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Introduction

Healthcare is an interesting topic in the world of nonprofits because of the multifaceted nature of the services and their provision. The debate of healthcare as in inalienable right has been effected by the institutions in which one seeks help. Hospitals come in various different forms and that is what makes hospital based healthcare such an interesting topic to examine. 

Healthcare has many aspects that make it unique to nonprofit hospitals. Nonprofit hospitals currently make up greater than 65% of the total hospitals in the U.S. The dominance of nonprofit hospitals over the healthcare market is not a surprising factor. Recently, a great deal of governmental and news attention has been placed on the provision of healthcare. This has fueled the government to reexamine their support of nonprofit hospitals. The concern for the provision of healthcare is on the brink of major changes especially for nonprofit hospitals

For-profit firms are at a major disadvantage in the healthcare market and this becomes understandable when looking at the market. Nonprofit hospitals receive tax breaks and financial incentives that provide them advantages over the for-profit firms. This carries over to other factors of the healthcare market. Nonprofit hospitals use their advantages to combine the services that are offered by for-profit hospitals and government hospitals. Nonprofit firms have created this unique product mix in order to maximize the objectives of their mission. Nonprofit hospitals utilize their financial incentives to provide social benefit in the form of research and development (R&D) programs and the provision services to the impoverished and uninsured populations. Research and development are used here as the example for a multitude of services social benefits generated by nonprofit hospitals. Other services include parenting education, fitness and nutrition, clinic services, medical education of physicians, coordination of community events, and infrastructure improvements. (Walker 2003)

In this paper, I discuss the nonprofit hospital market differentiated from for-profit firms and governmental firms. In the following sections, I present the most pertinent literature relative to this analysis. Then I provide the theory and model of a nonprofit firm, and follow that with an analysis of the model. Finally, I provide possible policy changes and conclude the paper.  
Review of the Literature


Carson Bays (1983) recognizes the broad categories that make hospitals different from other economic organizations: externalities, conditions of information and uncertainty and issues of distributional equity. Nonprofits fill the gap for underprovided healthcare services with large externality benefits, i.e. inoculations. Information and uncertainty is inherent in the hospital sector and hinders the allocation of resources in the most efficient manner possible. Bays does not believe that this problem is solved by nonprofits because of the conflict of interests by the physician. The physician acts as medical informer and medical supplier. Bays’ presentation of a cartel model of doctors supports the opinion that tax treatments and favored legal status help support private physicians. His model is supported by stating that physicians need some form of regulation. This regulation could come internally or externally on physicians. There is no clear limit on the extent of regulation, but it is internally controlled internally by the outcome of interest group rivalry. Bays recommends an overhaul of health regulation to find a happy medium between government control and free market allocation.


Jill Horwitz (2003) yields two major points. Nonprofit hospitals can only offer profitable services if they are to balance funds of other services that are revenue-losing endeavors. They offer a different mix of goods and services than either for-profit firms or governmental firms. This mixture directly affects the quality of services provided based on availability. The allocation of services provided to wealthier citizens helps subsidize costly ventures for the firm. Second, Horwitz stated that nonprofits provide a public good by providing undersupplied services to poor or uninsured patients. Horwitz also expresses that the poor and uninsured are more willing to go to a nonprofit hospital because of the diversity of services offered. Nonprofit firms offer both unprofitable services and profitable services. This mixture allows the underprivileged to receive a higher quality of service because it is difficult to refuse to treat a patient with a service, even if it is costly. Horwitz does not make claims to the preferred hospital form, but does express their differences and the factors that might go into the differences in the services they provide.


Much of the argument presented in this paper is based around a model created by Estelle James (James 1983). Her model focuses on the cross subsidization of two goods from a single nonprofit firm. She discusses further that nonprofit firm’s mix their goods differently than a for-profit firm would. The mixture of the nonprofit hospitals is ambiguously determined by the manager’s preferences. This mixture is counter to the profit maximizing preference of for-profit hospitals and the mandated preferences of the governmental firms. James models the nonprofits preference mix and determines that firms do in fact “[use] its profits from its production activities to finance its consumption activities” (James 1983)


Newhouse (1970) supports many of the claims by both Bays and James. He states that the nonprofit institution must makes decisions based on two different factors: quality and quantity. Assuming a standard level of quality, the hospital will attempt to produce the highest level of output. Both profit maximizing firms and nonprofit firms will increase production to a point where marginal revenue is equal to the marginal factor cost. Newhouse also discusses quality and quantity as counter-dependent variables
. Newhouse also touches on the fact that hospitals do not produce outputs at the same quality level. Nonprofit hospital employees are 28% more accredited then their for-profit counterparts
; this is his support that nonprofits will generally provide a higher quality of output. He reveals that there are barriers to entry preventing both profit-maximizing firms entering to produce a lower quality and nonprofit firms entering to produce where there is supply inefficiency. These barriers prevent these firms from providing suboptimal output to the market.

To further the discussion, David Walker (2005) analyzed two factors for the House of Representatives. He evaluated uncompensated costs and patient operating expenses devoted to uncompensated care. Walker found that nonprofit hospitals provided on average 1.2 to 2.3 percentage points more to uncompensated costs in comparison to the for-profit hospitals. Nonprofit hospitals outnumbered for-profit hospitals in all five states reviewed. Government hospitals provided on average from 4.3 to 11.3 percentage points more to the uncompensated costs than the nonprofit hospitals. He also found that hospitals in the top quarter of the market provide a disproportionate portion of the uncompensated aid. In addition, major factors such as being teaching institutions and rural for-profits had significant impact on whether or not a hospital was in the top quarter of their market. 


Sujoy Chakravarty (2006) proves that for-profit firms enter and exit markets more quickly than their nonprofit in their markets. Chakravarty finds that the marginal effect of the log change in the elderly population is almost three times larger for for-profits than nonprofits. (Chakravarty pg 13) A 1% growth of population would elicit for-profit entry that is three times greater than that of nonprofits. In the opposite matter, the marginal effect of a shift in demand is almost four times greater on for-profit firms than nonprofit firms do. Chakravarty concludes that for-profit firms are marginal providers and credits this to their difference in cost structures and believes that this argument supports his hypothesis that nonprofit firms have lower marginal costs. 

Theory


Nonprofit hospitals originated as almshouses for the poor and sick, while most doctors operated in small private practices. These small for-profit practices worked in the 19th and early 20th century and peaked in the 1930’s. This system shifted with the technological innovations that came to medicine; these advancements include germ theory of disease, antiseptic techniques, antibiotics, and x-rays. (Bays 1983) The advancement in medicine created economies of scale for provision of healthcare that favored hospitals. Doctors migrated to working at hospitals and away from their private practices. Health providers had a moral obligation to provide medical service to those in need of it and this carried over to hospitals.


Prior to 1969, hospitals had to prove they provided charity care to receive federal tax-exempt status. Since that period in time, hospitals are only required to show they provide benefit to the community in some manner. Benefits range from services such as higher education, medical research, and screening services to vulnerable population groups. (Walker 2003) This tax-exempt status was provided to increase the provision of services to the indigent and uninsured population.

An increase in the services of the healthcare sector helps alleviate two market failures. According to Jill Horwitz (2003), nonprofit hospitals provide two very different goods: private goods for the consumption by wealthy and insured individuals and undersupplied public services that are commonly needed by the uninsured and impoverished populations. These factors generate a solution to one of the major market failures in the healthcare sector. When private marginal benefit (PMB) equals marginal cost (MC) marks the market equilibrium, the industry neglects many of the benefits that society as a whole can experience from the provision of optimal output. The externalities generated by healthcare benefit a vast majority of those in a community. An externality is the effect that an action of any decision maker has on the well-being of other consumers or producers, beyond the effects transmitted by changes in price. I.e. Immunizations and vaccinations help protect the entire population from outbreaks and infectious diseases. The benefits of a public good comes in two phases, the development of the good or service and the wide spread implementation of it. These positive externalities are not realized in a perfectly competitive market. The private benefit is not realized because the research and development of a public good will be costly and generates little revenue for the firm once it has been widely distributed. Nonprofit firms have the ability to do research and development because of their cost advantage over for-profit firms.

Tax incentives allow nonprofit hospitals to engage in activities that for-profit firms cannot. (Chakravarty 2006) This cost advantage allows nonprofits to realize these benefits of the production of healthcare services beyond the private marginal benefit, PMB. This allows the market to reach its social optimal equilibrium, SMB = MC. Nonprofits have the ability to do this because of what Horwitz calls “private goods that insured or wealthy patients would like to consume.”(Horwitz 2003) These private goods allow the nonprofit firms to generate revenue and realize profits that can be internalized for R&D and indigent care provision.

Government and nonprofit firms are the leading providers of healthcare to the indigent population. Government and nonprofit hospitals make up the majority of the total uncompensated care, which for-profit firms make up less than 20% (Walker 2003).
 The increase in contribution from the nonprofit sector helps assist governmental hospitals in the provision of goods to impoverished individuals. The major focus is the provision of the indigent population. This is because healthcare is a public good with partial market failure. The competitive market that develops around the provision of goods and services to the wealthy and insured population show that healthcare can work a normal good, but not as a public good in a competitive market.
The Model  

To simplify matters, we assume nonprofit firms have three different products. These outputs are provision of health services to the wealthy and insured population, provision of health services to the indigent and uninsured populations, and medical research and development. The model to follow is an adjustment of the two good model of cross subsidization presented by James(1983); the cross subsidization occurs, but with the implementation of a third good in the model. The third good works differently than the two previous goods; it works to increase social welfare and provide vertical differentiation for the nonprofit firm.

 
The three separate goods work in very different ways. The provisions of health services to the wealthy allows for the provision of indigent care by the nonprofit firm. The provision of indigent care allows the firm to remain nonprofit statues and generates positive externalities for the firm. Medical research and development is our third unique good that makes the market cyclical. Medical R&D provides externalities that endow nonprofit hospitals with an advantage over for-profit and governmental firms. The nonprofit firm will gain this advantage by maximizing an objective function of that is the combination of all there products: 


U= U(R, I, Z)
(F.1)

Utility is a function of excess revenue, R; indigent care, I; and R&D, Z.

The first good is pivotal to the success of the hospital. This good is the provision of healthcare services to the wealthy and the insured populations of the community. This forces nonprofit hospitals to act in the same manor as for-profit hospitals in the market for supplying healthcare.  Both types of Hospitals are competing to provide to the same general population.  This places additional pressure on the for-profit firms because nonprofits have lower total costs than for-profit firms do. (Chakravarty 2006)

Competition from the nonprofit firms puts for-profit firms at a disadvantage in the market.  The financial incentives the nonprofit firms receive allow them market power over the for-profit firms.  The federal, state, and local tax incentives nonprofit firms receive allow the firms to lower their variable cost function of health provision. This in turn allows nonprofit hospitals to generate additional revenue if the market is a perfectly competitive market for healthcare. The firms are price takers of a market price, P*. This allows the nonprofit to have a revenue increasing advantage over the for-profit firm. Assuming both for-profit and nonprofit firms will produce at the profit-maximizing point where MR = MC. This allows the firms to maximize profit generated; production at the most efficient point on their cost curves. 

Production of healthcare for the wealthier population is the first step in this model. This leads to the development of the other parts of the model. The second part of the model is the provision of health services to the impoverished populations. We assume that uninsured populations only go to the nonprofit and governmental hospitals. This restraint is because for-profit firms seek to maximize profits. For-profit firms refrain from providing goods to a population that cannot pay the market price, P*. Competition in a market that does not generate profit is not seen as privately beneficial to the for-profit firms. The nonprofit firms provide for the indigent population because they must internalize all revenue. This restriction Is called the non-distribution constraint. According to U.S. regulations set upon 501(c) 3 nonprofit organizations, firms are not allowed to distribute profits to owners or controlling bodies. 

The second part of our model will reflect the provision of service to the indigent population.The community can be divided into the insured population and uninsured populations. This assumption is the basis of the argument for different healthcare services. The assumption applies that the indigent population is uninsured. It is now easy to see that the price of healthcare to the uninsured is zero.  This is caused by the fact that all consumers who do not have insurance will free ride in the market. A free rider is consumer or producer who does not pay for a nonexclusive good, anticipating that others will pay. Thus, their demand for healthcare is not a factor of price. The demand for indigent care can change daily but it will independent of all the factors in the model. According to Harrison and Lybecker (2004), revenue should not be generated by the offering of this good. This puts the nonprofit firm in a position where production is at a set level of impoverished individuals. The nonprofit firm will produce to the point where they can provide the most indigent care as possible.

In a perfectly competitive market, firms generate zero economic profit and total revenue, TR, will be equal to the total cost of production, TC. The problem with the market for the provision of Indigent care is that TR = 0, if we just look at the profit generated from the payment of the fees from the uninsured consumers. The payment of indigent care provision comes from the government in many different ways. Medicare, Medicaid, and Social Security are just a few governmental organizations that will pay hospitals for the care of the indigent population. This allows the nonprofit firms to recover some of the cost they have used for the poor population.  The government funding per impoverished consumer is, g.  The government funding is below the market value for an insured consumer,  0 < g ≤ P*. The government offers this subsidy of provision for indigent healthcare because nonprofits provide a different product mix based on their ambiguous criteria for social utility James (1983). Now we can see that total revenue for the provision of healthcare will be

TR = W(P*) + I(g)
(F.2)

The equation for excess revenue, R, is going to come from the profit generated from the provision of healthcare to the well off.


R = W(P*) – C(W)
(F.3)
The quantity demanded of insured healthcare is W. 


The cost functions are, C = C(W), for the provision of healthcare to the insured consumers, C = C(I), for the provision of healthcare to the indigent community.  This allows us to find the profit as





π = W(P*) + I(g) – C(W + I)
 
(F.4)

The market for the provision of indigent care works as almost two separate markets.  One for the provision of healthcare and the other for a level at which production will happen. In a competitive market, The level of provision for the indigent populations should happen where marginal cost, MC, of healthcare equals the government funding level per impoverished consumer, g. In reality, the firm could produce to a point well below the point of marginal cost being equals Average variable cost, AVC. The firm can produce in negative net profit a long as the loss is less than or equal to the profit generated in the other services, –π ≤ R.

Up to this point a single level of quality has been assumed in the market.  This has repercussions on the quality of service provided to the indigent population; quality of healthcare is considered to have a standard level of acceptable service. Newhouse (1970) discusses the implications that consumers prefer the best service possible. Although some many request lower quality healthcare, the market well settle on a quality of healthcare that is acceptable to the community based on the non-distribution constraint. The non-distribution constraint protects the entire healthcare market from drastically reduced levels of healthcare quality by forcing nonprofits to internalize all fees, donations, and excess revenue generated in its operations. We must assume this generates an average level of quality that the firm will naturally produce at. This comes into question when looking at research and development.


Research and development comes to fruition in medical innovation. This is the last portion of the model. Research and development allows firms to invest capital or labor from the current period and realize benefits from it in the present and future. Nonprofit firms can use this to provide vertical product differentiation. The generation of revenue from the provision of good to the insured population of a community can allow for the funding of R&D. R&D can create a market advantage for nonprofit firms over for-profit firms in the market. This market advantage comes in the form of product differentiation.

 Foundations and research firms are willing to issue out grants and public donations to nonprofit firms that increase research and Development. Private Grants and Donations are represented in the formulas as D. Nonprofit firms receive most of the donations and grants because they derive utility from providing services to the community, not in profit-maximization (James 356). For-profit firms must compete with the nonprofit firms in R&D. Although, consumers do not generally want to donate to for-profit firms, which they cannot trust the company to use the donation in a socially benefiting manner. Money is fungible; thus, consumers cannot track their donations and will not know if the money was utilized or funneled into profits. The advantage for for-profit firms is access to much larger quantities of funding by selling stock. This allows for-profit firms to compete with the increasing pressures of the nonprofit hospital firms. 


Under the assumption that research and development in the healthcare sector is below the optimal level, the marginal cost, MC, of innovation is much greater than the private marginal benefit, PMB, in the healthcare sector. At this point, the social marginal benefit, SMB, is much greater than PMB. This allows both nonprofit and for-profit firms to compete in the provision of research and development. Research and development is a long process of advancing towards an innovative change that will provide the firm with a short-run product differentiation.

The externalities generated by innovation create a shift in demand for healthcare provision from nonprofit firms. This increases the firm’s market share of the insured population because of a perceived advantage in physician ability. The insured and wealthy seek the best services by going to the most accomplished doctors. Innovation can be seen as a shift variable, s, in the demand curve. This shift in demand is not permanent; the innovations discussed are considered public goods that will quickly become standardized over the entire market.

The shift in the demand will create an increase in the quantity demanded of the nonprofit firm’s healthcare for insured individuals. R&D adds some interesting factors to our net revenue function. We have to calculate the cost of the inputs for the innovation. The production on research and development is in the short run, thus we hold capital constant. The cost function for the R&D is C = C (L, w), which represents labor, L, and the wage rate, w. The total revenue generated by the research and development is:

TRZ = [W(P*) · s] +D
(F.5)
We can combine the two functions to generate a profit function of:

π = W(P*) + [W(P*) · s] + I(g) + D – C(W + I) ─ C(L, w)
(F.6)

This equation must equal zero and thus the internalization of all revenue. This shows that the firms are forces to cross subsidize, but it does not specify which social benefit generating services will get the money. Legally nonprofits are expected to provide at least a minimal level of care to the indigent populations.

Analysis 


The model has some interesting implications. The wealthy and insured population is being price discriminated against because of their ability to pay for medical service. This unnecessary strain comes from the provision for the indigent and uninsured population. This price discrimination the wealth helps pay for a multitude of services that provide social benefit. This is the optimal way of addressing the concerns of the division in the healthcare market. This is placing the burden of 15.9%
 of the population on the other 84.1% of the United States. This is a significant impact, but healthcare has been deemed an inalienable right to a certain level of care. This forces the government to assist the nonprofit sector in handling the situation. This is the optimal solution currently for the provision of healthcare. This cross subsidization allows the nonprofit sector to transfer funding from the wealthy to the destitute and generate externalities that will benefit the entire medical community.


The exploitation of the insured population may appear to be price discrimination, but the excess revenue being generated, goes back to providing them an innovative and higher quality medical experience. The affluent portion of the population desires to stay in private rooms and take the "cutting edge" medicines. Consequently, the insured population is paying the premium for exceptional service they wish to be receiving. Those who cannot afford the good do not have to pay, but they also do not receive all the benefits of the money that goes into the industry. The problem is that R&D is assumed as nonrival in consumption and nonexclusive. I.e. a cure for breast cancer or a new technique for heart surgery. Hence, medical R&D helps the indigent populations because nonprofit hospitals cannot refuse someone the service of an exceptionally expensive service, if it essential to save their life. The benefit is that these advancements and innovations in the medical field can immediately be used to help many people. The spillover of information across the entire market allows for the quick dissemination of information once an improvement has been developed; it does not run out because medical technological advancements can almost be viewed as a public good.

One major concern for the model is that it has the potential to push all for-profit firms out of the market. This could happen if a nonprofit firm got in a position to reverse where the excess revenue comes from in the model. If a nonprofit firm can generate enough revenue to be able to undercut the market price of the market for insured healthcare, the nonprofit firm could force all for-profit firms in the sector to exit by producing below their average total cost curves. This could happen because of a surplus of revenue in the medical and indigent care sectors. The management of the hospital would become a quantity maximizing firm and increase quantity and lower price for the insured consumers. The for-profit firm cannot engage in these activities because they are considered to develop debt to engage in R&D.


A nonprofit only market would create inefficiencies in production. The loss of the for-profit firms would allow nonprofits to operate at a lower level of efficiency up to the point of zero profit; for-profit firms create a level of market efficiency in the market. With a mixed market, nonprofits can still operate at a certain level of inefficiency, but for-profit firms stop nonprofit inefficiency at a level that would be consistent with the cost structure of the for-profit firm. The exit of for-profit firms could lead to a monopoly in smaller markets. 
 This is only a concern when discussing Research and Development, which is fueled by competition. This is rooted in the fact that firms do not need to attempt to develop market differentiation when there is no competition.

Two situations that need to be of major concern are if the nonprofit firm provides at a level where the marginal cost of healthcare provision to the poor is below the governmental refund rate. 

If:



           
MR > g
(F.7)
Then:



      I (g) > C (I)
(F.8)
This would mean that the level of indigent care would be at the socially optimal point, where the nonprofit firm is providing for all the sick and indigent people. The problem is that the firm will generate additional revenue allowing them to distribute revenues to the other two sectors. The second situation that could eventually be of major concern is if


W (P*) · s + D > C (L, w) = L (w)
(F.9)

The Research and Development section could cause havoc to the model for a multitude of reasons. This could quickly force the for-profit firms out of the market. The assumption must be made that the grants and donations are part of a market and that nonprofit firms must compete with other firms to win these contracts. Competition for donations and grants could explain why a majority of indigent care is supported by the top quarter of the healthcare supply market. Donations and grants may discriminately go to the same firms, which have the most prestige and market differentiation. As a result, they generate excess revenue that can then go towards indigent care provision because they have nowhere else to spend it. Hospitals are generally considered commercialized nonprofit organizations. This changes the concept of how commercialized nonprofits operate. Donations are not a major part of revenue but they are present in the commercial healthcare market. The research and development innovation is considered a public good in the nature that it is information. Benefits that allow the nonprofit firm to get the credibility and recognition that will fuel the shift in the demand function.

  
The non-distribution constraint forces nonprofits to internalize all profits. From the first part of our model, they can effectively generate excess revenue by competing with for-profit firms. This excess revenue will allow for the investment into social benefits that for-profit firms cannot engage in because of their profit maximizing desires. The model shows that the money will be used in the provision of indigent care and research and development. The excess revenue developed within the model allows the wealthy and insured population to benefit from the research and development. The benefit to the way the model is setup, the innovation that is developed is inherently a public good and cannot be rival in consumption or exclusive to just the wealthy individuals. This ensures that the nonprofit firm is still inherently following its objective function in researching and developing innovations that benefit the entire community. The understanding is that in the end the research and development will help both sectors of the healthcare market.

The model becomes cyclical when the research and development allow for an inflation of the price in the services of the wealthier population. An increase in price is generally considered an increase in quality, especially in asymmetrical information markets. This in turn allows additional excess revenue to be funneled into research and development. Is it inherently beneficial for nonprofits to ignore their moral and civic obligation to the provision of indigent care? This is an interesting application, but it is a simple question to address. The provision of healthcare to the impoverished masses is not the obligation that nonprofit hospitals are held to abide by. If a hospital can provide a greater good to the community by not helping a single individual and curing infectious diseases then the nonprofit firm should do what is in the best interest of the community. The interesting fact to think about is that with medical advancements the healthcare provision for the poverty-stricken and uninsured populations in the community will allow nonprofit firms to divert funding and resources away from their medical R&D. The cross subsidization of services was originally setup as a two good model. The third segment provides a better avenue for firms to help their communities.
 
The nonprofit hospital can provide the services to its wealthier patients at a premium because of the prestige generated by the research and development. WE can see this in many real life situations today. People would rather go to prestigious hospitals that have done much of the research and development, than other hospitals. This helps generate additional revenue and people will be willing to pay the premium to get a higher quality of service and hospital experience. Consumers will be more willing to buy services at a premium if they think they are getting the best possibly services available. This carries over to the indigent service provision also. The indigent population will benefit from the advancements in research and development by getting generics after patents expire and services that were not available will be development. Indigent populations are better off in the long run with R&D than they would be in a perfectly competitive market. The perfectly competitive markets under provide for innovation and much is left to be desired.


This model can be seen as an almost robbing from the rich to give to the poor. The wealthier and insured individuals are paying higher prices for the same services that indigent and uninsured consumers are receiving for free. The revenue generated from the price discrimination is used to found the other aspects of the hospital. The realization is that this is not the case. The wealthier are not paying a higher price than they would normally receive. They are in turn funding the externalities that they are supporting. Purchasing healthcare service from the nonprofit firm they are supporting the efforts of those hospitals and valuing the research and development that is being undertaken. This price discrimination is not a bad thing, just a valuation of the research and development. Nonprofit hospitals should not be punished for increasing prices for the wealthier consumers because if they did not want to receive service from the nonprofit, they have the option of the for-profit firms. This is the advantage to the market for the wealthy and insured populations. The indigent population must be support by this increase in the price. 
Legal Suggestions


This model is created around the tax advantage that nonprofit firms receive over their for profit competitors. This can be scene as an unfair market advantage for the nonprofit firms. This does not appear to be the case because nonprofit firms are relieving two sectors of the healthcare market that were failing, R&D and indigent care. The assumptions made can generate problems if the non-distribution constraint can be shirked by nonprofits. The non-distribution constraint is a major point for the success of nonprofit firms. It allows them to be more trusted; this factor is important to the success of donations and other forms of financial support that nonprofits receive.

Nonprofit firms need to be seen in a more utilitarian manner than their current position. The current legal regulations on nonprofit firms are haphazard and vague. Much of the evaluation on nonprofit hospitals is based around the provision of indigent healthcare services. This is seen as a major public good that hospitals offer to the public, but many factors should be considered. The information provided presents the case that research and development in nonprofits is a viable benefit to the community. Indigent care should not be considered the only factor when calculating a nonprofit firm’s social benefit. The regulation needs to be in place though to ensure an efficient level of both indigent care and R&D. Both are underserved factors in the market. The opposing problem is that too many firms get away with nonprofit status that are not providing any social benefit; this is the reason for much of the reexamination of the regulations by the Committee of Ways and Means, House of Representatives. The government needs to discover a way to discern the benefits generated by services that hospitals offer. The current regulation needs to accommodate all the benefits that nonprofit hospitals can offer. This will allow the optimal level in many goods and services that suffer from contract and market failure.

Tax-exempt status is an ineffective manor for the government to subsidize hospitals. The problem as shown is that firms will find more lucrative ways use the tax-incentive. This will cause the same allocative inefficiencies in the market that were their prior to tax break. The government’s current actions of subsidizing with Medicare, Medicaid, and Social Security are some of the most efficient ways to react to nonprofit provision of care to indigent populations. I am not saying that those services are efficient, but subsidizing the price per unit of healthcare provided is an effective method. This method does come into scrutiny when you realize that the firm could generate profit from a fixed level of per unit subsidization. The other problem is that as a third party payment service, the government is not informed of what the subsidy is actually going towards, and should develop a method to help negate the information asymmetries that are fairly standard the in the healthcare industry.
Conclusion

Hospitals offer many different services that cannot be quantified. This should be understood and can be rationalized to attempt to provide regulation on a market that is dominated by the nonprofit firm. This information can apply to other forms of commercial nonprofit firms such as education. Commercial Nonprofits generate many externalities for the community, but are still efficient in their work because of the mixed market atmosphere commercial nonprofits operate in. Current regulation on nonprofit firms is suboptimal and regulation needs to be implemented for their greater success. 
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Appendix 1

Nonprofit hospitals have difficulties determining the correct mix between the two main products offered. The assumption that this firm must produce at some point where total revenue is equal to the total cost to the firm, TR, TC.


TR =TC
(A.1)

When this firm goes to produce a combination of these two goods it will be limited by the total revenue generated by good one, TR1. Treating the first good as a profit-maximizing good, the firm should produce at the point where Marginal Revenue, MR, and Marginal Cost, MC, are equal. This sets up an equilibrium where, Q1, is the level of good one produced. The second good to be produced is for quantity maximization. This can be considered out indigent care or some other altruistic output. Maximizing the production of the good is at the point where price, P, and marginal revenue, MR, are equal to the average variable cost curve, AVC. This is the further production point that the firm can produce output out to attain Q2.

The non-distribution constraint limits the production of both good because firms cannot distribute profits so it will use all of its profits to maximize happiness based on the curvature of the indifference curves. The indifference curves are made up of the preferences of the community, based off the hospitals board of trustees. We will assume indifference curves are normal and the community members are rational. The community will then prefer the maximization of both good to reach their highest level of utility. This graph will allows us to see that the community will set a level of quality for the healthcare market by forcing the hospital to not overproduce one good at a lower quality. 
Appendix 2

A monopoly is not as great a concern in the market of healthcare as some would like to imagine. The hospital must abide by the non-distribution constraint; the hospital is not allowed to generate economic profit. This will force them to produce at a point that is optimal to the community. We can quickly aggregate demand curve because the indigent population will be constant demand all price levels; the wealthy population will be considered to follow the law of demand. The law of demand states the inverse relationship between the price of a good and the quantity demanded, when all other factors that influence demand are held fixed. Production of R&D is not a factor because vertical differentiation is not needed in a market of one firm. Looking at the standard model of a monopoly, the firm will produce at the level where MR = MC. This is the same as a firm in a perfectly competitive market, but the monopoly will generate revenue because they are a price setting and can pick a price, P, and quantity, Q, that will maximize their total revenue, TR. Economic profit, π, is the difference between total revenue, TR, and total cost, TC.


π = TR ─ TC = AR ∙ Q ─ TAC ∙ Q
(A.2)

Total revenue is a function of average revenue and quantity as total cost is a function of average total cost and quantity. The generation of economic profit is of major concern; economic profit reflects a loss of social welfare, generally in the form of consumer surplus. The benefit is that nonprofit firms cannot generate economic profit. This prevents them from producing at the profit-maximizing level, where MR = MC. The nonprofit firm operates like a competitive monopoly; they will produce at a point that generates zero profit. The firm will produce at a point where average total cost equals average revenue. This can be seen with algebraic adjustments to equation (A.2) Average revenue is equivalent to demand in the monopolistic market: AR = (P ∙ Q)/ Q = P. Price is a function of output, which is determined by the market demand curve. Thus average revenue curve and market demand curve are the same, AR (Q) = P(Q). This can be seen as the point at which the difference between price and variable cost is equal to fixed costs.

π = (AR ─ ATC)Q
(A.3)


Nonprofit firms will maximize their production when in a monopoly. This allows them to generate zero economic profit and abide by the non-distribution constraint. Profits are being redistributed back within the company in the form of increased production.
� Further Explained in Appendix 1


� 62% of nonprofit hospitals (87% of the beds) compared to 34% for profit hospitals (60% of the beds).


� As a percent of patient operating expense, government hospitals dedicate between 4.3% and 11.3% more. Government hospitals are focused more on the provision of uncompensated care. This also reflects the larger budgets of the nonprofit firms. 


� DeNavas-Walt, Carmen, Bernadette D. Proctor, and Cheryl Hill Lee, U.S. Census Bureau, Current Population Reports, P60-231, Income, Poverty, and Health Insurance Coverage in the United States: 2005,


U.S. Government Printing Office, Washington, DC, 2006.


� Further Explained in Appendix 2
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