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Specialty hospitals: Who do they help?
Bhagwan Satiani, MD, MBA, Columbus, Ohio

Although Specialty Hospitals (SHs) represent a very small fraction of the U.S health care market, the
competition for patients has generated bitter controversy. Owners and investors argue that patients
(consumers) deserve a choice of SHs, which contributes revenues for the local community and delivers
more efficient, specialized care compared to general hospitals. General hospitals (mostly not-for-profit)
contend that SHs tend to provide nonemergency care for the insured population with ‘‘profitable’’
illnesses. It is one of the issues that is proving divisive in the effort to align incentives for physicians and
hospitals. A high profile, public debate involving the State legislatures and Congress is currently being
waged that will determine how, where, at what price, and how much access to healthcare the public will
receive in the future. (Surgery 2008;143:589-98.)
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SPECIALTY HOSPITALS (SHs) represent a small fraction
of the U.S. health care market. In 2005, the Gov-
ernment Accountability Office (GAO) identified
100 such SHs in operation or under development
owned by physicians or investors.1 As a compari-
son, the Center for Medicare and Medicaid Ser-
vices (CMS) estimates that there were 4,800
general hospitals, 4,136 Medicare certified ambula-
tory surgery centers (ASCs), and 2,403 imaging
centers in 2004.1 General hospitals (for profit
and not-for-profit), ASCs, and other types of health
care institutions provide the majority of health
care in the United States. Virtually all of the SHs
are ‘‘for-profit,’’ whereas between 20% and 38.2%
of competitor acute care hospitals are ‘‘for-profit.’’2

SHs are relatively small (average of 15 beds in or-
thopedic/surgical and 52 in cardiac SHs), and
60% are located in the following 4 states: Kansas,
Oklahoma, South Dakota, and Texas.3

DEFINITION OF SPECIALITY HOSPITALS

A ‘‘specialty hospital’’ is defined by the Deficit
Reduction Act of Congress as a hospital that is
engaged exclusively or primarily in the care or
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treatment of one of the following categories: pa-
tients with a cardiac condition, patients with an
orthopedic condition, or patients undergoing an
operative procedure.4 To this category, the Secretary
of Health and Human Services has also added to the
general definition ‘‘facilities that have some degree
of physician ownership,’’ as well as ‘‘any other spe-
cialized category of services designated by the Secre-
tary of Health and Human Services (HHS).’’5

To add to the confusion regarding the specific
entities covered by the term ‘‘specialty hospital,’’
the Medicare Payment Advisory Commission
(MedPAC), which is an advisory body created by
Congress to assist with Medicare issues, has gone
one step further. MedPAC has been more specific,
and identified SHs based on volume as hospitals
that have at least 45% of their discharges in 1 spe-
cialized area or at least 66% of their discharges in
2 areas of specialization and for heart hospitals if
they performed angioplasty or a bypass procedure.6

HISTORY OF SPECIALTY HOSPITALS

SHs are not a new fad. They have existed as
cancer hospitals, children’s hospitals, trauma ‘‘cen-
ters,’’ and other specialized, semiautonomous
units within large general hospitals. Investment
and growth in SHs have been fueled partly as a
result of public demand for specialized centers of
care. What is new and has generated controversy is
physician ownership of SHs. Stark II legislation
enacted as part of the Omnibus Budget Reconcil-
iation Act of 1993 (H.R. 2264, sec. 13562) ex-
panded earlier prohibitions on self-referral by
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physicians to include certain ‘‘designated health
services’’ (DHS). To allow common transactions
between physicians and other entities, Congress
then specified several ‘‘exceptions’’ where legiti-
mate services and financial relationships were
exempted, including referrals to a hospital at
which the physician had privileges to perform
services, where he/she held an ownership/invest-
ment interest. This ‘‘whole hospital’’ exception was
designed to dilute the effect of any financial gain
by one physician or group. In order to qualify for
this exception, however, the physician must have
privileges to perform services at the hospital and
the ownership (or investment) must be in the
hospital itself and not in a department or subdivi-
sion of the hospital. Some physicians have utilized
this exception within the Stark Law to invest in
specialty hospitals to gain efficiency, to have a
greater influence in the patient care processes,
and to benefit financially. It is important to under-
stand that even if a joint venture fits the ‘‘whole
hospital’’ exception, it must also steer clear of the
federal anti-kickback regulations, which prohibit
any direct or indirect payment in order to induce
or reward the generation of federal health care
business.7 A clear financial incentive to specialize
in ‘‘surgical’’ and other procedural interventions
existed in the form of greater reimbursement for
surgical ‘‘diagnosis related groups’’ (DRGs) com-
pared to medical DRGs. Large health care organi-
zations, some of whom were excluded from
ownership of SHs, then began lobbying Congress
and state legislatures to close the ‘‘whole hospital’’
loophole using several arguments explained below.
In the meantime, as part of a multipronged aggres-
sive approach, some hospitals invoked a conflict of
interest argument to dismiss physicians on their
medical staff who invested in competing SHs.8

The growing numbers of SHs represent increas-
ing competition for general hospitals and have
been a flashpoint for large, traditional health care
organizations and trade organizations represent-
ing for-profit SHs such as the American Surgical
Hospital Association.9 The powerful hospital
groups led primarily by the American Hospital
Association convinced Congress to halt all new
construction of SHs and study the impact of
physician-owned ‘‘for-profit’’ SHs on general hospi-
tals and the communities they serve.

MORATORIUM ENACTED

The Medicare Modernization Act (MMA) was
enacted in November 2003 and passed in Decem-
ber 2003 (Table). The MMA prohibited SHs from
billing Medicare unless plans for development of
the SHs already existed prior to January 2004.
The intent of the 18-month de facto moratorium
on construction of any new SHs was to allow
CMS to develop a strategic plan to address the con-
cerns regarding SHs and to postpone the decision
about the legality of SHs until more data were
available regarding the impact on general hospi-
tals. Section 507 of the MMA modified the ‘‘whole
hospital’’ exception by specifying that physician
ownership and investment in the time frame (be-
tween December 8, 2003 and June 3, 2005) in
such an entity would not qualify for this exception.
The MMA (Section 507) also required both Med-
PAC and the Secretary of the HHS to report to
Congress on issues related to both SHs and general
hospitals to include, among other topics, the own-
ership interests of physicians, referral patterns,
cost of services, financial impact of ownership,
and tax exemption value.

The Hospital Fair Competition Act or Bill S.102
was introduced in the U.S Senate in May 2005 to
make the moratorium expiring in June 2005 in the
MMA permanent. The bill also prohibited SHs
grandfathered as a result of being under develop-
ment prior to November 18, 2003---from expand-
ing any further physician ownership stake or
number of beds/operating rooms. In addition,
gainsharing provisions were strengthened, and the
payment methodology recommended by MedPAC
was included. The bill did not make it out of the
Senate Finance Committee.

The moratorium was then extended by CMS
and Congress, first to February 15, 2006 and again
to August 8, 2006.

END OF THE MORATORIUM

CMS announced the end of the 32-month
moratorium on August 8, 2006. The strategic
plan developed by CMS during this period in-
cluded addressing the inequities of the payment
systems, implementing demonstration programs
that promote physician/hospital cooperation, re-
fining inter-hospital transfer arrangements, enforc-
ing Stark and anti-kickback laws, and demanding
greater disclosure of physician investment in SHs.
The ban on SHs was also lifted ultimately due to
reporting of data and analyses by government
agencies addressing the 2 main arguments ad-
vanced for instituting the moratorium. First was
the contention by general hospitals that profit
margins were going to be hurt substantially by
proliferation of SHs. The MedPAC report to Con-
gress in April 2006, based on 2004 data, showed
that profit margins of general hospitals in markets
with SHs did not experience ‘‘unusual declines in
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Table. Government sponsored studies of SHs

Agency and date Purpose of study Main conclusions

GAO study,
April 2003
(pre-moratorium)

Impact of SHs on healthcare
and particularly on
competing general hospitals.

SHs were an increasing share of the national hospital market,
and physicians owned some part of about 70% of SHs.
Patients at SHs were generally less sick compared to acute
care, general hospitals.

GAO study,
October 2003
(pre-moratorium)

Supplement to April 2003 study. Majority of SHs located in states without certificate of need
regulations, less likely to have emergency departments,
treated lower % of Medicaid patients, derived less revenue
from in-patients compared to general hospitals but had
superior financial performance compared to general
hospitals.

GAO study,
May 2005
(pre-moratorium)

Estimate potential growth in
physician-owned SHs.

At a minimum, 37 physician-owned SHs (based on
the number that had requested an advisory opinion
from CMS) would open as soon as the moratorium ended.
The GAO was uncertain as to the number of additional
SHs that would open if the moratorium ended.

HHS MMA study,
May 2005
(pre-moratorium)

Develop a strategic plan and
report on specific issues related
to SHs including: proportionality
of investment return, bona fide
investment, annual disclosure of
investment information, charity
care, and care for Medicaid
patients.

Physician investments in SHs, in general, did not appear to be
non-bona fide and the returns generated were consistent with
the investment. Although physician owners admitted most of
their Medicare patients to SH’s they owned, they also admitted
them to other local hospitals.

Medicaid in-patient discharges in SHs were lower than for
general hospitals. Compensation arrangements between
hospitals and physicians were reported in 53.1%. Charity care
as a percentage of net patient revenue was greater in general
hospitals compared to SHs.

MedPAC study,
May 2005
(pre-moratorium)

Clinical care rendered by SHs and
the economic consequences for
both SHs and general hospitals.

Costs for treating Medicare patients were not lower in SHs
compared to general hospitals, despite shorter length of stays.

SHs generally treated less severely ill patients, a lower % of
Medicaid patients, and many had no emergency departments
compared to 93% of general hospitals. The financial impact of
SH’s on competitor acute care general hospitals was not
noticeable. The all-payer margins were higher in SH’s
compared to general hospitals. Five major recommendations
were made: improving accuracy of payments, adjust relative
weights according to illness severity, transition in case-mix
measurements, extend the moratorium till January 2007, and
allow gainsharing arrangement, as well as minimize financial
incentives related to physician referral.

GAO study,
April 2006
(post-moratorium)

Review operational and clinical
changes in general hospitals
due to the presence of
competing SHs.

Almost all general hospitals reported operational and clinical
changes. No evidence was found to indicate that these
responses were due to competition from SHs. The
competition was felt to be coming from other general
hospitals as well as limited service facilities such as ASCs,
imaging centers, urgent care centers, and SHs.

MedPAC study,
August 2006
(post-moratorium)

Reexamine SHs cost of care,
Medicaid share, impact on
community hospitals, and
impact of heart hospitals on
cardiac surgery volumes.

General hospitals have a higher proportionate share of Medicaid
patients, possibly due to different services such as obstetrics.
Whereas heart hospitals’ in-patient costs per discharge are
similar to those of general hospitals, orthopedic and surgical
SHs have about a 20% higher cost per discharge. Physician-
owned heart hospitals were associated with a significant
increase in the rate of cardiac surgeries in the market area,
although there was no indication that these were low-severity
(high profit) procedures. Despite increasing market share of
profitable procedures by SHs, community hospitals profit
margins remained stable through 2004.

GAO, Government Accountability Office; MMA, Medicare Prescription Drug, Improvement, and Modernization Act of 2003; CMS, Centers for Medicare
and Medicaid Services; MedPAC, Medicare Payment Advisory Commission; SHs, Specialty Hospital; HHS, Department of Health and Human Services.
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their all-payer margins.’’10 The second argument
made by critics of SH’s was that general hospitals
would be forced to make substantial operational
changes when competing in the same market. The
GAO surveyed 603 general hospitals in the fall of
2005 and collated data obtained from 401 hospitals
in markets with at least 1 SH that had opened since
1998 and some regional markets with no SHs in the
area.11 The intent was to report on competitive re-
sponses made by urban and rural general hospitals
in terms of 74 potential operational changes (such
as income guarantees for physicians) and 34 poten-
tial clinical services (such as any change in providing
services) modified in geographic areas with and
without SHs. The GAO concluded that although al-
most all general hospitals reported operational and
clinical changes, no evidence was found to indicate
that these responses were due solely to competition
from SHs. The competition was felt to be coming
from other general hospitals as well as limited ser-
vice facilities such as ASCs, imaging centers, urgent
care centers, and SHs.

During the moratorium, 43 additional physi-
cian-owned SHs opened their doors because they
qualified as having been under development. Pro-
ponents claimed that the ban ‘‘stagnated’’ the
industry by restricting funding for new facilities,
delaying planning and development, and forced a
shift in strategy from construction of new facilities
to partnering with community hospitals to operate
and manage existing facilities.12

AFTER THE MORATORIUM

Since the end of the moratorium, an incom-
plete but clearer picture of the impact of SHs on
general hospitals has emerged. First, reports by
MedPAC and the GAO suggest that SHs could
‘‘coexist’’ with general hospitals. Although long-
term data are not available, it has become clear
that general hospitals have responded to SHs by
competing and adapting by opening new services
such as bariatric care. Second, undoubtedly CMS
has availed itself of the opportunity to use the
debate to introduce more transparency in the
investment initiatives, governance, and noncom-
pliant compensation arrangements within SHs and
not-for-profit hospitals. Third, CMS has advanced
other initiatives, such as alternative ways to align
hospital-physician incentives (gainsharing pro-
jects), refinement of an outdated DRG system,
and improving patient safety with inter-hospital
transfers. Finally, CMS likely intended to use the
time to fashion a more accurate reimbursement
system, which better reflects resources utilized for
in-patient and ambulatory care. Despite criticism
from within Congress and the AHA, CMS has not
recommended that Congress eliminate the ‘‘whole
hospital’’ exception in the Stark Law. CMS con-
cluded that Congress intended to allow physician
ownership of hospitals both large and small and
urban and rural.

ARGUMENTS AGAINST SHs

Conflicts of interest. A conflict of interest may
exist for investor physicians who have a financial
stake in an SH. This argument is particularly true
of physicians who may be in medical staff leader-
ship roles at the same time as investing in compet-
ing SHs. As mentioned previously, some health
systems have gone as far as denying admitting
privileges to the investor physicians. Congress
passed the Stark laws specifically to prohibit phy-
sicians or their immediate families from referring
patients for such things as laboratory services in
which they had a financial interest. Two exceptions
applicable to this discussion were the exceptions
for whole hospitals and the ambulatory surgery
centers. Hospitals and physicians partnered to
operate ASCs throughout the country within the
law. ASCs treat patients who are less sick than those
at in-hospital ambulatory surgery centers. General
hospitals, however, have objected to the use of the
‘‘whole hospital’’ exception by physicians for build-
ing and operating SHs ostensibly because of the
potential for excessive utilization by investor phy-
sicians. President of the Federation of American
Hospitals, Chip Kahn has argued that SHs ‘‘.will
perpetuate conflicts of interest.,’’ ‘‘weaken com-
munity hospitals.,’’ and ‘‘.create an intolerable
risk of irreparable harm to community health
care.’’13 Intuitively, one would think that physician
owners in SHs would not admit their patients to
general hospitals. The Research Triangle Institute,
on behalf of HHS (required under Section 507 of
the MMA, May 2005), conducted a study to exam-
ine this issue.14 Based on site visits to 11 SHs in 6
markets, the data showed that although physician
owners admitted most of their Medicare patients
to SHs they owned, they also admitted them to
other local hospitals.

Cherry picking. Opponents to specialty hospi-
tals claim that SHs treat the less-sick patients
preferentially and treat fewer than their share of
the uninsured.3 MedPAC and CMS both agree
that, in general, SHs tend to treat more profitable
patients that may not be as ill as those admitted to
community hospitals. A recent study of Medicare
patients undergoing hip and knee joint replace-
ment procedures has shown that those admitted
to SHs had fewer comorbidities, had a 40% lower
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risk of postoperative complications, and tended to
be from more affluent zip codes compared to
those admitted to general hospitals.15 Guterman
has suggested that the solution may not be to elim-
inate SHs and cancer hospitals (that are not paid
through regular DRG payment schedules), but to
change the relative weighting so that the DRG pay-
ment reflects the resources utilized in the care of
that patient.3 CMS has stated that SHs do not treat
proportional numbers of uninsured patients as
compared to community hospitals; however, they
also point out that in terms of net benefit to the
community, they make up by paying their share
of taxes.

Undermining the purpose of community hospi-
tals. A big concern has been the financial impact
of SHs on community hospitals. Although some
patients are drawn from community hospitals
resulting in some reduction in Medicare revenues,
the community hospitals have responded to the
challenge by compensating for the lost revenue,
and their profit margins are comparable to similar
hospitals in areas without any SHs.6

Kahn argues the MedPAC conclusion that the
financial impact of SHs on community hospitals has
been limited, relied on older data, and does not
reflect the public health costs of cutting services to
stay profitable.13 ASCs, however, post a far bigger
impact on hospital bottom lines. The Advisory
Board reports that hospitals have foregone over $1
billion over the last 20 years due to ASCs siphoning
off profitable procedures.12 SHs have accused large
health care organizations of working with major in-
surers to discourage contracting with SHs. Heart-
land Spine & Specialty Hospital in Overland Park,
Kansas filed suit against several hospital systems
and managed care insurers alleging a conspiracy
by the major hospitals to pressure the insurers in ex-
cluding the SH from in-network contracts.16 In Mil-
waukee, 2 heart hospitals opened in 2003 and 2004
in competition with Aurora St. Luke’s Medical Cen-
ter. St. Luke’s launched a massive advertising cam-
paign and upgraded its heart services, and, in
addition, made it difficult for cardiologist investors
in the SHs to work at St. Luke’s.16

General hospitals more likely to provide emer-
gency room care. One of the reasons for the
disproportionately higher number of Medicaid
and uninsured patients in acute care general
hospitals is that a dedicated emergency room is
available to the community. There is little doubt
that acute care general hospitals and cardiac hos-
pitals are more likely to have emergency care
compared to orthopedic and surgical SHs. The
2003 GAO report indicated that SHs were much
less likely to have emergency departments (EDs)
(92% of general hospitals had EDs compared to
72% of cardiac, 33% of orthopedic, and 39% of
surgical SHs).2 Orthopedic and surgical SHs are
also likely to be smaller and have lower admission
rates than competitor general hospitals.17

General hospitals provide more care for the
indigent. It has been argued that general hospitals
provide more uncompensated care when compared
with SHs. The MedPAC report of 2006 stated many
reasons for general hospitals shouldering a greater
share of Medicaid patients, including location,
services offered, mission, Medicaid managed care
contracts, and types of referral/physician relation-
ships.6 Acute care general hospitals, for instance,
serve obstetric patients, whereas SHs do not. This
observation may account for the 13% share of Med-
icaid patients in a general hospital compared to a
3% share in cardiac and 2% share in orthopedic
and surgical hospitals.6 Similarly, Medicaid in-
patients constituted a smaller percentage of the total
in-patient population in SHs compared to general
hospitals in the area.6,16 In an analysis of bad debt
(services for which hospitals expected to, but did
not, receive payment), HHS noted that as a percent-
age of net patient revenues, a higher burden of bad
debt was reported by general hospitals (9.2%) com-
pared to SHs (3.8%).17 In contrast to Medicaid pa-
tients, Medicare regulations do not require any
provider to dispense charity care (other than under
EMTALA regulations) or treat Medicaid patients.

Utilization increases with physician-owned hos-
pitals. MedPAC reported on the increased utiliza-
tion in physician-owned cardiac hospitals during
the period 1996-2002.18 The difference in proce-
dure rates of cardiac surgery between markets
with and without physician-owned cardiac hospi-
tals was not statistically significant; however, in its
updated information presented to Congress in
2006, MedPAC staff stated that there was a 6% in-
crease in cardiac operations after the entry of a
physician-owned cardiac SH into a community.6

There was also a statistically significant increase
in coronary artery bypasses and some increase in
angioplasties and defibrillator implants from the
base year of 1996-2004. MedPAC could not say
whether the increase was due to increased surgical
capacity or financial incentives on the part of phy-
sician investors.

ARGUMENTS FOR SHs

Arrangements between physicians follow the law
and are bona fide. As much as tax-exempt general
hospitals follow existing law, investors in SHs con-
tend that they are also in compliance with the
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Stark anti-kickback laws and are similarly facing
constantly moving targets in terms of Congressional
actions. Under these statutes, an investing physi-
cian’s return on an investment in an SH must be
tied to the percent ownership, not to the number
of procedures/admissions or referrals. HHS has
stated that physician investment in SHs is, in gen-
eral, bona fide and that adequate risk is demon-
strated by capital investment in the projects.17

Cardiac hospitals reported offering investment in
SHs on the same terms to its nonphysician inves-
tors. In comparing 130 physician-owned SHs to
acute care hospitals in the same hospital service
areas, HHS reported that compensation arrange-
ments for physicians existed in 53.1% of reporting
SHs.17 These arrangements, similar to general hos-
pitals, were usually for medical directors, on-call
coverage, administrative tasks, and clinical services
such as interpretation of diagnostic tests. Similarly,
there were very few instances of loans or loan guar-
antees made by SHs to investor physicians.

The severe civil and criminal penalties under
existing laws and qui tam (whistleblower) laws,
according to proponents, provide enough protec-
tion of the public against profiteering.

SH’s give physicians more control over health
care delivery and lead to more efficient care with
greater patient satisfaction. Specialist physicians
(mostly surgeons and cardiologists) are motivated
to invest for four primary reasons. First is the
availability of prime operating room or catheteri-
zation lab time. Second, physicians have more
control over the workplace and time to suit their
individual needs. Third, given that they are famil-
iar with the business aspect of healthcare, there is
the expectation of a good return on their invest-
ment. Finally, the quality of care is something they
care passionately about and direct responsibility
for results is a challenge that is appealing. In an
HHS report studying the quality of care and
patient satisfaction mandated by the MMA, the
quality of care in cardiac SHs was ‘‘at least as good
as’’ and, in some cases, ’’better than’’ local hospi-
tals.17 In a study of Medicare claims data by Cram
and associates from the University of Iowa on
51,788 hip and 99,765 knee joint replacements,
even adjusting for the lower-risk patients, there
was a lower complication rate in patients treated
at 38 orthopedic SHs compared to those treated
in the 517 general hospitals.15 Patient satisfaction
was noted to be very high in cardiac, orthopedic,
and surgical SHs. Aside from customer satisfaction,
2 other issues cited by proponents of SHs are re-
lated to presumed ‘‘efficiency’’ of care–the cost of
care and duration of stay. In its 2005 report to
Congress, MedPAC presented data on the cost of
care in SHs compared to general hospitals.18 While
the cost of in-patient care in cardiac SHs and com-
munity hospitals was comparable, orthopedic and
surgical hospital in-patient costs were 20-30%
higher in SHs compared to community hospitals.
Costs for treating Medicare patients were not lower
in SHs compared to general hospitals. The data for
duration of stay, in an analysis of 2004 in-patients
by MedPAC, was shorter consistently by a margin
of 20-28% in SHs of various types compared to
peer competitive general hospitals.6 The higher
cost despite the shorter duration of stay was pre-
sumed to be due to higher capital costs, differ-
ences in staffing levels, employee compensation,
and the unused capacity in SHs.

Innovations by SHs force general hospitals to
compete in offering new technology and services.
In 2005, the GAO surveyed 603 general hospitals
and collated data obtained from 401 hospitals in
markets with at least one SH, and some regional
markets with no SH in the area to report on
competitive responses made by urban and rural
general hospitals.2 The survey covered 74 potential
operational changes (such as income guarantees
for physicians) and 34 potential clinical services
(such as any change in providing services) modi-
fied in geographic areas with and without SHs.
The GAO concluded that although almost all gen-
eral hospitals reported operational and clinical
changes, no evidence was found to indicate that
these responses were solely due to competition
from SHs. The competition was felt to be coming
from other general hospitals, other limited-service
facilities such as ASCs, imaging centers, and urgent
care centers, as well as SHs. A larger percentage of
urban general hospitals perceived competition
from limited service facilities (such as SHs and
ASCs) compared to rural hospitals (90% vs
74%).10 In the Columbus, Ohio market, the oper-
ation of a specialty joint replacement SH led to vis-
ible added value for the patient in terms of
customer service. It is clear that general hospitals
invest significant dollars to build large specialty ser-
vice lines, often physically and administratively sep-
arate from the mother institution, all within the
same community whether or not there is an SH
within the region.

The financial impact of SHs on community
hospitals is limited in scope. A study of cardiac
SHs showed that about 80% of their patients came
from competitor community hospitals and their
entry into the local market had a negative effect on
the growth in volume of general hospitals. The
MedPAC analysis in 2006 was a detailed analysis of
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3 multivariate models to test the impact of physi-
cian-owned SHs on Medicare revenues, total reve-
nues, and total margins.6 Physician-owned heart
hospitals (and orthopedic/surgical hospitals) re-
duced Medicare revenues generated by community
hospitals but did not have a significant effect on
their total profit margins. The competitor hospi-
tals, however, made up for their lost revenue in
other programs and services, and their total mar-
gins were no different than the national average.
It seems that a region’s population dynamics and
an overall decline in Medicare revenue and profit
margin may be more of a factor than loss of reve-
nue due to SHs. Whether expansion into other
profitable service lines, reducing cost of services,
supplementing operations through income from
development funds, and creating demand for
new services will maintain profit margins for com-
munity hospitals is uncertain.

SHs provide substantial tax revenue to local
communities in contrast to tax-exempt general
hospitals. Not-for-profit tax-exempt organizations
are expected to provide indigent care. No such
quid-pro-quo is required from for-profit entities as
they pay local, state, and federal taxes. The HHS
study required by the MMA Act of 2005 studied the
tax revenues and benefits of SHs as compared to
the amount of uncompensated care provided by
tax-exempt general hospitals.17 The study deter-
mined that, in general, net revenue generated by
SHs for their local communities is greater than
the value of uncompensated care provided by com-
petitor tax-exempt hospitals. A study of federal tax
records by a health care workers’ union has shown
that Ohio hospitals received $898 million in tax
breaks and provided $219 million in charity care
in 2003.19 A similar study of 21 not-for-profit, tax-
exempt hospitals in Cook County, Illinois found
that state and local taxes accounted for 96% of
the tax benefits given to the hospitals.20 The report
estimated that for every $1 in charity care provided
by the hospitals, they received $3 in tax benefits.
The Illinois Hospital Association disagreed with
these findings and stated that its member hospitals
report over $3 billion in benefits to the state and
over $1.3 billion to Cook County specifically (in
other words, 5 times the tax benefit derived by
hospitals).21

FUTURE

What is a ‘‘hospital?’’ While cardiac SHs (and
some orthopedic SHs) more often resemble gen-
eral hospitals providing predominantly in-patient
care, most orthopedic and surgical SHs are akin to
ASCs that provide outpatient care. An initial push
to have CMS adopt a fixed definition of a hospital
as an entity ‘‘primarily engaged’’ in furnishing
services to in-patients has faltered because of op-
position by not only SHs but also some community
hospitals for 2 main reasons.17 First, the continued
migration to outpatient care due to advances in
technology would probably render a rigid defini-
tion quickly obsolete. Second, small rural hospitals
would oppose any attempt by large urban general
hospitals to impose a stricter definition, because ru-
ral hospitals may not be able to meet the narrow re-
quirements. CMS considered quantitative measures
such as percentage of services or ratio of in-patient
to out-patient services to differentiate general and
SHs, but no common measure to date seems prac-
tical without excluding both types of hospitals.
While CMS continues to use the term ‘‘primarily
engaged’’ to define a hospital (as required on a stat-
utory basis but not by regulations) and review the
situation on a case-by-case basis, it is likely that fur-
ther efforts will be made to narrow the definition of
a ‘‘hospital.’’

Equity in payment systems. Community hospi-
tals have complained that orthopedic and cardiac
SHs take advantage of the higher payment through
the outpatient prospective payment system for
services that could be performed in ASCs. The
physician self-referral (Stark) law applies only to
referrals for designated health services (DHS),
which include, among others, in-patient and out-
patient services.8,22 The law does not apply to phy-
sician referrals to an ambulatory surgery center
(ASC), because an ASC does not provide a DHS.
This is one reason for ASCs to convert to an SH.
In contrast, SHs point out that acute care general
hospitals receive a far greater portion of the addi-
tional reimbursement by Medicare and Medicaid
for serving poor and uninsured patients (dispro-
portionate share hospitals or DSHs). DSH pay-
ments are adjustments to payments to hospitals
by Medicare and Medicaid as recognition that
they serve a higher proportion of poor and unin-
sured populations. Because SHs are less likely to
serve this population, only about 10% receive
DSH reimbursement compared to 63% of general
hospitals.17

Better alignment of incentives for physicians
and hospitals. Despite many hurdles, physician
interest in ownership of SHs remains high, because
they have real authority in governance, operations,
and quality of care, and they derive financial bene-
fits when these efforts are successful. True partner-
ships that result in sharing management functions
and financial gains in a joint venture with a tax-
exempt, not-for-profit general hospital is limited,
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among other things, by numerous regulatory im-
pediments. There are encouraging signs of progress
in this area. The IRS has issued an opinion that
allows hospitals more leeway to support electronic
health records in their physicians’ offices. Gainshar-
ing programs, to some degree, are being imple-
mented, and CMS is exploring ways for physicians to
participate in the governance, management, and
any financial rewards within general hospitals. Phy-
sician-hospital partnerships have been successful in
joint ventures related to ASCs, specialized out-
patient cancer treatment facilities, and alternative
medicine centers. MedPAC has identified recently
ways for physicians and hospitals to work together
which include hospitals compensating physicians
for their time on call and uncompensated care,
comanagement agreements, hiring hospitalists, and
shared accountability agreements.23 The ‘‘line in
the sand’’ currently drawn by general hospitals,
with respect to any physician ownership in SHs,
may have to blur a little to allow cooperative, mutu-
ally beneficial partnerships.

Mandatory disclosure of financial relationships
between physicians and hospitals. The not-for-
profit general hospitals have demanded that short
of a total ban on physician ownership of SHs, CMS
requires SHs to disclose all ownership, compensa-
tion, and investment relationships with physicians
to ensure compliance with the Stark Law. As a
result, the additional administrative burden borne
by some hospitals has now been extended to both
SHs and general hospitals. CMS proposed recently
surveying hospitals---ALL hospitals---concerning
their ownership, compensation, and investment
relationship with physicians to ascertain compli-
ance with the Stark Law (Agency Information
Collection Activities: Proposed Collection; Com-
ment request, 72 Fed. Reg. 28056, May 18, 2007).
Detailed information will be solicited regarding:
hospital ownership for each physician owner or
investor; loan guarantees; leases or other arrange-
ments; physician compensation including salary,
space, and equipment rental; personal service
arrangements; and recruitment incentives. In ad-
dition to information by physician identification
number, hospital-audited financial statements will
be required along with a certification statement
signed by the appropriate hospital executive. Fi-
nally, in the recent FY 2008 proposed In-patient
Proposed Payment System (IPPS), CMS is requir-
ing SHs to disclose ownership interest, and names
of physician owners on request, and alert patients
in writing if physician coverage is not available
continuously (and if not, explain plans for emer-
gency coverage).24
At the state level, it is likely that legislators will
require disclosure of any physician ownership in
SHs to the state, particularly in the wake of the
occasional adverse outcomes reported in the me-
dia at any of the SH facilities. Texas is currently
one of the few states that requires such a disclo-
sure. It is also more than likely that all patients
admitted or treated at physician-owned SHs will be
provided information about ownership of the
facility. In the same context and to demonstrate
fairness, CMS will be under pressure to have for-
profit corporations disclose investor lists and not-
for-profits provide information to the public on
ownership of physician practices or employment of
treating physicians.

Requirements for emergency departments.
Most hospitals are required to follow either state
mandates and/or EMTALA requirements for emer-
gency care. Full-service hospitals have tried and will
continue to try to convince Congress to mandate
emergency departments for all SHs. CMS, after
deliberating whether to require an emergency
room as a condition of participation in Medicare,
has declined to support this position. A more robust
program for an established and formal tertiary
referral relationship between an SH and an acute
care general hospital is part of the IPPS.

Added value for patients and the taxpayer.
Several attempts have been made to re-enact the
moratorium by revoking the ‘‘whole hospital’’ ex-
ception to the Stark Law. CMS has been successful
in using the debate to push through many changes
that render the need for a moratorium question-
able. The advent of SHs and the strong opposition
by general acute-care hospitals resulting in incre-
mental steps to balance and focus the debate on
patient care may have been a boon for patients and
the taxpayer. At the beginning, SHs were building
at will and claiming more specialized and, there-
fore, efficient care, cost savings, better quality of
care, and superior customer satisfaction. This ap-
proach forced the general hospitals to compete for
patients by borrowing these service concepts, while
simultaneously countering SHs in the legislature.
The SHs in turn pointed to the questionable
return on the tax breaks for general hospitals
and the generally cozy and secretive nature of the
hospital board/executive staff relationship. As a
result, not-for-profit, tax-exempt general hospitals
have been forced to justify their tax-exempt status,
modify their policies for charging full prices from
indigent patients, and disclose executive/board
and physician relationships. The general hospitals
responded by persuading Congress to authorize
several investigations in order to disprove many of
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the stated advantages of SHs to patients. CMS has
followed all 5 recommendations made by MedPAC
in its 2005 report,18 as well as others,25 to further
level the playing field by rebasing DRG payments,
reforming ASC reimbursement, tightening physi-
cian ownership disclosure rules, and clarifying
rules for emergency transfers from SHs. The argu-
ments and counter arguments have resulted in
greater transparency of the conflicting interests
of all parties, reconsideration of gainsharing con-
cepts, improvement in services, better idea of the
cost of care, refinement of protocols for inter-hos-
pital transfers, and a glimmer of progress toward
the goal of more accurate reimbursement. The
point is obvious: The result may be added value
for patients and the taxpayer.
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APPENDIX: Definitions of common terms

AHA = American Hospital Association: The AHA is the
national organization that represents the interests of
all types of hospitals.

ASC = Ambulatory Surgical Center: ASCs are facilities
where procedures that do not require hospital
admission are performed.

CMS = Centers for Medicare and Medicaid Services:
Formerly known as the Health Care Financing
Administration (HCFA).

DHS = Designated Health Services: DHS is a CMS listing
of certain groups of services for purposes of
identifying services that are subject to physician ‘‘self-
referral’’ laws (Stark).
A complete list is found in section 1877 (h)(6) of the
physician self-referral statute.

DRA = Deficit Reduction Act of 2005: Signed by President
Bush in February 2006, the DRA is aimed at slowing the
pace of growth in both Medicare and Medicaid in
addition to addressing student loans, energy, and
reauthorizing welfare reform for another 5 years.

DRG = Diagnosis Related Group: This grouping (538
groups) was introduced in the 1980’s to describe and
classify illnesses for in-patients expected to utilize
similar resources.

EMTALA = Emergency Medical Treatment & Labor Act:
The EMTALA is a statute which governs patient
treatment and transfer when he/she is in an unstable
medical condition. EMTALA is Section 1867(a) of the
Social Security Act and is included as part of the
section of the U.S. Code that governs Medicare.

GAO = Government Accountability Office: The
investigative arm of Congress, or the congressional
watch-dog, GAO is an independent and nonpartisan
agency that studies how the federal government
spends taxpayer dollars.
HHS = Department of Health & Human Services: The
HHS is one of the largest federal agencies, comprising
12 operating divisions, charged mainly with overseeing
public health, biomedical research, Medicare and
Medicaid, welfare, and social services.

IPPS = In-patient Proposed Payment System: The IPPS is
a payment for services to hospitalized Medicare
patients.

MedPAC = Medicare Payment Advisory Commission:
MedPAC is an independent group appointed by
Congress as part of the Balanced Budget Act of 1997
(BBA), charged with reviewing Medicare payment
policies and recommending changes to cover the cost
of the Medicare program.

MMA = The Medicare Prescription Drug, Improvement,
and Modernization Act of 2003: MMA required
MedPAC, under section 507 of the legislation, to
investigate several aspects of specialty hospitals.

MS-DRG = Medical Severity Diagnosis Related Groups:
MS-DRG is the new DRG classification system under
CMS directives that replaces and phases in over 2 years
the previous 538 codes with 745 codes, and designed
to more accurately measure severity of illness, and,
therefore, a fairer payment system.

OIG = Office of Inspector General: Created within HHS
to meet the statutory mission of overseeing efficiency
and accountability under the Social Security
Administration programs.

Physician self-referral statute (Stark Law): Section
1877 of the Social Security Act (added by the Ethics in
Patient Referrals Act of 1988 or Stark Law) prohibits
physician referral of a Medicare patient for designated
health services to an entity with which the physician (or
an immediate family member of the physician) has a
financial relationship, unless an exception applies. In
1993, the same prohibition was made applicable to the
Medicaid program.
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