The Financial Position
Hospitals, 1961-71

This article describes the trends in the financial
position of nongovernmental communily hospitals
in the period 1961-71 and identifies where possible
the important causes of net income variation dur-
ing the period, both overall and between hospitals
of different size and ownership. Variations in net
income by bed size of hospital werc also studied
for 1971 in an attempt to shed additional light on
factors influencing financial position.

A8 a result of several factors, including greailer
third-party coverage and increases in the range
and complezxity of services, the net income of hos-
pitals improved substantially in 1961-71. Net in-
come as a rate of return on plani asscts in non-
profit hospitals rose from 1.} percent to 3.0 per-
cent in the decade; the rate of return in for-projit
hospitals increased from 8.9 percent to 16.2 per-
cent. The 1971 data show that net income differ-
entials result from the aimultgneous interaction
of many factors—from relative prices to the rela-
tive efficiency of hospital opcration. Among the
faotors identified, the range and complexity of
services, geographical location, and ownership
seemed most important in the determination of
financial position.

.

THE DECADE of the sixties was a period of
remarkable change in the delivery and financing
of medical care. On the one hand, biomedical
knowledge and related technology of diagnosis
and treatment advanced very rapidly during this
period. On the other hand, the entire medical
care industry grew tremendously. Total national
health expenditures, which amounted to $28.8
billion or 5.5 percent of the gross national prod-
uct (GNP) in 1961, had increased to $79.8 billion
or 7.6 percent of GNP by 1971. In addition, im-
portant shifts occurred in the sources of payment
for medical care services. These shifts reflected
the continued growth of enrollment under pri-
vate health insurance and the large-scale entry of
the Federal Government into health care financ-
ing with such new programs as health insurance
for the aged (Medicare) and medical assistance

* Division of Health Insurance Studies, Office of Re-
search and Statistics.

BULLETIN, NOVEMBER 1973

of Private Community

by JULIAN PETTENGILL*

(Medicaid) for individuals with low incomes.

The community hospital, as the provider of
the largest share of medical services for the
treatment of acute illnesses and injuries, has nat-
urally been the focal point of many of these
changes. Substantial improvements in technology
have occurred in hospital care. Specialized facili-
ties and services that were rare or nonexistent in
1961 are now offered by many community hospi-
tals. Advances in surgical techniques and devel-
opment of new drugs have also contributed to
higher rates of success in dealing with many dis-
eases.

In the financing of hospital care, the growth
of third-party payment systems (private health
insurance and public programs) has led to sig-
nificant changes in the sources of payments.
Table 1 shows the distribution of total expendi-
tures for hospital care in all hospitals and in
nongovernmental general and other special hos-
pitals in 1961 and 1971, by source of funds. For
all hospitals, private direct payments by consu-
mers dropped from 18.4 percent of expenditures
for hospital care in the earlier year to 9.9 per-
cent in 1971. The decline occurred as part of the
burden of paying for hospital care was shifted
from consumers to public programs such as Med-
icare and Medicaid, which began operations in
1966.

Since changes in medical technology or in the
methods and sources of financing hospital care
can affect hospital expenses and revenues, it is
not surprising to find that the financial posi-
tion of hospitals has changed considerably in the
past decade. This subject has been explored in
earlier studies.!

The purpose of this article is twofold : First, to
examine trend data to see if the patterns discov-

1 See Karen Davis, Net Income of Hospitals, 1961—
1969 (Staff Paper No. 6), Office of Research and
Statistics, Social Security Administration, 1971, and Paul
J. Feldstein and Saul Waldman, “Financial Position of
Hospitals in the Early Medicare Period,” Social Security
Bulletin, October 1968.



TaBLE 1.—Total expenditures for hospital care, by source of
funds and type of hospital, 1961 and 1971

1961 1971
Source of funds Amount |Percentage] Amount |Percentage
distri- (in distri-
millions) | bution | milions) | bution
All hospitals
Total $0,921 100 ¢ $31,119 100 0
Private dwrect payments....- 1,822 18 4 3,087 9.9
Third-party payments...__.. 8,008 816 28,032 90 1
Private health insurance... 3,766 380 11,369 36 5
Public programs........_... 4,082 412 16,250 52 2
Medieare. oo eamommecea|onccrncccca|onemccacaas 5,649 348
Medicaid - 1256 63 3,114 19.2
Other_ o oeeaeeee 3,826 93.7 7,487 46 1
Philanthropy..oeececccaenn 250 25 413 1.3
Nongovernmental general ? and other
special hospitals
Total. oo eveccacanan] $5,362 1000 $19, 543 100 0
Private direct payments.._.. 1,471 27.4 2,190 11.2
Third-party payments....... 3,891 72.6 17,353 88 8
Private health insurance... 3,214 59.9 9,331 47.8
Publie programs_....._._.. 427 8.0 7,600 38.9
edicare. .. ooeooccee| oo 5,083 26 0
Medicaid 1128 24 1,666 80
Other. o oeacncnee 299 586 970 49
Philanthropy...-cacceeee-n 250 4.7 413 2.1

1 Vendor medical payments under public assistance programs.
? Including long-term

Source 1961 data based on Compendium of National Health Expenditures
Data, Bocial Security Administration, Office of Research and Statistics, 1973,
1971 data from Research and Statistics Note No. 3, Social Security Admin-
istration, Office of Research and Statistics, 1973,

ered in other studies have prevailed in recent
years; second, to examine revenue, expense, and
net income data in greater detail by bed size for
additional insights on the important factors af-
fecting the net income position of hospitals. Be-
cause hospital ownership or control frequently
has been cited as a factor that influences finan-
cial position, comparisons of nongovernmental
nonprofit and for-profit hospitals are included.

Community hospitals (non-Federal short-term
general and other special hospitals) account for
most of the acute medical care provided to the
general public in hospitals. Attention is limited
here to nongovernmental community hospitals
largely because of the character and availability
of the published data. Data on the financial ex-
perience of State and local government hospitals
were not published before 1969; moreover, the
funding for these institutions is distinctly differ-
ent from that for other community hospitals,
since they typically receive at least part of their
revenue directly from the budgets of State and
local governments. The remaining nongovern-
mental nonprofit and for-profit hospitals ac-

4

counted for approximately 75 percent of all beds
in community hospitals in 1971.

Data for this study are drawn principally
from the annual Guide Issues of Hospitals, the
Journal of the American Hospital Association
(AHA). These data are based on the financial
experience, as reported in AHA’s annual survey,
of all nongovernmental nonprofit and for-profit
community hospitals registered by the Associa-
tion. The survey response rate in 1971 was 96.6
percent for nonprofit hospitals, 78.8 percent for
all for-profit hospitals. Because the response rate
is directly related to size of hospital, the lower
rate of for-profit hospitals may result in some
bias in the data for these hospitals, especially
those with less than 50 beds.

NATIONAL TRENDS

Annual data on revenue, expenses, and net in-
come of nongovernmental community hospitals
for 1961-71 are presented in table 2. Total reve-
nue rose from $5.0 billion in 1961 to $18.1 billion
in 1971, but expenses increased somewhat less—
from $4.9 to $17.6 billion—during the same pe-
riod. As a result, overall net income grew
tremendously, from $110 million in 1961 to $547
million in 1971.

Much of this growth occurred in the second
half of the decade, following the implementation
of Medicare and Medicaid. The contrast between
annual rates of change for both revenue and ex-
penses is perhaps most striking between the pe-
riods 1961-65 and 1967-71. Total revenue, for
example, increased from 1961 to 1965 at an an-
nual rate of 10.4 percent but went up 16.4 per-
cent a year from 1967 to 1971.

Changes in the financial position of hospitals
stem from the simultaneous interaction of three
factors: prices for hospital services, costs of pro-
ducing services, and utilization. As a first step in
attempting to understand the trends in financial
experience described above, it may be useful to
examine data on these three factors for the dec-
ade 1961-71.

Data on prices of selected hospital services
have been collected routinely by the Bureau of
Labor Statistics for inclusion in the Consumer
Price Index. Until recently, however, no effort
was made to measure the overall price of hospi-
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tal care. Among the items priced during most or
all of the period studied are semiprivate room
charges (room, board, and routine nursing care
in semiprivate accommodations), operating-room
charges, and charges for X-ray (diagnostic se-
ries, upper G.L). Index numbers and annual per-
centage increases for these components are shown
in table 3.

The prices for these services, with a pattern of

growth like the one that was observed for hos-
pital revenue, increased much more rapidly in
the second half of the decade than they did during
the period 1961-65. The semiprivate room index,
for example, which rose at an average annual
rate of 13.0 percent from 1967 to 1971, had in-
creased at an annual rate of only 5.6 percent
from 1961 to 1965.

These data suggest that higher prices for hos-

TaBLE 2.—Revenue, expense, and net income for nongoverniental nonprofit and for-profit community hospitals, 1961-71

Total Total Net income ratio Annual rate of change
ota ota
Net income | Plant assets
Year revenue expense
(in milhons) | (in n‘x)ﬂlions) {in millions) | (in millions) | mogq) Plant Total Total Plant
revenue assets revenue expense assets
Total
1961 $4,008 $4,888 $110 $6,757 220 1.63 9.9 107 6.6
1962 5,358 5,345 13 7,244 .25 .18 7.2 93 7.2
1963 6,060 5,907 153 7,866 2 62 1.04 131 108 8.6
1964 6,670 6,633 137 8, 541 2 06 1.61 10.1 106 8.6
1965 7,422 7,153 269 9,381 362 2.87 11.3 9.5 9.8
1966 8,276 7,989 287 10,018 347 2 87 11.5 117 6.8
1967 9,858 9,460 399 10,781 4 05 370 19.1 18 4 7.8
L U 11,436 11,036 400 11,799 3 50 339 16 0 16.7 95
1969 - 13,459 12,989 470 12,911 349 364 17.7 17.7 94
1970 15,707 15,231 476 14,265 303 3 34 16.7 17.3 10.5
1971 18,104 17,657 547 15,810 302 346 153 15.3 108
Annual averags
1961-65. 6,102 5,065 136 7,958 2.24 1.71 10.4 101 85
1967-71 13,713 13,255 458 13,113 334 3 50 16.4 16.7 100
1967-69 11,584 11,161 423 ' 3.65 358 16 8 17.2 9.4
1969-71 15,757 15,259 498 14,329 3.16 3 47 160 18.3 10.7
Y
Nonprofit
1961 $4,675 $4,584 $01 $6, 541 104 1.39 9.9 10.7 5.9
1962 \ 4,996 4,909 -3 7,010 ~ .06 -.04 69 9.0 7.2
1963 5,622 5,401 132 7,592 234 1.74 12.5 9.8 8.3
1064 6,154 6,039 115 8,217 1.87 1.40 9.5 10.0 8.2
1965 6,870 6,643 227 9,078 3.31 2.50 11.6 10.0 10.5
1966 - 7,674 7,435 239 9,752 3.1 2,45 11.7 11.9 7.4
1967 9,146 8,806 339 10,457 37 324 19 2 18 4 7.2
1068, 110,653 10,317 337 11,490 3.16 293 16 5 17.2 9.9
1969 - 12,837 12,137 400 12,523 3.19 319 17.7 17.6 9.0
1970. 14,551 14,163 388 13,783 2.66 2,81 16 1 167 10.1
1971 16,801 16,344 457 15,250 2.72 3 00 15.5 15.4 10.7
Annual average
1961-65. 5,663 5,551 112 s 1,98 1.48 10.1 97 8.5
1967-71. . 12,738 12,353 384 12,702 302 3.02 16.4 16 7 9.9
196769 oo mcemieeenmnmanc e 10,779 10,420 359 11,490 333 3.12 17.1 17.4 9.4
1969-71 14,630 14,215 415 13,856 284 3.00 15.8 16.0 10.4
For-profit
1961 $323 $304 $19 $216 5.01 8 85 101 10 8 79
1962 362 346 16 233 4,44 6 90 121 13 8 8.1
1963 437 417 21 275 4.75 7.56 20 8 20.4 17.9
1964 515 403 22 326 427 877 17 ¢ 18.5 18.2
1965. 552 510 42 303 7 56 1377 7.1 34 -6.8
1966 602 5563 48 266 805 18.18 90 8.4 —-12.1
1067 - 713 653 60 324 8 38 18.44 18 5 18.1 21.6
1068, 2783 720 64 309 8 12 20 56 99 10.2 ~4.4
1969 922 852 70 - 387 7.56 17 98 17.7 18.4 25.2
1970 1,156 1,068 88 . 482 7.65 18.35 25.4 25 4 4.8
1971 1,303 1,214 89 651 6 87 16 23 12.7 13.7 14.3
Annual average*
1961-65 438 414 24 270 5.48 8.88 14.3 13 8 8.8
1967-71 975 901 74 411 7,61 18 07 16 3 16.8 14.2
1967-69. 806 741 65 340 8.02 19 02 13.7 14.2 9.3
1969~71 1,127 1,045 82 473 7.31 17.39 18 9 19 4 19.3

1 Estimate based on assumption that nonprofit revenue is 93 15 percent of
total nongovernmental community hospital revenue as in 1969,
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* Estimate based on assumption that for-profit revenue Is 6.85 percent of
total nongovernmental community hospital revenue as in 1969

Source. Hospitale (annual Guide Issues).



TapLE 3.—Consumer price index and percentage change for selected hospital services, 1961-71

Annual average index (1067w=100) Percentage change from previous year
Year Een:_{ggam Opggrtntu& (dlfg.:lso{tic Semri)%g;mte Op:;gltning- (dgg.;ao{tic
geries, series,
charges charges upper G.L.) charges charges upper G'L)

1961 61.1 .. 6.6
1962 66.3 {.. 6.9
1963 68.6 177.9 180 0 8.1
1064 71.9 79 4 80 7 48 1.9 0.8
1965 %9 82.9 90 9 5.6 4.4 1.3
1066 83.8 88 6 94.1 10.0 6.9 3.5
1067, 100.0 100.0 100.0 19.8 12.9 6.3
1068 113.6 111.5 104.3 13.6 11.5 4.3
1060, 128.8 128 7 100.3 13.4 15.4 4.8
1070, 145.4 142.4 116.3 129 10.6 6.4
1971 163.1 156.2 124.9 12.2 9.7 7.4
Average annual Increase.

1961-85 5.6 23.2 21.0

1967-71 130 11.8 5.7

1967-60 135 13.4 4.5
1060-71 12.5 10.2 6.9

1 December 1963 value when the index began
* Average annual increase from December 1963 to approximately midyear

pital services were a major source of increase in
hospital revenues during this time. It should be
pointed out, however, that even though hospital
charges did go up substantially from 1961 to
1971, other changes taking place at the same time
tended to reduce the importance of price change
as a determinant of hospital revenue.

Total expenditures for hospital care in all non-
governmental general and other special hospitals,
by source of funds, for 1961 and 1971 are shown
in table 1.2 Private direct payments for hospital
services declined from 27 percent of total ex-
penditures of these hospitals in 1961 to only 11
percent in 1971, mostly as a result of the tremen-
dous growth in the share of public programs.
Public expenditures represented only 8 percent
of the total in 1961, but by 1971 they accounted
for 39 percent of all funds. The growth of the
public share, despite the decline in the share paid
by private health insurance, resulted in a net in-
crease in the share of funds provided by third
parties from 74 percent in 1961 to 88.8 percent in
1971.

Such shifts between sources of funds would
make no difference if private individuals and
third parties paid the same incurred charges. A
majority of the reimbursements of third-party
payment systems, however, are made on the basis

2This group of hospitals includes long-term general
and other special hospitals in addition to the nongovern-
mental community (short-term) hospitals, which account
for approximately 95 percent of the total expenditures
shown.

6

1965 (computation assumed a 2-year period, instead of the actual 18 months,
80 the growth rates are slightly understated)

Source* Bureau of Labor Btatistics, Consumer Price Index,

of negotiated rates or on the basis of defined
costs. In addition, the proportion of total ex-
penditures for hospital care paid on the basis of
costs has increased significantly during the pe-
riod studied. Needless to say, as the percentage
of expenditures paid on the basis of actual
charges declines, so does the significance of price
change as a determinant of total revenue.

Utilization is the other important determinant
of total revenue. Trends in utilization are influ-
enced by a variety of factors. As the population
grows, utilization usually increases. If the demo-
graphic characteristics of the population in
terms of age, sex, race, or location change, then
per capita utilization rates will probably also
change. Higher incomes, expanded private health
insurance coverage, or new government health
insurance programs will also tend to increase the
amount of hospital care used by individuals.?
Moreover, utilization rates will tend to change
with the discovery of new techniques for diagno-
sis and treatment of disease. All these factors
changed to some degree during the decade of the
sixties.

The trends in hospital utilization rates, total
and per capita, from 1961 to 1971 are revealed
by the annual data in table 4. Data for the first

8 See Martin 8. Feldstein, “Hospital Cost Inflation: A
Study of Nonprofit Price Dynamics,” American Kco-
nomic Review, December 1971, pages 853-72, and Karen
Davis and Louise B. Russell, “The Substitution of Hos-
pital Outpatient Care for Inpatient Care,”’ Review of
Economics and Statistics, May 1972, pages 100-20.
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TaBLE 4.—Trends in total and per capita hospital utilization for nongovernmental nonprofit and for-profit community hospitals,

1961-71
Nonprofit For.proflt .
Year Patient Outpati A P 1
Admisslons utpatient verage Average atlent Admisstons Outpatient Average Average
days visits ! length occupancy days visits 1 length oceupang;
(in millions) (in millions) (in millions) of stay rate (in millions) (in millions) (in millions) of stay nla)t:n 7
. Total
127.2 17.0 (O] 7.5 76.1 9.1 1.8 ® ' 5.8 65.4
132.4 17.5 45.9 7.5 76.8 9.9 1.7 31 5.9 67.3
137.7 18.1 65.1 7.6 77.7 11.0 1.8 3.7 6.1 8.0
142 6 18.8 59.3 786 78.1 11.5 1.8 38 62 68 3
146 3 19.0 59.2 7.7 77.8 11.7 1.8 34 6.3 68.6
152.5 193 69.3 7.8 78.5 120 1.9 4.3 6.4 69.0
160.1 195 732 82 70.7 12.68 1.8 4.0 6.8 72.7
165 9 19.7 76.4 8.3 80.0 129 1.8 4.1 7.0 73.9
171.0 20.3 828 8.2 80.8 13.2 1.9 3.9 6.8 74.6
173 2 20.9 91 ¢ 8.2 80.1 13.9 20 4.7 68 72.2
174.2 21.5 103 0 8.1 90 13 9 2.1 4.9 6.6 71.0
Per 100 population 3

70.2 94 (O] 5.0 0.9 ®

72.1 95 250 . 5.4 .9 1.7

73.8 97 2085 5.9 1.0 2.0

75 4 98 31.3 6.1 1.0 20

76.5 99 30.9 6.1 9 1.8

78.9 100 358 6.2 10 2.2

820 100 37 4 65 .9 20

842 100 387 65 .9 2.1

85 9 102 41.5 66 1.0 2.0

859 10 4 45.1 6.9 1.0 2.4

85.3 10.5 80 4 6.8 1.0 2.4

1 For hospitals reporting outpatient visits.
2 Data not available
3 Population data are for the clvilian resident population as of July 1 of
each year,

and last years of the period studied, shown
below, indicate that overall inpatient utilization
measured by patient days increased by more than
50 percent in hospitals operated for profit but
the increase in nonprofit hospitals was somewhat

Percentage
1961 1971 increase 1
Hospital
utllization | rropa) | per100 | Total | Per100 Per 100
(in mil- | popula- | (in mil- | popula-| Total | popula-
lions) tion lions) tion tlon
Nonprofit
Admissions...... 17.0 9.4 21.6 10.5 26 8 11,7
Patient days..... 127.2 70 1 174 2 853 36.9 216
Qutpatient visits.| 245 9 225 4 103 ¢ 50 4 %124 3 3199.0
Average length of
stay. 75 29 N R— 80 [cammnunn
For-profit
Admissions 16 0.9 21 1.0 333 14.6
Patient days..... 9.1 5.0 13.9 6.8 52.4 351
Outpatient visits_ 31 1.7 49 2.4 357.5 1400
Average length of
185", 58 66 13 8 [ccmcmees

1 Percentages calculated from unrounded data

21062 data; 1961 data not available

8 Percentage change probably overstated, since data refer to only those
hospitals reporting visits and the percentage of hospitals reporting has in-
creaged significantly since 1962

8ource Estimated from data in Hospitals (annual Guide Issues, 1962, 1963,
and 1872), American Hospital Association,
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Source. Population data from Bureau of the Census, Current Population
Reports, Serles P-25, various issues, utilization data from Hospitals (annual
QGuide Issues), American Hospital Association,

lower (87 percent). This difference reflects the
fact that increases in both admissions and aver-
age length of stay were greater in for-profit hos-
pitals. The increase in outpatient visits in non-
profit hospitals, on the other hand, was more
than twice that in for-profit hospitals during the
period.

Increases in total utilization were an impor-
tant source of growth in total revenue. It should
be noted in addition that shifts in use between
population groups can also affect total revenues
of hospitals. The Medicare program, for exam-
ple, enabled elderly citizens to obtain hospital
care and thus contributed to a significant increase
in the share of total inpatient days used by per-
sons aged 65 and over.! Before the program
began in 1966, many persons in that age group
received hospital care as charity patients or at
reduced rates. To the extent that this situation
did exist, losses of hospital revenues in the form
of bad debts or charity care for the aged must
have been nearly eliminated once the program
began. No evidence on the trend in utilization by

4+ 8ee Julian Pettengill, “Trends in Hospital Use by
the Aged,” Social Security Bulletin, July 1972,



individuals with low income is available, but the
fact that public assistance vendor medical pay-
ments went from $0.1 billion to $1.6 billion dur-
ing the decade suggests that Medicaid probably
had the same kind of effect on hospital revenues,
though perhaps not to the same degree.

Changes in utilization influence the financial
position of hospitals in other ways than their im-
pact on revenue. Altered patterns of hospital use
often reflect changes in technology and case-mix
that, in turn, affect the cost per unit of service.
In other words, not only did the number of serv-
ices produced by hospitals increase, but the mix
of services, the methods of producing services,
and the mix of patients receiving those services
also changed.

These changes, in part, are reflected in both
the utilization data and in the trend of expense
per patient day or expense per admission. Older
persons, for example, have more medical prob-
lems than younger persons; their conditions
often take longer to stabilize and they may re-
quire a longer period of time for recovery. Thus,
with fewer financial barriers to medical care, the
number of aged persons using hospital care rose
and their average length of stay increased fol-
lowing the advent of Medicare, in comparison
with earlier periods. As a result, both overall av-
erage occupancy (the percentage of beds occu-
pied on an average day during the year) and
overall average length of stay increased until
1969 when the trend reversed.

Increases in occupancy rates or average length
of stay both tend to influence the cost per patient
day. Other things being equal, if occupancy in-
creases then the fixed costs of the hospital are
spread over an increased number of patient days
and the cost per day will be lower than if occu-
pancy had not changed. An increase in average
length of stay has the same effect because most
of the expensive ancillary services are given in
the first few days of a hospital stay. Therefore,
as length of stay increases, these costs are spread
over a larger number of patient days and the
cost per day falls.

In addition to changes in occupancy rates or
length of stay, changes in the character of hospi-

5 See Selected Data on Charge Patterns in Short-Stay
General Hospitals Under Medicare (Health Insurance
Note No. 31), Office of Research and Statistics, Social
Security Administration, 1971.

tal services have been shown to have a major ef-
fect on expense per patient day.® Growth in the
number of employees and in the amounts of capi-
tal equipment and supplies required to produce a
day of hospital care has been estimated to ac-
count, for about half the increase in expense per
patient day in community hospitals during the
period 1960-70. These changes in factor input
requirements (amounts of labor and capital used
in the production of services) have been primar-
ily associated with improvements in technology
and changes in case-mix. The remaining half of
the increase in cost per day was associated with

" increases in wages and prices paid by hospitals.

The proportion of the increase in unit costs at-
tributable to increases in factor input require-
ments was not constant throughout the entire pe-
riod. According to the Waldman study, this
share declined from an estimated 55 percent dur-
ing the early period to 44 percent in the period
from 1966 to 1970. This decline resulted from an
increase in the rate of inflation in the economy
generally and a significant rise in the rate of in-
crease of wages and salaries paid to hospital em-
ployees during the latter period, rather than any
decline in the growth of input requirements.

A more recent study based on sample data for
individual community hospitals showed a similar
decline in the share of the growth in hospital
costs that resulted from increases in the quanti-
ties of inputs used to provide a day of care.” It
was estimated that increases in quantities of
labor, capital, and supplies accounted for 43 per-
cent of the growth of unit costs during the pre-
Medicare period 1962-66 but only 29 percent in
the post-Medicare years 196668,

Some changes of this type in the period
1961-71 can be observed in table 5. Not only did
the number of employees per day of care increase
substantially, but average annual salaries ap-
proximately doubled during this period. Plant
assets per census also increased about 70 percent
in both nonprofit and for-profit hospitals. Like
total revenue and hospital prices, these factors
have grown more rapidly during the period
1967-71 than in the earlier years of the decade.

6 See Saul Waldman, The Effect of Changing Technol-
ogy on Hospital Costs (Research and Statistics Note No.
4), Office of Research and Statistics, Social Security Ad-
ministration, 1972.

7 See Karen Davis, “Hospital Costs and The Medicare
Program,” Social Security Bulletin, September 1973,

SOCIAL SECURITY



TasrLe 5.—Employment of labor and capital in nongovernmental nonprofit and for-profit community hospitals, 1961-71

Annual percentage rate of change
P 1 Averag]e Plant t:
Yoar ersonnel per annual ant agsets Average
100 census * f‘;’;i’}gsyee per census | pargonnel per annual Plant assets
Per emp. 100 census earnings per census
per employee
Nonprofit
1961 240 $3,371 $18,768 3.4 5.0 3.7
1062 241 3,510 19,332 4 4.1 3.0
1963. 244 3,665 20,120 1.2 4.3 41
1964 247 3,861 21,090 1.2 5.4 4.8
1965, 262 4,044 22,645 2.0 4.7 7.4
1966 264 4,14 23,333 48 25 30
1967 268 4,509 23, 16 112 2.1
1968 276 4,938 25,347 3.0 101 64
1969 284 5,307 26,737 29 10.7 5.5
1070 292 6,012 29,063 28 11.9 87
1971 301 6,627 31,978 3.1 11.3 10,1
Annual average
1961-65 246 3,708 20,457 12 486 48
1067-71.. 285 5,549 27,470 29 101 7.6
1667-69 276 4,966 25,337 29 9.4 59
1069-71 293 6,028 28,272 2.9 10.8 9.4
For-profit
1961 205 $3,060 $8,626 46 2.7 4.4
1962 208 3,124 8,574 15 30 -6
1063 214 3,209 9,149 29 6.2 6.7
1964 212 3,841 10,334 -9 13.8 13.0
1965 218 3,736 9,473 2.8 -7 -8.3
1966 234 3,500 8,008 7.3 —-22 -~14.5
1967 233 4,065 9,380 -4 12.9 15.8
1968, 237 4,485 8,758 1.7 60 —6.6
1969 243 5,071 10,703 26 129 22.2
1970 256 5,610 12,859 5.3 130 18.3
1971 262 6,114 14,462 23 10.7 14.2
Annual average.
106166 212 3,443 9,279 1.5 5.1 2.4
1067-71 247 5,130 11,270 30 10.7 11.4
1967-69. 238 4,555 9,6 2.1 11.7 6.8
1969-71 254 5,621 12,641 3.8 9.8 16.2

1 Full-time equivalents, full-time employees plus full-time equivalents of
part-time employees.

Salaries, for example, increased about 5 percent
a year in both types of hospitals between 1961
and 1965; from 1967 to 1971 the rate of increase
was approximately 11 percent per year. Employ-
ees per 100 census and plant assets per census
also showed essentially the same pattern of
growth during these periods in both types of
hospitals.

Trends in factor input patterns, factor prices,
and prices for hospital care are all reflected in the
trends of revenue, expenses, and net income per
patient day. Revenue per patient day in nonprofit
hospitals increased nearly 163 percent between
1961 and 1971 (table 6). Per diem expenses in-
creased slightly less, yielding an increase in net
income per patient day from 71 cents in 1961 to
$2.63 in 1971, or 270 percent. Percentage in-
creases in revenues and expenses per patient day
in for-profit hospitals were nearly identical to
those in nonprofit hospitals. As a result, their net
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Source Hospyals (annual Guide Issues), American Hospital Assoclati on.

income per day increased more than 200 percent
from $2.09 in 1961 to $6.43 in 1971.

Because average length of stay increased dur-
ing most of the period, revenue, expense, and net
income per admission grew even more, Revenue
and expense per admission in nonprofit hospitals
rose approximately 184 percent and 181 percent,
respectively, with the result that net income per
admission nearly quadrupled during this period.
Increases in for-profit revenue and expense per
admission during the same period were even
higher (about 200 percent), so that net income
per admission went up 250 percent—from $12 in
1961 to $43 in 1971.°

The comparison between levels of net income
per patient day or per admission in nonprofit
and for-profit hospitals is interesting. Although
the percentage increase of net income per day in
nonprofit hospitals was higher than in for-profit
hospitals, the latter group has always had
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TaBLE 6.—Revenue, expense, and net income per patient
day and per admission for nongovernmental nonprofit and for-
profit community hospitals, 1961-71

Nonprofit For-profit
Year
Revenue | Expense mlg:rﬁle Revenue | Expense lnlgsge
Per patient day
$36.75 $36.04 | $0.71 $35.38 $33 29 $2 09
37.74 3777 —.03 36.47 34 85 1.62
40 39 87 .96 30,88 37.98 1.90
43.18 42 36 .81 44,81 42 90 191
46.956 45.40 1.56 47,30 43 73 3.587
50 31 48 74 1.57 50,13 48 10 4 03
57.11 54 99 212 56 59 51.85 474
64 21 62 18 203 60 57 55 65 4.92
73 33 70 99 234 69 78 84 50 5928
84 04 81 80 224 83 16 76 80 6 36
96 47 93.84 2.63 93.68 87.25 6.43
41,27 40.45 .82 41.17 38.92 2,25
75 43 73.15 2.28 73.28 67.71 5 57
65.06 62.90 216 62 42 57.43 4.99
84 68 82.28 240 82.42 76.38 8.04
Per admission

$275.41 | $270.06 | $5.35 | $206.29 | $194 09 | $12.20
284, 285 13 | —.17 2168.26 206.65 9 61
310 29 303 02 7.27 238,75 227,40 11,35
330.58 324 39 6.19 278.81 266.91 11,90
361.587 349 61| 11,96 276.62 22.61
308.38 386 99 | 12.39 324.24 208 15 26.09
469.05 451 65 17.40 .78 354 38 32 40
541.89 524,78 17.11 426.57 391 92 34 65
616 40 506.74 | 19.66 487.08 450 26 35 82
694.83 676.12 | 18.51 569.39 526.82 43 57
780.88 750 62 | 21.26 624.28 581.42 42,86
313.79 307.56 6.23 240.83 236 18 13 65
624.64 605 80 | 18.84 503.34 465,08 38 28
543 49 525 41 | 18 08 433 96 399 32 34.64
608 85 679 02 | 19 83 562 54 521.34 41 20

Source: Hospitals (annual Guide Issues), American Hospital Association.

higher net income and the gap between them has
narrowed only slightly.

The figures that follow show the average an-
nual rates of increase in revenue, expenses, and
net income per day and per admission for se-

Nonprofit For-profit
Perlod
Revenue | Expense lnlgoex;e Revenue | Expense mg?&e
Per patient day
1061-65. . .. 8.3 59 22.0 7.5 7.4 14.3
1967-71..... 14.0 14.3 5.5 13 4 13.9 7.8
1967-69_.. 13 3 136 5.1 11,0 11.5 54
1969-71... 14.7 150 60 15.9 16.3 10.5
Per admission
1061-65._... 7.0 67 220 9.8 9.3 16.7
1967-71..... 13.6 13.9 51 127 13 2 7.2
1967-69._. 146 14.9 63 12 2 12.7 6.6
1969-71._. 12.6 128 40 13 2 1386 7.9
10

lected periods from 1961 to 1971. Revenue and
expense per patient day exhibited much the same
pattern of growth as total revenues and total ex-
penses: Both increased much more rapidly dur-
ing the later half of the decade than in the early
years. In contrast, net incomes of both nonprofit
and for-profit hospitals rose much more rapidly
during the first half of the decade than in the
later years. Nonprofit net income per day went
up at an average annual rate of 22 percent be-
tween 1961 and 1965 and 5.5 percent a year from
1967 to 1971. The net income experience of for-
profit hospitals was similar: The rate of increase
per patient day dropped from 14.3 percent a
year in the early period to an annual rate of 7.9
percent between 1967 and 1971. As a result the
gap between nonprofit and for-profit net income
per day declined during the early years, but in-
creased again after 1965 and especially from
1969 to 1971.

The financial position of hospitals can be
looked at another way with the help of net in-
come ratios—net income as a proportion of total
revenue and as a proportion of plant assets.” Net
income ratios, which are essentially measures of
the rate of return earned by hospitals, are esti-
mated for nonprofit and for-profit hospitals in
table 2. Examination of these data yields two in-
teresting findings: (1) Rates of return were much
higher from 1967 to 1971 than they were in the
earlier period and (2) for-profit hospitals have
consistently had rates of return at least twice as
high as those of nonprofit hospitals.

Clearly, the financial position of hospitals im-
proved considerably over the period. In nonprofit
hospitals net income as a percent of plant assets
increased from an average of 1.5 percent a year
between 1961 and 1965 to an average of 3.0 per-
cent during the period from 1967 to 1971, Simi-
larly, for-profit hospitals increased their average
rate of return from 8.9 percent a year during the
early years to an average of 18.1 percent per
year between 1967 and 1971.

An earlier study showed that net incomes of
nongovernmental community hospitals were much
higher in the period from 1967 to 1969 than in
the first part of the decade.® Comparison of the
net income data for recent years with the overall
average for the years 1967-71 shows whether
this trend has continued. Data from tables 2 and

8 See Karen Davis, Staff Paper No. 6, op. cit.
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5 indicate that net incomes per patient day in
both nonprofit and for-profit hospitals did con-
tinue to increase, but financial position as meas-
ured by the rate of return on either total revenue
or plant assets actually declined slightly in the 2
latest years of the period. Even with a slight de-
crease, however, rates of return of 3 percent in
nonprofit hospitals and 18 percent in for-profit
hospitals are reasonable by the standard of past
experience.

It is also apparent that for-profit hospitals
have consistently earned a rate of return more
than twice as high as nonprofit hospitals and at
the same time had lower revenues and expenses
per patient day. In the following section an at-
tempt is made to illuminate, to the extent that
highly aggregated data permit, the factors that
seem responsible for such differences in the finan-
cial position of hospitals, on the basis of net in-
come data by bed size and ownership in 1971.

NET INCOME, BED SIZE, AND OWNERSHIP
IN 1971

Neither the nonprofit nor the for-profit hospi-
tals—for which overall national average trends
in net income and related factors in the past dec-
ade have been presented—are a homogeneous
group of institutions. Indeed, nonprofit hospitals
range from institutions having only six beds and
providing strictly basic medical services to enor-
mous teaching institutions with more than 1,000
beds that provide the most sophisticated and
technologically up-to-date services available any-
where in the world. For-profit hospitals also
vary considerably in terms of size and complex-
ity of services, although they almost never have
more than 400 beds and rarely engage in teach-
ing or research.

Because hospitals are so heterogeneous, the na-
tional average trend data may hide important
relationships . or mislead in other ways.
Comparisons between the two groups may be
particularly dangerous because nonprofit hospi-
tals tend to be so much larger than for-profit
hospitals. If bed size is an important dimension
in terms of the types of services delivered and
the cost of producing services, then it is impor-
tant to use net income data distributed by bed
size so that hospitals of similar size may be com-
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pared. To make such comparisons simpler, an
overall weighted average for nonprofit hospitals
with less than 400 beds has been computed for
most of the data in this section. Using the for-
profit bed distribution by size as a set of weights
for the nonprofit data yields an approximation
of the average value that would have prevailed
if beds in both types of hospitals had the same
distribution in 1971,

As before, relative differences in the financial
position of hospitals by bed size or ownership
are determined by the interaction of unit prices
and average revenues received from third-party
payment systems, utilization, and unit costs of
producing services. Table 7 shows data on the
revenue, expenses, and net income of nonprofit
and for-profit hospitals by bed size in 1971.

The net income ratios or rates of return are
particularly interesting. The rate of return on
plant assets in nonprofit hospitals rises from zero
percent for hospitals with 6-24 beds to 8.6 per-
cent for hospitals with 100-299 beds and de-
clines in the larger bed-size categories. The rate
of return in for-profit hospitals, on the other
hand, ranges from 11.5 percent in hospitals with
2549 beds to 21.2 percent in those with
200-299 beds, with no apparent pattern related
to increasing bed size. In addition, as noted ear-
lier, for-profit hospitals have a rate of return at
least twice as high as nonprofit hospitals. This
relationship occurs for every bed-size category
for which comparable data exist.

The prices that are charged by hospitals and
the revenues that are received from third-party
payers may help to explain the patterns of net
income observed here. No data are available on
the variation in rates paid by third parties to
hospitals in different bed-size categories, but
there is some evidence on semiprivate room
charges.

Data on room-and-board charges in nonprofit
and for-profit hospitals, by bed-size category as
of January 1, 1972, are shown in the tabulation
at the top of page 12; they are estimated
from the Swrvey of Hospital Charges of the
American Hospital Association and the Health
Insurance Council. Since 14 percent of the hospi-
tals surveyed did not respond, there may be some
bias in the results. The estimates indicate, how-
ever, that hospital charges, with one exception,
increase uniformly with bed size. In addition,

n



Seﬁnipﬂvate g)om
charges per da
Bed size ses b v
Nonprofit | For-profit
All sizes $52 98 $53.21
6-24 36 40 40 95
26-40. 38 81 43 490
50-99 43 65 48.56
100-199. 48 31 556 20
200-299 54 84 67.15
300-3091... 65.47 54 72
400499 .. oo rcacamecqenpvenmanabancn s .- 86 55§ ceeeeaaae
500 or more. .. 6082 . -
6-399 average . 46 07 52 07

1 For for-profit hospitals, 300 or more, only 1 hoapital of this type had more
than 400 beds.

* Estimated asif hospitals of both types that reported charges had the same
distribution of beds by size as that for all for-profit hospitals.

Bource Estimated from data in table A18 of the Survey of Hosputal Charges
as of January 1, 1972, American Hospital Association and the Health Insur-
ance Council, 1972,

for-profit hospital charges are higher in nearly
every bed-size category; average semiprivate
room rates in hospitals of comparable size are
thus $6 higher in for-profit hospitals than in
nonprofit hospitals. Since hospitals typically
charge separately for ancillary services, however,
these data can only suggest that one reason for
higher rates of return in for-profit hospitals may
be that these hospitals charge higher prices for
services.

If prices are actually higher in for-profit hospi-
tals, this difference may be related to the loca-
tions of such hospitals. If for-profit hospitals
are more likely than nonprofit hospitals to
be located in urban areas where wage rates and
per capita incomes are higher, then they may be
expected to have higher costs and charge higher
prices. The distribution of beds in nonprofit and
for-profit hospitals in metropolitan and nonme-
tropolitan areas by bed size, as shown below, in-

Nonprofit For-profit
Bed size
Non- Non-
Moetro- Metro-
Total metro- | Total metro-
politan polttan politan politan
765 23 8 100 0 773 22.7
10.7 88 3 100 0 207 70 3
17,6 82,5 100.0 44.4 55.6
335 66 5 100 0 724 27.6
6.1 4.9 100 0 88 4 118
841 15.9 100.0 91.8 82
881 11.9 100 0 100,0 0
98 2 18 Jemccnn Jocaaane fue SR,
98 & 1,5 frpecace |amnas PR [, -
€-399average![ 100 0 67.1 32.9 100 0 77.3 22.7

1 Estimated as if hospitals of both types had the same dis-
tribution of beds by size as that for nonprofit hospitals

Source: Survey of Hospital Charges as of January 1, 1972,
Aﬁne{sl;c_znzn Hospital Association and the Health Insurance Coun-
cll, p

12

dicates that 77 percent of the beds in for-profit
hospitals are located in metropolitan areas. Only
67 percent of the beds in nonprofit hospitals of
comparable size (with 6-399 beds) are in such
areas.

Higher charges in for-profit hospitals may also
be related to differences in the range and com-
plexity of services and case composition in the
two types of hospitals. The tabulation that fol-

Peorcent of
Percent of all
hospltals | 1oga Yo 400 beds ¢
Service or facility

Nonprofit | For-profit {Nonprofit |For-profit

Hospitals reporting (re-
sponse rate) mwemecceoa 06.8 77.5 96 4 83.6
Emergency department...... 90.7 72.3 89 2 78.8
Blood banK..ccemmceconmaeoo.s 87.5 47,7 62 5 60,2
Histopathology laboratory... 56.0 305 48 9 45.4
Postoperative recovery room.. 81.4 69 5 77.8 82.4
Pharmacy 3...cvcmancuen - 87.9 721 85.6 83 5
Premature nursery...... - 47.3 189 39,1 26 9
Electroencephalography.... 42.2 208 301 46 8
Intensive care unit........... 81.7 39.1 53.0 54.8

Psychiatric gervices (inpa-
tlent) . e cenaen 18 3 33 100 6.8
Renal dialysis (inpatient).... 12.6 3.4 59 6.2
Physical therapy.-ccceeee-.. 73 2 47.0 67,6 60 9
X-ray, therapeutic.. 43.0 17.7 32.6 26.9
Inhalation therapy.... 68 4 55.2 61.4 89 9
Radioisotope, diagnostic- 49 7 28.9 38.7 42.7
Radioisotope, therapeutic.... 27.9 84 17.1 16.4
Cobalt therapy... 17,2 4.8 8.6 100
Radium therapy. 35.4 11.6 241 193
Cardiac care unit., 56.4 320 482 439
Open heart surgery..... - 10.1 .9 3.7 1.8
Outpatient department...... 33.9 17.7 25.8 14.3
Home-care department. ... 9.4 .5 7.2 1.2
Rehabilitation unit.._. - 7.7 R 4.2 1.0
Extended-care unit...._. - 11.1 2.1 109 3.5
Soclal work department. ... 42.5 12.9 328 20.4
Family planning....cccauaas 7.4 1.4 3.9 1.7

1 Estimated ag if both t);Fes of hospitals had the same distribution of beds
by size as for-profit hospitals
_ 1 Includes pharmaciesg with either a full-time or part-time pharmacist.

Source Hospital Statistics, 1971, American Hospital Association, 1972,

lows shows the percentage of hospitals reporting
the availability of 25 different facilities or serv-
ices and the estimated percentage of beds in hos-
pitals of comparable size that have such services
available, by ownership. The percentage of beds
in nonprofit hospitals with a given service avail-
able is, in general, higher than it is in for-profit
hospitals. The difference is usually not large,
however, and in six instances the for-profit beds
are more likely to have the service available. If
the presence of facilities and services implies
anything about the case-mix of a hospital, then
it appears that nonprofit and for-profit hospitals
of the same size provide essentially similar basic
medical care.

On the other hand, the data imply that non-
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profit and for-profit hospitals tend to play some-
what different roles in the community. For-profit
hospitals are much less likely to provide such
community services as outpatient care, emergency
services, psychiatric care, rehabilitation services,
home care, social work, and family planning.
These differences are not likely to contribute
much to the explanation of the higher charges in
for-profit hospitals. They may help to explain
the higher rates of return earned by for-profit
hospitals—if community services tend to be rela-
tively unprofitable in comparison with basic in-
patient services,

The shorter average length of stay in for-
profit hospitals has also been cited as a possible
indication that these hospitals treat less serious
and possibly less expensive cases than nonprofit
hospitals do.? A brief review of the data in the
tabulation that follows reveals the fact, however,
that the majority of for-profit hospitals and beds
are located in regions of the country where

9 See Karen Davis, Staff Paper No. 6, op. cit., page 23.

Percentage distribu- Average length of
tion of beds stay
Region and division
Nonprofit | For-profit | Nonprofit | For-profit
United Btates...... ———— 100 0 100 0 8.1 66
Northeast
New England. .cveancoaao. 7.4 22 8.2 102
Middle Atlantic ...oo..... 21.6 17.2 93 7.7
North Central*
East North Central ....... 28.2 1.8 8.5 7.7
‘West North Central. - 10.7 2.2 8.4 7.2
L South*
South Atlantie .. ..._ - 120 142 7.8 7.1
East South Central........ 45 95 7.5 68
West South Central........ 69 238 7.0 62
West
Mountaln.,.cucmmereeeauen 3.9 28 68 6.0
Pacific 99 28.5 6.6 5.7

Source Hospital Statistics, 1971, American Hospital Association, 1072,

length of stay is generally -shorter than else-
where. More than three-fourths of all for-profit
hospital beds are located in the South and West.
Indeed, 51 percent of all beds are located in just
three States—California, Texas, and Louisiana.

In 1971, the overall average length of stay in
all nonprofit community hospitals was 8.1 days,
and the corresponding figure in for-profit hospi-
tals was 6.6 days—a difference of 1.5 days. With

TasLe 7.—Revenue, expense, and net income for nongovernmental nonprofit and for-profit community hospitals, by bed size, 1971

Total revenue Total expense Net income Net incoms ratios
Plant assets
Bed size
Amount Percentage | Amount Percentage | Amount Percentage | (in milllons) Total Plant
(in millions) | distribution | (in millions) | distribution | (in millions) | distribution revenue assets
Total
$18,104 100.0 $17,558 100,0 $646 100 0 $15,810 30 3.6
72 .4 69 4 3 .5 66 4.2 4.8
475 26 459 2.6 16 2.9 384 3.4 4.2
1,364 7.5 1,311 75 53 97 1,148 3.9 4.6
3,243 17.9 3,117 17 8 126 231 2,908 3.9 43
3,454 19.1 3,332 190 122 223 3,034 3.5 4.0
3,189 176 , 000 17.6 99 181 2,806 31 3.4
2,104 12,1 2,146 12.2 48 8.8 1,900 2.2 2.4
4,113 2.7 4,034 230 79 14.5 3,381 1.9 2.3
Nonprofit
$16,801 100.0 $16,344 100 0 $457 100 0 $15,268 27 30
31 2 31 2 0 0 49 0 0
203 1.7 286 17 7 1.5 306 24 2.3
907 59 269 5.9 28 61 1,013 28 28
2,816 16.8 2,719 16 6 97 21 2 2,715 3.4 3.8
3,272 19.5 3,164 19 4 108 23.8 2,968 33 36
3,090 18 4 3,000 18 4 90 197 2,841 2.9 32
2,104 13.1 2,148 131 48 10 8§ 1,900 2.2 2.4
4,099 4.4 4,020 246 79 17.3 3,376 1.9 23
For-profit
$1,303 100 0 $1,214 100 0 $89 v 100 0 $551 68 16.2
41 31 38 31 3 3.4 17 73 17.6
182 14.0 173 14.3 9 101 78 49 11.5
367 28.2 342 28,2 25 28.1 135 68 18.5
427 32.8 398 32.8 29 32.6 194 68 14.9
182 14.0 168 13.8 14 15.7 66 7.7 21.2
104 8.0 95 7.9 9 101 60 8.7 15.0
Source: Hospital Statistics, 1971, American Hospital Assoclation, 1972.
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the exception of the Middle Atlantic region,
however, the difference between average length
of stay in nonprofit and for-profit hospitals was
0.9 days or less in the geographic divisions with
a concentration of for-profit hospital beds
(South Atlantic, Xast South Central, West
South Central, and Pacific). If these data could
be corrected for bed-size differences, the length-
of-stay differences would be even smaller since
average length of stay in nonprofit hospitals of
the same size as for-profit hospitals is 7.3 days—
only 0.7 days above the for-profit average stay,
with location not taken into account. Despite any
real differences in case-mix that may exist, loca-
tion and size differénces seem to account for most
of the difference in length of stay between non-
profit and for-profit hospitals.

The direct relationship between hospital
charges and bed size, on the other hand, is prob-
ably the result of differences between large and
small hospitals in the range of services offered
and the case-mix treated. The proportion of hos-
pitals reporting the availability of services (his-
topathology laboratory, intensive care unit, etc.)
or facilities increases dramatically with size.
Case-mix differences are also suggested by the
fact that average length of stay in both nonprofit
and for-profit hospitals rises uniformly with bed
size.

The fact that hospital charges increase with

bed size may also be related to location. Data
from the Survey of Hospital Charges suggest
that hospitals with 100 or more beds are more
likely to be located in metropolitan areas than in
nonmetropolitan areas, and the likelihood in-
creases rapidly in the higher bed-size categories
of both nonprofit and for-profit hospitals.

Utilization patterns also have an impact on the
financial position of hospitals of different sizes
(table 8). Occupancy rates, like average length
of stay, are higher in larger hospitals. Earlier in
the article, it has been suggested.that, with other
things equal, longer stays and higher occupancy
both tend to reduce expenses per patient day. Be-
cause other important factors are operating at
the same time, however, these effects cannot be
seen in the expense data.

Differences between nonprofit and for-profit
hospitals in terms of average length of stay and
occupancy rates may also contribute to net in-
come differences between them. For-profit hospi-
tals as a group have a shorter average length of
stay and higher occupancy rates (6.6 days and
71.0 percent) than nonprofit hospitals of compa-
rable size (7.3 days and 70.8 percent).

Another set of factors undoubtedly has a much
more important effect on the unit costs in hospi-
tals of different size. Table 9 shows the number
of employees per 100 adjusted average daily cen-
sus, average annual earnings, and plant assets

Tasre 8.—Hospital utilization statistics for nongovernmental nonprofit and for-profit community hospitals, by bed size, 1971

Patient days Admissions OQutpatient visits
Average 0
Bed size length CcCUDANCy
Number | poroantage | NUMbET | poreantage | NUmMbEr | percantage of stay rate
thousands) distnbution thousands) distribution thousands) distribution
Nonprofit
All sizes... 174,166 100.0 21,615 100 0 103,016 100 0 81 79.0
6-24... 422 2 64 3 297 .3 64 47.2
2549 4,064 23 814 2.9 2,888 28 67 61.1
50-89 13,428 7.7 1,810 84 6,456 63 7.4 68.8
100-199 32,444 18.6 4,381 20 4 18,419 17.9 74 749
200299 34,477 19 8 4,387 20 4 22,740 21 7.8 80.3
300-309 31,249 17.9 3,808 177 17,632 17.1 82 81.7
400499 21,379 123 2,631 118 13,390 13.0 8.6 84.0
500 or more.... 36,703 21.1 3,922 18 2 21,193 20 6 9.3 84.4
For-profit
Al sizeg. . 13,912 100 0 2,088 100.0 4,858 100 0 66 1.0
624 404 2.9 91 44 301 6.2 4.3 61.0
26-49. 2,244 16.1 368 17.1 1,301 26.8 861 64.4
50~99 3,993 28 7 639 30 6 1,359 28.0 6.1 71.1
100-199. 4,545 327 636 305 1,154 23 8 71 71.5
200209 1,766 127 234 12 & 10.9 7.8 78.6
300 or more... 959 6g 130 6.2 215 4.4 7.4 78.8

Source : Hospital Statistics, 1971, American Hospital Assoclation, 1872,
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TabLE 9.—Employment of labor and capital in nongovernmental nonprofit and for-profit community hospitals, by bed size, 1971

Nonprofit For-profit
Bed size Parsonnel per Average annual Plant assets Personnel per Average annual Plant assets
100 adjusted earnings per adfusted 100 adjusted earnings per adjusted
dally census per employee dally census daily census per employee dafly census
All sizeg....... 275 $6,627 $20,164 245 $6,114 $13, 500
6-24 - 272 5,034 36,444 278 5,529 13,943
2540« cmeccccmeceaaec i ameanacann————e 242 5,360 24,301 239 5,403 11,478
50-99 244 5,850 ,228 241 5,961 11,480
100~199......- 266 8,060 ,002 245 6,131 14,852
200-209. . ceeemcmcnnanan 271 6,638 28,621 255 6,959 12,957
300-399 1. 274 6,794 20,241 247 7,036 21,461
400-499_ 281 6,927 381,148 [
500 or more 208 7,198 30,625
6-300 BVOIBEe 2. oo cvnmenrinmmme e maemnaae 257 5,806 27,083 245 6,114 13,500

1 For for-profit hospitals, 300 or more, only 1 hospital of this type had more
than 400 beds.

2 Estimated as if hosgitals of both types had the same distribution by bed
size as that for nonprofit hospitals.

per adjusted daily census by bed size.!® These
data indicate that factor input levels generally
increase with bed size in both nonprofit and for-
profit hospitals. In addition to using more em-
ployees per day of care, larger hospitals’ pay
higher average salaries and use more capital
equipment than smaller hospitals do. These pat-
terns of input use are almost certainly related to
the greater range and complexity of services
offered by larger hospitals. The higher salaries
with greater bed size, on the other hand, proba-
bly result from the tendency of large hospitals to
be located in metropolitan areas. Of course, some
difference between large and small hospitals in
terms of the skill-mix of employees may also
contribute to the higher salaries in the larger
hospitals.

The overall averages for hospitals with less
than 400 beds suggest that for-profit hospitals do
not hire as many employees although they do
pay higher salaries than nonprofit hospitals of
comparable size. The predominant location of
for-profit hospitals in urban areas may account
for these differences. The average plant assets fig-
ures, however, show that these hospitals own
plant and equipment worth only half as much as
that owned by comparable nonprofit hospitals.
This puzzling relationship, in view of the com-
parison of facilities and services made earlier, is
discussed later.

10 Adjusted average daily census is an alternative
measure of the daily output of hospitals, similar to av-
erage dally census. Adjusted census figures take both
the number of patient days and the number of outpa-
tient visits into account. Average census figures are
based on patient days alone and therefore understate
average output.
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Source: Hosepital Statistics 1971, American Hospital Assoclation, 1972

All the factors described above are reflected in
revenue, expense, and net income per adjusted
patient day and per adjusted admission (table
10).** Revenue and expense per adjusted patient
day and per adjusted admission both increase
uniformly with bed size in nonprofit and for-
profit hospitals. The range is substantial; for
the nonprofit hospitals, the difference in per diem
revenue between the smallest hospitals ($63) and
hospitals with 500 or more beds ($102) is nearly
$40. Because average length of stay increases
with size, the difference in revenue per adjusted
admission is relatively even larger ($540) with
the amounts ranging from $413 for the smallest
group to $953 for the largest. '

Although net income per day increases in a
nearly uniform pattern in for-profit hospitals,
the highest levels are earned in the middle bed-
size categories of nonprofit hospitals, with both
very large and very small nonprofit hospitals
earning low or even negative net income per ad-
justed patient day. For-profit hospitals also re-
ceive levels of net income per day or per admis-
sion at least twice as high as nonprofit hospitals
in every comparable size category.

At the same time, for-profit hospitals have
higher revenues and expenses per adjusted pa-
tient day than do nonprofit hospitals of similar
size. In addition, though for-profit hospitals have
a shorter average length of stay than nonprofit
hospitals, their revenue and expenses per ad-

11 “Adjusted” patient days and *“adjusted” admissions
are alternative mneasures of the annual output of serv-
ices in hospitals. Both measures are adjusted in the
sense that they take outpatient visits into account in ad-
dition to inpatient days or admissions.
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TasLe 10.—Revenue, expense and net income per adjusted
patient day in nongovernmental nonprofit and for-profit
community hospitals, by bed size, 1971

Nonprofit For-profit
Bed size
Revenue | Expense mlg(fée Revenue | Expense lnlgcfxiw
Per adjusted patient day
Allgizes_...! $87.98 $85 58 | $2 40 $87 44 $81.44 $6.00
63 17| -.06 89 77 83 91 5.86
62 23 167 73 00 69.45 3 55
66 17 188 85 36 79 44 5902
76 81 274 89 36 83 23 613
83 31 2.84 97 65 90.28 7.37
87.73 2 63 102 97 93 66 9.31
92 00 207 [ecmmmmcacc]cacemneca]eccmaaan
99 90 1.97

Per adjusted admission
Allsizes....| $712.19 | $602.80 | $19.30 | $582.37 | $542 38 | $30.00
412 89 413 26 - 37 398 08 372 07 26 01
423 11 412 67 10,44 456,19 433 06 22 23
504 67 400.73 | 13.04 532 87 495 91 36.96
589 07 568 80 | 20 27 638 05 594 24 43 B1
676 56 654.24 | 22 32 737.84 682 16 55 68
741,74 720 151 21.59 760,51 691 71 68 B0
795,16 777.63 17,63 |oeec]emcmmmae]amcnaee
952,73 034 30 | I18.48 | o |ececeaaooc]|ieamaeas
6-399 aver-
ages.....| b548.84 532 62 | 16 32 582 37 542.38 39.99

1 For for-profit hospitals, 300 or more, only 1 hospital of this type had more
than 400 beds

% Estimated as if both types of hospitals had the same distribution of beds
by size as that for for-profit hospitals

Source Hospital Statistics, 1971, Amerlcan Hospital Assoclation, 1972,

justed admission remain slightly higher than
those for similar nonprofit hospitals.

In an effort to explain the higher net incomes
of for-profit hospitals, it has been suggested that
these hospitals may operate more efficiently than
nonprofit hospitals.’* Support for this hypothe-
sis may be drawn from the finding that for-
profit hospitals use less labor and have lower
plant asset values than nonprofit hospitals. On
the other hand, though the hypothesis may be
valid, the fact that for-profit hospitals have
higher expenses per day and per admission does
not seem to support it.

A study supported in part by the Social Secu-
rity Administration, using regression analysis on
individual community hospital data for 1965-67,
also found that for-profit hospitals had higher
costs per patient day. The authors of the study
argue, however, that, since these hospitals have a
shorter average length of stay, they may utilize
their facilities more intensively (and conse-
quently with higher per diem costs) but still pro-

12 Karen Davis, Staff Paper No. 6 op. cif., page 23
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duce hospital care at lower total cost than non-
profit hospitals.*s

Other factors affecting the financial position
of hospitals relate to the sources of hospital reve-
nues and the distribution of expenses by type of
expense. Net revenue represents the funds ac-
tually received. Gross revenue is the amount that
would have been received if all patients had paid
actual incurred charges.

The data on patient revenue as a percent of
total revenue show that hospitals receive more
than 90 percent of actual revenue from payments
made by or on behalf of patients (table 11). The
loss ratios are of particular interest here because
these data show the percentage of gross patient
revenue lost as a result of contractual allowances,
discounts, bad debts, and free care.

One plausible reason for net income differences
between hospitals by size or by ownership may
be that hospitals with low net income may give
more charity care or have higher bad debts than
hospitals in better financial position. If such a
relationship exists, it is not readily apparent.
These data show that percentage losses are di-
rectly related to size of hospital and that for-
profit hospitals have somewhat higher losses than
nonprofit hospitals of comparable size. Neither
finding is consistent with expectations based on
the net income patterns observed earlier.

The other side of the financial position of hos-
pitals involves the types of expenditures made by
hospitals. Both payroll and nonpayroll expenses
per day increase with bed size, but payroll as a
percentage of total expense does not appear to be
closely related to size of hospital (table 12).
These data do indicate, however, that payroll
costs account for a much lower percentage of
total expenses in for-profit hospitals than in non-
profit hospitals of the same size. About 50 per-
cent of total expenses in these hospitals is spent
for payroll, compared with 58 percent in non-
profit hospitals.

The category of nonpayroll costs includes
many different expense items: Supplies (drugs,
bandages, surgical tools, linens, raw food, ete.);
rent, interest, and depreciation; employee health
and welfare benefits; payments for contract serv-
ices (laundry service, food service, computer time-

13 Ralph E Berry and John W. Carr, Efficiency in the
Production of Hospital Services (final report submitted
to the Social Security Administration, June 1973).
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Tasre 11.—Revenue per adjusted patient day for nongovernmental nonprofit and for-profit community hospitsls, by source of

revenue and bed size, 1971

Gross patient revenue 1 Net revenue
L]
Bed size Inpatient Outpatient Patient Other 2 éﬁgs‘

Total P ¢ P Total P P :

ercen: ercent ercent ercen

Amount | ‘ortoea) | Amount | orcia) Amount | “orioea] | Amount | ortora)

Nonprofit
All sizes. : $93 28 $84 91 910| w3837 940 $87 98 $83.30 | ©~ %47 $4 68 5.3 10.7
6-24.. ... - 54 37 49 27 90 6 510 84 6311 51.51 81.6 11.60 18 4 53
25-49 61.68 55 96 90 7 5.72 93 63 80 87 43 90 0 6 37 100 69
i T - 70 07 64 36 91.9 5.71 8.1 68.05 64 34 M5 371 5.6 82
100199 oo e cm e 83 72 76 62 91 5 7.10 85 79 55 75 82 95.3 373 4.7 94
200-299 - ——— 92 03 83.49 90 7 8.54 93 86 15 82 12 95 3 403 4.7 10.8
09, 96.81 87.98 90 9 8.84 9.1 90 36 86 20 95 4 4.16 46 11.0
400409 ..o e e ceaas 89 90 01.22 91 3 8 68 8.7 94.07 89 19 94 8 4 88 52 10.7
500 or more. ... ...... 108 55 98 51 90 8 10 04 92 101 87 95.36 93.6 6 51 64 12.2
6-399 average + 76,65 69.99 813 6 66 87 74.32 69 79 939 4 53 61 8.9
For-profit

All sizes $96 05 $01.11 949 $4.94 5.1 $87 44 $85 59 97.9 $1.85 2.1 109
6-24 - 87 85 82 63 941 522 59 89 77 85 66 95 4 411 4.6 28
2649 74 13 68 68 926 5,456 7.4 73 00 71 26 97.6 1,74 24 39
50-09 89 96 85 06 94 6 4 90 5.4 85 36 83 61 97 9 1,75 2.1 7.1
100-199_ 99 37 04,88 955 449 45 89 36 87.97 98 4 139 1.6 11.6
200-299 122 04 116 76 95 7 528 43 97.65 95.56 97.8 209 21 217
300 or more. 115 98 110 86 95.6 5.12 4.4 102 97 99.74 96 9 3.23 31 140
6-399 aVerage 4 oo ociccccaann 96 05 91.11 49 4 94 5.1 87.44 85 59 97.8 1.85 21 109

4 1 Amount that would have been received if all patients paid actual charges
for care.
* Amount recelved from appropriations, contributions, and governmental

grants
¥ Percentage losses of gross patient revenue due to contractual allowances,

sharing, etc.); and miscellaneous other expen-
ses. A recent study - found that in 1966 the
category of rent, interest, and depreciation ac-
counted for 10.8 percent of the total expenses of
for-profit hospitals—nearly double the share of
such expenses in nonprofit hospitals.* No data
are available to show whether this relationship
still applied in 1971, but there is little reason to
believe that this component of nonpayroll ex-
pense has declined for either type of hospital in
the interim.

A brief review of earlier findings may help to
explain the differences between the expense pat-
terns of nonprofit and for-profit hospitals. The
data indicate that for-profit hospitals earn much
higher rates of return than nonprofit hospitals of
comparable size but have higher revenues and ex-
penses per day of care while appearing to pro-
vide services approximately similar in range and
complexity. Yet the higher expenses of for-profit

14 Karen Davis, Community Hospitals: Inflation in
the Pre-Medicare Period (Research Report No. 41),
Office of Research and Statistics, Social Security Admin-
istration, 1972,
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discounts, bad debts, and free care. Represents 100 (100-~net patient revenue/
gross patlent revenue)

« Estimated as if hospitals of both types had the same distribution of beds
by size as that for for-profit hospitals

hospitals are puzzling since they employ fewer
personnel and have a much lower dollar value
of 'plant assets than nonprofit hospitals. Indeed,
payroll expenses per adjusted patient day in
nonprofit and for-profit hospitals are nearly
identical. The entire 'difference in per diem total
expenses thus results from differences in per
diem nonpayroll costs, which are about 33 per-
cent higher in for-profit hospitals than in similar
nonprofit hospitals.

In part, this pattern may be related to differ-
ences in incentives for nonprofit and for-profit
hospitals. For-profit hospitals pay Federal in-
come taxes like other similarly organized busi-
ness firms; nonprofit hospitals are tax-exempt
charitable organizations. As a result, for-profit
hospitals may find it advantageous to rent rather
than purchase much of their equipment. They
may also be more likely to make use of acceler-
ated depreciation. Either practice would help to
account for the large differences in the value of
plant assets reported by the two types of hospi-
tals of comparable size. In addition, for-profit
hospitals may be more inclined to use borrowed
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TapLe 12 —EXé)enses per adjusted patient day of nongovernmental nonprofit and for-profit community hospitals, by type of

expense and bed size, 1971
Nonprofit For-profit
Bed size Total Payroll Payroll
expense P R Nonpayroll e;rp%;“sle P ¢ Nonpayroll
ercen ercen
Amount of total Amount of total
All sizes $85.58 $49 91 58 3 $35.67 $81 44 $41.03 50 4 $40.41
6-24 _— 63 17 37.58 59
2549 62 23 35 66 57.3
50-99 66,17 37.83 87.2
100-199. 76.81 44.24 57.6
200299 - 83 31 48,32 59 2
300-399 1. _ - 87,73 51,03 582
400499 - 92 00 53 356 580
500 OF MOT@. - - vamemalmccme e ccmcmnan 99 90 58 68 58.7
6-309 average . oo eeenenan. 712 41.65 57.8

1 For for-profit hospitals, 300 or more, only 1 hospital of this t ype had more
than 400 beds.

L}

funds and contractual services (food service,
laundry service, etc.) than nonprofit hospitals.
. Greater use of any of these common business
practices would explain the higher nonpayroll
expenses of for-profit hospitals.1®

Since for-profit hospitals have higher average
expenses, the explanation of their higher rates of
return must lie in the fact that they are able to
generate much higher average revenues—perhaps
by obtaining higher prices for services and/or
higher average reimbursements from third-party
payment systems. Although the exact mechanism
is not clear, the ability of for-profit hospitals to
generate higher average revenue may depend to
some degree upon the structure of the local mar-
ket for hospital services. These hospitals may
concentrate, for example, on providing services
that are in high demand and avoid relatively
high-cost services less frequently used or less
profitable.

This hypothesis may be supported by the fact,
established earlier, that for-profit hospitals are
less likely to provide such community services as
outpatient or emergency services, rehabilitation
care, social work, or family planning. They may
be able to do this for two reasons: (1) Managers
of for-profit hospitals probably have more con-
trol over decisions on the role of the hospital or

151t is possible that some for-profit hospitals have
treated their Federal business income tax as an expense
item and included the amount as part of the nonpayroll
expense and total expense figures sent to the American
Hospital Association in response to the Guide Issue sur-
vey.
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t Fatimated ag {f both types of hospitals had the same distribution of heds
by size a8 that for nonprofit hcapitals

Source* Hospilal Statistics, 1871, American Hoapital Association, 1972,

the services to be provided than their counter-
parts in nonprofit hospitals and (2) the market
for hospital services may be fairly noncompeti-
tive, at least in terms of price, since the physi-
cian tends to play a more important role in‘the
choice of hospital than the patient.

SUMMARY AND CONCLUSIONS

In the analysis of trends in financial position,
a number of factors appear to have had a strong
influence on net income during this period.
Among these, shifts in the sources of revenues
and increases in the range and complexity of
services offered by hospitals seem significant. The
growth of private health insurance and public
insurance programs, with consequent lower losses
due to bad debts and charity care, may have con-
tributed to more stable income for hospitals and
simultaneously altered the utilization patterns of
hospitals with effects on both case-mix and unit
costs. Increases in the range and complexity of
services also played an important role by affect-
ing not only the factor input use of hospitals but
the case-mix and utilization patterns as well.

As a result of these and other factors, the net
income of hospitals improved substantially dur-
ing the period 1967-71. Net income as a rate of
return on plant assets in nonprofit hospitals in-
creased from 1.4 percent in 1961 to 3.0 percent in
1971. During the same period the rate of return
in for-profit hospitals nearly doubled—from 8.9
percent in 1961 to 16.2 percent in 1971.
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Since both nonprofit and for-profit hospitals
are heterogeneous groups of institutions, highly
aggregated data may hide important relation-
ships that can have a bearing on financial posi-
tion. Variations in net income by bed size of hos-
pital were studied in an attempt to shed
additional light on the factors that influence the
financial status of hospitals.

The data for 1971 indicate that differences in
net income result from the simultaneous interac-
tion of a host of factors from relative prices to
the relative efficiency of hospital operation.
Among the various factors identified, the range
and complexity of services, geographical loca-
tion, and ownership seemed to be most impor-
tant.

The range and complexity of services has a
strong influence on unit costs through input re-
quirements both for personnel and for plant and
equipment. Geographical location also affects
costs substantially because factor prices differ be-
tween regions of the country and between urban
and rural areas. In addition, location affects rev-
enues because per capita income varies from
place to place. Finally, the characteristics of
medical practice differ between one location and
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another with a resulting impact on unit costs
through differences in treatment methods and av-
erage length of stay. ‘

Hospital ownership also has an impact on the
financial position of hospitals. For-profit hospi-
tals have much higher rates of return than non-
profit hospitals of similar size. This difference
may be related to the ability of for-profit hospi-
tals to generate higher average revenues through
higher prices or higher reimbursements from
third-party payment systems. These hospitals
also allocate their expenditures differently, with
much higher nonpayroll costs than nonprofit hos-
pitals, perhaps in response to the incentives in
the tax system.

Ultimately, of course, the net income of hospi-
tals is one result of a process that involves all
the daily decisions of thousands of different indi-
viduals. The decisions of each individual physi-
cian on the tests and treatments ordered in each
case, as well as the average length of stay, all
have an impact on the financial position of the
hospital. The factors identified above both influ-
ence and are influenced by the behavior of physi-
cians and patients in the market for hospital
care.
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