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How Congress Is Killing Competition: 
The Future of Specialty Hospitals
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Specialty hospitals provide the only real compe-
tition to traditional hospitals, and they offer a real
opportunity to improve quality and cost control in
the highly protective health care sector. However,
Congress is once again considering measures to
block or hinder specialty hospitals from effectively
competing with traditional hospitals. During the
current session of Congress, the House of Represen-
tatives has already included and enacted such
restrictions in the Children’s Health and Medicare
Protection Act of 2007 (H.R. 3162). There is discus-
sion of reviving these kinds of restrictions in draft
Medicare legislation.   

Under Section 651 of H.R. 3162, Congress would
impose a permanent ban on physician referrals of
Medicare patients to new specialty hospitals in which
they have an ownership interest; require existing hos-
pitals to limit physician ownership to 40 percent; and
limit individual physician ownership to 2 percent. It
would also prohibit the addition of new inpatient
beds and operating rooms in existing specialty hospi-
tals that get Medicare reimbursement. This policy
would essentially kill any new specialty hospitals,
including those under construction. Moreover, it
would fundamentally change the way that existing
specialty hospitals are managed. 

This legislation, which is strongly supported by
traditional hospitals, is the most recent in a series of
attempts to terminate the growth of specialty hos-
pitals. As Professor Regina Herzlinger, Nancy
McPherson Professor of Business Administration at
the Harvard Business School, has observed, this

congressional attempt to suppress competition was
not advanced in the interest of patient care: “… no
one alleged that the specialty hospitals were bad for
the consumers’ health. No, instead, the general hos-
pitals alleged that the specialty hospitals were bad
for their health.”1

Hospital Specialization. A specialty hospital is
defined by the U.S. Government Accountability
Office (GAO) as “a hospital in which two-thirds or
more of its inpatient claims were in one or two
major diagnosis categories, or two-thirds or more of
its inpatient claims were for surgical diagnosis-
related groups.”2 There are currently more than 125
specialty hospitals in the U.S., focused on providing
specialized services in cardiac, orthopedic, or gen-
eral surgery. Specialty hospitals, which are predom-
inately physician-owned, provide patients with a
more consistent hospital experience due to their
focus on a limited range of patient services.     

Government Research Findings. Due to the
rapid increase in the number of specialty hospitals,
and accusations of unfair competition from tradi-
tional hospitals, Congress in 2003 commissioned a
study on the impact of specialty hospitals on tradi-
tional hospitals. Congress assigned the Medicare
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Payment Advisory Commission (MedPAC)—a spe-
cial federal panel that makes recommendations on
Medicare payment to medical professionals and
institutions—the task of examining the financial
impact of specialty hospitals. Meanwhile, the Cen-
ter for Medicare and Medicaid Services (CMS) was
assigned to study the impact of specialty hospitals
on the quality of patient care. During the18-month
duration of these studies, Congress restricted any
Medicare reimbursements to specialty hospitals
established after November 18, 2003.12    

In the spring of 2005, both MedPAC and HHS
reported their findings. The key revelations were
as follows:

• Specialty hospitals had no significant nega-
tive impact on the financial condition of tra-
ditional hospitals. The studies revealed no
conclusive data showing any financial harm to
traditional hospitals as a result of the operation
of specialty hospitals; in particular, there was
little impact on community hospital profitabil-
ity during the time period studied.3 Moreover,
there was no difference in the ratio of more
profitable, low-severity surgeries to less profit-
able, high-severity surgeries between the two
hospital groups.

• Specialty hospitals could promote innovation
in patient care. MedPAC analysts cited specialty
hospitals as a possible and important competi-
tive force to promote innovations in the health
care field.4

• Specialty hospitals provide predictable sched-
uling and patient care. CMS analysts deter-
mined that the specialty hospitals provide a more
uniform set of services and have fewer compet-
ing pressures than community hospitals, leading

to more predictable scheduling and patient care.
Moreover, cardiac specialty hospitals had fewer
complications and lower mortality rates than
those at full service hospitals, although the dura-
tion of patient stays at these cardiac hospitals was
not significantly different. Also, patient satisfac-
tion was high at the specialty institutions.5

• The Medicare reimbursement system needs to
change. Medicare payments should be reevalu-
ated to eliminate disparities and equalize pay-
ments to all inpatient hospitals. This would
require an overhaul of the current system of diag-
nosis related groups (DRG), in which hospitals
receive a predetermined amount per patient
based on diagnosis. Under current arrange-
ments, according to the researchers, the DRGs
would encourage the cherry-picking of patients. 

Since MedPAC recommended reimbursement
reforms, CMS has initiated changes to the DRG sys-
tem to reflect the severity of the patients’ cases and
the true cost of the hospital services.   

Even though the results of a second set of gov-
ernment reports were consistent with the first, Con-
gress is considering a permanent ban on new
specialty hospitals, citing figures from the Congres-
sional Budget Office (CBO) that indicate the ban
will save the government $700 million over five
years and $2.9 billion over 10 years.6 However,
these savings are based on the assumption of
increased utilization of ambulatory surgery centers
if specialty hospitals are restricted. Most of the traf-
fic from specialty hospitals would likely go to tradi-
tional hospitals, rendering the estimates by the CBO
significant overestimations.  

Improving Patient Care. Specialty hospitals
offer patients a viable option to obtain high-quality,
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reliable health care. They have consistent operations
and results while incorporating desirable features
that increase quality, such as a low patient-to-nurse
ratio, high procedure volume, electronic physician
ordering, and the latest medical equipment and
technology. Compared to traditional hospitals, it is
not surprising that specialty hospitals have higher
patient satisfaction, lower mortality rates, and lower
costs.7 Some key findings on studies about specialty
hospitals are listed below: 

• Specialty hospitals have higher rates of
patient satisfaction. Numerous focus groups
have compared patients’ experiences in specialty
versus traditional hospitals. Most panels con-
clude that patient satisfaction is very high in spe-
cialty hospitals. In an effort to continue to
improve their performance, 92 percent of spe-
cialty hospitals tend to collect patient satisfaction
data to improve the patient care experience.8

Customer-based services, with routine patient
feedback, will continue to drive innovation in
these institutions.   

• Specialty hospitals have lower mortality rates.
Risk-adjusted, 30-day mortality rates were sig-
nificantly lower for specialty hospitals than for
community hospitals.9 This finding has been
documented in both cardiac and orthopedic
hospitals, including the report from the HHS
commissioned by Congress.10 The main force
behind this notable achievement is that the
streamlined procedures of specialty hospitals
allow for shorter hospital stays, which decreases

the chance of patients acquiring preventable,
hospital-based infections.  

• Specialty hospitals have comparable costs to
traditional hospitals. MedPAC reported that,
currently, costs are not lower at specialty hospi-
tals, despite fewer complications and shorter
hospital stays. This discrepancy, however, is
most likely due to the initially high, fixed costs of
the specialty hospitals; with time, it is expected
that “overhead costs may decrease from having
operations performed in the specialty hospitals
[rather] than in community hospitals.”11    

• Specialty hospitals focus on a select number of
services. Specialty hospitals focus on a smaller
number of procedures, which tend to be the
higher reimbursement procedures. Of course,
this is also the best strategy for getting superior
results in those types of procedures. Moreover,
despite the assumption that specialty hospitals
are solely focused on profits, recent research
shows that “…specialty hospitals incurred a
greater net community benefit burden than their
not-for-profit competitors did.”12  

• Physician referrals to specialty hospitals are
not self-serving. The fear that physicians are
mainly self-referring to specialty hospitals in
which they have a part ownership is exaggerated.
According to an analysis published in Health
Affairs, a prominent health policy journal, there
is “…little difference in referral patterns between
owners and non-owners, which suggests that
specialization of the hospital is potentially a pri-
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mary issue, not ownership alone.”13 Moreover,
those physicians who have less than a 1 percent
share in a specialty hospital refer, at most, 10
percent of their patients to that specialty hospi-
tal; the referral rate, however, does increase as
the percentage of ownership increases.14 

• Specialty hospitals have higher procedural
volume. Specialty hospitals do have higher pro-
cedural volume than traditional hospitals for
those procedures performed at specialty hospi-
tals.15 However, most of the studies draw infer-
ences from utilization rates, which do not take
into account the specific factors driving demand.
According to one recent analysis, “…markets
with specialty POHs [physician owned hospitals]

tend to be associated with lower expenditures,
and general hospitals in markets with specialty
POHs tend to be more efficient.”16  

The Right Policy. Congress should encourage
competition and consumer choice in the health care
system. Specialty hospitals have demonstrated that
they can offer a higher quality, lower cost alternative
to traditional hospitals. By imposing artificial statu-
tory or regulatory restrictions on specialty hospitals,
Congress is killing a catalyst for improvement and
for bringing innovations to the health care sector.   

—Ashok Roy, M.D., is a Health Policy Fellow in
the Center for Health Policy Studies at The Heritage
Foundation. 
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