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What are
specialty hospitals?

Specialty hospitals provide
services in a single medical
specialty, such as cardiology or
orthopedics. They can be dis-
tinguished from other facilities
such as psychiatric, women’s,
and children’s hospitals, which
provide a broader range of
services, and ambulatory sur-
gical centers, which have few
inpatients and do not focus on
a particular specialty.
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Results in Brief

This Issue Brief focuses on the
growth of a new kind of health
care facility that provides services
in a particular specialty, such as
cardiology or orthopedics, and the
potential impact on the health care
system in a community.

There are nine specialty hospitals
in five communities across Kansas,
more than one would expect based
on the nationwide total.

The rapid growth of specialty
hospitals is fueled by their prof-
itability. The relative ease of estab-
lishing new hospitals in Kansas
has contributed to their dispropor-
tionate growth here.

Specialty hospitals threaten the
revenue base that general hospitals
have used to subsidize unprofitable
health services such as 24-hour
emergency room care, intensive care
units, and care for the uninsured.

Specialty hospital claims of high-
er quality services are intriguing,
but have not yet been validated.

Policymakers may have to
weigh their desire for innovation
and market-based solutions against
the threat that specialty hospitals
pose to the community health ser-
vices provided by general hospi-
tals. Avoiding this trade-off may
require a more explicit source of
funding for such services.

Specialty hospitals have appeared quickly in Kansas

Specialty hospitals are expanding rapidly in Kansas and in many states
across the country. As of December 2003, nine specialty hospitals were
operating in five communities across the state (see map on page 3), a sur-
prising proportion of the 100-or-so specialty hospitals nationwide. All but a
few specialty hospitals are located in states like Kansas that have no
Certificate of Need (CON) regulations, which require hospitals to obtain
state approval before building or expanding.

Profitability fuels the growth of specialty hospitals. Community general
hospitals that provide a full spectrum of services are most commonly orga-
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nized as not-for-profit entities. Specialty
hospitals, on the other hand, are usually
for-profit firms, often with substantial
investments by participating physicians.
By focusing on procedures that offer
higher payments from insurers, specialty
hospitals are attractive to investors. High
payments exist in part because Medicare,
the federal health insurance program for
the aged and disabled and the predomi-
nant payer for these types of procedures,
may not be adjusting for changes in tech-
nology which have lowered the costs of
services. Although general hospitals are
also likely to be earning profits on these
services, they have used these profits to
cover the costs of unprofitable health care
services that benefit the community, such
as 24-hour emergency room care, inten-

sive care units, and care for the uninsured.

Specialization and Quality

Specialty hospitals claim to offer high
quality through newer facilities, better
equipment, and specialization. To be
sure, some patients will favor a new spe-
cialty hospital’s amenities and location,
but claims of higher quality care have
not yet been validated. New specialty
hospitals may have an opportunity to
provide newer technologies than existing
hospitals. However, newer technology
does not always lead to an improvement
in quality, and general hospitals can

Congress passes moratorium
on new specialty hospitals

While this Issue Brief was in publication, Congress passed an |18-month mora-
torium on physician self-referrals to new specialty hospitals as a part of the
Medicare reform and prescription drug bill. The legislation grandfathers exist-
ing specialty hospitals and those already under development, but prohibits
grandfathered facilities from adding investors, expanding to other specialty cat-
egories, or increasing beds by more than 50 percent. During the moratorium
period, two federal agencies will conduct analyses of the issue. This new legis-
lation does not address immediate concerns about the impact of specialty
hospitals in Kansas since no changes to Medicare payments and referral laws
for existing facilities were included.
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adopt these technologies as well.

Specialty hospitals also claim higher
quality because of the notion that “prac-
tice makes perfect.” Research confirms
that experienced teams who frequently
repeat procedures become more profi-
cient, but both general and specialty hos-
pitals can benefit from high volumes of
procedures. It is unclear whether special-
ty hospitals’ narrow focus on a specific
set of procedures will lead to higher
patient volume for these procedures as
compared to a community’s general hos-
pitals. Moreover, even if higher volume
did lead to better quality at a particular
specialty hospital, the average quality of
care in that community might decline if
the newer hospital drew away cases that
the specialist teams in general hospitals
needed to maintain their skills.

Physician-owners of specialty hospi-
tals have a financial incentive to refer
patients whose conditions are less severe
(which critics call “cream-skimming”) to
their hospitals. Because healthier
patients are less expensive to treat and
are more likely to have good outcomes,
specialty hospitals can benefit from this
selective referral both financially and in
quality comparisons. The U.S. General
Accounting Office found evidence that
specialty hospitals benefit from selective
referral, which casts doubt on the quality
claims made by specialty hospitals and
leaves the impression that there is an
uneven playing field in the market for
specialty patients.

Impact on Community
Health Services

The threat posed by specialty hospitals
to general hospital profitability is real,
but is it a matter for public policy con-
cern? The answer depends on the per-
ceived value of the community services
provided by general hospitals. General
hospitals not only provide their commu-
nities with unprofitable health care ser-



vices, but also community
health services like disease pre-
vention screenings and health
education. Many non-profit gen-
eral hospitals care for the poor
and underserved in fulfillment
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earned on profitable health care
services. The growth of special-
ty hospitals threatens the use of
these implicit subsidies to fund
community health services.

In the communities where they exist,
specialty hospitals already threaten these
subsidies, but we do not yet know
whether community services have been
affected. The threat to general hospitals
could lead some of them to develop
strategies to compete with or pre-empt
specialty hospitals. For example, they
could change the way they operate surgi-
cal units, upgrade facilities or partner
with physicians to build their own spe-
cialty hospitals. Their alternative is to try
to scale back or find other sources of
funding for the community services they
provide. In communities where the threat
has yet to emerge, policymakers may
wish to maintain the system of subsidiz-
ing unprofitable services with overall
profit margins within full-service hospi-
tals. Maintaining this traditional method
of financing community health services
may require that policymakers raise bar-
riers for specialty hospitals to make it
more difficult for them to compete.

Policy Options
There are a number of responses to the

emergence of specialty hospitals that
policymakers could consider:
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A. Wait and see.

Before taking any action, policymakers
may want better information about the
financial status and quality of care at
general hospitals and specialty hospitals.
These data may not be available for
some time and could require additional
reporting by hospitals of both types. In
the meantime, federal reform of
Medicare payments might reduce the rel-
ative profitability of specialty hospitals.
If Congress does not step in, though,
more specialty hospitals could be built.

B. Remove the conflict of interest
for physician-owners of hospitals.

Another option for policymakers is to
level the competitive playing field by
removing the incentive physician-own-
ers have to divert patients towards spe-
cialty hospitals. Medicare forbids
physicians from referring patients to
health care facilities in which they
hold a direct investment, under provi-
sions of federal law attributed to
Representative Pete Stark (D-CA).
However, the ban does not apply to
physicians who have invested in hos-
pitals. The Medicare reform and pre-
scription drug bill recently passed by
Congress temporarily extends the ban
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“The market-based
innovation of
specialty hospitals
can be weighed
against the threat
they pose to the
community services
offered by general
hospitals.”
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on physician self-referrals to new
specialty hospitals (See box on
page 2). Nevertheless, states could
decide for themselves to make
such a moratorium permanent and
whether or not to extend the
moratorium to existing facilities.
Legislatures in Ohio, Illinois, New
Mexico, and Washington, among
others, have introduced legislation
that would prohibit physician
investment in specialty hospitals.

C. Require specialty hospitals to
expand services.

Requiring specialty hospitals to pro-
vide broader emergency services or
to meet some specified level of
community or charity care would
spread the costs for these services,
but could also weaken any advan-
tages that stem from specialty hospi-
tals’ narrow focus. The initial finan-
cial success of specialty hospitals
has raised the question of whether it
is more efficient for health care
facilities to specialize or to provide
centralized delivery of a wide range
of health care services. Requiring
specialty hospitals to broaden their
mission could make it more difficult
to answer this question.

D. Re-establish certificate of
need requirements.

Another option for preserving criti-
cal community health care services
is to reinstate a Certificate of Need
(CON) process to regulate construc-
tion of new specialty hospitals.
Kansas, among other states, elimi-
nated CON in 1985 in favor of a
market-oriented approach to the
allocation of health care invest-
ments, patients, and profits. States
that retained CON, such as
Missouri, have a regulatory tool to
limit the spread of specialty hospi-
tals, and very few specialty hospi-

tals have been built in those states.
However, it may be difficult to limit
the scope of CON to the specialty
hospital issue, just as it may be dif-
ficult to insulate the CON process
from undue political influence.

E. Provide direct financing for
community health services.

Implicit subsidies within general
hospitals are not the only way to
finance community health services.
Alternatives include increasing
direct subsidies to hospitals for
treating large numbers of poor and
uninsured patients. Other options
for ensuring access to critical health
care services include expanding
health insurance coverage and pro-
viding additional funding to local
health departments for health care
and community health services.

Conclusion

Specialty hospitals have made quick
inroads in Kansas’ relatively open
health care markets. Claims of high-
er quality in specialized facilities
have come up against fears that
these new hospitals are disrupting
the flow of health care dollars to
critical health services. Policy-
makers must decide whether to take
action to limit the impact of these
hospitals in markets where they
have already been built, and whether
they should prevent their spread into
new communities. The market-
based innovation of specialty hospi-
tals can be weighed against the
threat they pose to the community
services offered by general hospi-
tals. To avoid this trade-off, policy-
makers may need to identify a more
explicit source of funding for these
services, a difficult proposition in
the current fiscal environment.
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