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R e p r e s e n t a t i v e  R a l p h  S a m u e l s

House Bill 511
S ponsor S tatem ent

“ "A n Act relating to the certificate of need program  for health  care facilities; and
providing for an effective date ."

The Certificate of Need review process, which is administered by the Department 
of Health and Social Services, establishes a set of statutory criteria to guide the 
development of new healthcare facilities and services in Alaska. Among the objectives 
of the program are ensuring reasonable access to needed healthcare services throughout 
the stale without unnecessary service duplication and assuring that the need, cost, type, 
level, quality, and feasibility of providing any new health services be subject to review 
and assessment prior to any offering or development. In that process, a focus is placed on 
managing growth in capital expenditures in order to ensure that the new services will 
provide high-quality services in a cost-effective manner.

With the demand for healthcare services constantly evolving and technology 
rapidly changing, the resulting impact on the state’s existing statutes must be addressed 
from time to time. It is in that vein that I am sponsoring this piece of legislation. Current 
stale law governing this program requires any person wishing to expend $1,000,000 or 
more to construct a health care facility, alter the bed capacity of a health care facility, or 
add a category of health services provided by a health care facility, must apply for a 
Certificate of Need. That law leaves a gaping hole in stale oversight in that any person 
who wishes to establish or alter a health care facility or related service may circumvent 
the Certificate of Need process by simply leasing space and equipment. This legislation 
seeks to ‘‘level the playing field” by subjecting all those seeking to provide these services 
to the same rules.

Additionally, the number of Alaska’s children and youth who are sent out of stale 
for residential psychiatric treatment has skyrocketed from 83 children in FY98 to 52S 
children in FY02. The state infrastructure must be developed to provide a comprehensive 
system of behavioral health care. However, uncontrolled growth could result in a system 
focused on the most intensive care, not necessarily the most effective or needed care. 
While the state is anxious to build up the necessary in-state capacity needed to serve 
Alaskan children with in-state care, without safeguards in place, secure care could 
quickly be overbuilt. Since all children and youth served by residential psychiatric 
treatment centers (RPTCs) are paid for by Medicaid after 30 days in an out-of-home 
placement, this becomes a Medicaid issue. Adding secure residential psychiatric 
treatment facilities to the Certificate of Need (CON) program would be an advantage to 
the state in managing the way in which the service delivery system is developed.
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Amendment ^  1 A d » fT*J J M I . m  
HB 511
Offered House HESS

Page 2, line 8, 12, 16, 19, 21, 24 ,27 , 29, and 31, delete [SECURE]

Page 3, line 3, 7, and 15, delete [SECURE]

Page 3, line 26, after “o f ’ delete [ADMINISTRATION] and insert H ealth and Social 
Services

Page 3, ’ine 30 and 31, delete all material and insert

(10) Residential psychiatric treatment center (RPTC) means therapeutically 
appropriate and medically necessary diagnostic, evaluation and treatment services 
provided by a secure or semi-secure psychiatric facility, or inpatient program in a 
psychiatric facility, which are

1. under the direction o f a physician;
2. include active treatment o f a professionally developed and supervised 

individual plan o f care designed to achieve the recipient’s discharge from 
inpatient status at the earliest possible time that must be intensively and 
collaboratively deliveied by an interdisciplinary team involving medical, 
mental health, educational, and social service components.

3. are provided 24 hour days for children with severe emotional or behavioral 
disorders; and,

4. licensed by the Department o f Health and Social Services.
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BEFIT. OF HEALTH AMB SOCIAL SERVICES

Dl VISION OF A DM IN IS TRATIVE SERVICES

'■ ■ FPANK H. MURKOWSKI, GOVERNOR

P.O.BOX 110650 
JUNEAU. ALASKA 99811-0650 
PHONE: (907)465-3082 
FAX: (907) 465-2499

March 15, 2004

The Honorable Peggy Wilson, Chair 
The Honorable Carl Gatto, Vice-Chair 
House HESS Committee 
State Capitol, Room 104 and 411 
Juneau, AK 99801-1182

Dear Representatives Wilson and Gatto:

Recently, members o f the House Health Education and Social Services (HESS) Committee received 
correspondence from Tanana Valley Clinic regarding HB 511-Certificate o f Need Bill. The 
correspondence alleges that the Certificate o f Need program has approved 99% o f all the projects 
submitted for CON consideration, which is not accurate.

To clear up any confusion on the subject, the department completed an analysis o f Certificate o f Need 
approvals, disapprovals, etc. and in Attachment U! have provided the analysis.

Also attached for your information, in Attachment #2, is a summary o f Questions and Answers related to 
Certificate o f Need.

We have also had questions concerning the number and activity o f “competing applications”, Attachment 
#3 includes information on this subject.

I hope this information is useful to all members o f  the House HESS Committee. If you have any further 
questions I will be available on Thursday March 18, 2004 to testify on HB 511 you can also contact me 
at 465-1630.

cc: Representative John Coghill, Capitol Building 204
Representative Paul Seaton, Capitol Building, Room 428 
Representative Kelly Wolf, Capitol Building, Room 418 
Representative Sharon Cissna, Capitol Building, Room 420 
Representative Mary Kapsner, Capitol Building, Room 424 
Joel Gilbertson, Commissioner 
Sherry Hill, Special Assistant

/
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R E S P O N S E  T O  T V C  A S S E R T I O N S

Tanana Valley Clinic has asserted that 1) the CON review process automatically “rubber stamps” 
hospital projects; 2) none o f the non-hospital CONs are approved; 3) that the true purpose o f  the 
CON program is to protect hospitals from competition; and 4) that 99% o f applicants are 
approved, which indicates that CON is an unnecessary and expensive process. The clinic urges 
that the program be eliminated.

1) R ubber S tam p ing : There are 5 possible outcomes to a certificate o f need review 1) 
approval as requested; 2) denial; 3) partial approval (which could be considered partial denial); 
4) approval but with special conditions; and 5) withdrawal o f  an application. The Commissioner 
has the authority to approve an application, but may attach special conditions such as allowing an 
activity to be shelled in but delaying full implementation until a certain use rate is reached.

The Department has reviewed 36 certificate o f need applications since 1996; 61% w t;e  approved 
as requested and 39% were not approved as requested. O f those not approved as requested, 11% 
were denied, 11% partially approved, 6% withdrawn and 14% were given special conditions that 
had to be met. (See attached chart. Percentages are more than 100% because a decision may 
include botn a special condition and partial approval).

O f the 39% that were not approved as requested: 50% o f the denials or partial approval/denials 
were for hospitals or collocated facilities (hospital and nursing home together), 38% were for 
Ambulatory Surgery Centers; and 12% were freestanding nursing home beds. 50% o f withdrawn 
applications were for nursing home beds and 50% for acute inpatient psych beds. 60% o f the 
special conditions were for acute hospitals and 40% for acute inpatient psych beds. The fac t that 
only 61% o f  a l l  app lications are approved as requested, that hosp ita ls and  n u rs in s  homes are 
denied or given cond itiona l approval shows that there is no “rubbe r stam p ing” go ing on.

2) N on-hospital CON approval: M ost o f  the approved CON applications are from acute 
care hospitals, nursing homes and kidney dialysis centers because they are required to go through 
the CON process while other organizations are not required to go through the process or can 
avoid the process in some way. Most ambulatory surgery centers are able to lease equipment or 
space in a building and avoid CON. Only 6 CON applications for freestanding ambulatory 
surgery centers have been received since the inception o f the CON program 27 years ago. Fifty 
percent o f these were approved. Independent diagnostic testing facilities are not required to go 
through the CON process, so no applications have ever been received from them. Other non­
acute care hospital facilities that have had CON applications approved include free-standing 
nursing home facilities, freestanding psychiatric hospitals, and kidney dialysis centers. Although 
there are no longer any Intermediate Care facilities for the Mentally Retarded in the Alaska, the 
CON applications for these services were approved in the past.

3) The CON program  p ro tec t 's  h o sp ita ls  from com petition: It is difficult to imagine 
that the CON program is protecting hospitals from competition since many ambulatory surgery 
centers are able to avoid CON and independent diagnostic centers are not covered by CON. 
Since 1996 a number o f  freestanding facilities in Anchorage, Wasilla and Kenai have been built 
without a CON that would have required a CON if  built by a hospital. For example, Alaska Open
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imaging has opened facilities in Wasilla, Anchorage and Soldotna without a CON and purchased 
a PET scanner. Providence had to go through the CON process to get approval for a PET 
scanner. Anchorage Fracture Clinic purchased an MRI, and several ASCs in Anchorage were 
able to develop projects without a CON that hospitals would have to go through the CON 
process to build o f buy the equipment. A private group o f physicians built a cardiac cath lab 
without a CON. Also, i f  the Department’s goal is to protect hospitals from competition, why do 
hospitals appeal our decisions?

4) 99% of ap p l ica n ts  a re  approved , which ind ica tes  th a t  CON is u n n e c e ssa ry :
This is not true. As can be seen from the data supplied on the attached page on ly 61% o f  the 
app lications were approved as requested  and overall, 11% o f  the app lications were denied 
outrigh t. The fact that most applications are approved is exhibited as proof that the program has 
little or no effect. I f  the number o f projects denied is the benchmark for showing how well 
certificate o f need is working, then the more projects denied the better, and the very best program 
would deny all applications. This obviously isn’t true. Over time, healthcare providers gain 
expertise in writing applications and the CON process and gain an understanding o f  the trends in 
healthcare. They avoid the time and expense o f  applying for projects that are unlikely to be 
approved. Technical assistance and current state plans produced by senior services and 
behavioral health help eliminate poorly conceived and marginal projects before submission o f a 
CON application. Development o f new review criteria and standards in the new State Health 
Systems Plan will help even more. In the regulation o f healthcare, just as in the promotion o f 
health, prevention is by far the most effective strategy.

Projects that are denied may be few and far between, but the ongoing cost o f  one poorly planned 
project will last for many years. As someone once said, build it and they will come. Over the 28- 
year life o f one CON program in a sparsely populated state, 573 nursing home beds, 468 acute 
care hospital beds, 9 ambulatory surgery suites, 144 substance abuse beds, 60 psych beds, and 30 
rehab beds were denied. This resulted in the avoidance o f nearly $200 million in construction 
costs alone and an additional $240 million in annual operating costs. Also, going through the 
CON process has resulted in improved project planning for many facilities. The brief information 
that TVC gathered from the internet to develop their assertions does not present the whole 
picture. For example, the 1996 Providence-Seward Medical Center project looks like it was i  
blanket approval as requested, and it was. However, the Department spent years working with 
the applicant and informed them that a 35-bed facility recommended by outside consultants was 
not feasible and had a poor chance o f being approved. As a result, they submitted an approvable 
application.

Certificate o f need programs have assisted other agencies in promoting changes in service 
delivery methods. In particular, it has been helpful in changing the direction o f the long-term 
care industry and psychiatric care in Alaska and other states. It has been a tool used to slow 
nursing home bed growth to allow development o f home and community based alternatives to 
nursing homes. Since many patients can be served in either a hospital or residential setting, the 
CON program has been helpful in defining the continuum o f care.

The cost o f M edicaid is a serious problem facing Alaska. Commissioner Gilbertson is working to 
contain that. CON is only one o f the tools needed to contain costs, but it is an important one.



C E R T I F I C A T E  O F  N E E D  D E C I S I O N S  F R O M  1 9 9 6 - 2 0 0 3

N o. o f CON 
D ec is io n s*

A pproved  a s  
R eq u ested

CONs
D enied

Partial**
A pproval W ithdrawn

; S p ec ia l 
Conditions

Shape 
Helped by 
CON***

2003 6 4 0 1 0 1 0
2002 6 4 0 0 0 2 2
2001 3 2 0 1 0 0 1
2000 1 1 0 0 0 0 0
1999 9 i 3 3 1 1 1 0
1998 5 3 1 1 0 1 1
1997 4 3 0 0 1 0 1
1996 2 2 0 0 0 0 1
Total 36 22 4 4 2 5 6

% 100% 61% 11% 11% 6% 14% 17%
*Number of CON applications approved, denied or withdrawn in that year.
Other CONs may have been in progress, but not finished.
** Partial approval means that part of the project was approved and part denied. J 
*** CON efforts influenced shape or scope of project before it was submitted or helped outcome.

CON In flu en ces P roject or A s s is t s  by b e in g  there:
1996 PSMC N um ber o f  b e d s  red u ced  from  20 to  6 - a c h a n g e  from  prior p r o p o sa ls
1997 V alley H osp CON influenced the withdrawel ofapplication after assistin g  with moratorium
1998 WFC Included  adu lt d ay and 10 a s s is t e d  liv ing b e d s
1999 API W ithdrew  d u e  to p lanning prob, n eed  for a ltern atives CON g a v e  tim e
2001 BRH Included  K idney D ia ly sis in CON App
2002 PAMC P sy ch  d e s ig n  in clu d ed  S in g le  Pt o f  entry & DET
2002 V aldez N o o f  acu te  & NH b e d s  in flu en ced

S p ec ia l C on d ition s:
1998 ARH May not co n v ert Surg S u ite  to OHC for 5 years .
1999 PAMC O pen Heart sh e lle d , n ot avail for 5 yrs.
2002 PAMC 8 P sy ch  B e d s  S h e lled  until h igh er u se
2002 API 8 B e d s  sh e lle d  until h igh er  u se
2003 MSVMC C on d ition s for sh e lle d  s p a c e  and  Catll  Lab

Partial A pproval/D enial or C om p lete  Denial:
1998 SPH 10 N ursing h om e b e d s  n ot ap p ro v ed /d e la y ed
1998 FSC D enied  an e x te n s io n  or m od ifica tion  d u e  to  lack  o f  n eed
1999 FBKS Surg 3 d en ia ls , TVC, M cGuire & FMH
1999 SPH Partial D enial - on ly  5 NH B e d s  ap p roved
2001 FMH Partial D enial - R ed u ced  a c u te  b e d s , h ea lin g  gard en
2003 WFC D enied  c o n v ers io n  but o ffered  5 -bed unit.



C e r t i f i c a t e  o f  N e e d  Q u e s t i o n s  & A n s w e r s

Question: What types o f projects are required to subm it a certificate o f need application and 
go  through the review p rocess?
A n s w e r :  A n y  h e a l t h  c a r e  facility  pr o je c t  that i n v o l v e s  t h e  e x p e n d i t u r e  o f  $ 1  m i l l i o n  or m o r e  for 
c o n s t r u c t io n ,  r e n o v a t io n  o r  t h e  p u r c h a s e  o f  n e w  e q u i p m e n t ,  a n d  a n y  p r o je c t ,  r e g a r d le s s  o f  c o s t ,  that 
c o n v e r t s  s p a c e  in t o  n u r s in g  h o m e  b e d s  is r e q u ir e d  to  s u b m i t  a  certif icate  o f  n e e d  a p p l i c a t io n .

Question: Are there any types of “health care facility” projects that are currently exem pt from 
the certificate of need program?
A n s w e r :  P r o je c t s  a r e  e x e m p t  fr o m  certif icate o f  n e e d  if: 1 )  t h e  p r o je c t  c o s t  is  u n d e r  t h e  $ 1  m i l l i o n  
t h r e s h o ld ;  2 )  t h e  p r o je c t  is  for  r o u t in e  m a i n t e n a n c e  or  r o u t in e  r e p la c e m e n t  r e g a r d le s s  o f  t h e  c o s t ;  3 )  
t h e  p r o je c t  is for s p e c i f ic a l ly  e x e m p t e d  P i o n e e r  H o m e s ,  p r iv a te  p h y s i c i a n s ’ o f f ic e s ,  or d e n t is t s ’ o ff ic e s ;  
or 4) t h e  p r o je c t  is  n o t  i n c l u d e d  in  t h e  d e f in it io n  o f  “h e a l t h  c a r e  facil ity."

Question: Will the definition of a "health care facility" change if HB 511 p a sse s?
A n s w e r :  Y e s .  If H B  5 1 1  p a s s e s ,  tw o a d d i t i o n a l  t y p e s  o f  fac i l it ies  will b e  a d d e d  to t h e  list o f  t h o s e  
p r o je c t s  that m a y  b e  r e q u ir e d  to  g o  t h r o u g h  t h e  C O N  p r o c e s s :  1 )  R e s i d e n t i a l  P s y c h ia t r ic  T r e a t m e n t  
C e n t e r s  ( R P T C s ) ,  a n d  2 )  i n d e p e n d e n t  d i a g n o s t i c  te s t in g  fac i l it ies .

Question: Are all projects exem pt from certificate o f need if they fall below the dollar 
threshold?
A n s w e r :  A l l  p r o je c t s  th a t  fall  b e lo w  $ 1  m i l l i o n  a r e  e x e m p t  fr o m  certif icate  o f  n e e d  e x c e p t  for s p a c e  
c o n v e r t e d  to  n u r s in g  h o m e  b e d s ,  w h ic h  m u s t  s u b m it  a  C O N  a p p l i c a t io n  r e g a r d le s s  o f  t h e  cost .

Question: What are the com ponents of the certificate o f need (CON) p rocess?

•  S u b m i s s i o n  o f  a  letter o f  in t e n t  -  ( i n c lu d e s  w h o ,  w h a t ,  w h e r e ,  h o w  la r g e ,  t h e  c o s t  a n d  t im e l in e ) ;
•  Letter o f  in t e n t  ( L O I )  d e t e r m in a t io n  -  a  d e c i s i o n  is  m a d e  a s  to w h e t h e r  a  C O N  is r e q u ir e d ;
•  6 0 - D a y  w ait  -  A  C O N  a p p l i c a t io n  m a y  b e  s u b m it t e d  6 0  d a y  after t h e  L O I  d e t e r m in a t i o n ;
•  C o m p l e t e n e s s  C h e c k  -  T h e  a p p l i c a t io n  is  c h e c k e d  for c o m p l e t e n e s s ,  a n d  m o r e  in f o r m a t io n  is  

r e q u e s t e d  if t h e  a p p l i c a t io n  is  i n c o m p l e t e .  T h e  a p p l i c a n t  h a s  6 0 - d a y s  to s u b m i t  in f o r m a t io n ;
•  R e v i e w  P e r i o d  - T h e  a n a l y s i s  d o c u m e n t  m u s t  b e  s u b m it t e d  to t h e  C o m m i s s i o n e r  in  9 0  d a y s ;
•  P u b l i c  N o t i c e  &  P u b l i c  C o m m e n t  -  P u b l i c  n o t ic e  is g i v e n  at t h e  b e g i n n i n g  o f  a  r e v ie w  a n d  t h e  

p u b l i c  c o m m e n t  p e r io d  r u n s  c o n c u r r e n t ly  w L h  t h e  rev iew ,
•  C o m m i s s i o n e r ’ s  D e c i s i o n  -  T h e  C o m m i s s i o n e r  m a k e s  t h e  d e c i s i o n ,  w h ic h  is p u b l i s h e d ,  a n d
•  A p p e a l  -  T h e  a p p l i c a n t  h a s  3 0  d a y s  to  a p p e a l  if d is s a t is f ie d .

Question: If I apply for a certificate of need, how long will it take for a decision?
A n s w e r :  O n c e  y o u r  a p p l i c a t i o n  is  r e c e iv e d  a n d  d e c la r e d  c o m p l e t e ,  a  r e v ie w  d o c u m e n t  m u s t  b e  
s u b m it t e d  to t h e  C o m m i s s i o n e r  for a  d e c i s i o n  w ith in  9 0  d a y s .  T h e  C o m m i s s i o n e r  d o e s  n o t  h a v e  a  
t i m e l i n e  to m a k e  a  d e c i s i o n ,  b u t  g e n e r a l ly  m a k e s  o n e  in  a b o u t  tw o w e e k s

Question: How much d oes it co st to prepare a certificate of need application?
A n s w e r :  T h a t  d e p e n d s  o n  t h e  s i z e  o f  t h e  pro ject ,  its c o m p le x it y  a n d  w h e t h e r  it is  c o n t r o v e r s ia l .  A  ru le  
of  t h u m b  is  th at  a  certif icate  o f  n e e d  a p p l i c a t io n  s h o u l d  n o t  c o s t  m o r e  t h a n  1 %  o f  t h e  total p r o je c t  c o s t  
with a  m a x i m u m  o f  $ 2 5 , 0 0 0 .  H e a l t h  F a c i l i t ie s  P l a n n i n g  a n d  D e v e l o p m e n t ,  a  c o n s u l t in g  firm that writes 
a p p r o x im a t e ly  7 0 %  o f  a ll  C O N  a p p l i c a t i o n s  for fac i l it ies  in  W a s h i n g t o n  S t a t e  a n d  h a s  d o n e  at le a s t  4 
a p p l i c a t io n s  in  A l a s k a ,  c h a r g e s  a p p r o x im a t e ly  $ 1 5 , 0 0 0  p e r  a p p l i c a t io n ,  r e g a r d le s s  o f  t h e  s i z e  o f  t h e  
facil ity.
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H is to r y  o f  C o n c u r r e n t  (C o m p e t in g )  C e r t i f i c a te  o f  N e e d  R e v ie w s

There have been only 6 concurrent reviews since the inception of the CON program in 1976. 
Only 8.2% of all applications since 1990 were reviewed concurrently. 7 AAC 07.060(a), states: 
“In the commissioner's discretion, the agency shall defer commencement of the review process 
for a period not to exceed 60 days after the determination that the application is complete to 
enable the state agency and the appropriate health systems agency to receive and consider 
concurrently applications from each person who has submitted a letter of intent... proposing an 
activity within the appropriate health service area which is similar to the activity proposed by the 
applicant.” Key Points: A letter o f intent must be in handfrom a competing project in order for  
a concurrent review to be allowed and a competing application must be submitted within 60 
days after the first application has been declared complete. The six concurrent reviews are:

Charter Medical Corporation submitted a CON to construct a $12.2 million 80- 
1982 bed psychiatric/alcohol/drug abuse hospital in Anchorage. An application for a

34-bed, $3.4 million alcohol/drug hospital was received from Advanced Health 
Systems/Raleigh Hills. Comprehensive Care Corporation submitted a letter of 
intent for $5.5 million, 50-bcd alcohol/drug treatment hospital but did not 
submit an application. Charter and Advanced Health Systems were approved.

Providence Hospital submitted a CON application for an $80 million, 150-bed 
1982 addition and Humana Hospital (now Alaska Regional) submitted a CON for a

$21,6 million, 93-bed addition. The projects were approved, but reduced to 53 
additional beds and 39 additional beds respectively.

Heritage Place (Soldotna) and South Peninsula Hospital (Homer) submitted 
1985 CON applications for 60 nursing home beds. Heritage Place was approved for

45 nursing beds and a shelled in space for 15 additional beds to be opened later 
when use increased. South Peninsula’s request for 60 beds was denied.

Camai Care Center, Palmer; Careage Nursing Center, Wasilla; and Cook Inlet 
1985 Housing Development Corporation submitted CON applications for 90-bed

nursing facilities. Cook Inlet Housing Development Corporation was approved 
to build a 60-bed facility and 30 assisted living beds at a cost of $8.8 million. 
This facility was named the Mary Conrad Center. Careage was denied, Camai 
Care approved, but was later denied a time extension due to lack of process.

Fairbanks Memorial Hospital (FMH) submitted a CON application for 
1995 outpatient services including ambulatory surgery, and Fairbanks Surgery

Center (FSC) submitted a CON for a freestanding ambulatory surgery center. 
Only the surgery portion of the FMH CON was reviewed concurrently with the 
FSC CON. Both were approved. FSC was later denied due to lack of progress.

Tanana Valley Clinic, Fairbanks Surgery Center, Inc. and Fairbanks Memorial 
1999 Hospital submitted CON applications for 5 surgery suites and 4 procedure

rooms costing $11 million. None of the applicants were approved.
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H osp ita l & N ursing  H om e A sso c ia tio n
Were helping people care for people!

R E C E IV E D
F e b r u a r y  2 7 ,  2 0 0 4  „  „  nnun

FEB 2 7  1 0
R e p r e s e n t a t iv e  P e g g y  W i ls o n
C h a ir ,  H o u s e  H e a l t h  &  S o c ia l  S e r v ic e s  C o m m i t t e e
A la s k a  S t a t e  L e g is la t u r e
S ta t e  C a p i t o l  B u i l d i n g ,  R o o m  1 0 4
J u n e a u  A K  9 9 8 0 1 - 1 1 8 2

D e a r  R e p r e s e n t a t iv e  W i ls o n :

U n f o r t u n a t e l y  I  a m  u n a b l e  to  a t t e n d  T u e s d a y ' s  h e a r in g  o n  H B  5 1 1 ,  " A n  A c t  R e l a t in g  to  
C e r t if ic a te  o f  N e e d " ,  b u t  I  w a n t e d  t o  m a k e  c erta in  t h a t  t h e  A la s k a  S t a t e  H o s p it a l  a n d  
N u r s in g  H o m e  A s s o c ia t io n ,  A S H N H A ,  e x p r e s s e d  its s u p p o r t  for  p a s s a g e  o f  th is  im p o r t a n t  
le g i s la t io n .

H B  5 1 1  s t r e n g t h e n s  t h e  D e p a r t m e n t  o f  H e a l t h  &  S o c ia l  S e r v ic e s  a b i l i t y  to  g u a r d  a g a in s t  
o v e r d e v e l o p m e n t  o f  A la s k a 's  critical h e a l t h  care  in frastructure . O f  p a r t ic u la r  i m p o r t a n c e  
to  A S H N H A  are t h e  f o l l o w in g  tw o  p r o v is io n s :

• Section  2, lin es 4  and 5 am ending AS 1 8 .0 7 .0 31:
T h i s  n e w  l a n g u a g e  c la r ify in g  t h a t  t h e  " n e t  p r e s e n t  v a l u e  o f  a  le a s e  for  s p a c e  
o c c u p i e d  b y  o r  t h e  e q u i p m e n t  r e q u ir e d  for  a  h e a l t h  c a r e  fac i l ity"  is i n c l u d e d  in 
t h e  m e a n i n g  o f  t h e  te r m  " e x p e n d it u r e " .

T h i s  l a n g u a g e  is im p o r t a n t  b e c a u s e  it r e m o v e s  t h e  p o t e n t ia l  for h e a l t h  c a r e  
d e v e lo p e r s  to  c ir c u m v e n t  C O N  law  b y  l e a s in g  rather  t h a n  p u r c h a s in g  n e e d e d  
s p a c e  or e q u i p m e n t .  A S H N H A  s e e s  th is  l a n g u a g e  a s  v ita l  to  p r e s e r v in g  a  leve l  
p la y in g  f ie ld  for  all in  a  v ery  c o m p e t it iv e  h e a l t h  ca r e  m a r k e t  p la c e .

• Section  4 , lin es 20, 21 and 22  am ending AS 1 8 .0 7 .1 1 1 (8 ):
T h i s  n e w  l a n g u a g e  a d d s  a d d i t i o n a l  h e a l t h  care p r o v id e r  t y p e s  to  t h e  d e f in i t io n  
o f  " h e a lt h  c a r e  facility". A S H N H A  s t r o n g ly  s u p p o r t s  th is  c h a n g e  a s  it r e c o g n iz e s  
t h a t  a n  i n d e p e n d e n t  d ia g n o s t ic  te s t in g  fac il ity  is a n o t h e r  h e a l t h  care  c a t e g o r y  
t h a t ,  if n o t  m o n :t o r e d ,  c a n  l e a d  to  e x c e s s  c a p a c it y  in  t h e  c o m m u n i t y .

A S H N H A  a p p r e c ia t e s  t h e  o p p o r t u n it y  to  s u b m i t  t h e s e  c o m m e n t s  in  s u p p o r t  o f  H B  5 1 1 .  
A lask a's  h e a l t h  care  m a r k e t  a lr e a d y  f a c e s  e c o n o m i c  c h a l l e n g e  f r o m  a n  in c r e a s in g  
n u m b e r  o f  u n in s u r e d  A la s k a n s  th a t  c u r r e n t  p r o v id e r s  m u s t  s e r v e .  E x is t in g  c a p a c it y  in  
t h e  h e a l t h  care  s y s t e m  m u s t  b e  u s e d  fu l ly  t o  e n a b l e  A la s k a 's  p r o v id e r s  to  o ffs e t  th is  
la r g e ly  u n c o m p e n s a t e d  c a re . T o  a l lo w  c a p a c it y  to  g r o w  in  a c o m m u n i t y  w it h o u t  g iv in g  
t h e  D e p a r t m e n t  a n  o p p o r t u n i t y  to  a s s e s s  t h e  n e e d  for th is  a d d i t i o n a l  i n v e s t m e n t  in v it e s  
s e r io u s  p r o b le m s .  Q u e s t i o n s  s u c h  a s  t h e  s u s t a in a b i l it y  o f  all p r o v id e r s  a lr e a d y  in  t h e

4 2 6  M a in  S tree t, J u n e a u , A la sk a  9 9 8 0 1
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m a r k e t ,  a n d  t h e  i m p a c t  o n  o v e r a l l  c o s t  o f  care  a s  d e v e lo p e r s  e x p a n d  p r o f it a b le  parts  o f  
th e  h e a l t h  care  s y s t e m  w it h o u t  a  c o m m e n s u r a t e  r e q u ir e m e n t  t o  a s s u m e  a  p r o p o r t io n a t e  
s h a r e  o f  t h e  u n c o m p e n s a t e d  c a r e ,  are  e x a m p l e s  o f  q u e s t io n s  t h a t  t h e  d e p a r t m e n t  m u s t  
a d d r e s s  to  a s s u r e  a  le v e l  p la y in g  f ie ld  for  all p r o v id e r s ,  a n d  to  a s s u r e  s u s t a in a b i l i t y  o f  
t h e  h e a l t h  c a r e  s y s t e m  a s  a  w h o le .

A S H N H A ' s  m a n y  m e m b e r s  h o p e  y o u r  C o m m i t t e e  will  a g r e e  w ith  t h is  a n a ly s is  a n d  p a s s  
H B  5 1 1  f r o m  y o u r  C o m m i t t e e  f a v o r a b ly .  T h a n k  y o u .

S in c e r e ly ,

R o d  L .  B e t it  
P r e s i d e n t / C E O

C c :  R e p r e s e n t a t iv e  R a l p h  S a m u e l s



Health care regulation and Alaska 
An Overview

P r e p a r e d  b y  M i k e  P o w e r s ,  C E O / A d m i n i s t r a t o r ,  F a i r b a n k s  M e m o r i a l  H o s p i t a l
a n d  D e n a l i  C e n t e r  

F e b r u a r y ,  2 0 0 4

R e g u l a t i o n  is  p e r v a s i v e  i n  h e a l t h c a r e  a n d  s e r v e s  m a n y  g o o d  p u r p o s e s .  P h y s i c i a n  
l i c e n s u r e  is  a n  e a s y  e x a m p l e  o f  a  c a s e  w h e r e  t h e  r u le  o f  l a w  c o n f e r s  b e n e f i t s  g r e a t e r  
t h a n  t h o s e  o f  t h e  m a r k e t p l a c e .  F u r t h e r m o r e ,  e f f e c t iv e  r e g u l a t i o n  is  h i g h l y  s p e c i f i c .  T h i s  
l im it s ,  a t  t i m e s ,  t h e  l e s s o n s  t h a t  c a n  b e  l e a r n e d  f r o m  t h e  e x p e r i e n c e s  o f  o t h e r  s t a t e s  in  
a d d r e s s i n g  t h e  c o m m o n  p r o b l e m  o f  e n s u r i n g  t h e  g r e a t e s t  p o s s i b l e  d e g r e e  o f  c o n s u m e r  
c h o i c e  c o n s i s t e n t  w it h  o v e r a l l  p u b l i c  b e n e f i t .  F o r ,  a s  in  s o  m a y  o t h e r  a r e a s ,  A l a s k a  
d if f e r s  d r a m a t i c a l l y  f r o m  t h e  r e s t  o f  t h e  U n i t e d  S t a t e s  i n  its h e a l t h  c a r e .

Special considerations in the Alaskan market:

1 .  A l a s k a  h a s  a n  e x t r e m e l y  l o w  p o p u l a t i o n  d e n s i t y ,  r e s u l t i n g  in  a  u n i q u e l y  h i g h  
p r o p o r t i o n  o f  s o l e  c o m m u n i t y  p r o v i d e r s .

2 .  T h e r e  a r e  s i g n i f i c a n t  p h y s i c i a n  s h o r t a g e s  in  p s y c h i a t r y ,  i n t e r n a l  m e d i c i n e ,  a n d  
o b s t e t r ic s .  I n  O h i o ,  1 4  d e l i v e r y  p r o g r a m s  h a v e  c l o s e d  s i n c e  r e p e a l  o f  C O N  in  
1 9 9 6 .  C o u l d  t h a t  h a p p e n  h e r e ,  a s  p r o f it s  d w i n d l e  a n d  r e c r u i t m e n t  c o s t s  r i s e ?
T h e  c o m p e t i t i v e  m o d e l  s u f f e r s  p e r v a s i v e  p h y s i c i a n  s u p p l y  s h o r t a g e s  s i n c e  t h e y  
w o r k  t o  c o n c e n t r a t e  p h y s i c i a n  p o w e r  t o  a n  e x t e n t  n o t  w i t n e s s e d  in  t h e  l o w e r  4 8 .

3 .  E v e n  w h e r e  p h y s i c i a n  s h o r t a g e s  d o  n o t  e x is t ,  c e r t a i n  s p e c i a l t i e s  a r e  h i g h l y  
c o n c e n t r a t e d .  O n e  c a r d i o l o g y  g r o u p  h a n d l e s  t h e  w h o l e  s t a t e .  O n e  r a d i a t i o n  
t h e r a p y  g r o u p  s e r v i c e s  t h e  w h o l e  s t a t e .  T h e r e  is  o n l y  o n e  o p h t h a l m o l o g i s t  in  
F a i r b a n k s .

4 .  T e r t ia r y  s e r v i c e s  a r e  u n u s u a l l y  d i s t a n t .  M o s t  tert iary  s e r v i c e s  a r e  a v a i l a b l e  o n l y  
in  A n c h o r a g e ,  a  s ix  t o  s e v e n  h o u r  d r i v e  f r o m  F a i r b a n k s ;  e v e n  a ir  t r a n s p o r t  
r e q u i r e s  t h r e e  h o u r s  i n c l u d i n g  t h e  t i m e  t a k e n  to a r r a n g e  l o g i s t i c a l  s u p p o r t .

5 .  N o t  a l l  t e r t ia r y / q u a t e r n a r y  s e r v i c e s  a r e  a v a i l a b l e  i n  A l a s k a  a n d  r e s i d e n t s  
s o m e t i m e s  m u s t  t r a v e l  t o  t h e  l o w e r  4 8 .  O v e r  5 0 0  c h i l d r e n  c u r r e n t ly  r e c e i v e  
i n p a t i e n t  p s y c h i a t r i c  t r e a t m e n t  o u t - o f - s t a t e .

6 .  A l a s k a ' s  d e m o g r a p h i c s  a r e  s k e w e d  t o w a r d  y o u n g e r  p o p u l a t i o n s ,  a n d  t h e  S t a t e  
h a s  a  h i g h e r  p r o p o r t i o n  o f  m a l e s .

7 .  L a b o r  t u r n o v e r  is  e x t r e m e l y  h i g h .  T h i s  is  p a r t y  d u e  to  t h e  f a c t  t h a t  m a n y  h e a l t h  
c a r e  w o r k e r s  a r e  m i l i t a r y  d e p e n d a n t s .  F a i r b a n k s  e x p e r i e n c e s  a  2 5 %  t u r n o v e r  i n  
l a b o r  a n n u a l l y .



8 .  M a n y  e x p e n s e s  a r e  u n u s u a l l y  h i g h .  C o n s t r u c t i o n  c o s t s  a r e  i n f l a t e d  b y  s u b - a r c t i c  
c o n s t r u c t i o n  s e a s o n s ,  a n d  t h e  n e e d  fo r  s p e c i a l  c o n s t r u c t i o n  m a t e r i a l s .

9 .  T h e  S t a t e  h a s  a  h i g h  p r o p o r t i o n  o f  A l a s k a  N a t i v e s ;  w h o  u s e ,  to  s o m e  e x t e n t ,  t h e ir  
o w n  s y s t e m  o f  h e a l t h c a r e .

1 0 .  T h e  S t a t e  h a s  a n  u n u s u a l l y  h i g h  p e r c e n t a g e  o f  c h a r g e - b a s e d  p a y e r s ,  i n c l u d i n g  
M e d i c a i d .

1 1 .  T h e r e  is  n o  m a n a g e d  c a r e  in  t h e  S t a t e  a n d  n o  r a t e  s e t t i n g .

1 2 .  A n  u n c o m m o n l y  h i g h  l e v e l  o f  c o m m e r c i a l  i n s u r a n c e  l e a d s  to  h i g h  p o t e n t i a l  for  
m o r a l  h a z a r d ,  for  b o t h  p r o v i d e r  a n d  p a t i e n t .

M a n y  o f  t h e s e  f a c t o r s  c o m b i n e  to m a k e  c h e r r y - p i c k i n g  u n u s u a l l y  a t t r a c t iv e .  S o l e  
c o m m u n i t y  p r o v i d e r s  a r e  r e s p o n s i b l e  fo r  t h e  s p e c t r u m  o f  l o c a l  c a r e .  S i n c e  t h e y  a r e  
n e c e s s a r i l y  m o n o p o l i e s ,  c r o s s - s u b s i d i e s  a r e  p o s s i b l e .  T h e y  a r e  s o c i a l  i n s t i t u t i o n s  t h a t  
a c c e p t  r e s p o n s i b i l i t i e s  o t h e r  t h a n  m a r k e t p l a c e  g a i n ,  t h u s  m a k i n g  c r o s s - s u b s i d i e s  
u n a v o i d a b l e  if a n y  m e a s u r e  o f  c h a r it y  c a r e  is  g o i n g  to  b e  p r o v i d e d .  T h e  h i g h - m a r g i n  
s e r v i c e s  p r o v i d i n g  t h e  s u b s i d i e s  a r e  a t t r a c t iv e  t a r g e t s  for  o p p o r t u n i s t s ,  w h o  d o  n o t  u s e  
t h e  p r o f it s  t o  s u b s i d i z e  o t h e r  s e r v i c e s .  T h e y  c a n  e a s i l y  u n d e r - p r i c e  t h e  m o n o p o l y  a n d  
still c o l l e c t  w i n d f a l l  p r o f its ,  o r  a s  e c o n o m i s t s  s a y ,  “r e n t s ."

T h i s  d o e s  n o t  c r e a t e  c o m p e t i t i o n .  It m e r e l y  e x p l o i t s  t h e  s o c i a l  m i s s i o n  o f  t h e  m o n o p o l y  
b y  c o n v e r t i n g  a  c o m m u n i t y  b e n e f i t  to  a  s h a r e h o l d e r  b e n e f i t .  C r o s s - s u b s i d i e s  a r e  a  
p u b l i c  g o o d  w it h  p o s i t i v e  s o c i a l  “ s p i l l o v e r s . ' ’ A l l o w i n g  p r e d a t o r y  e n t r y  r e d u c e s  t h e  a b i l i t y  
to  c r o s s - s u b s i d i z e  a n d  c o n v e r t s  a  p o r t i o n  o f  t h e  s u b s i d y  to  p r i v a t e  p r o f it .  T h e  c o s t  o f  t h e  
s u b s i d y  w il l  n o t  b e  e l i m i n a t e d  f r o m  t h e  s y s t e m  a l t o g e t h e r ,  h o w e v e r ,  it p r o v i d e s  t h e  
m a j o r i t y  o f  t h e  e n t r a n t ' s  p r o f it s ,  a n d  r a t e s  a r e  n o t  m o n i t o r e d  b y  t h e  s t a t e  a p a r t  f r o m  
C O N  r e v i e w s .  C e r t i f i c a t e  o f  N e e d  is  o n e  m e a n s  o f  r e c o g n i z i n g  a n d  d e a l i n g  w it h  t h e s e  
u n u s u a l  f e a t u r e s .

Loss of Cross-Subsidy

U n d e r  d e r e g u l a t i o n ,  c r o s s - s u b s i d i e s  b e c o m e  e x c e s s  p r o f it s .  E l i m i n a t i n g  c r o s s ­
s u b s i d i e s  w h i l e  a l l o w i n g  e x c e s s  p r o f it s  d o e s  n o t  l o w e r  t h e  c o s t  o f  h e a l t h  c a r e .  
T r a n s f o r m i n g  c r o s s - s u b s i d i e s  in t o  e x c e s s  p r o f it s ,  t h a t  is ,  m o v i n g  f u n d s  f r o m  p u b l i c - u s e  
to  p r i v a t e - u s e ,  d o e s  n o t  a d d r e s s  t h e  i s s u e  o f  h o w  t h e  c o m m u n i t y  w i l l  c o n t i n u e  to  p r o v i d e  
s u b s i d i z e d  s e r v i c e s  w h e n  t h e  s u b s i d y  is  r e d u c e d .  A n  u n d e r s t a n d i n g  o f  t h is  d y n a m i c  
e x p l a i n s  t h e  s o c i a l  b e n e f i t  o f  s h i e l d i n g  c o m m u n i t y  p r o v i d e r s  f r o m  p r e d a t o r y  e n t r a n t s .

D e r e g u l a t i o n  w i l l  n o t  r e d u c e  c o s t s  b e c a u s e  a s  d e r e g u l a t i o n  r e d u c e s  t h e  s u p p l y  o f  c r o s s ­
s u b s i d y  f u n d s  f r o m  c e r t a i n  i n d i v i d u a l  s e r v i c e s ,  p r o v i d e r s  w il l  r e a c t .  T h e y  m a y  try to  
i n c r e a s e  t h e  u t i l i z a t i o n  o f  o t h e r  w e l l - i n s u r e d  a r e a s  t o  m a k e  u p  t h e  l o s s ,  t h e r e b y  s h i f t in g  
t h e  lo s t  s u b s i d y  t o  o t h e r  p a y e r s ,  a s  h a s  b e e n  o b s e r v e d  in  o t h e r  m a r k e t s .  T h i s  is  m o r e  
e a s i l y  a c c o m p l i s h e d  in  a  s t a t e  w i t h o u t  m a n a g e d  c a r e  a n d  its i n c e n t i v e s  for  u t i l i z a t i o n



r e v ie w ,  l ik e  A l a s k a .  T h e r e f o r e ,  fo r  t h e s e  r e a s o n s  a l o n e ,  u s a g e  r a t e s  c a n  b e  e x p e c t e d  to  
i n c r e a s e  w it h  c a p a c i t y .  F u r t h e r m o r e ,  in  a  s t a t e  w i t h o u t  r a t e  r e v ie w ,  r a t e s  t h e m s e l v e s  
w il l  a l s o  i n c r e a s e .

E v e n t u a l l y ,  t h e  c r o s s - s u b s i d i e s  lo s t  to  n e w  e n t r a n t s  will  b e  r e p l a c e d  b y  h i g h e r  p r i c e s  
a n d  i n c r e a s e d  u s a g e  e l s e w h e r e .  T h i s  d y n a m i c  it s e l f  c r e a t e s  n e w  o p p o r t u n i t i e s  for  r e n t -  
s e e k i n g  e n t r e p r e n e u r s  a n d  t h e  c y c l e  b e g i n s  a g a i n .  T o t a l  c o s t s  s h ift  a n d  r is e  o v e r a l l ,  in  
a n  e v e r - t i g h t e r  s p i r a l  o f  i n c r e a s i n g  c o s t s  u n t i l  t h e  s y s t e m  o f  s u b s i d i e s  c o l l a p s e s  
a l t o g e t h e r .

Competition

I n  t h e  l o w e r  4 8 ,  m a n a g e d  c a r e  b r i n g s  i n s u r a n c e  i n t o  t h e  h e a r t  o f  t h e  m e d i c a l  d e c i s i o n ­
m a k i n g  p r o c e s s .  It d o e s  it w it h  e x p l i c i t  c o n c e r n  for  c o s t s .  T h i s  d o e s n ' t  h a p p e n  in  
A l a s k a  s i n c e  t h e r e  i s  n o  m a n a g e d  c a r e ;  p h y s i c i a n s  e n j o y  a  d e g r e e  o f  d e c i s i o n - m a k i n g  
l a t i t u d e  l o n g  s i n c e  e x t i n g u i s h e d  e l s e w h e r e .

I n  t h e  l o w e r  4 8 ,  m a n a g e d  c a r e  c o m p a n i e s  o f t e n  m a k e  t h e  f a c i l i t y  c h o i c e  for  p a t i e n t s  b y  
r e s t r ic t in g  t h e ir  o p t i o n s .  T h i s  p r o c e s s  a l l o w s  h o s p i t a l s  to  b e c o m e  i n v o l v e d  i n  p a t i e n t -  
d i r e c t i n g  b e h a v i o r s  t h r o u g h  t h e ir  m a n a g e d  c a r e  c o n t r a c t s ,  a n d  m a k e s  p r i c e  a  p a r t  o f  t h e  
referra l  d e c i s i o n .  I n  t h e  l o w e r  4 8 ,  m a n a g e d  c a r e  c o m p a n i e s  o f t e n  p l a y  a  n e g o t i a t i n g  
r o le ,  w e a k e n i n g  t h e  p h y s i c i a n  referra l  a u t o n o m y  a n d  i n t r o d u c i n g  a  m e a s u r e  o f  p r ic e  
c o m p e t i t i o n .  T h i s  d o e s n ’ t h a p p e n  h e r e  a n d  m a n a g e d  c a r e  is  u n l i k e l y  to  e n t e r  t h e  
m a r k e t .

W i t h o u t  m a n a g e d  c a r e  a s  a  v e h i c l e ,  h o s p i t a l s  i n  A l a s k a  h a v e  a  g r e a t l y  r e d u c e d  a b i l i t y  to  
c o m p e t e  w it h  p h y s i c i a n s  f o r  p a t i e n t  f lo w .  T h i s  d i f f e r e n t ia l  m a r k e t  p o w e r  m a k e s  a  
m o c k e r y  o f  t h e  n o t i o n  o f  a  l e v e l  p l a y i n g  f ie l d  w h e r e  m a r g i n a l  ut i l ity  e q u a l s  m a r g i n a l  c o s t  
a n d  t o  d e t e r m i n e  t h e  a m o u n t  c o n s u m e d .  H o s p i t a l s  s i m p l y  d o n ’ t, a n d  w o n ’t, h a v e  
a c c e s s  t o  t h e  o n l y  m e d i c a l  d e c i s i o n - m a k i n g  p r o c e s s  in  A l a s k a  -  t h a t  o f  t h e  p h y s i c i a n .  
T h e r e f o r e ,  fo r  e x a m p l e ,  A l a s k a n  h o s p i t a l s  w o u l d  i n e v i t a b l y  l o s e  b u s i n e s s  to  a  c a p t i v e  
s u r g e o n - o w n e d  s u r g e r y  c e n t e r .  N o t  b e c a u s e  t h e y ’r e  m o r e  e x p e n s i v e ,  n o t  b e c a u s e  
t h e y ’r e  l e s s  c o n v e n i e n t ,  n o t  b e c a u s e  t h e y ’re l e s s  e f f ic ie n t  -  b u t  b e c a u s e  t h e y  d o n ’ t h a v e  
t h e  s a m e  p o w e r  o v e r  t h e  d e c i s i o n - m a k i n g  a s  p h y s i c i a n s .  T h a t  is ,  “p h y s i c i a n  s e l f -  
referra l  p u t s  t h e  h o s p i t a l  a t  a  p o t e n t i a l l y  s i g n i f i c a n t  d i s a d v a n t a g e  w h e n  it c o m p e t e s  for 
p a t i e n t s  w it h  s u r g e o n - o w n e d  A S C s . " 1

M a n a g e d  c a r e  c o m p a n i e s  i n  t h e  l o w e r  4 8  a l s o  e m p l o y  e x t e n s i v e  u t i l i z a t i o n  r e v ie w  
m e c h a n i s m s  t o  r e d u c e  m o r a l  h a z a r d .  T h e s e  c u r b s  a r e  a l s o  s i g n i f i c a n t l y  a b s e n t  in  
A l a s k a ,  s o  t h e  p r o b l e m  o f  m o r a l  h a z a r d  is  s e v e r e ,  a n d  m o r a l  h a z a r d  is  a  p o w e r f u l  f a c t o r  
in  e s c a l a t i n g  h e a l t h  c a r e  c o s t s ,  e s p e c i a l l y  w h e n  c o m b i n e d  w it h  p h y s i c i a n  o w n e r s h i p  o f  
f a c i l i t ie s .

1 William J. Lynk and Carina S. Longley. The Effect o f Physician-Owned Surgery Centers on Hospital 
Outpatient Surgery. Health Affairs. Vol. 21 Number 4. July August 2002: Page 219.



F o r  t h e s e  r e a s o n ,  a n d  o t h e r s ,  t h e  g r o w t h  o f  m a n a g e d  c a r e  i n  t h e  l o w e r  4 8  l e d  to  
d e c r e a s e d  r e l i a n c e  o n  C O N  a s  a  c o s t  a n d  u t i l i z a t i o n  c o n t r o l  m e c h a n i s m  in  m a n y  s t a t e s .  
F o r  a l o n g  w it h  t h e ir  o n e r o u s  c h o i c e - l i m i t i n g  m e c h a n i s m s ,  t h e y  d o  b r i n g  a  m e a s u r e  o f  
p r i c e - b a s e d  m a r k e t  d i s c i p l i n e  to  t h e  h e a l t h  c a r e  m a r k e t p l a c e .  W e  d o  n o t  a d v o c a t e  t h e  
e s t a b l i s h m e n t  o f  m a n a g e d  c a r e  in  A l a s k a ,  e v e n  if it c o u l d  b e  m a d e  t o  w o r k  h e r e .  T h e r e  
a r e  o t h e r  w a y s  t o  a c h i e v e  its b e n e f i t s  w h i l e  a v o i d i n g  its l i m i t a t i o n s .

W h a t  w e  d o  a d v o c a t e  is  a n  u n d e r s t a n d i n g  o f  t h e  in t r ic a t e  m a r k e t  d y n a m i c s  a t  w o r k  in  
A l a s k a n  h e a l t h c a r e  a n d  t h e  n e c e s s i t y  fo r  a  m e a s u r e  o f  g o v e r n m e n t  o v e r s i g h t  a n d  
r e g u l a t i o n  g r e a t e r  t h a n  t h a t  r e q u i r e d  t o  e n s u r e  f r e e ,  i n f o r m e d  c h o i c e  i n  t h e  m a r k e t s  f o r  
o t h e r  g o o d s  a n d  s e r v i c e s .  L e v e l i n g  t h e  p l a y i n g  f i e l d  i n  C e r t i f i c a t e  o f  N e e d  r e g u l a t i o n s  is  
a  g o o d  p l a c e  t o  start.
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W ashington, DC 20548

April 18, 2003

The Honorable Bill Thomas 
Chairman
Committee on Ways and Means 
House of Representatives

The Honorable Jerry IQeczka 
House of Representatives

Subject: Specialty Hospitals: Information on National Market Share, Physician 
Ownership, and Patients Served

Specialty hospitals represent a small but growing segment of the health care industry. 
These hospitals specialize in providing care for certain conditions, such as cardiac 
care, or performing certain procedures, such as orthopedic surgery. Specially 
hospitals are not an entirely new phenomenon, as children’s and other types of 
specialty hospitals have existed for decades. Consequently, it is challenging to 
distinguish between the old and new types of specially hospitals. One aspect that 
sets apart the newer genre of specialty hospitals is that many are owned, in part, by 
the physicians who work in them.

Advocates contend that, because of their ocused mission, specialty hospitals can 
provide high-quality specialty services m e efficiently than general hospitals. 
Because specialty hospitals can tailor their facilities and resources to best fit the 
needs of certain types of patients, individuals treated in such hospitals may enjoy 
relatively greater convenience and comfort. Specialty hospitals may also offer 
physicians financial and work environment advantages. Advocates have stated that 
the focused mission and dedicated resources of specialty hospitals allow physicians 
to treat more patients than they could in general hospitals. Physicians may gain 
financially from this increased productivity. If they are part owners, physicians may 
also share in the financial gains that accrue to the hospital. Physicians in specialty 
hospitals may also have more control over patient scheduling and the purchasing of 
desired equipment

However, concerns have been raised by general hospitals and others in the health 
care community that specialty hospitals are siphoning off the most financially 
rewarding portions of general hospitals' business. Representatives of general 
hospitals contend that specialty hospitals concentrate on the most profitable 
procedures and serve patients that have fewer complicating conditions—leaving 
general hospital? with a sicker, lugher-cost patient population. Part of the concern is 
that physician ownership in specia'ty hospitals creates incentives to concentrate on
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patients who are les9 sick than other patients with the same diagnosis, as a hospital is 
typically paid a fixed, lump-sum amount for treating someone with a given diagnosis. 
Hospitals can benefit financially by treating a disproportionate share of less ill 
patients because the payment amounts for these patients are not reduced to reflect 
the fact that fewer services are needed. Critics contend that this practice of drawing 
away a more favorable selection of patients makes it more financially difficult for 
general hospitals to fulfill their broad mission to serve all of a community’s needs, 
including charity care, emergency services, and stand-by capacity to respond to 
community-wide disasters,

A federal law, lenown as the Stark anti-self-referral law, generally prohibits physicians 
from referring Medicare patients to facilities in which they (or their immediate family 
members) have financial interests.’ The law was enacted after several studies found 
that physicians with ownership interests in separate clinical laboratories, diagnostic 
imaging centers, or physical therapy providers tended to make more referrals to them 
and order substantially more services at higher costs,2 The Stark self-refexTal 
prohibitions do not apply in the case of specialty hospitals, however, because the law 
does not prohibit physicians who have ownership in an entire hospital from referring 
patients to that hospital.3 It is likely that any referral or decision made by a physician 
who has a stake in an entire general hospital would produce little personal economic 
gain because such hospitals fend to provide a diverse and large group of services. 
However, the Stark law does prohibit physicians who have an ownership interest only 
in a hospital subdivision from referring patients to that subdivision. Concern exists 
with respect to specialty hospitals, that since they are usually much smaller in size 
and scope than general hospitals and closer in size to hospital departments, that their 
physician owners could influence their hospitals'—and therefore their own— 
financial gain through practice patterns and referrals.

In light of these concerns, you asked us to provide information on the prevalence of 
specialty hospitals, their characteristics in terms of ownership and patients treated, 
and the effect specialty hospitals have on the greater hospital communities in which 
they operate. We are preparing a comprehensive report to be issued later this year 
that will address these issues. This report provides available information on the

® share of the national hospital market comprising specialty hospitals,
• extent to which physicians have ownership interests in specialty hospitals, and
• patients served by specialty hospitals compared with those served by general 

hospitals, in terms of illness severity.

]42U.S,C. § 1395nn(a)(l)(A) (2000).
1 U.S. General Accounting Office, Medicare. Referrals Co Physician-Owned Imaging Facilities Warrant 
HCFA's Scrutiny, GAO/HEHS-96-2 (Washington, D.C.: Oct. 20. 1094). Jean Mitdidl anrj EJton Scott, 
“Physician Ownership of Physical Therapy Services," Journal o f the American Medical Association, 
vol. 268 (Oct. 21,1992). For additional discussion of the topic, see Jennifer O'Sullivan, Health Care: 
Physician Self-Referrals “Stark JandII, 'Congressional Research Service 97-5 EPW (Dec. 6,1996). 
a42 U.S.C. § 1395nn(d)(3) (2000).
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Our work focused on hospitals that tended to treat patients for a limited group of 
diseases or conditions or that tended to perform surgical procedures. Specifically, 
we considered a hospital to be a specialty hospital if the diagnosis-related group 
(DRG) classification for two-thirds of its Medicare patients (or two-thirds of all of its 
patients where such data were available) fell into no more than two major diagnosis 
categories, such as diseases of the circulatory system (cardiac), or if at least two- 
thirds of its patients were classified in surgical DRGs. We excluded hospitals that 
specialized in providing long-term care or otherwise had missions that were largely 
distinct from the missions of short-term, acute care general hospitals.4 We classified 
the hospitals that fit these criteria into five specialty types—cardiac, orthopedic, 
surgical, women’s, and other specialty. Because the other-specialty category 
contained a diverse set of hospitals that could not be compared to one another, we 
excluded hospitals in that category." The information in this report is derived from 
our analysis of hospital inpatient discharge data, various administrative databases, 
and responses to our survey of specialty hospitals. We analyzed Medicare inpatient 
discharge data from all hospitals nationwide to help identify specialty hospitals. We 
also obtained Healthcare Cost and Utilization Project (IICUP) data on all patient 
discharges in 2000 from hospitals located in six states.8 These states contained 26 
urban specialty hospitals, slightly more than one-fourth of the existing specialty 
hospitals we identified. The all-patient discharge data from hospitals in these states 
were used to help identity specialty hospitals and analyze the relative illness severity 
among patients at specialty and general hospitals. For more detail regarding our 
specialty hospital criteria and analysis methodology, see the enclosure at the end of 
this report. Our work was performed from September 2002 through April 2003 in 
accordance with generally accepted government auditing standards.

Results in Brief

Specialty hospitals represent a small but growing share of the national market In 
February 2003, the 92 cardiac, orthopedic, surgical, and women’s hospitals that we 
identified and were open for business accounted for less than 2 percent of the short­
term, acute care hospitals nationwide. Recent growth in specialty hospitals has been 
rapid—the number of facilities has tripled since 1990 and another 20 facilities are 
under development Because specialty hospitals tend to be relatively small, they 
account for a somewhat low share of inpatient spending relative to their share of 
hospitals. The specialty hospitals in existence in fiscal year 2000 accounted for about. 
1 percent of Medicare spending for inpatient services.

'Thus, we excluded hospitals that specialized In providing rehabilitation or in treating mental
disorders, alcohol or drug problems, respiratory conditions, or newborns and children,
The other-specialty category contained 18 hospitals that specialized in a variety of other areas, such as
eye and ear, nose, and throat procedures.
"Data were from all hospitals in Arizona, California, New Jersey, New York, and North Carolina and the 
hospitals located in three regions of Ttxas.

3 GAO-03-C83E S p ecia lty  H ospitals



About 70 percent of the specialty hospitals in existence or under development had 
some physician owners, according to our 2003 specialty hospital survey results. 
Among these hospitals, total physician ownership averaged slightly more than 50 
percent. The average share owned by an individual physician was more than 2 
percent at half the hospitals, while it was less than 2 percent at the other half. In 
about one-fifth of the hospitals with some degree of physician ownership, the largest 
share owned by an individual physician was at least 15 percent Nearly all specialty 
hospitals with physician owners reported that some of the owners were members of a 
single group practice. The largest share owned by physicians in a single group 
practice was more than 25 percent at. hall’ die hospitals and less than 25 percent at the 
other half. In about 1 out of 10 specialty hospitals with physician owners, physicians 
in a single group practice owned 80 percent or more of the hospital.

We found that, patients at specialty hospitals tended to be less sick than patients with 
the same diagnoses at general hospitals, although we did not determine the clinical 
and economic importance of this finding. Our analysis of all inpatient discharge data 
from the 25 urban specialty hospitals for which these data were available—about 
one-fourth of all specialty hospitals we identified nationwide—showed that 21 of die 
25 specialty hospitals treated lower proportions of severely ill patients than did area 
general hospitals. For example, at an urban cardiac hospital in Arizona, about 17 
percent of patients with the most commonly treated diagnoses were severely ill, 
whereas at 26 general hospitals in the same urban area, about 22 percent of patients 
treated for the same diagnoses were severely ill. For all four specialty hospital types 
included in our study—cardiac, orthopedic, surgical, and women’s—the median 
percentage of severely ill patients treated was lower than that for general hospitals. 
Four of the 25 specialty hospitals were exceptions, as they had treated patients that 
were as sick, or sicker, than the patients at. general hospitals.

The American Surgical Hospital Association and two mqjor specialty hospital 
chains—MedCath Corporation and National Surgical Hospitals—provided comments 
on a draft of this report Representatives from these groups stated that physician 
ownership of specialty hospitals did not affect physician referral behavior and that 
our physician ownership discussion was potentially misleading. Our report provides 
information on the extent of physician ownership of specialty hospitals but, because 
of data limitations, we did not attempt to analyze the relationship between ownership 
and referral patterns. The specialty hospital representatives also questioned the 
extent to which the illness severity differences we reported might apply to specialty 
hospitals not in our sample and the economic significance of these differences. The 
illness severity differences that we report are based on an analysis of thousands of 
claims from more than one-fourth of the specialty hospitals that we identified. We 
did not attempt to assess the economic significance of these differences. A more 
complete summary of their comments and our evaluation of their comments is 
included at the end of this report.
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Hie fixed-rate, lump-sum payments that health care payers typically make to 
hospitals for inpatient care for patients with a given diagnosis, regardless of the costs 
of serving particular patients, are designed to promote efficiency by discouraging 
hospitals from providing unnecessary services as a way to boost revenues. However, 
these lump-sum payments foster undesirable incentives, as hospitals may gain 
financially by serving a disproportionate share of low-cost patients. The mechanics 
of Medicare’s hospital payment, system illustrate this principle.

Under its system of prospective payments, Medicare pays a predetermined rate for 
each hospital discharge, based on the patient’s diagnosis and whether the patient 
received surgery. In other words, the payments reflect an average bundle of services 
that the beneficiary is expected to receive as an inpatient for a particular diagnosis. 
Discharges are classified according to a list of DRGs. DRG payment rates are based 
on the expected cost of the diagnosis group’s typical case compared with the cost for 
all Medicare inpatient cases. The DRG payment is not adjusted for within-DRG 
differences in severity of illness.7 Therefore, hospitals have a financial incentive to 
treat as many patients as possible whose costs are low relative to the average patient 
in each DRG.

Specialty Hospitals R epresent a  Small but Growing Share o f the National 
M arket

In February 2003, there were 17 cardiac, 36 orthopedic, 22 surgical, and 17 women’s 
hospitals that met our specialty hospital definition and were open for business.8 
These 92 hospitals represent about 2 percent of all short-term, acute care hospitals 
nationwide. (See fig. 1.) The most recent Medicare discharge data indicate that the 
80 specialty hospitals in existence in 2001 accounted for slightly less than 1 percent 
of Medicare spending for inpatient services.

Background

’A n  “outlier" policy exists to m a k e  additional p a y m e n t s  to hospitals w h e n  their costs for a  particular 

pailent are extraordinarily high c o m p a r e d  with the D R G  .ate for that patient’s diagnosis group. 

A l t h o u g h  w e  u s e d  several m e t h o d s  to identify specialty hospitals, the c o unts Included In this report 

s h o u l d  n o t  b e  Interpreted as a  c o m p l e t e  c e n s u s  of the specialty hospitals in existence or u n d e r  

d e v e l o p m e n t  In particular, It Is likely that our estimate of the n u m b e r  of w o m e n ’9 hospitals is low. 

S e e  the enclosure for a  discussion of tlus issue.
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Figure 1: Number of Specially Hospitals Relative 1o All Short-term, Acute Care General Hospitals, 2003

92

The number of these facilities has grown rapidly m recent years—as of March 2003, 
the number of specialty hospitals had tripled from the 29 that existed in 1990. (See 
fig. 2.)

Figure 2; Opening Years of Existing Specialty Hospitals, by Decade 
40 Number of hoopllalo

D o e s  d o  p rann rU

Souovc; GAO ond Ctrtors MaOOfllO and M6de«kl Sarvic/* (CMS)

Note: Data are Irom the GAO specialty hospital universe tilo (2003) and the CMS Medicare Providers of Service 
file (2002).

An additional 20 specialty hospitals are now under development, most of which 
specialize in surgical care. (See fig. 3.)
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Figure 3: Number of Specialty Hospitals Open and Under Development, by Spocialty Type
40 Number o f h e tp tta b

S pocialty  hcup ita l typo 

| | Undor developm ent

fe S lopsn
Coo'ctg: HCUP. CMS. Industry onn/pi, une hospital chains.

Note: Date are from HCUP (2000) and CMS Medicare Providor Analysis and Review (MsdPar) file (2001). Data 
on the number ol women's hospitals under development were nol readily available.

In terms of beds, specialty hospitals are rela tively small. In our study, surgical care 
facilities were the smallest, with a median of 16 beds, compared wiuh a median of 61 
beds for women's hospitals. (See fig. 4.) In contrast, the average shortrterm general 
hospital had approximately 170 beds.
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Figure 4: Median Number of Beds in Specialty Hospitals, by Specialty Type
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Note: Data are Irom GAO's specialty hospllal survey (2003).

Physician Ownership o f Specialty Hospitals Is Common, but Shares Owned by 
Individual Physicians or Physician Group Practices Vary Widely

Our survey of the more than 100 specialty hospitals in existence or under 
development indicates that about 70 percent of specialty hospitals had some 
physician owners.0 Of the specialty hospitals with any degree cf physician 
ownership, physicians’ combined ownership shares averaged slightly more than 60 
percent of the hospital. About one-fifth of specialty hospitals were owned entirely, or 
nearly so, by physicians. (See fig 5.) Physicians owned 20 percent or less of the 
hospital in relatively few specialty hospitals.

'Approximately 80 percent of specialty hospitals returned our survey, although the response rate on 
certain questions was somewhat lower. Physician ownership information was self-reported by 
hospitals and docs not reflect ownership by physician family members.
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Figure 5: Specialty H osp ita l by Extent o! Physician Ownership
69 Poraonlogo o t opcclolty  hoopltolo
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Note: Data are from GAO's specially hospital survey (2003). Data include the approximately 70 percent o! 
specialty hoBpital6 that reported some degree ol physician ownership.

Physicians tended to own somewhat smaller percentages of cardiac hospitals and 
larger percentages of surgical hospitals. (See fig 6.)

Figure 6: Median percentage of Hospital Ownod by Physicians, by Specialty Type 
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Nolo: Data are from GAO's specialty hospital survey (2003). Data Indude the approximately 70 percent ol 
specially hospitals that reported some degre-3 ol physlclBn ownership.
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On average, in dividual physicians owned relatively small shares of their hospitals. At 
half the specialty hospitals with physician ownersliip, the average individual share 
was less than 2 percent; at the other half, it was greater than 2 percent. Some 
physicians owned substantially larger shares. In nearly one-fifth of the specialty 
hospitals with some physician ownership, the largest share owned by a single 
physician was 16 percent or greater. (See fig. 7.)

Figure ?; Largest Share of Specially Hospital Owned by an Individual Physician
60 Porean lsgo o l (p cdM ty  Ito ap to la

6ourc« QaQ

Nolo; Dala are from GAO's specialty hospital survey (2003). Dala include the approximately 70 percent of 
specialty hospitals that reported &ome dogroe of physician ownership.

Nearly all specialty hospitals with physician owners reported that some of tire owners 
were members of a single group practice. The largest percentage of each hospital 
owned by physicians in a single group varied widely—at half the hospitals the largest 
percentage was more than 26 percent and at the other half it was less than 26 percent. 
In about 1 in 10 specialty hospitals, physicians in a  single group practice owned 80 
percent or more of the hospital. (See fig 8.)
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Figure B: Largast Ownorahlp Sharo by Physic ians In a Single Group Practice at Specialty Hospitals 
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Note: Data are from GAO’s specialty hospital survey (2003). Data include the approximately 70 percent of 
specialty hospitals that reported some degreo ol physician ownership.

Specialty Hospitals Tlend to  TVeat a Lower Percentage of Severely 111 
P atien ts than General Hospitals

Some patients are more severely ill than others—even when compared to individuals 
who have the same principal diagnosis. Differences in age, secondary diagnosis, and 
other complicating conditions can affect the severity of patients’ illnesses and the 
amount and cost of tire resources required for their treatment.

To determine whether there were differences in illness severity between the patients 
treated at specialty hospitals and the patients treated at general hospitals, we 
analyzed calendar year 2000 patient discharge data at 25 specialty hospitals. These 
hospitals were located in 18 urban areas in six states: Arizona, California, New Jersey, 
New York, North Carolina, and Texas.10 Our group of comparison hospitals consisted 
of the 396 general hospitals located in the same 18 urban areas. Our comparisons 
included only those general hospitals that provided shortrterm, acute care. We used a 
widely recognized system, known as All Payer Refined-Diagnosis Related Groups 
(APRrDRG), to assign an illness severity level to each patient on the basis of the 
information contained in the discharge data. This system, which is frequently used by 
hospitals and private insurers, groups patients into one of 356 diagnosis categories 
and assigns one of four severity levels (minor, moderate, mzyor, or extreme) to each 
patient based on patient diagnosis, age, sex, and procedure. While we examined

'“Data on all Inpatient, discharges were obtained from HCUP, a fcderaJ-state-industry partnership 
sponsored by the Agency for Healthcare Research and Quality.
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illness severity differences between specialty and general hospitals, we did not 
determine the clinical or economic importance of these differences.'1

The vast majority of specialty hospitals with HCUP data available to us—21 out of 
25—treated a lower percentage of patients who were severely ill—that is, assigned to 
the major or extreme severity levels by the APR-DGR system—relative to patients in 
the same diagnosis categories treated at general hospitals in the same urban areas, 
For example, 3 percent of the patients in the 10 most common diagnosis categories at 
one Texas orthopedic hospital were classified as severely ill. A higher proportion—8 
percent—of the patients in the same diagnosis categories were classified as severely 
ill at the 51 general hospitals in the same urban area. A cardiac hospital in Arizona 
provides a similar example. About 17 percent of the patients in that hospital's most 
common diagnosis categories were classified as severely ill. In contrast, 22 percent 
of the patients in the same diagnosis categories who were treated at the 26 general 
hospitals in die same urban area were classified as severely ill. Not all specialty 
hospitals treated patients who were, by comparison, less sick. Two of the 25 
specialty hospitals treated a higher percentage of severely ill patients and two others 
treated about die same percentage as area general hospitals.

For all four specialty hospital categories—cardiac, orthopedic, surgical, and 
women's—the median share of severely ill patients treated was lower than the 
median share of severely ill patients in the same diagnostic categories treated at the 
corresponding general hospitals. (See fig 9.) For example, the median orthopedic 
hospital, in terms of patient illness severity, had 5 percent of patients in its most 
common diagnosis group classified as severely ill. The median general hospital in the 
urban areas with orthopedic hospitals had 8 percent of patients in the same diagnosis 
groups classified as severely ill.

Average inpatient costa may be substantially higher for sicker individuals. In its March 2000 report to 
Congress, the Medicare Payment Review Advisory Commission (MedPAC) illustrated th is relationship 
with several examples, including one for patients diagnosed with intracranial hem orrliage (APR-DRG 
44). MedPAC found, based on its analysis o f fiscal year 1997 Medicare data, tha t the estim ated 
inpadent cost was $3,195 for pa t’ a  whose illness severity was classified as minor. The estim ated 
costs w ere higher for patients witi. he 6ame diagnosis who were classified as more severely ill: $4,214 
for m oderate severity, $5,454 for major severity, and $11,255 for extrem e severity. MedPAC noted  that 
illness severity cost differences were sm aller for some diagnoses and larger for others. In June 2000, 
MedPAC recommended tha t Medicare’s hospital inpatient payment system be improved by accounting 
for illness severity differences within DRGs.
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Figure 9: Median Percentage of Severely III Patients Treated In Specialty Hospitals and General 
Hospitals, by Specialty Hospital Category 
26 Percentage

22

C ard lK  O rlhopeo lc Surg ica l Women'#
Specia lty hoapHal typo

I Specialty hospHal#

^ jĵ |  Gen«rat ticsphBb In urban areas wlin specialty hospitals
Sourco: HCUP

Noto: Data ere Irom HCUP (2000).

Comments Obtained from Organizations 
Representing Specialty H ospitals and Our Evaluation

We obtained comments from officials representing the American Surgical Hospital 
Association—a specialty hospital association—and from officials representing 
MedCath Corporation and National Surgical Hospitals—two major specialty hospital 
chains. Their comments, summarized below, primarily focused on physician 
ownership issues and our illness severity analysis. Unless otherwise noted, the 
following comments reflect the positions of all three organizations.

The specialty hospital representatives said that our report provided an inadequate, 
and potentially misleading, discussion of the financial incentives facing the physician 
owners of specialty hospitals. The officials believe that the average physician who 
invests in a specialty hospital owns such a small share that the theoretical incentive 
to steer relatively sick patients away from the facility is very weak. Instead, they 
believe that there is a strong incentive for physicians to treat patients in specialty 
hospitals because high-quality care can be provided efficiently in such facilities. 
According the representatives, our report did not. sufficiently discuss the efficiency 
gains achieved by specialty hospitals. The representatives also noted that many 
physicians who work in specialty hospitals are completely unaffected, by investor- 
related financial incentives because they have no ownership stake in Ihe facilities.
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The representatives stated that our illness severity analysis had several potential 
limitations and that our results may not apply to all specialty hospitals. The 
representatives said that our results are based on a sample that is too small to be 
representative of all specialty hospitals. MedCath representatives noted that 
Medicare data were available for most of the 92 specialty hospitals that we identified 
and that we could have increased our sample size if our illness severity analysis had 
been based on Medicare data. Representatives from the three specialty hospital 
organizations suggested that we might have obtained different results if we had 
analyzed more claims from the hospitals that we did include. They also stressed that 
our reported differences in illness severity could be misleading because we did not 
analyze the economic or clinical implications of the differences.

Our report discusses the concerns that, some have raised regarding physician 
ownership of specialty hospitals and the potential effect on referrals. Data were not 
available on the identity of physician owners and therefore we could not determine if 
there was a relationship between physician ownership and referral behavior. Instead, 
our report, provides descriptive information on the extent to which physicians own 
specialty hospitals. Our results show that many physicians who invest in specialty 
hospitals own relatively small shares. In about half the specialty hospitals the 
average share was 2 percent or less. However, our results also show that some 
physicians own considerably larger shares of 15 percent or more. Furthermore, the 
combined share owned by physicians who are members of a single group practice 
represents the majority ownership in some hospitals.

We disagree with the criticisms of our illness severity analysis. The 25 specialty 
hospitals included represent more than one-fourth of the facilities that we identified 
as meeting our criteria for a specialty hospital. We analyzed data pertaining to nearly 
75,000 specialty hospital patients and approximately 900.000 general hospital 
patients. By focusing on the 10 most common diagnoses at each specialty hospital, 
we included nearly two-thirds of all patients treated at the specialty hospitals in our 
sample. Although an analysis of Medicare patienis alone would have allowed us to 
increase the number of hospitals in our sample, it would have provided much less 
comprehensive information on the patients treated at each hospital. As we stated in 
our report, we did not attempt to determine the economic implications of the illness 
severity differences we observed between specialty and general hospitals. Research 
by MedPAC suggests that average treatment costs tend to rise with illness severity, as 
classified by the APR-DRG system, but we did not quantify the cost differences for 
the specific diagnoses we analyzed.

We plait no further distribution of this report until 30 days after the letter’s date. At 
that time, we will send copies of this report to appropriate congressional committees 
and other interested parties. We will also make copies available to others upon 
request. This report will be available at no charge on GAO’s Web site at 
http://www.gao. gov.
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If you or your staffs have any questions, please call me at (202) 512-7119 or James 
Cosgrove at (202) 512-7029. Other contributors to this report include Hannah Fein, 
Zachary Gaumer, and Ariel Hill.

A. Bruce Steinwald 
Director, Health Care—Economic 
and Payment Issues

Enclosure
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Enclosure Enclosure
This enclosure provides additional information on three key aspects of our analysis, 
First, it lists the criteria we used to define specialty hospitals and the process we 
followed to identify them. Second, it discusses the survey used to collect physician 
ownership information. Finally, it describes the data and methodological approach 
used to compare patient illness severity at specialty and general hospitals.

Specialty Hospital Definition and Identification

Although a standard definition for a specialty hospital does not exist, a reasonable 
approach is to define specialty hospitals as those that predominately treat certain 
diagnoses or perform certain procedures. For this report, we classified a hospital as 
a specialty hospital if the data indicated that

• two-thirds or more of its inpatient, claims were in one or two major diagnosis 
categories (MDC) or

• two-thirds or more of its inpatient, claims were for surgical diagnosis-related 
groups (DRGs).

Because our study focused on private, short-term, acute care hospitals, we eliminated 
from consideration hospitals that were government-owned and those that tended to 
provide long-term care or otherwise had missions very different from those of short­
term, acute care general hospitals. Thus, we excluded

« government-owned hospitals;
• hospitals where the majority of inpatient claims were for MDGs that related to 

rehabilitation, psychiatry, alcohol and drug treatment, cliildren, or newborns; 
and

• hospitals with fewer than 10 claims per bed per year.

Of the hospitals that met our criteria, 92 could be classified into four specialization 
categories: cardiac, orthopedic, surgical, and women’s.13 An additional 18 hospitals 
specialized in a variety of other areas, such as eye and ear, nose, and throat 
procedures. For this report, we focused on the specialty hospitals in the four major 
categories listed above.

We applied our criteria to inpatient discharge data from two different data sources: 
the 2001 Medicare Provider Analysis Review file and the 2000 Healthcare Cost and 
Utilization Project (HCUP) data set. Medicare and HCUP data both have distinct 
advantages and disadvantages. Medicare data contain patient information from 
virtually all of the nation’s hospitals, but only for Medicare patients. Patients covered 
by Medicare are predominately age 65 or older. Consequently, some conditions— 
such as those that affect women of childbearing age—may be underrepresented, or

Scope and Methodology

“This number does not include hospitals that initially appeared to be specialty hospitals, but informed 
ti9 through our s u r v e y  that they did not meet our criteria f o r  a specialty hospital.
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Enclosure Enclosure
not represented at all, in Medicare data. Thus, it is likely that an identification based 
on Medicare data may undercount the number of hospitals that specialize in treating 
such conditions.

In contrast to Medicare, HCUP data provide information on all of a hospital’s 
patients. However, HCUP data are only available for hospitals in 29 states and each 
state’s data must be purchased separately. We obtained HCUP data from the 
following six states: Arizona, California, New Jersey, New York, North Carolina, and 
Tex as.u These states were selected because Medicare data identified them as having 
potentially large concentrations of specialty hospitals.

To identify specialty hospitals that opened too recently to be included in the 
Medicare or HCUP data, we obtained information from the American Surgical 
Hospital Association and two national specialty hospital chains: MedCath 
Corporation and National Surgical Hospitals. These three organizations also 
provided information on specialty hospitals that are under development.

Source of Physician Ownership Information

To obtain information on physician ownership of specialty hospitals, we surveyed the 
more than 100 cardiac, orthopedic, surgical, and women's hospitals that we identified 
as in existence or under development Among other questions, hospitai 
representatives were asked about the number of physician owners, the overall 
percentage of the hospital owned by physicians, the largest share owned by a single 
physician, and the largest combined percentage of the hospital owned by physicians 
in a single revenue-sharing group practice. The survey was conducted from January 
through March 2003. Approximately 80 percent of the hospitals responded to our 
survey.

Severity of Illness Analysis

Tb compare patient illness severity at specialty and general hospitals, we analyzed 
2000 HCUP data from Arizona, California, New Jersey, New York, North Carolina, and 
Texas. An analysis of HCUP data for these six sta tes identified 25 specialty hospitals 
in 18 urban areas.*1 Patients at each specialty hospital were compared to patients in 
the same diagnosis categories at short-term, acute care general hospitals in the same 
urban area (See table 1.) A total ol 396 general hospitals were used in the 
comparisons.

':*We obtained HCUP datA on hospitals In three of Texas’s five regions..
"One specialty hospital was excluded because it was located in a rural area and we could not readily 
identify a set of general hospitals that should serve as the comparison group.
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Table 1: Number of Urban Specially Hospitals and Comparison General Hospitals Used In Patient Illness 
Severity Analysis, by Specialty Hospital Type

Specialty hosp ital type
Number of urban 

specialty hospitals
Number of 

urban areas

Number of 
general hosp itals 

In urban areas 
(range)

Cardiac 7 7 5 Id 26
Orthopedic B 6 10 to 87
Surqical 3 3 2 to 51
Women's 7 7 71o B7

Source; HCUP.
Note: Data are (rom HCUP (2000).

We used All Payer Refined Diagnosis Related Groups (APR-DRG), a  widely 
recognized patient classification system developed by 3M Health Information 
Systems, to assign an illness-severity level (minor, moderate, m^jor, or extreme) to 
each patient, on the basis of the DRG information contained in the HCUP discharge 
data. The system, which is frequently used by hospitals and private insurers, groups 
patients into one of 355 diagnosis categories and assigns a severity level based on 
patient diagnosis, age, sex, discharge status, and procedure.

Based on numbers of patients treated, we identified the 10 most common diagnosis 
categories at each specialty hospital and computed the percentage of patients in each 
of those categories determined to be severely ill (that is, assigned to the major or 
extreme severity level by the APR-DRG system). We then determined the percentage 
of severely ill patients in the same 10 diagnostic categories treated at general 
hospitals located in the same urban area and used the result as a  benchmark against 
which to compare the specialty hospitals. We repeated this process for each 
specialty hospital. This ensured that we compared illness severity among the types of 
patients typically treated at each specialty hospital to the illness severity for similar 
types of patients treated at area general hospitals,

(290181)
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