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PERSPECTIVE 

The Role Of Investment Bankers 
In Nonprofit Conversions 
When investment bankers set the value of a nonprofit hospital for its sale 
to a for-profit enterprise, is society getting a fair return on its investment? 
by Gerard F. Anderson 

THE ARTICLE BY STEVEN HOLLIS raises 
an important question: What is the appro-

priate interaction between investment bank
ing and public policy? Here I pursue this topic 
in the context of the acquisition of nonprofit 
hospitals by for-profit hospitals. Specifically, I 
address three issues. First, how do investment 
bankers value nonprofit hospitals, and is their 
method of valuation contributing to the sale 
of nonprofit hospitals? Second, should society 
expect a return on its investment in nonprofit 
hospitals, even if the financial markets do not 
place an economic value on society's historical 
investment? Third, what constraints, if any, 
should be placed on the foundations created 
by the sale of the nonprofit hospitals? 

How Do Investment Bankers 
Value Nonprofit Hospitals? 
In most sales of nonprofit hospitals, the value 
of the hospital is determined by a formula. 
First, the hospital's earnings before interest, 
taxes, depreciation, and amortization 
(EBITDA) for the past twelve months is deter
mined. Then EBITDA is multiplied by a factor 
to calculate the value of the hospital. In recent 
years a multiple of six times EBITDA has been 
applied to most sales of nonprofit hospitals, 
although the actual multiple varies from hos
pital to hospital depending on things such as 
the hospital's existing debt, its market share 
in the community, and the age of the hospi
tal's capital plant. EBITDA times the multiple 

becomes the acquisition price. For example, if 
the hospital's EBITDA in the most recent year 
was $10 million, and the multiple was six, 
then investment bankers would calculate the 
value of the hospital at $60 million. 

• Time period of evaluation. There are 
several public policy concerns with this 
method of valuation. First, the method of cal
culating EBITDA is not an exact science, and 
many judgments are involved. Accountants 
and financial consultants can manipulate 
earnings, taxes, depreciation, and amortiza
tion to increase or decrease the calculation of 
EBITDA in a given year. It also is possible that 
a sale following one bad financial year can se
riously undervalue a hospital. Reliance on the 
past twelve months of earnings can give a dis
torted picture of a hospital's long-run poten
tial in certain circumstances. Thus, it is not 
surprising that Daniel Fox and Phillip 
Isenberg found that the value of assets was 
much higher one to two years following con
version from nonprofit to for-profit status in 
their study of conversions in California.1 The 
attorney general in California is currently in
vestigating whether the value of Good 
Samaritan Health System in San Jose was de
pressed by poor management in the eighteen 
months prior to its sale to Columbia/HCA.2 

For these and other reasons, it may be appro
priate for the public to review the methods 
used by investment bankers to value a non
profit hospital to make sure that such hospi-
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tals are valued appropriately. 
• Factoring in price earnings. In recent 

years most for-profit hospital chains have had 
price/earnings multiples in the fifteen to 
twenty-five range.3 In other words, the stock 
market valued the price of shares in these 
companies at fifteen to twenty-five times 
their actual earnings in the current year. For 
example, the price/earnings multiple for 
Columbia/HCA on 31 January 1997 was eight
een.4 The differential between the multiple 
given to the value of nonprofit hospitals, 
which is most commonly six, and the price 
earnings multiple of for-profit hospital chains 
has permitted for-profit hospital chains to 
purchase nonprofit hospitals at a relatively 
low cost. For example, Columbia/HCA may 
be able to purchase a nonprofit hospital at 
six times earnings, but that same hospital is 
valued at eighteen times earnings after it 
has been acquired by Columbia/HCA. 
Columbia/HCA can use this differential to 
purchase another nonprofit hospital, and the 
cycle continues. If the value of the multiples 
applied to nonprofit hospitals by investment 
bankers and the price/earnings multiples 
given by the stock market were closer, then 
for-profit chains would find it more difficult 
to acquire nonprofit hospitals. 

Acquisitions of nonprofit hospitals by for-
profit chains are likely to continue until the 
two multiples are more in Une. The stock mar
ket increases in 1995 and 1996 have increased 
the price earnings multiples for most corpora
tions, including those of for-profit hospital 
chains, to levels much above the long-run av
erage. Investment bankers, however, have not 
changed the multiples they apply to nonprofit 
hospitals. The public may need to carefully 
monitor those multiples to assure that non
profit hospitals are valued appropriately. . 

• Efficiency differences. In the late 1970s 
and early 1980s there was rapid growth in the 
number of for-profit hospitals.5 In 1986 for-
profit companies controlled 107,000 hospital 
beds.6 However, by 1993 for-profit hospitals 
controlled only 99,000 beds.7 This reduction 
has been attributed to a number of factors, 

including the switch by Medicare from cost-
based reimbursement to prospective pay
ment; growth in managed care, which places a 
premium on value and reduces the demand for 
hospital services; difficulties experienced by 
for-profit chains in managing both hospitals 
and managed care organizations; and criminal 
investigations of certain for-profit chains.8 

For-profit hospitals may warrant higher 
price/earnings multiples if they can demon
strate greater efficiency with the assets of 
nonprofit hospitals. A series of studies during 
the 1980s found that for-profits generally had 
higher costs and greater markups than non
profits had.9 The few studies that have been 
done subsequently have not shown major dif
ferences in efficiency between for-profit and 
nonprofit hospitals.10 The one exception is a 
study funded by a group of nonprofit hospi
tals, VHA, Inc., which used Florida Agency for 
Health Care Administration data to show that 
investor-owned hospitals had 13.7 percent 
higher charges than nonprofit or public hospi
tals had.11 Neither the historical data nor the 
limited current data suggest that for-profit 
hospitals can use the assets more efficiently 
than nonprofit hospitals can, which makes 
their much higher multiples puzzling. 

• Public disclosure. One of the major pub
lic policy concerns is the lack of public disclo
sure of the terms of conversion deals. In Cali
fornia a new law gives the attorney general the 
power to force public disclosure of the terms 
of the agreement.12 The California attorney 
general's office recently used its investiga
tional powers to question the decision made 
by the trustees of Sharp Health Plan to sell it 
to Columbia/HCA when two other for-profit 
hospital chains had offered substantially more 
money.13 It remains to be determined if public 
disclosure will change the value or the terms 
of the sale. 

With the recent merger of Tenet Health
care and OrNda Healthcare, there are now 
only two major for-profit hospital chains that 
are purchasing nonprofit hospitals. Thus, it is 
possible that the for-profit chains will be able 
to use their oligopsony power to negotiate 
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deals that are favorable to the for-profit cor
poration. The lack of a competitive market
place argues for additional public disclosure 
and for greater public review of transactions. 

Should Society Expect A 
Return On Investment? 

Investment bankers have developed one 
method for valuing the assets of nonprofit 
hospitals. Here I propose an alternative 
method of valuation that is based on society's 
financial contributions to nonprofit hospitals. 
An important public policy issue is raised 
when investment bankers place a value on 
nonprofit hospitals that is less than society's 
historical investment in such hospitals. 

Nonprofit hospitals have benefited from sig
nificant investment by society since the first 
hospital was built in the United States. For ex
ample, immediately after the Second World 
War the federal government provided grants 
and low-interest loans to many nonprofit hospi
tals as part of the Hill-Burton program. The tax-
exempt status of nonprofit hospitals allows do
nors to give them tax-deductible gifts, allows 
nonprofit hospitals to sell tax-free bonds, ex
empts nonprofit hospitals from federal taxation, 
and increases the probability that they will be 
exempted from state and local taxation.14 

The magnitude of this investment by the 
public must be calculated on a hospital-by-
hospital basis. However, considering the dec
ades of investment involved, in many in
stances the properly discounted value of 
society's investment could be much greater 
than six times EBITDA or some other market 
calculation. The question is whether society 
should expect some return on its investment 
if society built the hospital using Hill-Burton 
funds, allowed donors to have a tax deduction 
to pay for expanding the hospital, permitted 
the hospital to fund expansion through earn
ings that were not taxed, and allowed the hos
pital to issue tax-free bonds to renovate its 
plant. In cases in which the properly dis
counted societal investment in a hospital is 
greater than a hospital's market value, the 
public should examine the terms of the sale to 

make sure that it is receiving an adequate re
turn on its investment. 

How Should New Foundations' 
Assets Be Used? 

Hollis presents two different scenarios when 
nonprofits are acquired by for-profits. Under 
one scenario the hospital enters into a joint 
venture; in the other scenario the hospital is 
sold. A foundation can be created in either 
circumstance, although it is more likely to be 
created when the hospital is sold. There are 
several policy issues related to the creation of 
such foundations. 

Endowments are created based on the 
value of the hospital, its existing debt, and the 
terms of the agreement. No public policy de
termines when a foundation is created or how 
large it should be. In 1994 the sale of Denver's 
Rose Health Care System to Columbia/HCA 
created an endowment of $150 million.15 When 
Columbia/HCA and HealthONE negotiated a 
fifty-fifty for-profit joint venture in the same 
city that year, no new foundation was created, 
although the value of the assets was much 
greater in the HealthONE transaction than in 
the Rose transaction.16 

In many cases, the purpose of the founda
tion is to continue to be able to provide the 
services that the nonprofit hospital provided. 
These include charity care, subsidies for 
medical research and medical education, and 
other hospital-related services. An investiga
tion of foundations created by sales of non
profit hospitals to for-profit hospital chains 
found that the payouts would not be suffi
cient to allow the foundation to provide the 
level of charity care that the hospital was pro
viding and for the foundation to remain in ex
istence in perpetuity.17 

When the public examines a transaction, it 
also should examine what services will be 
provided by the foundation. The tax exemp
tion and societal investment was based on a 
set of assumptions about the value of the serv
ices provided by the nonprofit hospital. In 
some instances, the purpose of a newly cre
ated foundation has little to do with hospitals 
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or even health care. For example, the Rose 
Foundation, created by the sale of the Rose 
Health Care System, has decided to focus on 
preserving Jewish identity, education, the eld-
erly, children and families, and other topics. 
The Jackson Foundation, created by the sale 
of Goodlark Regional Medical Center, is con-
sidering financing a sports training complex, 
an arts center, and a foreign language pro
gram.18 Although these are laudable objec
tives, they are not based on the original reason 
that society invested in these nonprofit hospi
tals. The public policy question is whether the 
objectives of the foundation should reflect the 
original reasons for society's investment in 
nonprofit hospitals or whether the founda
tion can use the money for other purposes. 

Conclusion 
The investment banking community is having 
a major influence on hospital ownership. By 
giving for-profit chains a price earnings multi
ple that is three times greater than the multi
ple it gives nonprofit hospitals, it is fostering 
the sale of nonprofit hospitals. With only two 
for-profit hospital chains purchasing non
profit hospitals, it is possible that nonprofit 
hospitals are not receiving the full economic 
value for their assets. Without full disclosure, 
it is difficult for the public to assess if it is 
getting full value for its historical investment 
in nonprofit hospitals. At a minimum, society 
should know what it has invested in each 
nonprofit hospital that is for sale to make sure 
that it receives an adequate return on its in
vestment. Finally, society should examine 
whether the endowment created by the sale is 
sufficient to maintain the services the hospital 
has historically provided. The public should 
investigate the mission of a foundation that is 
created from a nonprofit conversion, espe
cially if the foundation wants to provide serv
ices that do not reflect society's reasons for 
investing in the hospital in the first place. 
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