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N<para>onprofit firms account for only 5 percent of GDP, but they make up a significant portion of the health care sector. The 60 percent of community hospitals that are nonprofit provide nearly 70 percent of the beds and treat a similar proportion of the nation’s hospital patients. Nonprofit firms also offer 30 percent of nursing home care and half of the inpatient specialty mental health and substance abuse treatment. We also see nonprofits providing education, collecting and providing blood, operating symphony orchestras and opera companies, and facilitating the conservation of land.</para>
<para>Inasmuch as nonprofits are prominent in health care, especially in the important hospital industry, they pose questions of considerable interest. Will the economic behavior of nonprofits differ distinctly from the more common for-profit firm or from government enterprise? A growing body of literature addresses such questions and adds to our understanding of nonprofit firms in general. Studies within health economics contribute to both the general theory of nonprofit firms and the understanding of vital issues of the health economy.</para></section>
<section id="ch13lev1bm" role="bm"><title id="ch13lev1bm.title"/><section id="ch13lev1sec1"><title id="ch13lev1sec1.title">An Introduction To Nonprofits</title>
<para>What is the nonprofit firm? People commonly assume that nonprofits are firms organized to provide charitable goods or community services and that they obtain their revenues largely from donations. While many fit this category, the definition does not serve well conceptually, nor does it make an important economic distinction. On one hand, numerous profit-making firms provide important goods and services to the community, and many provide basic goods, such as food and housing, to the poor. On the other hand, nonprofit firms often serve the well-to-do, and they often compete with for-profits. Many obtain the lion’s share of their revenues from the sale of goods and services at prices similar to their for-profit competitors. Health care nonprofits obtain more than 90 percent of their revenues from “sales and receipts.”</para>
<para>In economic language, the important distinction of the nonprofit is the nondistribution constraint. This means that no one has a legal claim on the nonprofit’s residual, the difference between the revenues and its costs, or what an ordinary firm would call its profits. Because there is no residual claimant, the nonprofit’s objectives may differ from profit-making. Two secondary distinctions between nonprofits and for-profits are also consequential. First, nonprofits are exempt from corporate income taxes and often from property and sales taxes. Second, donations to nonprofits receive favorable tax treatment. These distinctions give them an advantage and make nonprofits a potentially different, but are they?</para></section>
<section id="ch13lev1sec2"><title id="ch13lev1sec2.title">Why Nonprofits Exist And Why They Are Prevalent In Health Care</title>
<para>In any economy like that of the United States, there are three types of firms: private profit-making, government, and voluntary nonprofit enterprises. Why do each of these types of firms exist? Societies do not create economic institutions at random. They must reflect some basic economic incentives and unmet needs that the firms and the laws establishing them were created to satisfy.</para>

<section id="ch13lev2sec1"><title id="ch13lev2sec1.title">Nonprofits as Providers of Unmet Demands for Public Goods</title>
<para>Burton Weisbrod’s analysis (1975) guides the following exposition. In the United States and other Western economies, economists view a perfectly competitive industry under certain circumstances as economically efficient, and empirical data suggest that competition often fosters growth. Under this account, we need government enterprises only in cases where competitive markets fail. As this theory unfolds, we need nonprofits, in turn, when government enterprise also fails. We begin by reviewing the standard explanation of the role of government enterprise, and we then introduce Weisbrod’s explanation (Weisbrod, 1988) in which the nonprofit firm satisfies demands for public goods unmet either by private markets or the government.<footnoteref preference="1" label="1" role="generated" linkend="ch13fn01"/> </para>
<para>Under the standard economic explanation, government enterprise might possibly—though not necessarily—have a role in improving market efficiency in cases where competitive markets tend to fail. The most prominent cases of market failure involve externalities and public goods. Two examples will clarify these issues.</para>
<section id="ch13lev3sec1"><title id="ch13lev3sec1.title">Market Failure: Externalities</title><para><inst>  </inst>Most consumer goods provide private benefits and little or no externalities. An externality is an uncompensated direct effect of the production or consumption of a good on persons other than the producers or consumers. Consider goods without no externalities. When one enjoys a hamburger at a local restaurant, the pleasure is primarily private, and the benefit goes to the one who consumes. There is no effect on parties external to the market, other than the producer or consumer. However, consider the case where one purchases a vaccination for influenza. This good entails a private benefit: The purchaser will less likely suffer from influenza. In addition, there is an external benefit to others because the purchaser will be less likely to infect others.</para>
<para>Free markets tend to underproduce goods for which there exist significant external benefits. For example, the purchasers of vaccinations will tend to consider primarily the private benefits and will ignore the external benefits to the community. The benefit to society is the sum of the private benefits and the external benefits to the community. Because demand will represent only the private benefits, it will understate society’s benefits and give a false or inadequate signal to the market. The market then produces less than the amount that would maximize net social benefits. This is economically inefficient, and we call this situation a case of market failure.</para>
<para>The existence of a large externality raises the possibility of a role for government, but it is only a possibility? If we recognize that markets may fail, we must recognize that governments too may fail to act efficiently.</para></section>
<section id="ch13lev3sec2"><title id="ch13lev3sec2.title">Market Failure: Public Goods</title><para><inst>  </inst>The vaccination is a private good with an external benefit, but it has public good aspects. Consider first the case of a pure public good, a good that is both <emphasis>nonexcludable</emphasis> and <emphasis>nonrival</emphasis>. Nonexcludable means that people cannot be economically excluded from consuming the good even if they refuse to pay for it. Nonrival means that one person can consume the good without depleting it for others. Our hamburger is an example of a private good in that McDonald’s can easily refuse the hamburger to someone who refuses to pay. Likewise, the hamburger is rival because when one person consumes the burger it is then depleted, eaten up.</para>
<para>In contrast, consider a pure public good like national defense. Imagine an antimissile system that puts a defensive umbrella over a country. This defense system would be nonexcludable because those living in the country would benefit whether they paid or not. It would be impossible, let alone costly, to allow the nonpayer alone to be subject to an enemy missile strike. Likewise, the defense system is nonrival because the protection of one more individual does not diminish the defense enjoyed by others.</para>
<para>The government often provides public goods like this. If private enterprise tried to attempt to provide defense, it would find many citizens choosing to be free riders. A free rider is a person who consumes the public good but refuses to pay. Only government has the power to force consumers to pay.</para></section></section>
<section id="ch13lev2sec2"><title id="ch13lev2sec2.title">The Public Good–Private Good Aspect of Donations</title>
<para>Now consider charitable donations. A donation to the health of others has the characteristics of both a public good and a private good. The need for both concepts becomes clear in Richard Steinberg’s (1986, 1987) work, which argues that donations to public goods motivate the donor as both private and public goods. If you donate toward the health of a poor person, you may get a “warm glow” (an increase in utility from the act of giving; Arrow, 1975; Andreoni, 1990). The warm glow may come from the act of donating or simply from the pleasure in knowing that a suffering person’s health improved. However, other charitably minded persons will also have this pleasure, whether or not they have donated. They are free riders who receive an external benefit free. The charity market then provides too little charity to be efficient.</para>
<para>Now consider a case where the government provides a public good. This case explains Weisbrod’s rationale for the existence of nonprofits. In <link linkend="fg13_00100" preference="1" type="forward">Figure <xref linkend="fg13_00100" label="13-1"><inst>13-1</inst></xref></link>, let the curves <emphasis>D</emphasis><subscript><inst></inst>1<inst></inst></subscript> through <emphasis>D</emphasis><subscript><inst></inst>5<inst></inst></subscript> represent the demand curves of five different voting individuals for a public good that the government will provide. Let the demand curves represent the external benefits to these different groups of taxpayers. These demand curves represent the marginal benefits to the taxpayer donors.</para>
<para>To pay for this public good, assume that these five different taxpayers will be equally taxed at a per-unit tax rate of <emphasis>MT,</emphasis> the marginal tax. Because the five individuals will pay equal taxes, the marginal tax for each will be exactly one-fifth of the marginal cost to society. Thus, if the government were to provide output 0<emphasis>C,</emphasis> then each of the taxpayers would be charged 0<emphasis>C</emphasis>  <emphasis>MT,</emphasis> and the total tax receipts would exactly pay for the project. If the output were 0<emphasis>B,</emphasis> then 0<emphasis>B</emphasis>  <emphasis>MT</emphasis> would be collected from each individual, and so on.</para>
<para>The government must choose a single level of output. What level would it choose leaving the outcome to the democratic political process? Economists find it convenient to imagine an elected manager whose continued term in office is determined by the ability to provide the “right” level. If level 0<emphasis>A</emphasis> is proposed, four of the five voters would prefer more (why?) and would vote against it. If level 0<emphasis>B</emphasis> is proposed, three of the five would prefer more and would vote against that level. In contrast, level 0<emphasis>D</emphasis> would provide too much public good for three of the five voters, and similarly for level 0<emphasis>E.</emphasis> Only level 0<emphasis>C</emphasis> will gain a majority vote. This majority consists of Voter 3, who is exactly satisfied because her marginal benefits equal the marginal tax, and Voters 4 and 5, who would like to see more but are satisfied with level 0<emphasis>C</emphasis>. Suppose the manager proposed just a little more than 0<emphasis>C.</emphasis> This is too much for Voter 3, who now votes against the manager in favor of someone else who would reduce the public good level back to 0<emphasis>C.</emphasis></para>
<para>This example illustrates Weisbrod’s point. The level chosen entails dissatisfied voters on the margin, whose demands are not exactly satisfied. The marginal tax rate perfectly matches the preferences only of Voter 3, the median person. It is theoretically possible to design a tax system so that for each person the marginal tax equals his or her marginal benefit, but it is difficult to accomplish this in practice. Without such a tax system, some voters will prefer less of the public good and some will prefer more of it. The government enterprise will have failed to satisfy the demands of those who would prefer more. Such unsatisfied voters will have the incentive to form a nonprofit enterprise and provide the good themselves.</para>
<para>It follows from Weisbrod’s theory that nonprofits arise because both private markets and government will tend to underproduce goods or services entailing beneficial externalities. The underserved citizens are those who feel the external benefit most keenly. Such will found and support nonprofit corporations.</para></section>
<section id="ch13lev2sec3"><title id="ch13lev2sec3.title">Relevance to Health Care Markets</title>
<para>The Weisbrod analysis will apply in principle to services that provide external benefits to the community at large. Nonprofit health care enterprises may arise where a sufficient minority of voters are dissatisfied with the quantity or quality of such services provided by the for-profit sector or government. The theory fits the historical rise of nonprofit hospitals. Hospitals in the United States and in many countries often began as charitable institutions, providing care primarily to the poor and relying heavily on donations.<footnoteref preference="1" label="2" role="generated" linkend="ch13fn02"/>
</para>
<para>However, the purely charitable aspects of hospital care have become less important (see Gruber and Hungerman, 2007). Improvements in medical technology transformed hospitals into workshops for doctors—places for treating all patients, both rich and poor. By 1996, donations accounted for less than 3 percent of average hospital revenues, and only about 3 percent of patients relied on donations or welfare as their principal source of payment. Hospital finance departments wrote off unpaid patient bills, but these accounted for less than 1 percent of billings. Experts have attributed the demise of hospital donations to the growth of hospital insurance coverage, especially since the advent of Medicare and Medicaid. The decline in donations is consistent with the Weisbrod theory. Individual demands have stayed stable while increases in public sector provision or financing have occurred.</para>
<para>With the decline in cash donations, other forms of donations as well as other forms of nonprofit hospital advantages have become relatively more important. These include donations of time and energy for board members and others.</para>
<para>To be sure, cash donations still play an important role in certain capital fund drives, but in the present day, the financial advantages enjoyed by nonprofit hospitals stem more importantly from the subsidization of nonprofits by the government through tax exemptions. Generally, nonprofits do not pay corporate, property, or sales taxes, although for-profits do. The only tax advantage enjoyed by for-profits is the ability to write off losses during bad years.</para></section>
<section id="ch13lev2sec4"><title id="ch13lev2sec4.title">Nonprofits as a Response to Contract Failure</title>
<para>A related theory with early origins complements Weisbrod’s ideas. Arrow (1963) suggested that the prevalence of nonprofits is due to the uncertainty of identifying quality of care. Hansmann (1980) expanded this idea and theorized that the nonprofit sector helps to repair the problems of contract failure that occur when the quantity or quality of output is difficult to observe. Thus, asymmetry of information between the firm and the buyer of services becomes important (as noted in <link olinkend="ch10" preference="0">Chapter <xref olinkend="ch10" label="10"><inst>10</inst></xref></link>) in explaining the nonprofit role.<footnoteref preference="1" label="3" role="generated" linkend="ch13fn03"/>
</para>
<para>A classic example of the contract failure illustrates the problem. Suppose you wish to contribute food and clothing to suffering people in Haiti. You can find a firm to deliver the care. However, it would be prohibitively costly to verify that the firm actually is delivering the desired goods to the designated population. You would hardly fly to Haiti just to check on this. Under these circumstances, you may prefer to employ a nonprofit firm.</para>

<para>People will perceive a for-profit firm to have a conflict of interest as a deliverer of the aid packages. Such a firm could increase its profits by reneging on its promise. The nonprofit cannot distribute its residual so it would have less incentive to renege. In this case, the nonprofit, by better serving the donor’s interests, also serves the market more efficiently.</para></section>
<section id="ch13lev2sec5"><title id="ch13lev2sec5.title">Applications of Contract Failure to Health Care</title>
<para>Contract failure does not occur solely in the cases of donated goods and services, as it can exist even when the purchaser is nearby. Contrast the management of hotels and nursing homes. Hotels are profit-seeking enterprises that provide rooms and suites along with housekeeping services, dining, and recreation to travelers and residents. Nursing homes also provide rooms and suites, dining, and recreation along with housekeeping services and of course special nursing services largely for an older and often infirm population. In fact, many nursing homes began as hotels.</para>
<para>We assume that hotel patrons are utility-maximizing consumers who compare benefits and costs in deciding whether to stay at the hotel. Nursing home patients, in contrast, may not be able to assess the quality of the facility and the care they receive accurately, perhaps because of their health impairments. Relatives or friends may obtain only limited impressions upon visiting and may not be sophisticated assessors of the quality of long-term care. A for-profit home, in contrast to a for-profit hotel, may appear to have a conflict of interest in the eyes of some demanders. That nonprofit ownership is viewed as a signal of higher quality is supported by both theory and data, and Christensen and Arnould (2005) provide an example of this. But do for-profit nursing homes in practice provide lower quality? It is difficult to compare them. For example, does a nursing home with more nurses per patient provide higher quality or is it simply a measure of inefficiency? Outcome measures, such as changes in patient health status, are best in principle, but reliable outcome measures are difficult to obtain.</para>
<para>Much of the early evidence suggested an apparent for-profit advantage in cost. However, other reports that took greater effort to account for quality disagreed with the earlier view. In practice, nursing homes with more personnel per patient tend to have better patient outcomes, but it is difficult to sort out efficiency and quality. Gertler (1989) addressed these problems and found a higher quality level in nonprofit homes.<footnoteref preference="1" label="4" role="generated" linkend="ch13fn04"/>
</para>
<para>Hirth (1999) and Santerre and Vernon (2007) demonstrated that under plausible conditions, an influx of nonprofit homes will drive up the average quality in the market, making the nonprofit a productive agent for change whether or not it exhibits a higher quality itself. Related research further supports this theory (Grabowski and Hirth, 2003).</para>
<para>Contract failure theory does not appear appropriate for hospitals, a point noted by Hansmann (1980). Hospital patients are under the close supervision of physicians acting as the patients’ agents. Physicians have little incentive to misinform patients by overstating the quality of care.</para>
<para>Sloan (1988) further suggests that those who favor the contract failure theory often apply a double standard. The field of physician services, which are nearly all provided on a for-profit basis in the United States, seems ripe for the application of contract theory. Consumers would find it just as hard to assess the quality of physician care as they would hospital care, so why do nonprofit firms not take over the physician care sector?</para></section>

<section id="ch13lev2sec6"><title id="ch13lev2sec6.title">Financial Matters and the Nonprofit</title>
<para>Lacking the ability to distribute net revenues, the nonprofits do not issue equity stock and lack this avenue for raising capital. Although this is a disadvantage when it needs to respond to changing market conditions, the nonprofit also has some financial advantages. It is exempt from corporate, property, and sales taxes, and its bonds are generally tax-exempt as well. It may also have market advantages, such as the responsiveness and loyalty generated by the consumer’s response to nonprofits under the contract failure situation. Finally, it is more likely to attract donations than is the for-profit.</para>
<para>What is the bottom line when all advantages and disadvantages of the nonprofit are considered? Which ownership form can respond to a rapidly expanding demand the quickest? Research generally has indicated that rapid demand change favored the for-profit as measured by changes in their market share. Hansmann, Kessler, and McClellan (2002) determined that over the previous 20 years, the for-profit hospital form was the most responsive to demand change in an era of declining hospital demand. Chakvarty et al. (2005) support this assessment by finding for-profit hospitals to be quicker to either enter or exit a market as conditions change.</para></section>
<section id="ch13lev2sec7"><title id="ch13lev2sec7.title">Summary of the Reasons for the Prevalence of Nonprofits</title>
<para>Weisbrod accounts for nonprofit firms that arise to provide for unmet demands for public goods, when there are significant external benefits from the good or service. Hansmann’s view complements this account, emphasizing the role for nonprofit firms in cases of contract failure. Under either of these analyses, the tax preferences for nonprofit firms make economic sense.</para></section></section>
<section id="ch13lev1sec3"><title id="ch13lev1sec3.title">Models of Nonprofit Hospital Behavior</title>
<para>Health economics offers many descriptions of hospital behavior. We begin with a nonprofit model that applies in principle to an entire class of nonprofit firms.</para>
<section id="ch13lev2sec8"><title id="ch13lev2sec8.title">The Quality–Quantity Nonprofit Theory</title>
<para>When economists model a nonprofit hospital, they begin by positing an objective of the hospital decision makers. Most frequently, they choose either a utility-maximization or a profit-maximization type of model. The utility maximizing model, most clearly approximating the altruistic firm, was proposed by Joseph Newhouse (1970). For Newhouse, the hospital’s objective was to maximize the utility of the decision makers. Utility of the firm is an index of the decision maker’s preferences, a measure of satisfaction, similar to the utility of a consumer.</para>
<para>It is especially difficult to describe the complex elements and interactions of the heterogeneous set of hospital decision makers. Nonprofit hospitals in the United States tend to have three parties with considerable decision-making authority. The trustees are nominally in charge, but boards of trustees may include people with widely varying backgrounds, knowledge of health care, and management expertise. The trustees’ decision-making agent is the hospital administrator or CEO. This manager may have varying degrees of actual power and authority. Finally, the arbiters of medical decision-making are the physician staff. The physicians also may exercise considerable decision-making authority. We assume that this complex decision-making apparatus resolves into a single utility function and describes a set of well-behaved indifference curves.</para>
<section id="ch13lev3sec3"><title id="ch13lev3sec3.title">The Utility Function</title><para><inst>  </inst>In Newhouse’s model, the hospital’s preferences are defined over quantity and quality of output. Quantity of output could be measured in several ways, but assume we measure it by the number of cases treated. We further assume that there is only one type of case to treat, though there could be hundreds. Output quality can entail many different characteristics of the care provided. Some top decision makers may value the quality or beauty of the hospital structure, and others may emphasize expertise of the physician or nursing staff. Still others may emphasize prestige in the medical community, and yet others may stress the quality of the tender loving care provided. Graphically, we shall suppose that just one index of quality exists.</para>
<para>This conception of the nonprofit hospital is consistent with the external-benefits account of the role of nonprofit firms. The utility derived from producing quantity and quality might arise because care to these patients entails an external benefit to the community at large. Consider this model as a description of the hospital decision-makers’ having altruistically internalized the community benefit in providing quantity of care.</para></section>
<section id="ch13lev3sec4"><title id="ch13lev3sec4.title">The Quantity–Quality Frontier</title><para><inst>  </inst>The hospital selects a combination of quantity and quality that maximizes utility. It faces a budget constraint, as it must pay its bills and cannot run negative net revenue. Furthermore, the nondistribution constraint, which applies to all nonprofits, implies that this hospital has no incentive to maximize net revenues as a general rule. Thus, by the budget constraint the sum of patient-generated revenues plus donations equal the hospital’s costs.</para>
<para><link linkend="fg13_00200" preference="1" type="forward">Figure <xref linkend="fg13_00200" label="13-2"><inst>13-2</inst></xref></link> shows its possible choices as the Quantity–Quality Frontier . This frontier comes from demand and cost analysis, but we can understand it intuitively as follows (see Spence, 1973, for a detailed explanation). At zero quality, point <emphasis>Q</emphasis>*, this hospital can achieve both a higher quality and a higher quantity by choosing a point to the northeast. This can occur if the higher quality attracts more customers but costs do not grow as rapidly. The frontier eventually bends backward, indicating that quality improvements no longer strongly attract customers but quality is increasingly costly.</para></section>
<section id="ch13lev3sec5"><title id="ch13lev3sec5.title">Maximization of Utility</title><para><inst>  </inst>Given the possibility frontier, the hospital decision makers choose the point that maximizes utility. The constrained utility maximization point occurs at a point of tangency between the frontier and the highest indifference curve attainable. In <link linkend="fg13_00200" preference="0" type="backward">Figure <xref linkend="fg13_00200" label="13-2"><inst>13-2</inst></xref></link>, utility maximization occurs at point <emphasis>A.</emphasis></para>
<para>On the one hand, let the hospital preferences place sole weight on quantity. Then, the hospital would behave like a constrained quantity maximizer and produce at point <emphasis>B.</emphasis> On the other hand, let the hospital primarily value quality, this quality emphasis by top decision makers who may be altruists or who may alternatively be primarily interested in the prestige of the hospital as compared to its peers. It would produce at point <emphasis>C.</emphasis></para></section></section>
<section id="ch13lev2sec9"><title id="ch13lev2sec9.title">The Profit-Deviating Nonprofit Hospital</title>
<para>We have just seen a model where the nonprofit focuses solely on the quality or quantity of hospital care. Although some have suggested that such behavior might be a form of altruism, Lakdawalla and Philipson (2006) see the nonprofit differently, as a mix of altruism and profit motives. Their model makes clearer the entry and exit responses of nonprofits to changes in market conditions and government regulation.</para>
<para>Let the hospitals maximize utility <emphasis>U</emphasis>  <emphasis>U</emphasis>(<emphasis>q, </emphasis>) over the quantity of hospital service, <emphasis>q,</emphasis> and define the nonprofit’s “profit” <emphasis><superscript><inst></inst>N<inst></inst></superscript>,</emphasis> as the sum of profit from sales, <emphasis><subscript><inst></inst>S<inst></inst></subscript></emphasis>, and receipts from donations, <emphasis>D</emphasis>, and require that it can pay its bills, <emphasis><superscript><inst></inst>N<inst></inst></superscript></emphasis>  <emphasis><subscript><inst></inst>S<inst></inst></subscript></emphasis>  <emphasis>D</emphasis> > 0. This model is particularly useful to contrast the behavior of nonprofits and for-profits. Thus let the for-profit goal be to maximize its profits <emphasis><superscript><inst></inst>F<inst></inst></superscript></emphasis>.</para>
<para>Notice that the profit-deviating model described this way includes the purely altruistic model (a version where the decision maker has no concerns for personal profit) and the pure profit maximizing model (where decision makers have no concern for the health of the community separate from profit) as special cases.</para>
<para>Consider entry and exit of the profit-deviating hospital. To enter a market, it must cover its opportunity costs elsewhere, that is, it must be able to attain the utility level that it could achieve in other markets (or by simply not producing in this market). We call its minimum required utility in this market the <emphasis>Reservation Utility, U<superscript><inst></inst>*<inst></inst></superscript></emphasis>  <emphasis>U</emphasis> (0,0). As in all such models, the hospital of both types must pay its bills; here the profit-deviating hospital has an advantage over the pure for-profit because it receives donations. Thus the operating constraint of the for-profit hospital is that its profits are nonnegative,  <superscript><inst></inst>F<inst></inst></superscript> <subscript><inst></inst>><inst></inst></subscript> 0, while the operating constraint of the profit-deviating hospital is <emphasis><superscript><inst></inst>N<inst></inst></superscript></emphasis>  <emphasis><subscript><inst></inst>S<inst></inst></subscript></emphasis>  <emphasis>D</emphasis> > 0.</para>
<para><link linkend="fg13_00300" preference="1" type="forward">Figure <xref linkend="fg13_00300" label="13-3"><inst>13-3</inst></xref></link> illustrates their differences. The first graph shows the for-profit’s Entry Conditions Curve, which is the same as its Long Run Average Cost Curve <emphasis>(LRAC).</emphasis> It records all price quantity combinations that yield a zero profit; it must attain at least this much revenue to stay in the market. This much is as in conventional microeconomic theory, and in the long run equilibrium, the market price would equal <emphasis>P<subscript><inst></inst>F<inst></inst></subscript>.</emphasis></para>
<para>Alternatively, consider the nonprofit. It too has a break-even curve, though this does not determine its entry conditions. This break-even curve is found by subtracting the average donations from the LRAC curve shown, that is, nonprofit must make at least LRAC – <emphasis>D/q</emphasis> to be able to pay its bills. It will do better. Consider the curve labeled <emphasis>U(,q)U<superscript><inst></inst>*<inst></inst></superscript>(0,0)</emphasis>, in <link linkend="fg13_00400" preference="1" type="forward">Figure <xref label="13-4" linkend="fg13_00400"><inst>13-4</inst></xref></link>. This is an indifference curve of a sort, with all points on the curve yielding the same utility. At the utility level shown, the firm is just indifferent between producing in this market or not.</para>
<para>We finish up by explaining the implications of the model. First suppose some more nonprofits besides the one shown enter this market. This would shift the market supply curve to the right and cause the market price to fall. If enough nonprofits entered this could drive the market price below <emphasis>P<subscript><inst></inst>F<inst></inst></subscript></emphasis>, which would drive all of the for profits firms out of the market. The nonprofit donations are a very powerful advantage. Why do we have any markets at all with a mix of for profits and nonprofits?</para>
<para>Keep in mind that these nonprofits will differ in their level of Reservation Utility (much like consumers will differ in their appreciation of a consumption good). This will mean that the number of nonprofits that choose to enter cannot be determined a priori; though, in principle, there could be so many as to drive all for-profits out. Most states in the United States do not have for-profit hospitals, though this must derive in part from legal or other institutional restrictions.</para>
<para>If there are enough nonprofit hospitals waiting in the wings, their entry would drive out all the for-profits. However, suppose profit-deviating entry stops before that so that there temporarily is unmet demand for hospital care. In contrast to the nature of the nonprofit entry, standard for-profit theory suggests that there will always be for-profit firms to take advantage of profit opportunities. However, in order for for-profit hospitals to enter the available revenue must be high enough for them to cover their costs. Given unmet demand, the market price will tend to rise until it is profitable for them to enter (in the process some new nonprofits may also enter). The equilibrium is determined by the for-profits’ greater response to market signals. In the graph, this price, <emphasis>P<subscript><inst></inst>F<inst></inst></subscript>.</emphasis></para>
<para>Finally, if prices went up further, then more for-profits would enter. Their entry, as in the standard theory, would drive the price back down to equilibrium. By this process, in the long run, the for-profits are the marginal firms and their cost structure determines the market equilibrium price. Because they are the marginal firms in the industry, they are the ones that determine a new market price after a new regulation changes hospital cost structures. The authors conclude that in markets where the two firm types coexist, the for-profits, as the marginal firms will determine the effects of the new regulation.</para></section>

<section id="ch13lev2sec10"><title id="ch13lev2sec10.title">The Hospital as a Physicians’ Cooperative</title>
<para>A different account of the nonprofit hospital comes from theories that believe that hospitals maximize the pecuniary gain to the decisive set of decision makers. Mark Pauly and Michael Redisch (1973) describe the nonprofit hospital as a “physicians’ cooperative,” assuming that the hospital is controlled by a physician staff who operate the hospital to maximize their net incomes.</para>
<para>This view of the hospital focuses on the “full price” of the hospital care, meaning the total charges to the patient by both the hospital and the physician. Assume that the patient pays a single bill representing the full price of the care and let donations be zero. The full price of care depends on consumer demand and on the total quantity of care offered by the physicians’ cooperative. The amount of care produced and offered to patients depends, in turn, on the quantity of inputs chosen by the top decision makers, here the physicians. Summarize hospital inputs as capital, <emphasis>K,</emphasis> and labor, <emphasis>L.</emphasis> Let the physician input be <emphasis>M,</emphasis> a fixed input if the hospital selects a “closed staff.”</para></section>
<section id="ch13lev2sec11"><title id="ch13lev2sec11.title">Maximizing Net Revenue per Physician</title>
<para>In this model the co-op runs the hospital to maximize the net revenue (<emphasis>NR</emphasis>) per physician (<emphasis>M</emphasis>), or <emphasis>NR</emphasis>/<emphasis>M.</emphasis> The net revenue is the sum of all of the revenue less factor payments to nonphysician labor and payments to capital. The net revenue per physician divides that revenue over the total number of physicians, <emphasis>M.</emphasis> An increase in the number of physicians, <emphasis>M,</emphasis> initially increases revenues per physician. Eventually, revenues per physician must fall because (due to the fixed levels of nonphysician labor and capital) the percent increase in revenues (in the numerator) will be smaller than the percent change in number of physicians (in the denominator).</para>
<para><link linkend="fg13_00500" preference="1" type="forward">Figure <xref linkend="fg13_00500" label="13-5"><inst>13-5</inst></xref></link> shows the optimal staff size if the physicians can limit the size of the staff, or “close” the staff. Here dollar values are on the vertical axis and the number of physicians on staff, <emphasis>M,</emphasis> is on the horizontal axis. The curve <emphasis>N</emphasis> denotes average physician income. The <emphasis>N</emphasis> curve starts at the origin point <emphasis>A</emphasis> (no revenue), rises to a maximum at point <emphasis>B,</emphasis> and then falls. Curve <emphasis>s</emphasis> depicts the supply curve of physicians, which is infinitely elastic, plausibly representing a case in an urban, physician-dense environment. For physicians who are on the staff, the optimal staff size would be <emphasis>M</emphasis>*, where curve <emphasis>N</emphasis> reaches its maximum.</para>
<para>In contrast, if the hospital has an open staff, physicians are free to enter as long as their resulting average income, <emphasis>N,</emphasis> equals or exceeds their supply price, <emphasis>s.</emphasis> The open-staff equilibrium occurs at point <emphasis>C,</emphasis> where net revenue (the demand for physicians) equals supply, <emphasis>s</emphasis><subscript><inst></inst>0<inst></inst></subscript>, with <emphasis>M</emphasis> physicians hired. Regardless of the number of physicians on staff (either a closed-staff or an open-staff equilibrium), the hospital inputs are chosen to maximize residual income for the medical staff. If we view the Newhouse model as resulting from the maximization of external benefit perceived to accrue to the community, then the Pauly-Redisch objective is the complete opposite.</para></section>
<section id="ch13lev2sec12"><title id="ch13lev2sec12.title">A Comparison of the Quantity–Quality and the Physicians’ Cooperative Theories</title>
<para>It is useful to contrast the two models on the extreme ends of the spectrum by comparing them on the same graph. To do so, we represent combined (physician and hospital) revenues as a single function:</para>
<informalequation id="ch13if01"><mediaobject float="0"><textobject role="xpressmath">
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<para>The combined revenues depend on the quantity and quality of care produced, which in turn depend on the amounts of the inputs used. Like Newhouse, assume that the hospitals/physicians produce care efficiently so that a higher quality of care requires necessarily a higher level and hence cost of inputs. The hospital may receive additional revenues in the form of donations, <emphasis>D</emphasis><subscript><inst></inst>0<inst></inst></subscript>, and government subsidies, <emphasis>G</emphasis><subscript><inst></inst>0<inst></inst></subscript>. Let physician supply be perfectly elastic at a constant supply price, <emphasis>s.</emphasis> Constant input prices, <emphasis>r</emphasis> for capital and <emphasis>w</emphasis> for labor, complete the description. Finally, define the hospital residual, <emphasis>HR,</emphasis> revenues as the following equation:</para>
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(13.1)</inst></equation>
<para role="continued">Under the Pauly-Redisch model, the physicians on the staff usurp the hospital residual, <emphasis>HR</emphasis>. For a given level of physicians on the staff, <emphasis>M</emphasis><subscript><inst></inst>0<inst></inst></subscript>, the physicians will maximize their average incomes by maximizing <emphasis>HR</emphasis> itself.</para>
<para>In contrast, the Newhouse hospital will maximize utility of quantity, <emphasis>Q,</emphasis> and quality, <emphasis>q</emphasis>, subject to the constraint that the hospital residual is zero; that is, the hospital breaks even. To simplify the graphical representation, let the hospital residual function, <emphasis>HR,</emphasis> form a rounded hill, following Spence (1973). The contours of that hill in <link linkend="fg13_00600" preference="1" type="forward">Figure <xref linkend="fg13_00600" label="13-6"><inst>13-6</inst></xref></link> graph quantity and quality of care on the axes. The contours are analogous to contour lines on a topographical map. For example, the contour line labeled <emphasis>HR</emphasis>  1 represents the collection of all combinations of quality and quantity of care that yield a hospital residual of $1 million. Contours farther away from the maximum residual point, <emphasis>HR</emphasis>  <emphasis>HR<subscript><inst></inst>max<inst></inst></subscript>,</emphasis> yield successively lower levels of hospital residual. The contour curve labeled <emphasis>HR</emphasis>  0 indicates the combinations of quality and quantity that yield a zero residual.</para>
<section id="ch13lev3sec6"><title id="ch13lev3sec6.title">Quantity–Quality Contours and Hospital Residual</title><para><inst>  </inst>Begin with the Pauly-Redisch analysis of a closed hospital staff. Let the hospital physician staff be fixed at some level, <emphasis>M</emphasis><subscript><inst></inst>0<inst></inst></subscript>. The Pauly-Redisch hospital chooses the quantity-quality combination that maximizes the hospital residual, point <emphasis>HR</emphasis>  <emphasis>HR<subscript><inst></inst>max<inst></inst></subscript></emphasis>. The hospital residual then goes to the staff physicians, and these physicians will thus have maximized their average incomes. In contrast, the Newhouse hospital maximizes utility at point <emphasis>A,</emphasis> the point of tangency between the <emphasis>HR</emphasis>  0 contour, representing the Newhouse budget constraint, and the highest indifference curve attainable. Thus, in the closed-staff case, the models yield very different results. As depicted, the Newhouse hospital tends to produce more quantity and quality of care. Under the Pauly-Redisch behavior, however, the physicians indirectly usurp the hospital care residual, and this includes the donations and government subsidy as well. It is as if the nonprofit hospital is a for-profit firm in disguise. If we believed that the nonprofit hospitals behaved like this, we would likely call for an end to government tax exemptions for this nonprofit status (Clark, 1980).</para></section>
<section id="ch13lev3sec7"><title id="ch13lev3sec7.title">Effects of Increased Competition</title><para><inst>  </inst>Examine an effect of increased competition in the hospital sector. If entry were free, then all potential firms that may want to compete for hospital care patients are free to do so. Potential competitors could include alternative delivery systems as well as other hospitals. As more competitors enter the market and compete for business, the demand for care at any existing hospital will tend to fall. For our purposes, this means that competition will tend to shrink the hospital residual hill in size.</para>
<para><link linkend="fg13_00700" preference="1" type="forward">Figure <xref linkend="fg13_00700" label="13-7"><inst>13-7</inst></xref></link> depicts a case where competition has continued until the maximum hospital residual attainable is zero. As we move away from the top of the hospital residual hill in any direction, the contours reflect negative and successively more negative residuals. The result is that the Newhouse and the Pauly-Redisch nonprofit hospital in this result will converge in their choices of quantity and quality. The only difference remaining in the long run will be simply the result of the nonprofit’s cost advantage.
Competition from Home Care and Outpatient Care</para>
<para>The hospital industry has experienced increasing competition in the last 30 years. Especially noteworthy are the competition from alternative delivery systems.  For example, home health care can substitute for inpatient care and is frequently cited to be more cost effective. Yoo et al (2004) have shown that home care and long term care are close substitutes. In a different sense outpatient care which substitutes for inpatient care can be thought of as competitor. A study by Vitikainen et al. (2010) employs Finnish data finding that total system costs are not very different under the two regimes. Surprisingly when the authors applied stochastic frontier analysis outpatient care revealed a reduced efficiency in production.
</para></section></section>
<section id="ch13lev2sec13"><title id="ch13lev2sec13.title">The Evidence: Do Nonprofit Hospitals Differ from For-Profit Hospitals?</title>
<para>Since the physicians’ cooperative would choose nonphysician inputs and outputs much like a pure profit-oriented firm, we look at empirical comparisons of nonprofit and for-profit hospitals. Despite what appears to be a big difference in orientation, only a few behavioral differences are clear in theory. Sloan and colleagues (1998), in fact, conclude that there is not a “dime’s worth of difference,” basing this conclusion on studies of quality, cost, and efficiency of hospitals by ownership type.</para>
<para>Theoretically the nonprofit will produce at a higher quality, a higher quantity, or both. The Newhouse nonprofit could be very quantity oriented; it may strive to provide large quantities of basic hospital care to a deserving, perhaps destitute, population. Careful observation, however, finds that the public hospitals are first to serve areas of poverty (Ballou, 2008). Nonprofits may instead strive single-mindedly for the highest quality of care possible (Newhouse argued that there would be a bias toward quality). These (potentially) different types of nonprofits make comparisons of average quality of all nonprofits versus for-profits difficult to interpret. Thus, lack of quality differences on average is consistent with theory.</para>
<para>Are there differences empirically in quality? An early study by McClellan and Staiger (1999) found higher mortality rates for the elderly in for-profit hospitals overall, but the small difference on average masked substantial variation with a number of markets showing quality superiority in the for-profit hospitals. Shen (2002) and Lien et al. (2008) also found quality advantages with the nonprofits, though Eggleston et al. (2008b) warn that these kinds of results depend on data sources, time periods, and regions studied. There is mixed evidence on the effect of competition on quality (Gaynor, 2006), but at least one study finds that competition from nonprofits tends to provide spillover effects so as to improve the quality of the for-profits (Grabowski and Hirth, 2003).</para>
<para>Who provides the most charity care? Norton and Staiger (1994) measured differences in care provided to the uninsured by nonprofit and for-profit hospitals. They found that hospitals in the same market area tend to serve the same number of uninsured. Private charity care declined historically, probably due to crowding out by government charity that started with President Franklin Roosevelt’s 1933 New Deal (Gruber and Hungerman, 2007). It may be possible, nevertheless, to encourage nonprofit hospital markets to increase their charity care. This could occur if the financial incentives of tax-exempt status encourage development of nonprofit hospitals, which, according to Hassan and colleagues (2000), “are forced to provide higher levels of charity as a condition for gaining access to the tax exempt [bond] market.”</para>
<para>Several studies investigate potential differences in managerial practices. Ballou and Weisbrod (2003) find substantial differences among religious, secular nonprofit, and government hospitals in patterns of CEO compensation. However, Brickley and van Horn (2002) find for a large sample of nonprofit hospitals that compensation incentives for CEOs are significantly related to financial performance. They also find little evidence that nonprofit hospitals provide “explicit incentives for their CEOs to focus on altruistic activities.”</para>
<para>Several technical issues have shown the differences between for-profit and nonprofit hospitals more clearly. As we discussed, Hansmann et al. (2002) found the for-profit to be quicker in adjusting to market demand changes, presumably due to better access to the capital markets. Chakvarty et al. (2005) support this finding that the for-profits to be more “nimble” in adjusting to new economic conditions. Hirth et al. (2000) studied the responses of firms providing dialysis care during a period of decreasing dialysis payments. The nonprofits tended to maintain quality and offset the dollar losses by cutting back on amenities, while the for-profits took the reverse route.
Zalecki and Esposito (2007) examined possibly different responses to market power.  They avoid the more common approach to measuring changes in price given market power. For-profits tend to raise price, but the authors found that price was an inadequate measure. Instead they estimated the change in admissions. They found that nonprofits differ from for-profits and publics by “ignoring market power altogether when determining capacity utilization”.</para>    examined
<para>Finally, Silverman and Skinner (2001) found different patterns of DRG “creep” in which hospitals may “upcode” or recategorize patients into more profitable Diagnosis Related Groups (DRGs) used to determine Medicare payments. The authors compared the DRGs of “pneumonia” and “respiratory illness”—where the line between the two DRG categories is fuzzy for many patients. The authors found generally that hospitals facing tougher financial conditions tended to upcode patients into the more profitable DRGs. The upcoding response, however, was greater for the for-profit than for the nonprofit hospitals, and greatest for hospitals that had just recently converted to for-profit status.</para>
<section id="ch13lev2sec14"><title id="ch13lev2sec14.title">Summary of Models of Hospital Behavior</title>
<para>While many theories of nonprofit hospital behavior exist, we have described some main types. Most commonly, researchers depict hospitals as either utility maximizers or profit maximizers. Of the utility-maximizing type, the Newhouse model is a prominent example, and it depicts the top hospital decision makers as choosing the best combination of quantity and quality of care. The middle ground is occupied by the Lakdawalla-Philipson theory, which proposes that nonprofit preferences include altruism and profit maximization. Of the profit-maximizing models, the Pauly-Redisch physicians’ cooperative version is most prominent. This approach depicts the nonprofit hospital as effectively making choices that serve to maximize the pecuniary gain to physicians—the decisive set of decision makers. </para>
<para>The continued attempts to distinguish the theoretical models will remain a serious interest for policy in debating the nonprofit’s favored status. For example, would we continue to extend tax-exempt status to the Pauly-Redisch type of nonprofit? Ironically, if we become successful in identifying nonprofit hospitals by behavioral type, we may find that hospitals of all types coexist.</para></section>
<section id="ch13lev2sec15"><title id="ch13lev2sec15.title">What Causes Conversion of Nonprofits into For-Profits?</title>
<para>About 7 percent of nonprofit hospitals converted to for-profit status between 1970 and 1995, and the conversion rate has increased in recent years. Usually, conversion means the sale of the hospital assets to a profit-oriented corporation and the use of the proceeds to fund a nonprofit foundation. Several ideas recur in this new literature. As we have seen, Lakdawalla and Philipson (1998, 2006) explain that if nonprofit hospital decision makers value profit goals and output goals, they will convert to for-profit status when opportunities for making and enjoying profits provide greater utility than any other combination of quantity and profits. Several Blue Cross organizations have converted in this way.</para>
<para>Thus increases in consumer demand that improve profitability will increase the chance that some nonprofits will convert. In such cases, shedding the nonprofit constraint has become more attractive. Others make essentially the same observation in noting that the secular decline in the importance of donations to nonprofit hospitals makes continued nonprofit status less important to many decision makers. A reduction of tax benefits can also erode loyalty to the nonprofit status; the data show that tax rate changes have the corresponding effect on nonprofit market share.<footnoteref preference="1" label="5" role="generated" linkend="ch13fn05"/>
</para>
<para>More idiosyncratic, individual motives may be just as important. Financial distress frequently motivates conversion, and the new management often succeeds in relieving the distress by providing new cash and by streamlining operations. However, case studies reveal that personal financial benefits sometimes accrue to the nonprofit decision makers who agree to the conversion. In cases when the nonprofit management goals stay in place after conversion, the conversion may be motivated by the desire to gain greater access to capital; raising equity capital is possible for for-profits but violates the nondistribution constraint for nonprofits.<footnoteref preference="1" label="6" role="generated" linkend="ch13fn06"/>
</para>
<para>The question of whether society gains a net benefit from these increasing conversions has come to interest health economists. There are at least two possible efficiency gains. Dynamic efficiency involves better access to capital enabling the rapid development of needed facilities, and efficiency of operation. Efficiency of operation may occur if new management and control eliminate entrenched practices and streamline operations. In addition, this type of efficiency difference should be observable in cost-efficiency studies that compare nonprofit hospitals with for-profits, a subject to which we return shortly.</para>
<para>The experience with conversion provides another opportunity to test the implications of ownership status. Picone, Chou, and Sloan (2002), Shen (2002), and Farsi (2004) all find that a 

short-term decline in quality measured by mortality rates usually follows conversion from nonprofit to for-profit status. Santerre and Vernon (2005) warn that conversion, by altering the nonprofit/for-profit mix in a market area, has implications for market-level economic efficiency. They suggest that the typical U.S. hospital market has an inefficiently large number of nonprofits.</para></section></section>
<section id="ch13lev1sec4"><title id="ch13lev1sec4.title">The Relative Efficiency of Nonprofits Versus For-Profits</title>
<para>Hospitals may be efficient in production but even so, they cannot control the other inputs into the community’s health production, such as exercise and diets. Ellis (1993) contends that the combination of nonprofit hospital care and the community’s other health production inputs will most probably produce community health inefficiently.</para>
<section id="ch13lev2sec16"><title id="ch13lev2sec16.title">Are Nonprofit Health Care Firms Less Technically or Allocatively Efficient?—Hospital and Nursing Home Studies</title>
<para>Frontier studies examine hospital efficiency by attempting to identify the best possible practices. A firm is observed to be inefficient when it falls short of the best possible production practice frontier or above the cost frontier. Zuckerman et al. (1994) as well as Folland and Hofler (2001), found little or no difference between for-profit and nonprofit hospitals. A meta-analysis by Hollingsworth (2008), examining over 300 studies, led him to conclude cautiously that the public hospitals were somewhat more efficient than the other two organizational forms.</para>
<para>Nursing homes provide another test for nonprofit efficiency. Nonprofit homes sometimes appear to be less efficient merely because they are offering a higher quality of care (see <link linkend="ch13sb01" preference="1" type="forward">Box <xref linkend="ch13sb01" label="13-1"><inst>13-1</inst></xref></link> for a discussion). Nevertheless, Garavaglia et al (2011), when adjusting for quality, found the for-profit homes to be more efficient. Santerre and Vernon (2007) contrast this by looking at industry level efficiency. The two authors find that nursing home industry efficiency is higher when the mix of ownership types includes a larger share of nonprofit nursing homes.</para></section></section>
<sidebar id="ch13sb01" label="13-1" float="1" type="bx1"><inst>Box 13-1</inst>
<title id="ch13sb01.title">Why Are RNs’ Wages Higher in Nonprofit Nursing Homes?</title>
<para>Holtmann and Idson (1993) observed, as have others, the differentially higher wages that RNs receive in the nonprofit nursing home sector. They proposed that nonprofits pay nurses higher wages to get higher quality. Using econometric analyses, the authors discovered that in fact the differential wages reflect quality-enhancing characteristics of the nurses, such as years of experience and length of tenure on the current job rather than differential rewards per level of experience or length of tenure.</para></sidebar>
<section id="ch13lev1sec5"><title id="ch13lev1sec5.title">Conclusions</title>
<para>This chapter has examined the nonprofit firm in the health care sector. We began with a description of the nonprofit firm, noting the importance of the nondistribution constraint. We then asked why nonprofit firms exist. We found two principal accounts. Weisbrod explained how nonprofit firms might arise to provide public goods that are neglected by the private markets and the government. Hansmann explained how nonprofit firms might reduce or eliminate a contract failure that arises because consumers may not trust the profit-motivated firm to perform faithfully certain functions, often charitable ones. Under these theories, the nonprofits can improve the well-being of the community, overcoming the for-profit firm’s tendency to underproduce in the presence of beneficial externalities.</para>
<para>We then investigated three analytical models of nonprofit hospital behavior. The Newhouse hospital model examines the desire to provide service to the community, with the quality of care often being as important as the quantity. The Lakdawalla-Philipson model exploits a middle ground to explain the entry and exit behaviors of nonprofits. In contrast, the Pauly-Redisch hospital model involves physicians’ control, used to maximize the average physician’s income. We contrasted these two hospitals, which show the range of behaviors from purely altruistic concerns for the community to pure profit-maximizing interests. We showed the irony that under pressure of competition, the differently motivated firms may behave nearly the same. </para>
<para>Finally, the nonprofit and for-profit health care firms were contrasted regarding efficiency. The data from efficiency studies show relatively little difference between the ownership types.</para>
<para>The first half of the twentieth century saw radical changes in the structure of the health care industry, particularly in the prevalence of nonprofit firms. Since then we have gained a better understanding of the economic factors that make nonprofits attractive, and we are beginning to understand what can make them increase or decrease in number.</para></section></section><section id="ch13lev1rm" role="rm"><title id="ch13lev1rm.title"/><summary id="ch13sum01">
<title id="ch13sum01.title">Summary</title>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>The defining characteristic of a nonprofit firm is the nondistribution constraint. Furthermore, nonprofits are typically tax exempt, and donations to nonprofit firms receive favorable tax treatment.</para></listitem>
<listitem><para><inst>
2.
</inst>The Weisbrod theory for the existence of nonprofits proposes that nonprofit firms arise to fulfill unmet demands for public goods.</para></listitem>
<listitem><para><inst>
3.
</inst>The contract failure theory for the existence of nonprofits proposes that nonprofit firms are advantageous under circumstances where it is difficult or impossible for the purchaser of the good to verify the delivery and the quality of the good.</para></listitem>
<listitem><para><inst>
4.
</inst>Altruistic conceptions of the nonprofit are exemplified by the Newhouse model, in which the hospital decision makers choose preferred combinations of quality and quantity of care subject to a break-even constraint.</para></listitem>
<listitem><para><inst>
5.
</inst>A model where the nonprofit values both profit and altruistic service to the community illuminates entry and exit behavior.</para></listitem>
<listitem><para><inst>
6.
</inst>The physicians’ cooperative model depicts the hospital under de facto physician control exercised to maximize average physician income.</para></listitem>
<listitem><para><inst>
7.
</inst>Evidence suggests that nonprofit hospitals in the United States are not very different in economic efficiency from for-profit hospitals.</para></listitem></orderedlist></summary><problemset id="ch13ps01" role="qonly">
<supertitle id="ch13ps01.supertitle">Discussion Questions</supertitle>
<general-problem id="ch13ps01gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch13ps01q001"><para>What is the nondistribution constraint? In what way is the nondistribution constraint circumvented in the Pauly-Redisch model? What implication does this have for the efficiency of the Pauly-Redisch nonprofit hospital?</para></question></general-problem>
<general-problem id="ch13ps01gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch13ps01q002"><para>If an agency could cheaply, and accurately, monitor the delivery and quality of care by health care firms, would there be any contract failure in health care remaining? Would there be any need for nonprofits in health care? Would any arise?</para></question></general-problem>
<general-problem id="ch13ps01gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch13ps01q003"><para>In the Lakdawalla-Philipson model, why do the authors claim that the minimum average cost of the for-profit will determine the industry price?</para></question></general-problem>
<general-problem id="ch13ps01gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch13ps01q004"><para>Suppose that population growth expands the quality-quantity frontier of a Newhouse utility-maximizing nonprofit hospital. How would its choice of quantity and quality change? In your view, is a for-profit hospital likely to respond more quickly to population growth? Discuss.</para></question></general-problem>
<general-problem id="ch13ps01gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch13ps01q005"><para>Under which of the models of hospital behavior described in this chapter does the tax-exempt status of nonprofit hospitals make the most sense? Under which does it make the least sense?</para></question></general-problem>
<general-problem id="ch13ps01gen006" label="6" maxpoints="1"><inst>
6.
</inst><question id="ch13ps01q006"><para>Can we say which are the most efficient hospitals—nonprofits or for-profits? Which are the most efficient nursing homes? What qualifications apply to our present knowledge in each case? What is your view?</para></question></general-problem>
<general-problem id="ch13ps01gen007" label="7" maxpoints="1"><inst>
7.
</inst><question id="ch13ps01q007"><para>Why might information problems lead to consumer preferences for nonprofit provision of some goods and services? Reconcile your answer with the observation that most physician care, drug products, and many other services are provided by for-profit firms.</para></question></general-problem>
<general-problem id="ch13ps01gen008" label="8" maxpoints="1"><inst>
8.
</inst><question id="ch13ps01q008"><para>In what sense do nonprofits earn “profits” and need to earn “profits” to survive?</para></question></general-problem>
<general-problem id="ch13ps01gen009" label="9" maxpoints="1"><inst>
9.
</inst><question id="ch13ps01q009"><para>What are some cost advantages that nonprofits have over for-profits? Are there any disadvantages?</para></question></general-problem>
<general-problem id="ch13ps01gen010" label="10" maxpoints="1"><inst>10.
</inst><question id="ch13ps01q010"><para>Explain the logic behind the argument that donations have characteristics of a public good.</para></question></general-problem>
<general-problem id="ch13ps01gen011" label="11" maxpoints="1"><inst>11.
</inst><question id="ch13ps01q011"><para>Weisbrod and Hansmann present different theories on the existence of nonprofit organizations. Compare and contrast them in regard to the types of firms and the ways they are financed.</para></question></general-problem></problemset><problemset id="ch13ps02" role="qonly">
<supertitle id="ch13ps02.supertitle">Exercises</supertitle>
<general-problem id="ch13ps02gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch13ps02q001"><para>In <link linkend="fg13_00100" preference="0" type="backward">Figure <xref linkend="fg13_00100" label="13-1"><inst>13-1</inst></xref></link>, if two additional voters had demand curves equal to <emphasis>D</emphasis><subscript><inst></inst>0<inst></inst></subscript>, what amount of the public good would tend to be provided by the democratic government? Which voters would be unlikely to promote a nonprofit? Which would be the most likely?</para></question></general-problem>
<general-problem id="ch13ps02gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch13ps02q002"><para>In <link linkend="fg13_00100" preference="0" type="backward">Figure <xref linkend="fg13_00100" label="13-1"><inst>13-1</inst></xref></link>, suppose that Voter 5 comes to value the public good even more than before. Will there be an increase in the amount provided through the median voter model of the voting process? Why or why not? Suppose that Voter 5 can bribe one of the other voters to change his or her preferences. Which one will Voter 5 approach?</para></question></general-problem>
<general-problem id="ch13ps02gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch13ps02q003"><para>Under the physicians’ cooperative model, if the supply price of physicians were to rise, how would this affect the equilibrium staff size in the open-staff case? How would it affect the optimal staff size in the closed-staff case?</para></question></general-problem>
<general-problem id="ch13ps02gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch13ps02q004"><para>Of the Newhouse and the physicians’ cooperative models, which nonprofit hospital is likely to produce more quantity and quality in equilibrium with barriers to entry? In long-run equilibrium, with free entry and exit?</para></question></general-problem>
<general-problem id="ch13ps02gen005" label="5" maxpoints="1"><inst>
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� <footnote id="ch13fn02" label="2"><inst></inst><para>The history of hospitals and the relative importance of nonprofit versus for-profit status are further explored in Bays (1983), Frech (1990), and Temin (1988).</para></footnote>


� <footnote id="ch13fn03" label="3"><inst></inst><para>The essential idea was developed further in a model by Easley and O’Hara (1983).</para></footnote>


� <footnote id="ch13fn04" label="4"><inst></inst><para>For further study, see Cohen and Spector (1996) and Davis (1991).</para></footnote>


� <footnote id="ch13fn05" label="5"><inst></inst><para>Gulley and Santerre (1993) and Hansmann (1987) examine the effects of tax rates on nonprofit market shares.</para></footnote>


� <footnote id="ch13fn06" label="6"><inst></inst><para>For further investigation of conversions, see also Mark (1999), Cutler and Horwitz (1998), and Goddeeris and Weisbrod (1998).</para></footnote>
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