pay discounts are not
to be reported in this category if the discount is included in a hospital’s charity care policy. In addition,
hospitals will be asked to provide information on the percentage discount that they apply to bills for
these self-pay patients.

Financing of Hospital Uncompensated Care

Uncompensated care provided in hospitals is financed through a variety of mechanisms. Disproportionate Share
Hospital (DSH) payments from Medicare and Medicaid are the largest sources of funding for hospital
uncompensated care. DSH payments are not directly targeted for hospital uncompensated care, but the funds
are allocated to hospitals to offset the costs of serving low-income patients. At the national level, it is estimated
that roughly 70% of hospital uncompensated care is financed through Medicare and Medicaid DSH payments.11
In 2004, Minnesota hospitals received $66 million in Medicare DSH payments and $42 million in Medicaid DSH
payments. Other sources of funding for uncompensated care include tax appropriations (primarily for
government owned hospitals) and grants and donations. Hospitals may also finance uncompensated care by
shifting some of the cost to third party payers, or by absorbing the cost.

Charity Care Policies and Practices

The legislation requiring this study directs MDH to analyze the impact of any changes in hospitals’ charity care
policies and debt collection practices in the past three years on the amount of uncompensated care provided
and the number of patients receiving uncompensated care. In order to address these questions, MDH
conducted a survey of all Minnesota hospitals to collect information on their charity care policies, debt collection
policies, recent changes in these policies, and information that would allow for an analysis of the impact of
recent changes on the dollar volume of uncompensated care and the number of patients receiving
uncompensated care.

Minnesota Hospitals’ Charity Care and Debt Collection Policies

Nearly all Minnesota hospitals have an explicit charity care policy. Of the 135 hospitals operating in Minnesota
in 2006,72 128 provided MDH with a copy of their charity care policy. Five hospitals indicated that they do not
currently have a formal charity care policy, but several of these hospitals reported that they are in the process of

11 Jack Hadley and John Holahan, “The Cost of Care for the Uninsured: What Do We Spend, Who Pays, and What Would Full Coverage
Add to Medical Spending?” Kaiser Commission on Medicaid and the Uninsured Issue Update, May 2004, and Jack Hadley and John
Holahan, “How Much Medical Care Do The Uninsured Use, and Who Pays For It?” Health Affairs Web Exclusive, February 2003.

12 One hospital, Minnewaska Regional Health System, closed in 2005 and is not included in this analysis.
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developing one. Two hospitals did not provide information on whether they have a charity care policy. Most
hospitals (107 out of the 128 that provided copies of their charity care policies) reported that their policies have
been reviewed, changed, or updated since 2004.

Most Minnesota hospitals use their charity care policies to define eligibility requirements for free or discounted
care. Only 10 hospitals reported that they do not use fixed criteria to make a determination, but instead
determine eligibility on a case-by-case basis (see Figure 11). However, hospitals with specified eligibility criteria
and those that determine eligibility on a case-by-case basis use similar information to decide which cases are
eligible for charity care. In total, 124 out of the 128 hospitals that provided copies of their charity care policies
use income to determine eligibility for charity care.'3 Most hospitals (91 out of 128) also consider patients’
assets in their charity care determination process.'# In addition, most hospitals’ charity care policies (99 out of
128) require that patients be determined to be ineligible for public insurance coverage in order to qualify for
charity care.

Figure 11

Factors Considered in Charity Care Determinations
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Source: MDH survey of hospitals. Includes information from 128 hospitals that provided a copy of their
charity care policy.

The income guidelines used in determining eligibility for charity care vary across hospitals. MDH analyzed
available charity care policies to identify the income thresholds used by hospitals to determine patient eligibility
for full (100% discount) and partial (sliding scale discount) charity care. Table 3 shows the variation in income
limits used to determine eligibility for both full and partial charity care for 123 hospitals that provided this

13 Some use family income and some use household income.

14 One hospital reported using an asset test only, without regard to income.
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information.'s According to MDH’s analysis of charity care policies, ninety-one hospitals use specific income
guidelines to determine eligibility for free care and 89 hospitals use specific income guidelines for determining
eligibility for partial charity care.

Table 3

Guidelines Used by Minnesota Hospitals to Determine Charity Care Eligibility

Number of hospitals providing:

Free Care
(Full Discount)  Partial Discount

Income limit (as % of federal poverty guidelines)

100% or below 27 1
101 to 150% 14 6
151 to 200% 31 34
201 to 250% 8 10
251 to 300% 11 15
301 to 350% 0 3
351 to 400% 0 14
401 to 450% 0 5
Above 450% 0 1
Income limits used, but information not provided 19 30
Determination made on case by case basis 0 1
Other 2 2
Not offered 11 1
123 123

Federal poverty guidelines vary by family size. For example, the 2006 federal poverty guideline is $9,800
for a one-person family; $13,200 for a 2-person family; $16, 600 for a 3-person family; $20,000 for a
four-person family; and $3,400 for each additional person.

In addition to differences among hospitals in income and asset standards used for determining charity care
eligibility, there are many other ways in which hospitals’ charity care policies vary. For example, some hospitals
offer charity care only to uninsured patients, while others include insured patients in their eligibility criteria.
Some base eligibility for charity care on where the patient lives (e.g., in the primary service area of the hospital).
Others specify a range of health care services that are included and excluded from charity care eligibility. Some
hospitals” charity care policies place a cap on a patient’s liability for out of pocket costs, and others limit patient
liability to a certain percentage of their income. Finally, some hospitals set explicit annual budgets for charity
care and make decisions about charity care according to this budget.

There is relatively little variation in the types of information that hospitals require patients to provide in order to
document eligibility for charity care. In general, patients are asked to list and document their income
(household or family income) from all sources and the assets they hold. There is some variation in what
hospitals count as assets for the purpose of determining charity care eligibility (for example, whether a second
car is included in the calculation). Finally, some hospitals explicitly consider the potential hardship that the full
or discounted medical bill presents by also collecting information on monthly expenses.

15 Five hospitals reported that they use the U.S. Department of Housing and Urban Development (HUD) Very-Low income Guidelines
instead of the Federal Poverty Guidelines. Eligibility for full charity care in these hospitals requires an income at or below 130% of the
HUD Very-Low Income Guidelines, and the sliding scale for partial charity care eligibility requires that patient income limits are
between 130% and 195% of the HUD guidelines.
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MDH’s survey on hospital charity care policies also collected information on the ways in which hospitals
communicate their charity care policies to patients (see Figure 12). Most hospitals (70 percent) reported that
they post information about charity care in public areas, or instruct staff to provide it to patients without
insurance coverage (76 percent of hospitals). Seven hospitals reported that information about charity care
discounts is provided to patients only upon request. Finally, about 40 percent of hospitals reported that they
make this information available to patients in a language other than English. Some hospitals indicated that they
also inform patients about charity care policies by including information on patient bills, hospital websites, or by
other means.

Figure 12
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Source: MDH survey of hospitals. Includes information from 128 hospitals that provided a copy of their
charity care policy.

With regard to hospitals’ policies on debt collection, the agreements that all of Minnesota’s 136 hospitals signed
with the Attorney General’s office in the spring of 2005 effectively standardized debt collection policies across the
industry. Of the state’s 135 hospitals, 64 percent reported having had formal billing and collection policies in
place prior to signing the agreement with the Attorney General. The extent of difference between the new
standardized policy and previous policies is not clear, but likely varies across hospitals.

Impact of Changes in Charity Care and Debt Collection Policies

For several reasons, it is difficult to determine how recent changes in Minnesota hospitals’ charity care and bad
debt collection policies have affected the dollar volume and number of patients receiving uncompensated care.
First, the most recent year of hospital financial data that is currently available is data for hospital fiscal year
2005, which for many hospitals largely precedes their agreement with the Attorney General.’6 In order to get a
more timely and accurate picture of trends in uncompensated care, the survey that MDH conducted for this

16 Data that hospitals report to MDH is provided on a fiscal year basis. For 29 hospitals, fiscal year 2005 ended before or soon after
the agreements with the Attorney General’s office were signed.
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study asked hospitals to provide information on charity care, bad debt, and self-pay discounts for semiannual
periods (in order to better distinguish the effect of changes that may have occurred in the middle of a year)
from the first half of 2003 through the first half of 2006. Not all hospitals provided detailed financial information
in response to this question, and even fewer were able to report on the numbers of patients in each of these
three categories. As a result, MDH’s ability to analyze the impact of changes in hospitals’ charity care and debt
collection policies is very limited. Only 103 hospitals reported historical charity care data, and 107 hospitals
reported historical data on bad debt. With regard to the number of patients, only 26 hospitals provided
information on the number of patients receiving charity care, and 8 provided information on the number
incurring bad debt.7

Several other factors complicate this analysis. For example, as noted earlier most hospitals have changed their
charity care policies since 2004. For many, the changes were relatively minor, such as changes that update
income criteria to correspond to new federal poverty guidelines. In many cases, however, MDH was unable to
determine the extent of changes to a hospital’s charity care policy in order to distinguish major changes from
minor ones. In addition, many other types of changes such as an increase in Minnesota’s uninsured
population,8 increases in the cost of providing care, and increases in the number of people with high-
deductible health insurance policies (or other significant enrollee cost sharing requirements) were occurring in
Minnesota’s health care marketplace during the same time period, making it very difficult to isolate the impact
of changes in hospital policy on the level of uncompensated care provided.

During most of the period shown in Table 4, growth in charity care outpaced that of bad debt (the exception to
this is the first half of calendar year 2004). The strongest growth in charity care was observed for the first half of
2005, when charity care grew by 34 percent compared to the previous 6 months; growth in bad debt was also
highest during this period (20 percent). Due to the limited availability of data and the many other changes
taking place during this time period, it is impossible to determine how much, if any, of the changes observed
were due to changes in hospitals’ charity care and/or debt collection policies.

Table 4

Part-Year Analysis of Changes in Charity Care and Bad Debt, 2003 to 2006

] Growth vs. Growth vs. Total Growth vs.
Charity Care  previous Six | Bad Debt  previous Six | Uncompensated Previous Six
($ millions) Months ($ millions) Months Care Months

2003: 1st half $20.8 $43.0 $63.8

2nd half $26.5 27.5% $43.0 -0.1% $69.5 8.9%
2004: 1st half $28.9 9.1% $48.0 11.7% $76.9 10.7%

2nd half $34.6 19.8% $50.4 5.1% $85.0 10.6%
2005: 1st half $46.4 34.1% $60.7 20.4% $107.1 26.0%

2nd half $58.1 25.2% $63.6 4.8% $121.7 13.6%
2006: 1st half $55.5 -4.4% $59.0 -7.2% $114.5 -5.9%
Number of hospitals included in analysis: 103 107 107

Note: figures reported in this table are based on data reported through an MDH survey conducted
specifically for this study, while data on charity care, bad debt, and uncompensated care used elsewhere
in this report is from HCCIS. One possible reason for the difference between this table and data
reported elsewhere is that these data were reported by hospitals for time periods that may not coincide
with their fiscal years (HCCIS data is reported on a fiscal year basis).

17 Twenty hospitals provided information on the number of visits resulting in charity care, and 14 provided information on the
number of visits resulting in bad debt.

18 Minnesota Department of Health, Health Economics Program, and University of Minnesota School of Public Health, “Health
Insurance Coverage in Minnesota: Trends from 2001 to 2004,” February 2006.
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Community Benefits

As noted earlier, current federal policy applies a “community benefit standard” to determine whether hospitals
qualify as tax-exempt nonprofits. The community benefit standard does not explicitly require that hospitals
provide charity care, although charity care is one component of community benefit. IRS guidance has defined
several types of other activities that qualify as community benefits: these include operating an emergency room
open to all members of the community without regard to their ability to pay; maintaining an open medical staff;
treating patients receiving public assistance; and using surplus funds to improve facilities, patient care, medical
training, education, and research.19

The past few years have seen considerable debate about the degree to which nonprofit hospitals should be
required to demonstrate the value of community benefits that they provide. Critics of current IRS policy argue
that the community benefit standard does not require any measurable difference in behavior between nonprofit
and for-profit hospitals.20 Others have pointed out that there is wide variation in hospitals’ public reporting of
the community benefits they provide.21

At least partly as a result of this public debate, there have been many attempts at clarifying the definition of
“community benefits” and increasing uniformity in the way that hospitals quantify and report community
benefits. (Many activities that qualify as community benefit under the IRS standard, such as operating an
emergency room that accepts all patients regardless of ability to pay and maintaining an open medical staff, are
not necessarily quantifiable.) To the degree that there is any current consensus on defining and measuring
community benefit, a set of standards developed by the Catholic Health Association (CHA) and VHA Inc. is most
widely used.22

The CHA/VHA standards for measuring and reporting on quantifiable community benefits include the following:

. Charity care;

. Payment shortfalls from providing care to patients insured by Medicaid and other public programs for
indigent care (but not Medicare). Under the CHA/VHA definition, payment shortfalls should include
provider taxes that are used as matching funds for federal Medicaid resources, and Medicaid DSH
payments to hospitals should be subtracted from the shortfall;

. Community health services — examples include community health education, community-based clinical
services such as free clinics and screenings, health care support services, and self-help programs;

. Health professions education;

o Subsidized health services (services that operate at a financial loss, such as trauma services, burn units,
and neonatal intensive care units);
o Research;

19 U.8. Government Accountability Office, “Nonprofit, For-Profit, and Government Hospitals: Uncompensated Care and Other
Community Benefits,” Testimony Before the Committee on Ways and Means, House of Representatives, May 26, 2005.

20 Written statement of John D. Colombo, Professor of Law, University of Illinois College of Law, Urbana-Champaign, before the House
Committee on Ways and Means, May 26, 2005.

21 U.S. General Accounting Office, “Nonprofit Hospitals: Better Standards Needed for Tax Exemption,” Report to the Chairman, Select
Committee on Aging, U.S. House of Representatives, May 1990.

22 Catholic Health Association, “A Guide for Planning and Reporting Community Benefit,” 2006.
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. Financial and in-kind contributions made by the hospital to benefit individuals and/or the community
at large;
. Community-building activities — examples include economic development activities, community support

system enhancements, environmental improvements, and leadership development training for
community members; and

. Community benefit operations, which includes the cost associated with dedicated staff, costs associated
with assessing community health needs, and other costs associated with community benefit strategy and
operations.

The CHA/VHA standards provide detailed guidance as to what types of costs and activities should be included in
community benefit and which should not, as well as a software program to help hospitals apply these standards
to their community benefit activities. Not everything that is included under the CHA/VHA definition of
“community benefit” is necessarily a contribution that a hospital makes voluntarily to benefit its community as
part of its charitable mission; for example, the definition counts provider taxes as part of community benefit. It
is important to note also that this definition of community benefit may also be different from the standard that
would be used if a hospital’s tax-exempt status were being challenged.

The American Hospital Association (AHA) has called for standardized public reporting of community benefit (as
an attachment to nonprofit hospitals’ annual filings with the IRS on Form 990) using a model that is based on
the definitions developed by CHA/VHA.23 Although the CHA/VHA standards have come to be used as a starting
point for most discussions about quantifying hospital community benefits, there a few significant areas of
disagreement about what to count when measuring community benefits.

First, various parties have taken different positions on whether hospital shortfalls from caring for Medicare
patients should also be included in community benefit. The AHA has argued that Medicare payment shortfalls
should be included,24 while the current CHA/VHA standards exclude Medicare shortfalls. The CHA/VHA
guidelines justify excluding Medicare payment shortfalls from community benefit because Medicare payment
policy is intentionally set to cover the costs that an “efficient” hospital would incur to serve Medicare patients.25
The Healthcare Financial Management Association (HFMA), a trade organization for health care financial
management executives, has noted that Medicare payment shortfalls are different from Medicaid in the sense
that the Medicare program serves all elderly and disabled patients regardless of income, in contrast to Medicaid
which is specifically for low-income populations; in other words, payment shortfalls from Medicaid are shortfalls
incurred from serving the poor (and thus more directly related to a nonprofit hospital’s charitable mission),
while Medicare payment shortfalls are not. HFMA has taken the position that decisions about including
Medicare shortfalls in community benefit should be made on a hospital by hospital basis.26

23 Testimony of the American Hospital Association before the U.S. Senate Committee on Finance on “Taking the Pulse of Charitable
Care and Community Benefits at Nonprofit Hospitals,” September 13, 2006.

24 AHA testimony, September 13, 20006.
25 Cinda Becker, “Charitable Intentions,” Modern Healthcare, June 5, 2006.

26 Hospital Financial Management Association, “Principles and Practices Board Statement 15: Valuation and Financial Statement
Presentation of Charity Care and Bad Debts by Institutional Healthcare Providers.”
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A second issue of debate about what should be included in community benefit is the treatment of bad debt.
AHA recommends including bad debt in the calculation of community benefit, while CHA/VHA and HFMA have
recommended excluding it. The primary argument for including bad debt in community benefit is that it likely
includes services provided to patients who were eligible for charity care but either did not complete the
application process or were not aware of their potential eligibility. If this is the case, an alternative to counting
bad debt as community benefit would be to make greater efforts to identify charity care eligible patients. The
main argument against including bad debt in community benefit is that bad debt is an ordinary cost of doing
business experienced by all hospitals (nonprofit and for-profit) and all health care providers. In addition, bad
debt is not the result of deliberate actions taken by nonprofit hospitals to further their charitable missions.

In a recent Minnesota Hospital Assocition (MHA) report on community benefits provided by Minnesota
hospitals, the calculation of community benefits included charity care, Medicaid payment shortfalls and the
Medicaid surcharge, MinnesotaCare taxes, and other community benefit programs and activities.2? In addition to
the “total cost of community benefits,” which is intended to conform to CHA definitions, MHA also presented
information on the “total value of community contributions,” which adds Medicare payment shortfalls, bad
debt, and “other community contributions” to the total cost of community benefits.

In the analysis of community benefits at Minnesota hospitals that follows, MDH used the CHA/VHA definitions.
Table 5 provides a comparison of the CHA/VHA and AHA recommendations on how community benefits should
be calculated, and also shows how hospitals in other states currently report on community benefits.
Community benefits provided by hospitals are reported in at least 22 states (12 with mandatory reporting, and
10 with voluntary reporting). In states with mandatory reporting requirements, a state agency usually collects
the information. In seven states with voluntary reporting, the hospital association collects the information; in
one state (Massachusetts), the Attorney General collects the information. An additional two states —
Pennsylvania and Utah — do not have a reporting requirement for this information, but hospitals must provide a
minimum level of community benefits in order to retain their property tax exemptions. In addition to
Pennsylvania and Utah, Texas also requires that nonprofit hospitals provide a minimum level of community
benefit.

27 Minnesota Hospital Association, “Minnesota Hospitals: Serving and Strengthening Our Communities 2006 Community Benefits and
Economic Impact Report,” December 2006.
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Table 5

Community Benefit Reporting in Other States

Government sponsored Other community benefits (net expense)
health care:
Other public| Community Health  Subsidized Financial and Community- Community
Charity Bad | Medicare Medicaid programs health professions  health in-kind building benefit
Care  Debt | shortfall shortfall shortfall services  education services Research contributions activities  operations
CHA/VHA Method X X X X X X X X X X
AHA Method X X X X X X X X X X X X
States with mandatory reporting:
California X X X X X X X X X X X
Connecticut*
Georgia*
Idaho** X X X X X X X X X X
lllinois** X X X X X X X X X X X
Indiana X X X X X X X X
Maryland X X X X X X X X X X X
New Hampshire X X X X X X X
New York*
Rhode Island X X X X X X X X
Texas X X X X X X X X X X X X
Washington X
States with voluntary reporting:
Massachusetts X X X X X X X X
Michigan X X X X X X X X X X X X
Missouri X X X X X X X X X
Nebraska X X X X X X X X X X X
North Carolina X X X X X X X X X
Oregon X X X X X X X X X X X
Pennsylvania*** X X X X X X X X X X X
Tennessee X X X X X X X X X X X X
Utah*** X X X X X X X X X
Wisconsin X X X X X X X X

*These states have mandatory reporting of community benefits, but do not have a standard form for
reporting.

**[daho requires community benefit reporting by hospitals operating 150 or more beds; Illinois
requires it for hospitals with more than 100 beds

*#:+These states do not have mandatory reporting, but nonprofit hospitals must provide a minimum
level of community benefit in order to retain their exemptions from property taxes.

Community Benefits Provided by Minnesota Hospitals

In general, public reporting of community benefit at a level of detail similar to that defined by the CHA/VHA
reporting standards has not been a practice to date among Minnesota hospitals. Several data sources were used
by MDH in analyzing community benefit, including a survey conducted by the Minnesota Hospital Association
that was augmented by a supplemental MDH survey sent to hospitals that did not respond to the MHA survey. In
total, 107 of 135 hospitals in the state responded to the MHA survey (some hospital systems provided a single
response that reported community benefit at the system level).28 An additional 19 hospitals responded to the
supplemental MDH survey, including nine that do not currently keep track of or estimate community benefits.
Nine hospitals did not respond to the survey.

28 Fairview Health Services, Allina Hospitals and Clinics, Children’s Hospitals and Clinics, and Saint Mary’s/Duluth Clinic Health
System reported data at the system level, representing a total of 18 hospitals.
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This section of the report provides summary information on community benefits, and the appendix includes
detailed information by hospital or system. Due to several different types of data limitations, the data included
in this report should be considered to be, at best, a rough estimate of community benefit provided by Minnesota
hospitals. There are at least three significant limitations to the data:

3 Missing information: In addition to having no information on community benefits for the nine hospitals
that do not track community benefits and the nine hospitals that did not respond to requests for
information, the data that were reported by hospitals appear to be incomplete in many instances. Many
hospitals did not report on all the categories of community benefit that were included in the survey, and
it is not clear if the reason for this is because 1) they did not have any activities to report, 2) they were
unable to quantify community benefits in this category, or 3) they chose not to report it.

. Large differences between information reported on the community benefit survey and similar
information in hospitals’ annual financial and statistical reports to MDH: Several categories of
information that were included in the community benefit surveys are also tracked by MDH on an
annual basis through the HCCIS reporting system. As a check for quality and reasonableness of the
survey data, MDH compared information reported on the community benefit surveys to similar
information included in the HCCIS reports. In many instances, large differences were found between the
survey data and the annual reports. For example, the community benefits surveys collected
information on charity care (cost, not charges). In aggregate, hospitals reported $43 million more in
charity care cost on the community benefit survey than the cost-based amounts estimated by MDH for
2005 using data from HCCIS reports (a difference of 37 percent).29 Similarly, there is a difference of
$81.2 million (or 28 percent) between the amounts that hospitals reported as Medicaid (and other state
public program) underpayments and the amounts that MDH calculated from HCCIS data.

. Uncertainty about consistency of the data across hospitals: Because many hospitals may have only
recently begun efforts to quantify community benefits, and may be using different methods, the degree
to which information is reliable and comparable across hospitals is unclear. As an example, the survey
asked for the amount of community benefits in several categories, such as education, research, and
community health services. The survey also asked hospitals to provide information on revenues related
to these activities so that net community benefits could be calculated. However, many hospitals did not
report offsetting revenues for these activities: it is unclear if this may be because they had none
(although they could have reported zero if this were the case), because they reported net rather than
gross numbers to start with, or because they did not calculate net benefits. To the degree that some
hospitals may have reported gross rather than net benefits provided to the community, the estimates of
community benefit in this report would be overstated.

Because of these data limitations, and in order to provide information that is as comparable as possible across
hospitals, MDH chose to estimate information on hospital community benefits using information from HCCIS
where possible. In the analysis that follows, estimates of charity care and state public program payment
shortfalls were calculated by MDH from HCCIS. Other data used in the analysis come from hospital responses
to the community benefits survey; as noted above, however, the quality and consistency of the information
cannot be independently verified and thus comparisons across hospitals should be made with caution.

29 While some differences may arise due to differences in the method that MDH uses to adjust charity care charges to cost, the
difference between the community benefits surveys and HCCIS data on charity care is too large for the adjustment to cost to explain
the difference.
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In aggregate, MDH estimates that Minnesota hospitals provided $607.2 million in community benefits in 2005
(see Table 6). The cost of providing charity care was $80.3 million, payment shortfalls for Minnesota public
insurance programs accounted for an additional $194.7 million (or about 14.7 percent of the estimated cost of
providing care to these patients), public program taxes and offsetting Medicaid Disproportionate Share (DSH)
payments accounted for another $163.1 million and other community benefits were $235.0 million. These
community benefits are offset by $65.9 million in Medicare disproportionate share (DSH) payments, which are
explicitly intended to offset hospitals’ cost of providing charity care and serving low-income patients.

Table 6

Estimated Community Benefit Provided by Minnesota Hospitals, 2005

Millions of dollars

Private nonprofit Government All nonprofit

hospitals hospitals hospitals
Charity care $62.2 $18.0 $80.3
State public programs: payment shortfall and taxes
Payment shortfalls $164.5 $30.2 $194.7
Medical care surcharge $71.5 $8.8 $80.3
MinnesotaCare Tax $109.6 $14.8 $124.4
Less: Medicaid Disproportionate Share payments (%$29.1) ($12.5) ($41.6)
Subtotal, state public programs and taxes $316.5 $41.3 $357.8
Other quantifiable community benefits:
Cost of subsidized services $59.1 $19.2 $78.4
Education $74.8 $3.1 $77.9
Research $22.8 $0.0 $22.8
Financial contributions $12.6 $1.0 $13.7
Community health services $35.1 $2.6 $37.7
Community-building activities $2.6 $0.2 $2.8
Community benefit operations $1.0 $0.7 $1.8
Subtotal, other community benefits $208.1 $26.9 $235.0
Offset: Medicare Disproportionate Share payments ($51.6) ($14.3) ($65.9)
Net community benefits $535.3 $71.9 $607.2

MDH calculated the payment shortfall from state public insurance programs as the difference between the
estimated cost of caring for patients insured by public programs (total charges, adjusted by a cost to charge
ratio) and the actual payments received by hospitals for services to those patients. More detailed information on
how the public program payment shortfall was calculated is provided in the appendix. The Minnesota
Department of Human Services implemented a re-basing of its fee for service payment rates for inpatient
hospital services in January 2007 for all of the state public insurance programs. The re-basing of rates will
result in lower hospital Medicaid payment shortfalls than would have otherwise occurred. For example, the re-
basing is expected to result in an increase of approximately 25.9 percent in Medicaid’s payments for fee for
service inpatient hospital services.

Table 6 also provides information on community benefits for private nonprofit hospitals as a group and for
government owned hospitals. (Minnesota’s two for-profit hospitals are not included in this analysis for two main
reasons: first, there are no explicit expectations that for-profit hospitals provide community benefits; and
second, Minnesota’s two for-profit hospitals include a small rural hospital and a long-term care hospital, and
estimates for these hospitals would not be representative of for-profit hospitals in general or comparable to other
hospitals in Minnesota as a group.)
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Given the predominance of private nonprofit hospitals in Minnesota (90 hospitals representing 86 percent of
available hospital beds in the state), it is not surprising that private nonprofit hospitals provide the vast majority
of community benefits. With the notable exception of Hennepin County Medical Center, government-owned
hospitals are typically much smaller and more likely to be located in rural areas than other Minnesota hospitals.
Community benefit as a percentage of operating expenses is estimated at 6.4 percent for both and government
owned hospitals.

Figure 13 illustrates community benefit as a percentage of operating expenses by category of community benefit
and type of hospital. As a share of operating expenses, government hospitals spend more than private nonprofits
on charity care and subsidized services, but also receive higher offsetting Medicare DSH payments. Private
nonprofit hospitals spent more as a share of operating expenses than government hospitals on education,
research, and community health services.

Figure 13

Community Benefits as Percent of Operating Expenses
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The community benefit data presented so far were calculated in a manner intended to be consistent with the
CHA/VHA standards. As noted earlier, however, there is debate about what should be included in community
benefit: specifically, some people argue that bad debt and Medicare payment shortfalls should be counted as
community benefits. MDH estimates that including bad debt would add an additional $110.8 million to
Minnesota hospitals’ net community benefit, and that counting Medicare payment shortfalls would add another
$524.2 million.
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Value of Nonprofit Hospitals’ Tax Exemptions

This section estimates the value of tax exemptions granted to nonprofit hospitals in Minnesota. For this analysis,
MDH adapted methods that have been used in other published reports on the value of nonprofit hospitals tax
exemptions. Some estimates are based on methods used by the Minnesota Department of Revenue in its
biennial tax expenditure report,3° while others are based on methods used by researchers specifically evaluating
nonprofit hospitals’ tax exemptions.3! The primary sources of data for this analysis were HCCIS data an MDH
survey of county tax assessors, and data from nonprofit hospitals’ (and related organizations) filings with the
IRS (Form 990).

For purposes of this study, MDH estimated the value of six types of tax exemptions from which nonprofit
hospitals benefit: property taxes, sales taxes, state and federal income taxes, the ability to borrow at lower rates
due to federal tax exemptions on bond interest, and the ability of donors to deduct contributions to nonprofit
hospitals from their federal and state income taxes. Details on the methodology used in estimating the value of
tax exemptions are provided in the appendix, and the tables in the appendix include estimates by hospital or
hospital system.

MDH estimates the value of tax exemptions for Minnesota nonprofit hospitals at $482.0 million in 2005. Table 7
presents these estimates by type of tax separately for private nonprofit hospitals ($443.6 million) and
government owned hospitals ($38.4 million). (Although calculating the value of tax exemptions for government
owned hospitals is somewhat of an academic exercise, it serves as a useful comparison point.) Consistent with
their larger share of the hospital market, Minnesota’s private nonprofit hospitals received a higher share of the
total estimated value of tax exemptions (88 percent of the state and local tax exemption and 96 percent of the
federal tax exemption).

Table 7

Estimated Value of Tax Exemptions, 2005

Millions of Dollars

Private Nonprofit Government All Nonprofit
Hospitals Hospitals Hospitals

State and Local Taxes

Property tax $83.2 $16.6 $99.8
Sales tax $69.0 $9.0 $78.1
State income tax $25.9 $2.3 $28.2
Tax deductibility of contributions $19.7 $0.2 $19.8
Federal Taxes

Federal income tax $1145 $9.6 $124.2
Tax-exempt bond financing $52.6 $0.1 $52.7
Tax deductibility of contributions $78.7 $0.6 $79.3
Total estimated value of tax exemptions $443.6 $38.4 $482.0

30 Minnesota Department of Revenue, “State of Minnesota Tax Expenditure Budget, Fiscal Years 2006-2009,” February 2006.

31 See, for example, N. Kane and W. Wubbenhorst, Alternative Funding Policies for the Uninsured: Exploring the Value of Hospital Tax
Exemption, The Milbank Quarterly, Vol. 78, No. 2, 2000.; Center for Tax and Budget Accountability, H. O’'Donnell and R. Martire, An
Analysis of the Tax Exemptions Granted to Cook County Non-Profit Hospitals and the Charity Care Provided in Return, May 2006;
Research Triangle Institute, Specialty Hospital Evaluation, Final Report, September 2005.
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Figure 14 compares the estimated value of community benefits provided by nonprofit hospitals and the
estimated value of tax exemptions. Because there is uncertainty surrounding both the community benefit and
tax estimates, this comparison should be considered only a rough guide to the relative size of community
benefits and value of tax exemptions. As shown in the figure, the estimated value of community benefits for
private nonprofit hospitals in Minnesota is about $91.7 million higher than the estimated volume of tax
exemption (a difference of 17 percent). The estimates of community benefit and tax exemptions for government
owned hospitals are smaller in absolute, with a difference of $33.5 million, but wider when expressed as a
percentage difference (47 percent).

Figure 14

Estimated Community Benefits and Value of Tax Exemptions for Minnesota Hospitals,
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Recommendations

The legislative charge to perform this study directed MDH to make recommendations in two specific areas:
. First, the need for more uniform hospital charity care policies and debt collection practices; and
. Second, the need for more uniform reporting of community benefits provided by nonprofit hospitals.

This section discusses MDH’s recommendations in each of these two areas.
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More uniform policies on charity care and debt collection

Ideally, hospitals develop their charity care policies to be responsive to varying needs in the communities that
they serve. The research conducted in the course of this study shows that while there is a fair amount of
variation in Minnesota hospitals’ charity care policies, Minnesota hospitals are generally using similar
approaches to defining eligibility for charity care. As a result, MDH does not recommend that hospitals be
required to adopt more uniform charity care policies. However, MDH does recommend the following:

3 All hospitals should be required to have a written charity care policy;

. Hospital charity care policies should be easily available (posted in public areas and on hospital
websites); and

. All hospitals should make efforts to identify and notify uninsured patients who may be eligible for public
insurance programs or charity care.

As noted earlier in this report, most Minnesota hospitals have already adopted these practices.

With regard to reporting of charity care and bad debt, it appears there may still be variation across hospitals
despite the adoption of standard definitions in 2001. This situation was complicated further for the 2005
reporting year, when a new category for “self-pay discounts” (separate from charity care and bad debt) was
added to the HCCIS report, in part to track discounts that hospitals provided pursuant to their agreements with
the Attorney General’s office. Anecdotal reports indicate that there was significant confusion over how to report
charity care and self-pay discounts, especially if a hospital has incorporated a discount policy into its charity care
policy. As described earlier in this report, MDH has already implemented changes for reporting year 2007 that
address this issue and provide additional detail on the components of charity care and bad debt.

Finally, the report also discusses the two-year agreements between Minnesota hospitals and the Attorney
General’s office regarding debt collection practices and discounts for uninsured patients. The legislature should
consider making the standardization of debt collection practices permanent in statute. While it is somewhat
beyond the scope of this report to make specific recommendations regarding discounts, it is worth noting that
prior to hospitals’ agreements with the Attorney General nearly all hospital patients received significant discounts
from hospital charges, except the uninsured. In Minnesota’s hospital industry as a whole, hospitals’ costs of
providing services are less than half the amount that is charged.32 The issue of charges and discounts to
uninsured patients will be important to monitor as hospitals’ agreements with the Attorney General begin to
expire.

Uniform reporting of community benefits

While it is somewhat beyond the scope of this report to make specific recommnedations regarding discounts, it
is worth noting that prior to hospitals' agreements with the Attorney General nearly all hospital patients received
significant discounts from hospital charges, except the uninsured. First, the data are incomplete: only 107 out of
135 hospitals provided information in response to the MHA survey, and many survey responses were not

32 As noted earlier, the cost to charge ratio for Minnesota’s hospitals as a group was 46 percent in 2005.
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complete. An additional 19 hospitals provided information directly to MDH (including nine that indicated they
do not track this information), but nine provided no information at all. Second, in some cases there are large
differences between the data reported on the surveys conducted for this study and annual hospital financial and
statistical reports to MDH that tie to audited financial statements. Third, although hospitals were asked to
provide information in a manner consistent with CHA/VHA community benefit definitions, it is not clear how
consistently those definitions were applied.

In the past few years, increasing attention has been paid to questions of transparency and accountability in the
health care system. Legislation has been passed in Minnesota that is intended to provide greater transparency of
health care providers’ prices, and it is becoming easier to obtain information on quality of care at the provider
level as well. MDH recommends that in the interest of increased public transparency and public accountability
of health care nonprofits, Minnesota nonprofit hospitals should be required to publicly report on community
benefits, and to do so in a standard way. These reports should be incorporated into the existing annual financial
and statistical reports (HCCIS reports) that hospitals make to MDH. Incorporating community benefit reporting
into the HCCIS system will ensure cooperation from all hospitals, as well as ensure that data reported as
community benefits are consistent with other financial data reported by hospitals. Currently, CHA and the AHA
are separately encouraging nonprofit hospitals to include a report on community benefit as an attachment to
their annual filings with the IRS. However, these organizations are promoting different standards for reporting,
and although the reports to the IRS are public information, the data are not currently assembled into a database
that is easily accessible to the public or that allows for comparison across hospitals.

Although the standards developed by the CHA/VHA for community benefit reporting provide a good starting point
for developing definitions for community benefit reporting in Minnesota, MDH recommends that an advisory
commission be established to provide recommendations to the Commissioner of Health on standards and
definitions for community benefit reporting. For example, the advisory commission would be directed to
consider in detail the arguments for and against inclusion of expenses such as bad debt and Medicare payment
shortfalls in community benefit. The advisory commission should be required to make its recommendations to
the Commissioner by October 1, 2007. The Commissioner would make a final decision on the community
benefit reporting standards, and standardized public reporting of hospital community benefits would begin with
hospital fiscal year 2009.33

Summary of Recommendations to the Legislature:

. Hospitals should be required to have a written charity care policy, to make it available to the public by
posting it in public areas of the hospital and on hospital websites, and to provide information on charity
care policies and state public insurance programs to uninsured patients.

3 The Minnesota Legislature should consider making standardized debt collection practices permanent in
statute. In addition, it will be important to monitor charges to uninsured patients as hospitals’
agreements with the Attorney General expire.

. Finally, the Legislature should require nonprofit hospitals to publicly report on community benefits in a
standardized manner. Details of what should be included in the reports should be developed by the
Minnesota Department of Health, with input from an advisory commission.

33 Many hospitals will already be well into their 2008 fiscal year by the time standards can be adopted, and would need additional time
to modify their system of tracking this information.
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Appendix: Study Methodology

Estimating the Cost of Uncompensated Care

A cost to charge ratio is used to adjust reported charity care and bad debt to a cost basis, in order to more
accurately reflect the cost of providing care. This adjustment is only an estimate of the cost of providing
uncompensated care; some (but not all) hospitals maintain cost accounting systems that more accurately track
the costs of providing specific services on a patient by patient basis.

The cost to charge ratio that MDH used for this report is a relatively simple adjustment that is used by most
analysts, and also by the American Hospital Association (AHA). It is derived by dividing a hospital’s total
operating expenses by the sum of patient care charges and other operating revenue:

total operating expenses

patient charges + other operating revenue

Estimating Hospitals’ Community Benefit

Charity care adjustments

MDH used the estimates of cost-based charity care described above in calculating hospital community benefit.
The CHA/VHA community benefit definitions use a slightly different method of adjusting charity care to a cost
basis that subtracts some types of expenses from the numerator of the cost to charge ratio calculation, in order
to avoid double counting of community benefits.34 These adjustments would result in an estimate for charity
care that is lower than the estimate used in this report, but not all of the data needed for this adjustment were
available to MDH.

Another alternative for adjusting charity care to a cost basis would be to use cost to charge ratios that hospitals
report in their annual cost reports to Medicare. Cost to charge ratios in the Medicare cost reports are generally
lower than the ratios calculated using MDH’s method, and therefore would result in a lower estimate of charity
care. MDH estimates that using either the CHA/VHA definition (with the data available) or the cost to charge
ratios from the Medicare cost reports would result in estimated charity care costs for Minnesota hospitals that
are between $2.6 million and $10.7 million lower than the $80.3 million estimate used in this report.

34 In order to avoid double counting of community benefits, CHA/VHA's method subtracts public program taxes, other operating
revenue, the cost of subsidized health services, and donations for charity care.
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State public programs payment shortfall and taxes

For purposes of this study, MDH estimated state public program payment shortfalls from HCCIS data rather than
from the community benefit surveys, due to substantial inconsistencies between the two sources of data and
greater reliability of the HCCIS data (because the HCCIS data are required to be consistent with hospitals’ annual
audited financial statements). In addition, estimating these components of community benefits using HCCIS
data ensures that the same methodology is used across all hospitals, and that the resulting estimates are
therefore comparable.

The CHA/VHA hospital community benefit calculations include payment shortfalls from Medicaid (MA) and other
state public programs (MinnesotaCare and General Assistance Medical Care). The public program payment
shortfall was calculated by comparing the estimated cost of providing services to patients insured by state public
programs (total charges, adjusted by the same cost to charge ratio used above in estimating the cost of providing
charity care) to actual payments from public programs. Consistent with the CHA/VHA definitions, provider taxes
(the medical care surcharge and the MinnesotaCare provider tax) were included in the calculation of
community benefit,35 and Medicaid Disproportionate Share Hospital (DSH) payments were subtracted.

Estimating the Value of Tax Exemptions

This section of the appendix describes the data sources and methods used by MDH to estimate the value of
nonprofit hospitals’ tax exemptions. The analysis does not consider any actions that hospitals might take to
minimize their tax liability if they were not exempt from tax.

Property taxes

In Minnesota, the county assessor’s office is the governmental agency that assesses property values for tax
purposes. To estimate the value of nonprofit hospitals’ tax exemption, MDH collected information on the
valuation of hospital property and property tax rates from each of the 80 Minnesota counties with at least one
hospital (in Hennepin County, some information was provided by city assessors). MDH combined information
on the property values and property tax rates to arrive at an estimated value of the property tax exemption for
each hospital. In aggregate, the MDH estimate of $99.8 million is higher than the $76 million statewide estimate
published by the Department of Revenue in its tax expenditure budget; part of this difference may be explained
by the fact that MDH did not attempt to estimate the potential reduction in property tax rates that would occur if
currently tax-exempt hospital property were added to local tax bases. In addition, because MDH requested
information on specific facilities from counties, we may have had more comprehensive information on property
values.

There are several other potential limitations to the property tax estimates used in this study. First, the assessed
values of property that is not taxed may not be as up to date or accurate as they would be if actually used for the
purpose of collecting taxes. Second, because of the complexity of the way that property taxes are calculated, it

35 The CHA/VHA guidelines state: ... [p]rovider fees (taxes or assessments) that are used as matching funds for federal Medicaid
resources are included in the costs of Medicaid/other public program services.” (Catholic Health Association, “A Guide for Planning
and Reporting Community Benefit,” 2006, p. 98.
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was sometimes difficult to determine an inclusive effective tax rate to apply to the assessed value of hospital
property. Finally, there may have been some variation in the ways that county assessors responded to MDH’s
request for information (for example, although the request was for hospital property only, some may have also
included information for attached facilities such as nursing homes or clinics).

Sales taxes

If nonprofit hospitals were not tax-exempt, they would be required to pay state sales tax (and in some cases,
local sales tax) on purchases. For purposes of this study, MDH adapted the method used by the Minnesota
Department of Revenue in its tax expenditure budget to estimate the value of the sales tax exemption for
Minnesota hospitals in aggregate.

The data used to estimate the value of the sales tax exemption were 2005 data on hospital operating expenses
from HCCIS. Two adjustments were made to hospital operating expenses to estimate the amount of spending
that would be subject to sales tax: an adjustment to remove estimated spending for medical devices (because
these are exempt from tax) and an adjustment to estimate how much of the remaining operating expenses
would be subject to tax. For this second adjustment, MDH assumed that 12 percent of hospital operating
expenses (excluding estimated medical device spending) would be subject to tax, based on the methodology
used by the Minnesota Department of Revenue. Finally, to estimate the value of the tax exemption, MDH
multiplied the estimated taxable spending by state and, where applicable, local sales tax rates.

One limitation of this approach is that it relies on estimates of tax exempt medical devices and the percentage of
other operating expenses that would be taxable that are several years old (data and model estimates from 1997).
However, it is not clear if this biases the estimate upward or downward. For example, while it is clear that
spending on medical devices has increased over time, it is not necessarily the case that the same is true of
medical device spending as a share of hospital operating expenses (in other words, we do not know whether
medical device spending increased at a rate that was faster or slower than other spending).

Federal and State Income Taxes

To estimate the value of nonprofit hospitals’ exemption from federal corporate income tax, MDH calculated
three-year averages (data for 2003 through 2005) for net income and donations and contributions for each
hospital from HCCIS. Three-year averages were used in order to better approximate a “typical” year, since
hospitals’ net income can vary substantially from year to year.

To estimate the federal taxable income for each hospital, the estimated sales, state income, and property taxes
were deducted from net income less donations and contributions. An average effective income tax rate of 33.4
percent36 was used to calculate the value of the federal corporate income tax exemption.

To estimate the state taxable income for each hospital, the same three year averages derived for use in the
federal taxable income calculation were used. The estimated sales, federal income, and property taxes were
then deducted from net income less donations and contributions. The state corporate tax rate of 9.8 percent was
then applied to the estimated taxable income amount to compute the value of the state corporate income tax
exemption.

36 The average effective tax federal income tax rate for hospitals, nursing, and residential care facilities, as reported by the IRS for 2003
(“2003 Corporation Source Book of Statistics of Income,” May 20006).
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Tax-exempt debt

Another benefit that nonprofit hospitals receive as a result of their tax-exempt status is the ability to obtain debt
financing through tax-exempt bonds. This financing mechanism allows hospitals to borrow at interest rates
lower than they would otherwise have to pay. A recent Congressional Budget Office (CBO) study estimated that
the value of benefits that hospitals received by issuing tax-exempt debt was approximately $1.8 billion nationally
in 2002, and accounted for 14 percent of the total value of tax exemptions received by nonprofit hospitals.37
According to CBO estimates, the cost of capital for nonprofit hospitals was about 2.1 percentage points lower
than the cost of capital incurred by for-profit hospitals in mid-2006.38

MDH obtained information on the amount of Minnesota hospitals’ outstanding tax-exempt bonds from nonprofit
hospitals’ annual filings with the IRS (Form 990). Because some health systems report on a consolidated basis,
MDH estimated the percentage of outstanding bonds attributable to hospitals by using a three-year average ratio
of hospital capital expenses to capital expenses for physician offices and outpatient care centers (78.6 percent)
from national data on construction of health care facilities.3° To estimate the value of the benefit that hospitals
receive by issuing tax-exempt debt, MDH multiplied the estimated amount of outstanding tax-exempt hospital
debt by the CBO’s estimated 2.1 percentage point difference in the cost of capital for tax-exempt versus taxable
hospital debt.

One limitation of this analysis is that the data on the amount of outstanding hospital debt may have been
incomplete — for example, some hospital debt that was issued by parent organizations may have been excluded.

Tax deductibility of contributions

Nonprofit hospitals also benefit from the fact that individuals and corporations can deduct the value of
charitable contributions from their income taxes. In other words, when an individual contributes $1 to a
charitable organization, it costs the individual less than $1 because the contribution can be deducted for income
tax purposes. It is not clear, however, how charitable giving to hospitals would change if they were no longer
nonprofits. In the extreme, individuals could divert all of their current contributions to other charities, and
hospitals would lose the entire value of their current donations. On the other hand, individuals might still be
willing to contribute, but in smaller amounts to reflect the fact that they can no longer deduct the contribution
from their taxable income.

For purposes of this study, MDH estimated the benefit to hospitals of the tax deductibility of contributions as the
cost of these deductions to the state and federal governments. MDH obtained data on contributions to nonprofit
hospitals from IRS Form 990 filings. The value of charitable contributions received by a hospital was multiplied
by marginal tax rates for state (7 percent) and federal (28 percent) income taxes.

Similar to the method used for estimating the benefit to hospitals from tax-exempt bond financing, when
information was only available at the system level MDH assumed that only a portion (78.6 percent) of the
contributions were specifically made to hospitals. The estimate includes contributions to hospitals, a portion of
contributions to hospital systems, and contributions to health-related foundations that are associated with
hospitals. It excludes contributions to foundations that are not health-related (even if thoses foundations are
related to hospitals).

37 U.S. Congressional Budget Office, “Nonprofit Hospitals and the Provision of Community Benefits,” December 2006.
38 U.S. Congressional Budget Office, “Nonprofit Hospitals and Tax Arbitrage,” December 2006 (p. 5).
39 U.S. Census Bureau, “Annual Capital Expenditures: 2004 (2003, 2002), March 2006.
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Appendix Table 4

2005

Deductibility of Contributions

Tax-Exempt Debt State Federal
Private Nonprofit Hospital Systems

Allina Hospitals and Clinics 13,426,318 2,162,362 8,649,447
Avera Health 0 18,064 72,254
Benedictine Health System 1,569,329 58,307 233,226
Catholic Health Initiatives 0 72,122 288,488
Centracare Health System 5,355,656 419,516 1,678,065
Children's Hospitals and Clinics 3,067,823 716,682 2,866,730
Fairview Health Services 7,995,121 723,851 2,895,404
HealthEast Care System 3,303,780 377,236 1,508,942
Mayo Foundation 820,112 13,097,649 52,390,596
Park Nicollet Health Services 4,568,644 49,846 199,383
Sioux Valley Hospitals & Health System 0 1,928 7,711
SMDC Health System 1,722,498 75,584 302,335
Total 41,829,282 17,773,145 71,092,582

Deductibility of Contributions

Tax-Exempt Debt State Federal
Non Affiliated Private Nonprofit Hospitals

Cloquet Community Memorial Hospital & C&NC 0 246 983
Community Memorial Hospital 445,558 18,245 72,982
ELEAH Medical Center 0 2,891 11,563
First Care Medical Services 15,182 6,523 26,093
Gillette Children's Specialty Healthcare 118,650 530,762 2,123,047
Grand Itasca Clinic and Hospital & C&NC 0 3,947 15,787
Immanual St. Joseph's-Mayo Health System 0 5,317 21,268
Kittson Memorial Healthcare Center 3,780 7,696 30,784
Lake Region Healthcare Corporation 138,180 0 0
Lakeview Hospital 0 15,006 60,022
Lakewood Health System 835,354 27,385 109,542
Madelia Community Hospital 25,111 6,811 27,246
Mille Lacs Health System 0 25,198 100,790
Minnesota Valley Health Center 0 12,582 50,330
North Country Health Services 1,159,725 0 0
North Memoial Health Care 3,631,950 158,379 633,516
North Valley Health Center 2,457 8,608 34,432
Northwest Medical Center 117,438 0 0
Olmsted Medical Center 387,247 11,254 45,017
Queen of Peace Hospital 139,335 6,398 25,592
Regina Medical Center 550,496 15,398 61,594
Regions Hospital 1,568,497 870,779 3,483,116
Ridgeview Medical Center 0 1,999 7,997
Riverview Healthcare Association 0 36,474 145,897
Riverwood HealthCare Center 0 23,888 95,552
Roseau Area Hospital & Homes, Inc. 207,127 36,564 146,257
St. Luke's Hospital 1,225,189 36,435 145,738
Stevens Community Medical Center 62,782 2,969 11,876
Tri-County Hospital 108,084 21,828 87,311
White Community Hospital & C&NC 0 2,920 11,680
Total Non Affiliated Private Nonprofit Hospitals 10,742,140 1,896,503 7,586,010

Estimated Benefits to Hospitals of Tax-Exempt Debt and Deductibility of Contributions,

Report to the Minnesota Legislature
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Deductibility of Contributions

Tax-Exempt Debt State Federal

Nonprofit Government-Owned Hospitals
Appleton Municipal Hospital and Nursing Home 0 684 2,736
Douglas County Hospital 0 374 1,497
Hennepin County Medical Center 0 140,258 561,030
Johnson Memorial Health Services 0 1,227 4,908
Mercy Hospital & Health Care Center 0 2,812 11,247
Sibley Medical Center 85,365 12,123 48,490
Total Nonprofit Government Owned Hospitals 85,365 157,477 629,907
All Minnesota Private Nonprofit Hospitals 52,571,423 19,669,648 78,678,592
All Minnesota Nonpofit Hospitals 52,656,788 19,827,125 79,308,499

Minnesota Hospitals: Uncompensated Care, Community Benefits, and the Value of Tax Exemptions
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