










































































proceedings required in fundamental c-hange transactions under the
Nonprofit Corporations Law.

Numerous other states appears to be using similar criteria to govern fundamental



one of the toughest state laws dealing with the transfer of hospital charitable assets. One purpose
of the Rhode Island Hospital Conversions Act is to clarify the jurisdiction and authority of the
attorney general "to preserve and protect public and charitable assets in reviewing both hospital
conversions which involve for profit corporations and hospital conversions which include only
not for profit corporations.” R.I. Gen. Laws § 23-17. 14-3(5). The statute allows the attorney
general to review any hospital transaction wherein 20 percent or greater of the charitable assets
are transferred. R.I. Gen. Laws § 23-17.14-4(6). Modern Healthcare magazine reported on a
hospital affiliation that was blocked by application of the Rhode Island statute:
Rhode Island's attorney general last week rejected an
affiliation between Care New England of Providence, R.I., and

Boston-based CareGroup, saying the deal surrenders the keys to
the Rhode Island Provider Network's charitable vault.

But in blocking Care New England's border crossing into
Massachusetts, Attorney General Jeffrey Pine said the three-
hospital system was risking its assets by ceding governance control
to a larger organization that is suffering sizable losses.

Pine said he didn't oppose the concept of a hospital system
in the state mixing assets with an out-of-state partner, asserting he
would rather leave the direction to local trustees. But he added, "I
do believe that local entities . . . have to retain sufficient control to
assure our state that the organizational purposes of the hospital are
going to be furthered into the future."
John Morrissey, Modern Healthcare, Sept. 14, 1998, at 20. Conversion statutes, which have
been enacted in many states, sometimes only govern conversion of nonprofit hospitals to for-

profit status. Application of the Rhode Island statute, however, illustrates that the statutes can

be quite intrusive upon certain decisions of nonprofit healthcare entities.
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In light of the guidance given in the Exposure Draft, it is difficult to determine
whether the attorney general power described above would be construed as merely "protective"
or would be construed as akin to the power of a trustee in bankruptcy (as described in Paragraph
47 of the Exposure Draft). The oversight power of attorneys general over nonprofit healthcare
transactions has become so pervasive in the healthcare industry that the issue should be
addressed specifically in any accounting principles ultimately adopted.

D. STRUCTURAL ISSUES RAISED IN CIRCUMSTANCES OF RELIGIOUS
CORPORATIONS

When the affiliation of healthcare entities includes a religiously-affiliated
subsidiary, the existence of a governance structure which allows for proper canonical
sponsorship of the subsidiary may inappropriately preclude the secular, nonprofit parent from
having sufficient "control" over the subsidiary to permit consolidated financial reporting under
the Exposure Draft.

As previously stated, Paragraph 10 of the Exposure Draft defines one
characteristic of "control" as "a parent's nonshared decision-making ability that enables it to
guide the ongoing activities of its subsidiary." Paragraph 45 of the Exposure Draft provides in
part:

In the United States, noncontrolling shareholders, limited partners,

creditors, and others typically have protective rights that enable

them to block specific actions that might affect their interest in a

parent's subsidiary. Those protective veto rights, however,

generally do not enable them to initiate policies or share in a

parent's decision making for the ongoing activities of its
subsidiary.
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This section raises an issue regarding control that may be shared by a nonprofit
parent organization and the authority providing canonical sponsorship3 of a religiously-affiliated
subsidiary. In other words, when a parent organization allegedly has control over a religiously-
affiliated subsidiary, but that control must be exercised within certain canonical boundaries
which the canonical steward oversees, does the alleged parent organization "control" the
religiously-affiliated subsidiary such that it can report the financial information of the subsidiary
on a consolidated basis consistent with the guidance in the Exposure Draft?

Here, it may be necessary to explore the purpose of consolidated financial
statements, as set forth in Paragraph 1 of the Exposure Draft:

There is a presumption that consolidated statements are more

meaningful than separate statements and that they are usually

necessary for a fair presentation when one of the companies in the

group directly or indirectly has a controlling financial interest in
the other companies.

A key focus in this statement of purpose may be who has the “controlling financial interest."
When the affiliation of healthcare entities includes a religiously-affiliated

subsidiary, the governance structure established must allow for proper canonical sponsorship of

the subsidiary. Usually this is accomplished by the retention of certain "reserved powers" by

canonical stewards* of a public juridic person.5 For example, if the apostolic work of a particular

* The term "canonical sponsorship” is defined as follows:
The reservation of civil law control over certain limited canonical areas by the public juridic
person that founded and/or sustains an incorporated apostolate that remains canonically a part of
the public juridic person. This retention of control need not be such as to create civil law liability
on the part of the sponsor for corporate wrongs but should be sufficient, on the other hand, for the
canonical stewards of the sponsoring religious institute or diocese to meet their canonical
obligations of faith and administration in the activities of the incorporated apostolate.
A.J. Maida, JD & JCL, N. P. Cafardi, MD, Church Property, Church Finances and Church-Related Corporations,
304-05 (1988).
* The term "canonical steward" is defined as follows:
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religious institute is a Catholic hospital, the governing documents of the civilly incorporated
nonprofit hospital generally will vest certain reserved powers in the superior general and council
of the religious institute.

The Exposure Draft does not analyze the issue of control in hypothetical
situations wherein either a religiously-affiliated nonprofit parent or a secular nonprofit parent
alleges "control" over a religiously-affiliated subsidiary. Paragraph 45 of the Exposure Draft
provides in part:

In the United States, noncontrolling shareholders, limited partners,

creditors, and others typically have protective rights that enable

them to block specific actions that might affect their interest in a

parent's subsidiary. Those protective veto rights, however,

generally do not enable them to initiate policies or share in a

parent's decision making for the ongoing activities of its

subsidiary.

It is not clear, however, whether any control that a canonical steward may have over another

entity could be deemed to be "protective veto rights" or something else. Because religious

Person(s) charged by the canon law with managing the affairs of a public juridic person.
Examples of canonical stewards and juridic persons are a bishop in a diocese, superior general and
council in a religious institute, and provincial superior and council in a provincialate. In their
oversight of the incorporated apostolates of juridic persons, it has been recommended that
canonical stewards serve as corporate members with reserved corporate powers that parallel their
canonical faith and administrative responsibilities; this position is referred to as a canonical
administrator in the actual language of the code of canon law.
A.J. Maida, JD & JCL, N. P. Cafardi, MD, Church Property, Church Finances and Church-Related Corporations,
305 (1988).
* The term "public juridic person" is defined as follows:
An aggregate of persons or aggregate of things, constituted by operation of law or by an act of
competent ecclesiastical authority as its own legal person, existing independently of other persons,
endowed with its own rights and duties, which are fitting to its own nature; previously referred to
as a moral person. Some examples of public juridic persons are religious institutes and the
provinces of religious institutes, dioceses, and parishes; the public juridic person also
encompasses incorporated apostolates sponsored by such ecclesiastical entities.
A.J. Maida, JD & JCL, N. P. Cafardi, MD, Church Property, Church Finances and Church-Related Corporations,
324 (1988).
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affiliations are common among nonprofit hospital entities, perhaps this issue shouid be
specifically addressed in any guidance regarding accounting principles that deal with the issue of
control in the nonprofit healthcare industry.

IV.  POTENTIAL RISKS OF APPLICATION OF EXPOSURE DRAFT

A. LESS MEANINGFUL FINANCIAL STATEMENTS DUE TO
OVERSIMPLIFICATION OF "CONTROL" ANALYSIS

As stated in Paragraph 8 of the Exposure Draft, consolidated financial statements
are more meaningful to financial statement users "if one of the entities in the group of affiliates
directly or indirectly controls the economic resources and activities of the other entities." Since
“control" is the key to determining whether financial information should be consolidated, that
term must be carefully defined. Assigning a definition to the term is not easy, especially when
the definition attempts to suit both the nonprofit and the for-profit world.

While it may be true that assigning a narrow definition to "control" assists
auditors in making judgments about the control structure of related entities, that term is not easily
defined in the nonprofit healthcare industry. Reserved powers over subordinate entities may be
held by entities at various levels of a corporate structure, and a true definition of control may lie
in interpretation and analysis of those reserved powers, along with other indicia of control
specific to the nonprofit healthcare industry.

B. PURSUIT OF INAPPROPRIATE FINANCIAL REPORTING GOALS

An additional concern raised by the language in the Exposure Draft is the focus on
"international harmonization." Paragraph 192 of the Exposure Draft provides in part:

The Board concluded that this Statement not only improves the

quality of consolidated financial statements but also is a positive

step toward international harmonization. In many important
respects, its definition of control, its requirement to include
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controlled entities in consolidated financial statements, and its
description of the purpose of consolidated financial statements are
consistent with recent trends in other countries.

If the nonprofit healthcare industry does not have the involvement of foreign
affiliate entities that is experienced in the for-profit world, perhaps "international harmonization"
should not be a goal of consolidated financial reporting at this time for the nonprofit healthcare
industry in the United States.

C. CREATION OF UNDUE CONFUSION FOR CREDITORS, BONDHOLDERS,
BOARD MEMBERS, AND THE COMMUNITY AT LARGE

If nonprofit healthcare entities previously properly reported on a consolidated
basis, application of the Exposure Draft could create undue confusion for creditors, bondholders,
board members, and the community at large by necessitating a significant financial reporting
change when no structural change has been effectuated.

There could be confusion caused by implementation of the Exposure Draft if
certain nonprofit healthcare entities that currently report on a consolidated basis will no longer be
able to do so upon the effective date of the principles introduced in the Exposure Draft,
especially due to the fact that no structural change has taken place. The potential confusion will
most likely rest with the primary users of the financial statements -- creditors, bondholders, board
members, and the community at large. Several potential difficulties are noted below:

¢ Debt covenants could be violated and may be difficult to renegotiate, as a
practical matter, because of the difficulty in getting majority consent of the bondholders.

¢ Ifthere is a change from consolidated to combined financial statements due to
changes in generally accepted accounting principles ("GAAP"), entities subject to the annual

continuing disclosure requirements of Securities Exchange Act of 1934 Rule 15¢2-12 (dealing
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with municipal securities disclosure) may issue financial statements which are of limited use to
investors. Also, in an interpretation of Rule 15¢2-12 issued by the Securities and Exchange
Commission, the Securities and Exchange Commission indicated that when changes in GAAP
occur, if such changes are material, obligated persons should include a narrative explanation in
the annual financial information describing the impact of the change.6

e Those who invest in a parent organization typically invest in the whole
enterprise. In the nonprofit healthcare industry, typically it is the subsidiary organizations that
are providers of healthcare services and the ultimate sources of income to the parent. Thus,
unconsolidated financial statements may not give investors the necessary information they need
regarding the operation of the business enterprise as a whole.

Therefore, the FASB should consider the above factors that affect healthcare
nonprofit organizations and the effect of those factors on financial statement users in developing

any final implementation plans for the policies set forth in the Exposure Draft.

¢ In a letter from the Securities and Exchange Commission to the National Association of Bond Lawyers dated June
23, 1995, regarding Rule 15¢2-12, the following question and response were set forth:

Question 11:

Over the term of a municipal security, the accounting principles pursuant to
which an issuer or obligated person prepares its financial statements may change
as a result of future promulgations by FASB and GASB, as well as changes in
state law. May a written undertaking provide that such changes will be deemed
to be included by reference in the undertaking when they are adopted and
disclosed in the issuer's annual filings under the undertaking?

Response:

[T]he undertaking may specify the accounting principles being followed by reference to
GAAP or mandated state statutory principles, as in effect from time to time. This provision
anticipates changes in GAAP or state law requirements. If such changes occur and are material,

obligated persons should consider including a narrative explanation in the annual financial
information describing the impact of the changes.
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D. CONFUSION REGARDING WHETHER FINANCIAL INTEGRATION FOR
ANTITRUST PURPOSES EXISTS

Application of the proposed Exposure Draft may create an improper inference that
not-for-profit healthcare entities that do not meet the FASB test for consolidation of financial
statements are not economically integrated for purposes of antitrust intracorporate immunity, as
enunciated initially by the United States Supreme Court in Copperweld Corp. v. Independence
Tube Corp., 467 U.S. 752 (1984). In Copperweld, the Supreme Court addressed the issue of
intracorporate immunity and held that a parent corporation and its wholly owned subsidiary are
legally incapable of conspiring for purposes of the antitrust laws. The rationale behind the ruling
is that the parent and subsidiary are a single economic unit, with a unity of economic interest.
The activities of what in substance is a single economic unit, although in form comprised of
legally distinct entities, are simply not the kind of combinations prohibited by Section 1 of the
Sherman Act.

The kinds of factors looked at for purposes of determining whether intracorporate
or Copperweld immunity applies include, among other things, whether there is a joint interest in
overall economic performance between/among the entities, such as the consolidation of the
healthcare entities' financials. Certainly, many other factors are considered, including control
over strategic, financial, and operational planning; consolidated governance and/or management;
control over the appointment and removal of directors; control over the healthcare entities'
capital and operating budgets; the ability to consolidate and/or re-allocate clinical programs
and/or service offerings; control over the sale, transfer, or encumbrance of the healthcare entities'

assets; and the like.
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There are no cases, statutes, regulations, or official guidelines that are
determinative as to the specific powers that can be retained or delegated and how each of the
factors is to be weighted. What ultimately matters for purposes of Copperweld is whether the
two entities share a unity of economic interest, which is a determination made on a case-by-case,
fact-specific basis. From a practical perspective, therefore, such objective facts such as the
consolidation of financial statements could be important.

V. RECOMMENDATIONS / ALTERNATIVES TO APPLICATION OF

CONSOLIDATION POLICIES AS SET FORTH IN EXPOSURE DRAFT TO
NONPROFIT ENTITIES

A. INCORPORATION OF A "GRANDFATHER" PROVISION
One suggested alternative to the application of the Exposure Draft is for the FASB
to incorporate a grandfather provision for organizations which have historically been
consolidated for financial reporting purposes. This will avoid undoing and restating financial
statements and may help avoid some potential problems under current debt financings.

B. CREATION OF A STRONG DISTINCTION BETWEEN NONPROFIT AND
FOR-PROFIT FINANCIAL REPORTING REQUIREMENTS

A common theme running through the issues discussed above seems to be the vast
differences between nonprofit healthcare entities and for-profit entities -- differences in terms of
government oversight, corporate structure, corporate goals, and the like. When an attempt is
made to define a concept as fundamental as "control," the differences between the types of
entities are heightened. For example, in I1.C of this comment, the inadequacy of relying solely
on voting rights to determine control among nonprofit healthcare entities was discussed, and it

was shown that relying on a control assessment that focused primarily on reserved powers and

30



statutory membership rights produced a result that made sense in the nonprofit healthcare
industry.

Therefore, the FASB should consider whether to promulgate accounting
principles that strongly distinguish between nonprofit healthcare entities and for-profit entities.
If separate standards cannot be promulgated, then additional guidance in the application of the
principles should, at a minimum, address some of the issues wherein significant differences lie,
as set forth throughout this comment.

C. ADOPTION OF NEW ACCOUNTING PRINCIPLES ONLY AFTER

CAREFUL ANALYSIS OF SIGNIFICANT ISSUES SPECIFICALLY
AFFECTING THE NONPROFIT HEALTHCARE INDUSTRY

UPMC stresses to the FASB the far-reaching effects of financial consolidation,
beyond mere financial reporting purposes, for the nonprofit healthcare industry. For example,
courts may consider whether entities report on a consolidated basis in order to assess antitrust
issues (as discussed above), and financial institutions may consider whether entities report on a
consolidated basis to determine the extent of borrowing to be permitted. Because the effect of
implementation of the accounting principles contained in the Exposure Draft may preclude
nonprofit healthcare entities that previously presented their financial statements on a
consolidated basis from continuing to do so or vice versa, perhaps the FASB should adopt new
accounting principles that affect the nonprofit healthcare industry only after careful analysis of
significant issues specifically affecting the nonprofit healthcare industry. Further, should the
FASB ultimately adopt new financial accounting consolidation principles for nonprofit
healthcare entities, UPMC requests that the FASB pronouncement include a statement to

disavow any effect of the consolidation principles beyond financial accounting. For example, the
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FASB could indicate that the principles are not intended to reflect in any way upon charitable
trust, bond, or antitrust interpretations.

D. CONSIDERATION OF FINANCIAL DISCLOSURE IN LIEU OF
UNCONSOLIDATED FINANCIAL REPORTING

Using control as a key indicator to determine the extent of the relationship
between two for-profit entities appears to make sense. However, due to the magnitude of the
philosophical differences between nonprofit and for-profit corporations (charitable goals versus
profit-making goals, and functioning in the best interest of community versus functioning in the
best interest of shareholders, to name a few), the FASB should consider whether an attempt to
measure the relationship of two nonprofit entities by looking at control as a benchmark should be
completely abandoned. While control can exist in some form between nonprofit entities, control
can be present in ways that differ from for-profit relationships, control is commonly shared in
some form in the nonprofit world, and control in the nonprofit world must be exercised within
the boundaries of charitable trust principles and other applicable laws. Therefore, control, in and
of itself, may simply be an inappropriate benchmark upon which to assess the appropriateness of
consolidated financial reporting for nonprofit healthcare entities.

One suggested alternative to the application of the accounting principles
introduced in the Exposure Draft to nonprofit entities is to allow consolidated financial reporting
on essentially the same principles that currently apply, only with some requirement that the
nonprofit healthcare entity make some disclosure on the financial statements regarding the extent
of the reporting entity's relationship with its subsidiary corporations based on a joint assessment
of management and the accounting professional. This would allow the nonprofit healthcare

industry to continue its current methodology of financial consolidation, while fully apprising
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financial statement users of the nature of the relationship between the entities which have
presented consolidated financial information.
VI. CONCLUSION

UPMC appreciates the opportunity to submit its comment on the contents of the
Exposure Draft for consideration by the FASB. Further information or clarification on the issues
presented in this comment will gladly be provided by Thomas E. Boyle, Esq. (412-562-8823) or
Janice M. Smith, CPA, Esq. (412-562-8940) of Buchanan Ingersoll Professional Corporation, or

George A. Huber, Esq., General Counsel of UPMC Health System (412-647-8470).
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