MPR Reference No.: 6229 MATHEMATICA

Policy Research, Inc.

Analysis of Niche
Hospitals in Texas and
the Financial Impact on
General Hospitals

Final Report
December 1, 2006

Deborah Chollet
Su Liu
Gilbert Gimm

Mathematica Policy Research, Inc.
and

Cheryl Fahlman
Laurie Felland
Anneliese Gerland
Michelle Banker
Allison Liebhaber

Center for Studying Health System Change

Submitted to: Submitted by:
Texas Department of State Health Services Mathematica Policy Research, Inc.
1100 West 49th Street 600 Maryland Ave. S.W., Suite 550
Austin, TX 78756 Washington, DC 20024-2512

Telephone: (202) 484-9220
Facsimile: (202) 863-1763

Project Officer: Rick Danko Project Director: Deborah Chollet
Angie Estwick



THIS PAGE IS INTENTIONALLY BLANK FOR DOUBLE-SIDED PRINTING.

1



Chapter

IT

CONTENTS

Page
EXECUTIVE SUMMARY ..ccccittiiteieeeeecessssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssss v
THE FINANCIAL STATUS OF NICHE AND GENERAL
HOSPITALS IN TEXAS .o ceeeeteeeeerererssesssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssss 1
A, INTRODUCGTION ... e e e e e 1
B. DATA SOURCES AND HOSPITAL SELECTION.......coooiiiiiiiii, 1
C. THE GROWTH OF NICHE HOSPITALS IN TEXAS ..o 3
D. CHARACTERISTICS OF NICHE AND GENERAL
HOSPITALS IN TEXAS .ottt ee e e e e ee e e e e e e e e eeaaaees 4
Lt L OCATION e 4
e B O -PrOfTt STATUS et e e e e e et e e e e e e e s 6
3. Hospital Capacity and Patient Volume ..............cceeviiiiiiniieiiiieciieeeeeeee, 7
4. Operating Room Capacity and VOIUME ...........cccveeviiieiiieeiiieeee e 9
S PAYCT MK ittt ettt ettt e st e et enbeenaaeens 10
6. Operating and Total Margins ..........cccoeevveeeeiiieeiieesiieeeiee e eeieeeseveeesvee s 14
ANALYSIS OF GENERAL HOSPITAL MARGINS ..o 16
F. LIMITATIONS OF THE ANALY SIS . oo 19
SUMMARY AND CONCLUSIONS oo 20
REFERRAL PATTERNS OF PHYSICIAN OWNERS
AND NON-OWNERS .. ccieeceiecieseeesesssssesssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssss 23
A, INTRODUCTION ...cooiieieeeeeeeeeee e e e e e e e e e e e e e e e e e e s reeeeeeeeas 23
B. DATA AND METHODS ... 23
C. DISCHARGES FROM NICHE VERSUS GENERAL HOSPITALS .................. 25
D. PHYSICIAN ADMITTING PATTERNS ..o, 27
1. EXCIUSIVE AQMUSSION ettt ettt e e e e e e e e e eteeeeaeeeeeeeeearaaeeeeeeeenean 27
2. Admissions by Physician OWNETS..........cceerieriuierireriienieeieenieeieesveeeeeeenees 28
3. The Probability of Self-Referral ...........cccccoviiniiiiniiniiiiceccee, 29
4. Payer Type and the Severity of IIINESS .......ccovvvieviieriieiiieriieieceeieeee e 31
LIMITATIONS OF THE ANALYSIS ..ottt eeeeeeeeeeeeeeeeeeeeeeeeenees 34
F. SUMMARY AND CONCLUSIONS ...ttt eeeeeaeae s 35

i1



CONTENTS (continued)

Chapter

I1I

v

Page
STAKEHOLDER PERCEPTIONS AND RECOMMENDATIONS.......cccceeuveueeee 37
A. INTRODUCTION ....ooiiiiiiiintieieitesttee ettt sttt 37
B. THE IMPETUS FOR NICHE HOSPITALS ......oooieiiieeeeeeeee e 38
C. IMPACTS ON COMPETITION ...cc.coiiiiiiriiiiinieniteieeeereee et 40
1. Relationships with PhySiCIans..........cccccccuieriiieriiiiniieeeiie e 41
2. Relationships With INSUTETS.........ccccuiiiiiiiiiieiieiiieieee e 42
3. Financial Impact of Niche and Physician-Owned
Hospitals on General HoSpitals..........cccoeviieiiieniieiiienieeieeeieee e 44
D. IMPACTS ON THE COST OF HEALTH CARE........cccooiiiiniiiiiienieeeien 47
E. IMPACTS ON HEALTH CARE QUALITY ...oeiiiieieieeieeeeseee e 49
F. IMPACTS ON PATIENT SATISFACTION ....ccccooiiiiiiiniiniiieneeeeeseeeeeee 49
G. IMPACTS ON ACCESS TO CARE ....oooiiieeeeeeeeeee e 50
H. EXPECTATIONS ABOUT THE FUTURE.......cccoceiiiiiiiiiiineeeeeeee 52
I.  RECOMMENDATIONS FOR POLICY CHANGE .......ccccooiiiiieieeeeee, 53
J. SUMMARY AND CONCLUSIONS ..ottt 55
REFERENCES .......couiiiiniininineisisssissnsssesssissssssssssissssssssssssssssssssssssssssssssssssssssssass 57
APPENDIX A: IDENTIFICATION OF NICHE HOSPITALS
IN TEXAS oottt 59
APPENDIX B: NUMBER OF NICHE HOSPITALS IN TEXAS
BY COUNTY, 2004 ..ottt 63
APPENDIX C: GENERAL HOSPITAL MARGINS AND
UNCOMPENSATED CARE: MODEL
SPECIFICATIONS AND ESTIMATES ......ccooieiiieeeeeeeee 65
APPENDIX D: SENSITIVITY ANALYSIS ON THE FINANCIAL
STATUS OF NICHE AND GENERAL HOSPITALS
IN TEXAS oottt 71
APPENDIX E: IDENTIFICATION OF PHYSICIAN-OWNED NICHE
HOSPITALS AND PHYSICIAN OWNERS .......cooiiiiiiieiene 77



EXECUTIVE SUMMARY

In Texas as in other states, the proliferation of niche hospitals has raised concern about the
potential financial impact of these hospitals on full-service general hospitals. In this report, we
report findings from three lines of inquiry related to niche hospitals in Texas:

e A comparison of the financial status of niche hospitals and general hospitals in Texas
and an empirical analysis of the impact of niche hospitals on general hospital margins
and their uncompensated care loads.

e A description of physician referral patterns in Texas, comparing referrals from
physician-owners to niche and general hospitals with those from physicians who refer
to niche hospitals but do not have an ownership interest in them.

e An inquiry into stakeholder perceptions about the impacts of niche and other
physician-owned hospitals in Texas and their recommendations for policy change.

THE GROWTH OF NICHE HOSPITALS IN TEXAS

Niche hospitals now represent approximately six percent of all licensed hospitals in Texas,
compared to just two percent in 2000. In 2004, about half of the general, multi-service hospitals
in Texas operated in health service areas (HSA) where a niche hospital also operated. All of the
niche hospitals in Texas are for-profit facilities. In markets where general and niche hospitals
compete directly, a slightly higher percentage of the general hospitals are for-profit. Of the 185
general hospitals that competed in the same HSA with niche hospitals in 2004, 35 percent were
for-profit.

HOSPITAL CAPACITY AND MARGINS

The average capacity of niche hospitals in Texas is much smaller than that of general
hospitals. In 2004, niche hospitals averaged 27-staffed beds per hospital, compared to 146-
staffed beds in general hospitals. General hospitals in HSAs that included a niche hospital were
nearly 10 times as large as the niche hospitals in those HSAs—with 195-staffed beds in 2004,
compared to 27-staffed beds per niche hospital. However, while niche hospitals had less than 20
percent of the bed capacity of general hospitals in 2004, they averaged more than 67 percent of
the operating room capacity of general hospitals in their market areas

General hospitals averaged more than six times the number of admissions as niche hospitals
in 2004 (6,717 admissions per year versus 1,069 admissions among niche hospitals operating for
at least one year), and general hospitals located in HSAs with a niche hospital averaged an even
higher rate of admissions (9,155) per year. Reflecting their larger capacity, general hospitals
averaged 85,000 outpatient visits compared with fewer than 10,000 outpatient visits per niche
hospital.



Although all licensed hospitals in Texas must have a functioning emergency room, the
emergency volume in general hospitals was more than 30 times that of niche hospitals in 2004.
Niche hospitals averaged just 683 emergency visits, compared with an average of more than
22,000 emergency visits to general hospitals statewide, and more than 29,000 emergency visits
to general hospitals in HSAs with one or more niche hospitals.

Anecdotes of selective referrals to niche hospitals and transfers of Medicaid and uninsured
patients to general hospitals have peppered the debate about niche hospitals in Texas and in other
states. In Texas, niche hospitals reported a much higher percentage of private-pay patients in
2004 than did general hospitals (54 percent versus 31 percent), but a lower percentage of
Medicare patients (34 percent versus 41 percent in general hospitals). In 2004, Medicaid patients
accounted for just 3 percent of admissions to niche hospitals, compared with 19 percent of the
admissions to general hospitals.

From 2000 to 2004, we observed trends in hospital admissions and utilization that suggested
a significant realignment of hospital activity and profitability. Specifically:

e Admissions to both niche and general hospitals increased, but niche hospitals saw an
average increase in admissions that was twice that of all general hospitals (12.7
percent versus 6.0 percent). In HSAs with at least one niche hospital, admissions to
general hospitals actually declined by 3.4 percent.

e For both niche and general hospitals in the same HSAs, the average number of
outpatient visits per hospital declined, but the rate of decline was faster among the
general hospitals (-6.6 percent) than among niche hospitals (-4.5 percent).

e The proportion of patients in niche hospitals that were private-pay dropped from 62
percent to 54 percent, while the proportion that were Medicare patients increased.
General hospitals in HSAs with at least one niche hospital reported a similar decline
in the proportion of private-pay patients but a smaller increase in the proportion of
Medicare patients, while the proportion of Medicaid patients rose.

e The average number of inpatient surgeries performed in niche hospitals grew three
times as fast (11.6 percent) as that in general hospitals (less than 4 percent). Among
general hospitals in HSAs with at least one niche hospital, the average number of
inpatient surgeries dropped 7.7 percent.

During this period, the operating margins of general hospitals declined. Located in the
faster-growing population centers in Texas, general hospitals in HSAs with at least one niche
hospital reported slightly higher average operating margins than general hospitals overall from
2002 to 2004, but distinctly lower operating margins than the niche hospitals. In 2004—when
the number of niche hospitals reached an historic high—the operating margins of general
hospitals in HSAs with a niche hospital dropped below the average of all general hospitals in
Texas.
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THE IMPACT OF NICHE HOSPITALS ON GENERAL HOSPITAL MARGINS

Despite the notable decline in general hospital operating margins from 2000-2004, we did
not find that the presence of niche hospitals or their volume of admissions, controlling for other
factors, adversely affected their operating margins, total margins, or uncompensated care as a
percent of revenues. Instead, the most important predictor of general hospitals’ financial
performance was its status as a for-profit or nonprofit facility. Substituting the definition of
niche hospitals used by the Centers for Medicare and Medicaid Services (CMS) for the Texas
statutory definition of a niche hospital did not appreciably change these findings.

For-profit general hospitals systematically had much higher operating margins than
nonprofit general hospitals and slightly lower amounts of uncompensated care. For-profit
facilities systematically had lower total margins, controlling for other factors, potentially related
to new construction and other expansion initiatives that nonprofit general hospitals have not
undertaken or have financed differently.

The financial prospects for both general and niche hospitals in Texas are fundamentally
linked to their payer mix. In Texas, niche hospitals have a higher proportion of private pay
patients than general hospitals, but the privately insured proportion of their patients has
decreased over time as the proportion enrolled in Medicare has increased. In contrast, general
hospitals saw an increase in both the proportion of Medicare and Medicaid admissions.

Greater dependence on Medicare as a payer may drive significant change in the prospects
for niche hospitals and on competition for patients in coming years. Medicare payment for
selected cardiac services is scheduled to change in 2007, and Medicare payment for surgical and
orthopedic services may change in 2008. It seems likely that reduced Medicare payments for
these services will encourage niche hospitals to market more aggressively to commercially
insured patients—possibly forcing insurers to admit niche hospitals into their networks, and also
increase physician-owners’ financial incentives to selectively admit high-margin patients. In
turn, general hospitals may respond to preserve their margins by increasing the price or volume
of services for which they do not compete with niche hospitals—increasing total health care
costs in the state.

Such effects in Texas would be important to monitor. However, the difference between the
CMS and Texas definitions of a niche hospital will make it difficult to monitor the effects on
either total health care costs or general hospital margins. A more comprehensive definition of a
niche hospital—at minimum, incorporating the CMS definition into Texas’s current statutory
definition, as well as improvements in reporting by hospitals and ambulatory surgical centers in
the state, could greatly improve the ability of the state to understand the impacts of a growing
niche hospital sector.

ADMISSIONS TO PHYSICIAN-OWNED HOSPITALS

Admissions by physician owners accounted for more than half of all discharges from
physician-owned niche hospitals in 2004. In addition, the admitting patterns of physician owners
differed significantly from those of non-owners with admitting privileges to physician-owned
niche hospitals. In 2004, physician owners admitted 42 percent of specialty-appropriate cases to
their own niche hospital, while non-owners admitted just 30 percent of such patients.
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Across all physician-owned niche hospitals, the difference in the admission patterns of
physician owners compared with non-owners was driven largely by physician owners’ high rate
of admissions to orthopedic hospitals. Physician owners of orthopedic hospitals admitted 65
percent of all patients they hospitalized during 2004 to hospitals that they owned. Non-owners
with admitting privileges to physician-owned orthopedic hospitals admitted just 34 percent of
their patients to these hospitals.

The payer and severity mix of patients admitted to physician-owned niche hospitals also
differed from general hospitals. In 2004, admissions to physician-owned niche hospitals were
more likely to be privately insured and less likely to be self-pay/charity or Medicaid patients. In
addition, they were much less likely to be severely ill or at the highest risk of mortality. These
admitting patterns were consistent across types of niche hospital, and also largely the same for
owners and non-owners.

We infer from these findings that financial incentives probably drive the significantly higher
rates of self-referral to physician-owned niche hospitals in Texas. Such financial incentives may
include any scheduling preferences that physician owners enjoy, as well as the income and
capital gains they may derive from ownership of a profitable hospital. Other factors that may
affect admitting patterns—including insurance networks and patient preferences—are unlikely to
differ so systematically between owners and non-owners as to drive the significant differences in
referral patterns that we observed.

In addition, it seems reasonable to infer that the high rate of self-referral to physician owned
niche hospitals in Texas exacerbates the effects of biased referral to general hospitals that we
observed. That is, while physician owners are significantly more likely to admit patients to their
own facilities, a higher percentage of those patients are privately insured and/or low-severity.
The admission patterns of non-owners similarly were biased toward admitting privately insured
and low-severity patients to the niche hospital. While we found no systematic effect on the
margins of general hospitals associated with the presence of niche hospitals, many general
hospitals clearly struggle with relatively high rates of Medicaid and self-pay admissions, as well
as a heavier load of high-severity patients associated with payers—such as Medicaid and
Medicare—that may not reimburse full cost. Biased admissions from physicians who are
affiliated with physician-owned niche hospitals would eventually magnify the problems of these
hospitals.

STAKEHOLDER PERCEPTIONS AND RECOMMENDATIONS

To help understand the impact of niche hospitals on general hospitals and on access, quality
and costs of health care in Texas, we conducted a series of interviews with stakeholders in five
geographic areas: Dallas, Houston, Tyler, Lubbock, and the Valley.

Physician dissatisfaction with existing general hospitals reportedly provided much of the
incentive for the development of niche and physician-owned hospitals in Texas. Physician-
owned hospital representatives, in particular, rarely identified financial motivations. Instead,
many cited insufficient physician involvement in hospital decisions, concerns about quality of
care, and inefficiencies for physicians and patients as the catalysts for the development of niche
hospitals. In turn, the development of these hospitals prompted the general hospitals to attempt
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to repair strained relationships with physicians that have built their own facilities; replace
physicians who have left general hospital practice; and invest with physicians on joint ventures
to retain a proportion of business that might otherwise go to the new facilities.

Health plans in Texas generally have made case-by-case decisions about whether to include
niche or physician-owned hospitals in their networks. They have considered factors such as
whether contracting with the niche hospital would disrupt their existing relationships with
general hospitals, the proportion of specialists in the community that the new hospital represents;
and the rates the new hospital has requested. Currently, many niche and physician-owned
hospitals do not have contracts with the health plans in their markets. Although the hospitals
reported great interest in gaining entrance to the health plan networks, many general hospitals
have lobbied the health plans to exclude niche and physician-owned hospitals.

The impact of niche and physician-owned hospitals on general hospitals varied within and
across markets. A number of general hospital representatives reported losses in profitable
specialty service volume due to the entry of a niche or physician-owned hospital and were
concerned about maintaining their ability to subsidize less profitable services and care for
uninsured patients. However, no general hospital representative interviewed for this study
reported having made significant cutbacks to date. Because most of the large, public hospitals’
patients are low-income and uninsured, and other hospitals generally do not compete for these
patients safety net hospitals reported less effect from niche or other physician-owned hospitals.

Representatives from general hospitals often reported that niche and other physician-owned
hospitals treat larger proportions of insured patients and patients with less complicated
conditions than do general hospitals. They believed that the physician owners of niche and
physician-owned hospitals “cherry pick” the patients they refer to their own hospitals. In
addition, they contended that, because niche and other physician-owned hospitals typically have
limited emergency capacity, they largely avoid the more difficult emergency cases as well as the
uninsured patients who present at emergency departments for routine care. Representatives from
niche and other physician-owned hospitals generally conceded that they do not treat many
Medicaid or uninsured patients, but said that they do not actively avoid them.

Stakeholders in general were not concerned that niche and physician-owned hospitals have
added unnecessary capacity—largely due to population growth in many communities and the
increased demand for health services. Most community stakeholders detected no significant
differences in prices or costs between general and niche and physician-owned hospitals, but
many were concerned that competition with niche and physician-owned hospitals increases the
costs of nurse and physician recruitment and staffing.

Stakeholders typically did not perceive a difference in quality between general and niche
facilities. However, many cited a range of benefits associated with niche and physician-owned
hospitals including lower infection rates, increased efficiency, and greater patient amenities
(such as private rooms and better food). Some general hospital representatives and other
community stakeholders acknowledged that increased competition with niche and physician-
owned hospitals has made general hospitals more attentive to customer service.

In the absence of policy or regulatory changes, most stakeholders expected the Texas health
care market to continue on its current path, with additional hospital construction throughout the
state and increased competition for profitable services. Few stakeholders anticipated
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retrenchment of physician hospital ownership, although some expected that forthcoming changes
in Medicare reimbursement might cause some niche hospitals to close or merge with general
hospitals over the next few years.

Overall, representatives of all types of hospitals, as well as other community stakeholders,
wanted to “level the playing field” in terms of hospitals’ ability to sustain their facilities and care
for their patients. Representatives of niche and other physician-owned hospitals typically
recommended no interventions beyond allowing them greater access to health plan networks,
contending that free markets promote healthy competition and provide better patient choice.
Few stakeholders favored reintroduction of a certificate-of-need (CON) process to regulate the
development of niche hospitals.

However, leaders of general hospitals argued that, if niche and other physician-owned
hospitals remain and continue to develop, they should contribute fairly to emergency services
and care for low-income and uninsured people by either offering services or providing funding
for safety-net providers. Many stakeholders agreed that the state should focus on enacting
policies that would preserve, and enhance the safety net and access to care for the uninsured.



I. THE FINANCIAL STATUS OF NICHE AND GENERAL HOSPITALS IN TEXAS

A. INTRODUCTION

In Texas as in other states, the proliferation of niche hospitals has raised concern about the
potential financial impact of these hospitals on full-service general hospitals. Critics contend
that niche hospitals skim the most profitable patients in their service area, providing high-margin
services to privately insured and Medicare patients and leaving less profitable services and
patients—in particular, Medicaid patients and the uninsured—to general hospitals.
Consequently, the entry of a niche hospital may erode the financial health of the general hospital
in that service area, threatening its viability and, ultimately, the availability of affordable care for
vulnerable populations.

This chapter considers the empirical evidence behind the concern about the impact of niche
hospitals on general hospital financing and services. We compare the financial status of niche
hospitals and general hospitals in Texas, their location, payer mix, and other selected
characteristics. We then present a statistical analysis of the financial impact of niche hospitals on
the operating margins, total margins, and uncompensated care levels of general hospitals. Key
findings are summarized at the end of the chapter.

B. DATA SOURCES AND HOSPITAL SELECTION

The analyses in this chapter are based on data from the American Hospital Association
(AHA), the Area Resource File (ARF), and the U.S. Census Bureau as well as licensure
information from the Texas Department of State Health Services (DSHS)." According to the
licensure information, 611 hospitals were licensed and operating in Texas as of June 2006. Of
these 611 hospitals, 37 were identified as niche hospitals an estimated 22 additional hospitals
were under construction (Table I.1).

More detailed, current information about hospitals operating in Texas was obtained from the
AHA Annual Survey of Hospitals and Hospital Tracking Database. While the survey captures
information about most licensed hospitals in Texas, it does not capture data from all hospitals
(response is voluntary), and some hospitals report incomplete data.”> Nevertheless, the AHA
survey offers the best available data to conduct this type of financial analysis. As reported in
Table 1.1, 24 of the 28 niche hospitals operating in Texas in 2004 responded to the AHA survey
with complete data and are included in the descriptive and statistical analyses.

' The American Hospital Association (AHA) Annual Survey of Hospitals and Hospital Tracking Database
provides information on hospital ownership status, staffed bed size, payer mix, hospital margin, and uncompensated
care attributed to bad debt and charity care. The Texas Department of State Health Services (DSHS) provided these
data for 2000 through 2004. The 2004 Area Resource Files (ARF) are compiled by the Health Resources and
Service Administration; these data include information on market characteristics, such as the number of physicians
and ambulatory surgery centers within each county.

? Hospital response rates ranged from 90 to 95 percent during the 2000-2004 period.



TABLE I.1

TOTAL NUMBER OF TEXAS HOSPITALS AND NICHE
HOSPITALS: ALL LICENSED HOSPITALS AND HOSPITALS
IN THE AHA SURVEY, BY YEAR

June Under
2000 2001 2002 2003 2004 2005 2006 Construction

Licensed Hospitals

Total hospitals 550 550 564 579 606 619 611 22
Niche hospitals 11 27 26 27 28 36 37 2
Percent of total hospitals 2% 5% 5% 5% 5% 6% 6% 9%
AHA Survey Hospitals

Total hospitals 527 529 520 532 548 — — —
Niche hospitals 9 9 12 15 24 — — —

Multi-service general hospitals 357 359 351 353 360 — — —
Specialized general hospitals 118 121 125 127 133 — — —
Other general hospitals 43 40 32 37 31 — — —

Sources: Texas DSHS, Regulatory Licensing Unit; and the AHA Annual Survey of Hospitals and Hospital
Tracking Database, 2000-2004. The count of hospitals under construction was based on the Facility
Construction Report (January 18, 2006) of the Texas DSHS Regulatory Licensing Unit. A facility was
designated as “under construction” if its estimated completion date was after July 1, 2006.

Notes: A long dash (—) indicates that data were unavailable for that period. Niche hospitals were identified on
the basis of the statutory definition and criteria established in SB 872 (see Appendix A). The estimate of
niche hospitals under construction in Texas is based on the Facility Construction Report and a search of
local news articles, and may underestimate the actual number under construction.

In addition, it was necessary to separate non-niche specialized hospitals from other general
hospitals.” We identified 133 of the 548 hospitals reporting to the AHA in 2004 as non-niche
specialized hospitals—focusing on psychiatric care, rehabilitation, pediatric care, long-term
acute care, care for tuberculosis, and care for alcohol or other chemical dependence. The
remaining general hospitals—384 facilities in 2004—were multi-service general hospitals; these
are the general hospitals we compared with niche hospitals in the state.

? The Texas Regulatory Licensing Unit in DSHS licenses not only multi-service hospitals, but also niche and
other specialized hospitals, as general hospitals.



C. THE GROWTH OF NICHE HOSPITALS IN TEXAS

The total number of hospitals licensed in Texas grew from 550 in 2000 to 611 as of June
2006 (Table 1.1).* Niche hospitals accounted for much of this growth, tripling from 11 to 37
from 2000 to June 2006. Niche hospitals now represent approximately six percent of all licensed
hospitals in Texas, compared to just two percent in 2000.

In 2004, nine of the 24 niche hospitals in Texas that responded to the AHA survey specialize
in orthopedic surgery, and ten concentrate on general surgery (Table 1.2). The remaining five
focus on cardiac and other procedures. From 2000 to 2004, the number of niche hospitals in
each specialty area increased at roughly the same rate.

In 2004, about half of the general, multi-service hospitals in Texas operated in health service
areas (HSA) in which a niche hospital also operated. > Nevertheless, niche hospitals are highly
concentrated in a select number of large metropolitan areas of the state: in 2004, just 21 percent
of HSAs in Texas had a niche hospital (Table 1.3).

TABLE 1.2

NICHE HOSPITALS BY HOSPITAL SPECIALTY AND
GENERAL HOSPITALS IN THE AHA SURVEY, 2000-2004

2000 2001 2002 2003 2004

Niche Hospitals 9 9 12 15 24
Surgical 3 3 5 6 9
Orthopedic 4 4 5 7 10
Cardiac and other 2 2 2 2 5
General Hospitals 357 359 351 353 360
In markets with niche hospitals 114 115 119 126 185
In markets with no niche hospitals 243 244 232 227 175
Total 366 368 363 368 384

Source: MPR analysis of AHA Survey Dataset, 2000-2004.

* In 1985, Texas repealed its CON law. The DSHS Regulatory Services Unit issues licenses for new
construction based on architectural and life safety code requirements.

> An HSA is a standard geographic measure based on the travel distances of Medicare patients seeking hospital
care (Makuc et al. 1991). We examined alternative measures of hospital market areas (such as the county in which
the hospital is located and the trauma service area, as established by the DSHS) to test the sensitivity of the results to
how markets were defined. Neither measure performed as meaningful market areas in the analysis.



TABLE 1.3

HEALTH SERVICE AREAS AND COUNTIES
WITH A NICHE HOSPITAL, 2000-2004

Market Area 2000 2001 2002 2003 2004

HSAs with a niche hospital 5 6 7 8 13
Percent of all HSAs 8% 10% 11% 13% 21%

Counties with a niche hospital 5 6 8 9 15
Percent of all counties 2% 2% 3% 4% 6 %

Source: MPR analysis of AHA Survey Data, 2000-2004.

Note: In each year, there were 61 HSAs and 254 counties in Texas.

The growth in niche hospitals in Texas reflects early development in the metropolitan areas,
where they first appeared, as well as development in new markets. By 2004, niche hospitals
operated in more than a dozen HSAs across the state (Figure 1.1), with a significant market
presence in Dallas, Harris, Travis, and Bexar counties (see Appendix B). However, niche
hospitals have also located in the border counties (“The Valley”) as well as in Lubbock, El Paso,
Smith, and Midland/Ector counties.

D. CHARACTERISTICS OF NICHE AND GENERAL HOSPITALS IN TEXAS
1. Location

Niche hospitals are concentrated in the major population centers of the state, where both
population density and growth are relatively high. At present, all of the 24 niche hospitals in
Texas are located in metropolitan counties (Figure I.1). In contrast, general hospitals are
dispersed throughout the state: only 57 percent are located in a metropolitan county.

Since 2000, Texas’s metropolitan areas have gained substantial new numbers of residents.
From 2000 to 2004, the population in urban counties surged by 8.7 percent, compared with just
2.9 percent growth in rural counties (Table 1.4). Statewide, the rate of population growth in
Texas from 2000 to 2004 was 7.9 percent.



FIGURE I.1
PERCENT OF HOSPITALS IN METROPOLITAN COUNTIES, 2004

Niche Hospitals 100%
(n=24)

General Hospitals .

General Hospitals in
HSAS. with at lgast 0%
one niche hospital
(n=185)
0% 20% 40% 60% 80% 100%

Source: ~ MPR analysis of AHA Survey Data, 2000-2004.

TABLE 1.4

POPULATION GROWTH IN METROPOLITAN
AND RURAL COUNTIES IN TEXAS, 2000-2004

Total Growth
2000 Population 2004 Population 2000-2004
Texas, total 20,851,820 22,490,022 7.9%
Metropolitan counties 17,691,880 19,237,170 8.7%
Rural counties 3,159,940 3,252,852 2.9%
United States 281,421,906 293,655,404 4.3%

Sources: Texas DSHS (www.dshs.state.tx.us/chs/popdat/ ST2000.shtm). U.S. Census Bureau, Annual Estimates
of the Population for the United States: April 1, 2000 to July 1, 2004 (www.census.gov/popest/
states/tables/NST-EST2004-08.pdf).



2. For-Profit Status

Most general hospitals across the nation are not-for-profit, while nearly all niche hospitals
are for-profit.” 7 Of the 24 niche hospitals in Texas in 2004, all were for-profit (Figure I.2).
Some were fully owned by for-profit corporations such as HealthSouth or MedCath; others were
partially or completely owned by physicians. In contrast, of the 360 general multi-service
hospitals in Texas, only 28 percent were for-profit.

In markets where general hospitals compete directly with niche hospitals, a slightly higher
percentage of the general hospitals are for-profit. Of the 185 general hospitals that competed in
the same HSA with niche hospitals in 2004, 35 percent were for-profit.

FIGURE 1.2
PERCENT OF HOSPITALS WITH FOR-PROFIT STATUS, 2004

Niche Hospitals 100%
(n=24)

General Hospitals .

General Hospitals
in HSAs with at
least one niche
hospital (n=185)

35%

0% 20% 40% 60% 80% 100%

Source: MPR analysis of AHA Survey Data, 2000-2004

% A national survey of 100 specialty hospitals conducted by the Government Accountability Office (GAO) in
2003 found that more than 90 percent of niche hospitals that opened since 1990 were for profit. In addition, 70
percent of the more than 100 specialty hospitals in operation or under development were owned at least in part by
physicians (GAO 2003).

7 Like other for-profit enterprises, for-profit hospitals have a fiduciary obligation to maximize investor wealth.
As corporations, these hospitals must also pay federal and state taxes. Results from a nationwide study of hospitals
from 1990 to 1997 indicate that the average total margin among for-profit hospitals was more than double that
among nonprofit hospitals (Thorpe et al. 2000). In contrast, nonprofit hospitals and other nonprofit organizations
are exempt from corporate taxes. Nonprofit hospitals may be charged by the state or by their charter to provide
community benefit, usually in the form of charity care for indigent patients.



3. Hospital Capacity and Patient Volume

The average capacity of niche hospitals in Texas is much smaller than the average capacity
of general hospitals. In 2004, niche hospitals averaged 27-staffed beds per hospital, compared to
an average in general hospitals of 146-staffed beds (Figure 1.3). In the metropolitan areas where
niche hospitals are located, the difference in average bed size was greater still. General hospitals
in HSAs that included a niche hospital were nearly 10 times as large as the niche hospitals in
those HSAs—with 195-staffed beds in 2004, compared to 27-staffed beds per niche hospital.

FIGURE 1.3
MEAN NUMBER OF HOSPITAL BEDS, 2000 AND 2004
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Source: MPR analysis of AHA Survey Data, 2000-2004

The difference in patient volume between niche and general hospitals reflects the difference
in their average size as well as a difference in use. General hospitals averaged more than six
times the number of admissions as niche hospitals in 2004: 6,717 admissions per year versus
1,069 admissions among niche hospitals operating for at least one year (Table 1.5). General
hospitals located in HSAs with a niche hospital averaged 9,155 admissions per year.

Admissions to both niche hospitals and general hospitals increased from 2000 to 2004.
Niche hospitals saw an average increase in admissions of 12.7 percent while general hospitals
saw an average increase of six percent. However, in HSAs with at least one niche hospital,
admissions to general hospitals actually declined by 3.4 percent during that period.

Compared with niche hospitals, general hospitals use beds more intensively, admitting more
patients per bed during a year. In 2004, niche hospitals admitted 39 patients per bed on average,
while general hospitals admitted 41 patients per bed and general hospitals in HSAs with at least
one niche hospital admitted 44 patients per bed (Figure 1.4).
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TABLE 1.5

MEAN NUMBER OF ADMISSIONS, OUTPATIENT VISITS, AND EMERGENCY ROOM
VISITS AND PERCENTAGE CHANGE, 2000-2004

Percentage
Change
2000 2001 2002 2003 2004  2000-2004
Mean Hospital Admissions
Niche hospitals open > 1 year 949 1,109 1,106 1,176 1,069 12.7
General hospitals 6,336 6,504 6,749 6,864 6,717 6.0
General hospitals in HSAs with
at least one niche hospital 9,473 10,158 10,618 10,796 9,155 -34
Mean Outpatient Visits
Niche hospitals open > 1 year 10,314 10,441 9,662 10,165 9,850 -4.5
General hospitals 77,622 81,835 87,025 86,786 85,370 10.0
General hospitals in HSAs with
at least one niche hospital 110,363 111,071 119,473 116,525 103,088 -6.6
Mean ER Visits
Niche hospitals open > 1 year 834 1,155 1,017 696 683 -18.1
General hospitals 20,025 21,035 22,398 22,991 22,120 10.5
General hospitals in HSAs with
at least one niche hospital 29,314 31,459 33,985 34,630 29,407 0.3
Source: ~ MPR analysis of AHA Survey Data, 2000-2004
Notes: To facilitate a comparison between niche and general hospitals, we excluded newborns from the

estimates in the table (maternity hospitals are excluded from the statutory definition of niche hospitals in
SB 872). Neonatal admissions and admissions to swing beds are included. Outpatient visits do not
include emergency room visits.

The intensity of use did not change in either niche hospitals or in general hospitals located in
HSAs with at least one niche hospital. In other general hospitals—in communities that did not
see increased capacity associated with the development of niche hospitals, intensity increased
about 7 percent—from 38 patients per bed in 2000 to 41 patients per bed in 2004.

Patterns in outpatient visits also differed between niche and general hospitals. Again
reflecting their larger capacity, general hospitals averaged 85,370 outpatient visits compared
with 9,850 outpatient visits per niche hospital. For both niche and general hospitals in the same
HSAs, the average number of outpatient visits per hospital declined from 2000 to 2004.
However, the rate of decline was faster among the general hospitals (-6.6 percent) than among
niche hospitals (-4.5 percent).



FIGURE 1.4
MEAN ADMISSIONS PER BED, 2000 VS. 2004
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The contrast in emergency room (ER) visits between niche hospitals and general hospitals is
perhaps the most striking indicator of the different roles played by each in Texas. Although all
licensed hospitals in Texas must have a functioning ER, the ER volume in general hospitals was
more than 30 times that of niche hospitals in 2004. Niche hospitals averaged just 683 ER visits,
compared with an average of more than 22 thousand ER visits to general hospitals statewide, and
more than 29 thousand ER visits to general hospitals in HSAs with one or more niche hospitals.
The difference apparently reflects the relatively small number of ER beds in niche hospitals, but
it may also reflect the lower visibility of their ERs and less capacity to handle a full range of
emergency medical needs (issues that are discussed further in Chapter III).

4. Operating Room Capacity and Volume

For most hospitals, operating rooms are a vital profit center. Although niche hospitals had
less than 20 percent of the bed capacity of general hospitals in 2004, they averaged more than 67
percent of the operating room capacity of general hospitals in their market areas: 5.8 operating
rooms per niche hospital versus 8.6 operating rooms per general hospital in the same HSAs
(Figure L.5).

In 2004, the mean number of inpatient surgeries (731) performed in niche hospitals open for
at least a year was about one-third of that performed in all general hospitals (2,015) and only
about one-fourth the number performed in general hospitals (2,861) in the same HSAs (Table
1.6). However, on average, niche hospitals performed many more outpatient surgeries than
general hospitals, including general hospitals in the same HSAs.



FIGURE 1.5

MEAN NUMBER OF OPERATING ROOMS, 2000 VS. 2004
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From 2000 to 2004, the average number of inpatient surgeries performed in niche hospitals
grew much faster that in general hospitals: 11.6 percent in niche hospitals, compared with less
than four percent in all general hospitals. However, among general hospitals in HSAs with at
least one niche hospital, the average number of inpatient surgeries dropped by 7.7 percent.

In both niche and general hospitals, the average number of outpatient surgeries declined
approximately 11 percent from 2000 to 2004 (Table 1.6). The development of ambulatory
surgical centers may explain the downward trend in surgeries performed in both types of
hospitals over those years. During this period, the number of ambulatory surgery centers in
Texas grew 35 percent—from 204 facilities in 2000 to 275 facilities in 2004.

5. Payer Mix

Anecdotes of selective referrals to niche hospitals and transfers of Medicaid and uninsured
patients to general hospitals have peppered the debate about niche hospitals in Texas and in other
states. While empirical evidence of systematic bias in national studies has been limited, it
nevertheless has fueled the sense that niche hospitals are more successful in attracting insured
patients that pay higher reimbursement for care.®

¥ For example, GAO (2003) concluded that “...relative to general hospitals in the same urban areas, specialty
hospitals in our sample tended to treat a lower percentage of Medicaid inpatients among all patients with the same
types of conditions.”
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TABLE 1.6

MEAN NUMBER OF INPATIENT, OUTPATIENT, AND TOTAL SURGERIES, 2000-2004

Change
2000 2001 2002 2003 2004  2000-2004

Mean Inpatient Surgeries

Niche hospitals open > 1 year 655 652 686 737 731 11.6%

General hospitals 1,940 1,925 2,031 2,081 2,015 3.9%

General hospitals in HSA with a

niche hospital 3,099 3,104 3,232 3,332 2,861 -7.7%
Mean Outpatient Surgeries

Niche hospitals open > 1 year 4,679 3,863 3916 4,651 4,185 -10.6%

General hospitals 2,766 2,753 2,904 2,914 2,732 -1.2%

General hospitals in HSA with a

niche hospital 4,165 4,347 4,465 4,312 3,695 -11.3%
Mean Total Surgeries

Niche hospitals open > 1 year 5,334 4,515 4,602 5,388 4916 -7.8%

General hospitals 4,706 4,678 4,935 4,995 4,747 0.9%

General hospitals in HSA with a

niche hospital 7,264 7,451 7,697 7,644 6,556 -9.7%
Source: MPR analysis of AHA Survey Data, 2000-2004.

FIGURE 1.6

OUTPATIENT SURGERIES AS A PERCENT OF TOTAL SURGERIES, 2000 AND 2004
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In Texas, niche hospitals reported a much higher percentage of private-pay patients in 2004
than did general hospitals (54 percent versus 31 percent), but a lower percentage of Medicare
patients (34 percent versus 41 percent in general hospitals) (Figures 1.7). Together, privately
insured and Medicare patients constituted 88 percent of all admissions to niche hospitals in
Texas in 2004, compared with just 72 percent of all admissions to general hospitals.

FIGURE 1.7
AVERAGE PAYER MIX IN HOSPITALS AS A PERCENT OF TOTAL ADMISSIONS, 2004
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Source: MPR analysis of AHA Survey Data, 2000-2004.

In contrast, niche hospitals in Texas accept remarkably few Medicaid patients, who
represent relatively low reimbursement as a percent of cost. In 2004, Medicaid patients
accounted for just 3 percent of admissions to niche hospitals, compared with 19 percent of the
admissions to general hospitals.

From 2000 to 2004, the proportion of patients in niche hospitals that were private-pay
dropped from 62 percent to 54 percent, while the proportion that were Medicare patients
increased. The share of Medicaid patients remained low and stable, at two to three percent of all
admissions. (Table 1.7)

General hospitals in HSAs with at least one niche hospital reported a similar decline in the
proportion of private-pay patients but a smaller increase in the proportion of Medicare patients.
On net, the proportion of patients in general hospitals that were either private-pay or Medicare-
enrolled fell three percentage points from 2000 to 2004, while the proportion of Medicaid
patients rose.
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TABLE 1.7

ADMISSIONS BY PAYER AS A PERCENT OF TOTAL ADMISSIONS

TO NICHE AND GENERAL HOSPITALS, 2000-2004

Change
2000 2001 2002 2003 2004 2000-2004
Niche Hospitals Open > 1 Year
Private 62.4 66.3 60.1 55.3 54.1 -8.3
Medicare 26.0 23.1 20.2 32.6 33.9 7.9
Medicaid 2.4 33 2.1 2.3 2.8 0.4
Other 9.2 7.3 17.6 9.8 9.2 0.0
All General Hospitals
Private 28.2 28.1 27.1 26.0 25.6 -2.6
Medicare 46.6 47.2 46.5 46.6 47.8 1.2
Medicaid 15.9 15.7 16.8 17.6 17.4 1.5
Other 9.3 9.0 9.6 9.8 9.2 -0.1
General Hospitals in HSAs with Niche Hospitals
Private 35.2 35.9 33.1 31.0 30.5 -4.7
Medicare 40.5 39.0 38.5 40.4 42.2 1.7
Medicaid 15.7 16.8 19.0 19.4 18.7 3.0
Other 8.6 8.3 9.4 9.2 8.6 0.0
Source: AHA Survey Data, 2000-2004.
Note: The 2004 hospital payer mix is based on mean values for private admissions, Medicare admissions, and

Medicaid admissions as a percent of total admissions.

TRICARE, and miscellaneous payers

Other admissions include self-pay, uninsured,

General hospitals provide a considerable amount of uncompensated care, including both
charity care and bad debt. From 2000 to 2004, general hospitals’ uncompensated care equaled
approximately ten percent of revenues, with very little change over the period (Figure 1.8). In
contrast, niche hospitals provided uncompensated care equal to just two to three percent of

revenues over this time period.’

? All niche hospitals in Texas are for-profit organizations and therefore pay taxes. Assessing whether the
amount paid in taxes is equivalent to the amount of uncompensated care that general hospitals provided is beyond

the scope of this study.



FIGURE I.8

MEAN UNCOMPENSATED CARE AS A PERCENT OF REVENUE:
NICHE OPEN AT LEAST ONE YEAR AND GENERAL HOSPITALS, 2000-2004
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Source: MPR analysis of AHA Survey Data, 2000-2004.

6. Operating and Total Margins

Probably the most telling indicator of differences in the service and payer mix associated
with niche and general hospitals is the difference in their mean operating margins as a percent of
their revenues—in effect, a measure of annual profits. To compare the operating and total
margins of niche and general hospitals, we omitted from the data, niche hospitals that had been
in operation for only one year. These hospitals had very low margins associated with startup and
could not reasonably be compared with general hospitals, of which all had been operating for
longer periods.'”

From 2000 to 2004, niche hospitals that had been operating for at least one year reported an
average operating margin that ranged from 10 to 18 percent from 2000 to 2003, dropping to a
level similar to that of general hospitals in 2004—approximately four percent (Figure 1.9). The
decline in niche hospitals’ average operating margins as a percent of revenue since 2002 may be
related to the surge in the development of these hospitals since 2001, with newer hospitals
reporting lower operating margins in the first years after startup (even omitting their first-year
experience from consideration).

19 Recall that all hospitals reporting part-year or missing data—either niche or general hospitals—also were
omitted from this analysis, as well as the preceding descriptive analysis based on the AHA survey data.
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FIGURE 1.9
MEAN OPERATING MARGIN AS A PERCENT OF REVENUE, 2000-2004
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Source: MPR analysis of AHA Survey Data, 2000-2004.

In contrast, general hospitals started the period reporting average operating losses against
revenue of —1.0 percent in 2000."" Their operating margins improved until 2002, peaking at five
percent of revenues that year. From 2002 to 2004, however, the operating margins of general
hospitals again declined. As reported by stakeholders in Texas (and described in Chapter III),
that drop may have been related to competition with niche hospitals for on-call physicians,
nurses, and other staff—a dynamic that reportedly exacerbated the cost effects of the general
shortage of these professionals in Texas.

Located in Texas’s faster-growing population centers, general hospitals in HSAs with at
least one niche hospital—reported slightly higher average operating margins than general
hospitals overall from 2002 to 2004, but distinctly lower operating margins than the niche
hospitals. In 2004—when the number of niche hospitals reached an historic high—the operating
margins of general hospitals in HSAs with a niche hospital dropped below the average of all
general hospitals in Texas.

Similar patterns are evident with respect to total hospital margins in Texas from 2000 to
2004. Total margins include non-operating revenues and expenditures, such as capital gains and

" The diminished fiscal condition of general hospitals in Texas in 2000 may have been the result of the
Balanced Budget Act of 1997, which significantly reduced Medicare reimbursements to hospitals. (AHA, 2006)
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investments, as well as operating revenues and costs. In 2004, the average total margin among
niche hospitals dropped to just 0.3 percent—approximately break-even for these hospitals.

In contrast, general hospitals in Texas that in general are older facilities than niche hospitals,
reported generally much lower and more stable total margins as a percent of revenue from 2000
to 2004, ending the period with an average total margin of about three percent. Reflecting their
lower operating margin in 2004 than general hospitals overall, general hospitals in HSAs with at
least one niche hospital reported a lower average total margin that year—approximately 2.2
percent (Figure 1.10).

FIGURE I.10
MEAN TOTAL MARGIN AS A PERCENT OF REVENUE, 2000-2004
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E. ANALYSIS OF GENERAL HOSPITAL MARGINS

This analysis identifies the impacts on general hospitals’ operating or total margins that are
attributable specifically to the presence of one or more niche hospitals in the community,
controlling for the potential effects of other factors that may also drive differences in hospital
margins. We analyzed three outcome measures: (1) general hospital operating margins, (2)
general hospital total margins, and (3) uncompensated care as a percent of revenues in general
hospitals. Each analysis controlled for the presence of one or more niche hospitals in the market.
These were measured alternatively as: (1) the presence of one or more niche hospitals in the
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general hospital’s HSA, (2) the number of admissions to niche hospitals as a percent of
admissions to either niche or general hospitals in the HSA, and (3) the total number of surgeries
performed in niche hospitals as a percent of total surgeries performed in either niche or general
hospitals in the HSA. Additional control variables included:

o The General Hospitals’ Own Characteristics. For-profit status; teaching status;
number of beds; payer mix; location; volume of outpatient visits, ER visits, and
admissions; average length of stay, occupancy rate; and system or network affiliation

e Local Population Characteristics. HSA population level and growth; the racial,
gender, and age composition of the population; and average educational attainment
and per capita income

o Local Market Characteristics. The number of hospitals in the HSA, physicians per
thousand population in the HSA, and the number of ambulatory surgery centers in the
HSA

In each of the analyses, the general hospital was the unit of observation, and effects were
estimated over five years (2000-2004)."* Coefficient estimates with a two-tailed p-value of less
than five percent—indicating at least a 95 percent chance that the relationship was nonzero—
were accepted as statistically significant.

Controlling for other factors that affect hospital margins and uncompensated care, we found
no evidence that the presence of a niche hospital, per se, affected the financial performance of
general hospitals in the same market area.”” That is, neither the presence of a niche hospital nor
the volume of admissions or surgeries affected (1) general hospitals’ total or operating margins,
or (2) the level of uncompensated care they experienced. It is possible that no effect would be
discernable if, as suggested in other studies, general hospitals adjusted their business practices
during the course of a reporting year to offset perceived or real declines in margins.'* However,
we also were unable to find any impact on the general hospitals’ levels of uncompensated care
associated with the presence of a niche hospital.

While the presence of a niche hospital seems to have had no discernable effect on general
hospitals’ margins or levels of uncompensated care, the general hospital’s for-profit tax status
was a very important predictor of these outcomes. That is, controlling for all other factors,
nonprofit general hospitals reported an average operating margin that was 8.5 percentage points
lower than that reported by for-profit general hospitals, and an average total margin that was 7.7

12 The multivariate regression model is a pooled cross-section of hospital-year observations. Standard errors
were clustered in the model to account for the presence of the same hospital in multiple years of the dataset.

1> All models and estimates produced for this analysis are reported in Appendix C.
' For example, surveys of hospital executives and physicians also have found that the development of
ambulatory surgery centers and specialty/niche hospitals had not (to date) affected general hospital margins, because

general hospitals had managed to raise prices for profitable service lines in order to recoup revenue losses from
“out-migrated” services (MedPAC 2006).
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percentage points lower. Their uncompensated care load, as a percent of revenues and holding
all else equal, was 2 percentage points greater than that of for-profit hospitals.'®

Other characteristics of general hospitals also contributed to differences in their operating
and/or total margins relative to niche hospitals—although none so strongly as for-profit status.
Specifically, all else being equal, larger hospitals reported higher operating margins, pointing to
the importance of economies of scale for larger general hospitals. In addition, higher emergency
room volume was significantly associated with greater uncompensated care—suggesting that
niche hospitals may indeed benefit from limiting their emergency room capacity. We estimate
that, all else being equal, an increase of 10,000 visits to the emergency room would drive a one-
point increase in uncompensated care as a percent of patient revenues. Finally, general hospitals
with higher occupancy rates sustained less uncompensated care as a percent of revenues;
conversely, hospitals with a greater proportion of empty beds appeared more likely to admit
patients who cannot pay for care.

Some aspects of the local population and local market area also affected the margins of
hospitals. For example, variables that measure socioeconomic and insurance status (such as the
gender composition of the area and the proportion of the population that had completed high
school) affected hospital margins. Finally, Medicare as a share of patient admissions did not
appear to drive low margins in general hospitals. However, operating and total margins for
general hospitals were slightly higher in HSAs where a greater proportion of the population was
age 65 or older.

To test the sensitivity of these findings to Texas’s definition of a niche hospital, we repeated
the analysis using the list of niche hospitals developed by the CMS for its August 2006 report;
these additional results are reported in Appendix D. Using the CMS definition entailed adding
some hospitals to the niche category (as defined by CMS) and removing them from general
hospital status (as defined in Texas). Conversely, some hospitals that were niche hospitals under
the Texas definition were moved to general hospital status under the CMS definition.'® Thus,
use of either definition equated to significant heterogeneity among general hospitals; some
hospitals considered niche under the CMS definition did not even approach niche under the
Texas definition. As a result, the findings of the analysis with respect to the impact on general
hospitals’ total and operating margins did not change: we found no evidence that the presence of
a niche hospital affected general hospitals’ total or operating margins, but consistent evidence
that the for-profit status of the general hospital was the most significant predictor of relatively
high margins.

'* This gap in financial performance between for-profit and nonprofit hospitals is consistent with prior analyses
that examined differences in the prior decade (e.g., Thorpe et al. 2000).

' In addition, not all hospitals on the CMS list appeared in the AHA data, largely because they had not been in
operation a full calendar year. Therefore, while CMS identified 31 niche hospitals in Texas in 2004, just 21
appeared in the AHA data and were included in this analysis. Review of the niche hospitals that did not report
indicated that dropping them from the analysis did not change the essential results with respect to impact on general
hospital margins.
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F. LIMITATIONS OF THE ANALYSIS

The design of this study reflects the constraints of the study’s legislative mandate as well as
the resources and timeline permitted. These constraints may affect the study results in a number
of important ways and also suggest avenues for additional study that may be of value to policy
makers in Texas and elsewhere.

First, we defined a general hospital’s market to be its health service area (HSA), a definition
based on the geographic use patterns of Medicare patients. Alternative definitions of service
areas—specifically, counties and trauma service areas—were tested, but neither produced
sensible results. While additional investigation of meaningful service areas in Texas is beyond
the scope of this study, further analysis of hospital market areas to confirm our findings may be
important.

Second, variables of potential importance were omitted. While our estimates explain more
than the usual proportion of variation in the outcome variables, more than half of the total
variation in each specification remained unexplained. Among the omitted variables that might
have explained significant variation would be case-mix measures and measures of patient acuity.
While the high proportion of outpatient surgeries at niche hospitals suggests that they have a
lower average patient acuity relative to general hospitals, the AHA survey does not provide this
information, and our ability to match case mix and patient acuity to the survey data was limited
by the timeline and data available for the study. By necessity, we assume that such unobserved
variables are uncorrelated at the hospital level with the observed variables, so that excluding
them did not bias the results of the analysis.

Third, despite the relative concentration of niche hospitals in Texas, there are still very few
niche hospitals compared with all hospitals or even multi-service general hospitals in the state.
Because niche hospitals account for relatively few hospitals or admissions, they are unlikely to
have systematic effects on general hospitals as a group. Even so, if general hospitals adapted
quickly to the financial effects of niche hospitals in their service areas, it is possible that an
analysis of this type would not have discerned significant effects that might have occurred. For
example, general hospitals could have increased the prices of services for which they had no
competitors, thereby offsetting the effects of niche hospitals and obscuring observable effects.
While an analysis of such responses was beyond the timeline and resources available for this
study, it also would have addressed a different question: how service prices and total cost may
change in response to the entry of a niche hospital. An analysis of such potential effects on the
larger health care system could be a valuable adjunct to this study.

Finally, the for-profit status of hospitals in Texas accounted for most of the explained
variation in hospital operating margins. In 2004, all niche hospitals in Texas were for-profit, but
most community hospitals were not. This finding—that for-profit hospital margins significantly
exceed not-for-profit hospital margins is consistent with findings in the research literature,
especially in the southern and western states.'” The literature does not offer a particularly

" In a comprehensive review and meta-analysis of studies that used multivariate analysis techniques,
Eggleston et al. (2005) found consistent evidence that for-profit hospitals earned higher margins than nonprofits,
although the magnitude of difference varied between studies. Studies using data within a single state, especially in
the South and West, tend to find larger differences in margins between for-profit and nonprofit hospitals, compared
to national studies.
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satisfactory explanation of this finding, beyond noting the much lower burden of uncompensated
care that for-profit characteristically provide.'"® In Texas, the distribution of uncompensated care
may also explain the substantial difference between for-profit niche hospitals and general
hospitals, of which most are not-for-profit. Whether the difference in uncompensated care may
be a result of physician referral patterns is explored in the chapter that follows.

G. SUMMARY AND CONCLUSIONS

From 2000 to 2004, the number of niche hospitals in Texas increased sharply, but they still
represent just six percent of all licensed hospitals in Texas. About half of the general, multi-
service hospitals in Texas operated in health service areas (HSA) where a niche hospital also
operated. While all of the niche hospitals in Texas are for-profit facilities, 35 percent of general
hospitals that competed in the same HSA with niche hospitals in 2004 were for-profit.

The average capacity of niche hospitals in Texas is much smaller than that of general
hospitals. General hospitals in HSAs that included a niche hospital were nearly ten times as
large as the niche hospitals in those HSAs and averaged more than six times the number of
admissions as niche hospitals in 2004. The emergency volume in general hospitals was more
than 30 times that of niche hospitals in 2004.

From 2000 to 2004, we observed trends in hospital admissions and utilization that suggested
a significant realignment of hospital activity and profitability. Specifically:

e Admissions to both niche and general hospitals increased from 2000 to 2004, but
niche hospitals saw an average increase in admissions that was twice that of all
general hospitals (12.7 percent versus 6.0 percent). In HSAs with at least one niche
hospital, admissions to general hospitals actually declined by 3.4 percent.

e For both niche and general hospitals in the same HSAs, the average number of
outpatient visits per hospital declined, but the rate of decline was faster among the
general hospitals (-6.6 percent) than among niche hospitals (-4.5 percent).

e Niche hospitals reported a much higher percentage of private-pay patients than did
general hospitals and remarkably few Medicaid patients (two to three percent). From
2000 to 2004, the proportion of patients in niche hospitals that were private-pay
dropped from 62 percent to 54 percent, while the proportion that were Medicare
patients increased. General hospitals in HSAs with at least one niche hospital
reported a similar decline in the proportion of private-pay patients but a smaller
increase in the proportion of Medicare patients, while the proportion of Medicaid
patients rose.

' GAO (2005) reported that for-profit hospitals in Texas had only 4.8 percent of their patient operating
expenses devoted to uncompensated care in 2003, compared with 6.7 percent of nonprofit hospitals—although both
types of hospitals provided less uncompensated care than government-owned, public hospitals (18.0 percent of
operating expenses). A small number of nonprofit hospitals accounted for most uncompensated care delivered by
nonprofit hospitals in the state.
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e Although niche hospitals had less than 20 percent of the bed capacity of general
hospitals in 2004, they averaged more than 67 percent of the operating room capacity
of general hospitals in their market areas. From 2000 to 2004, the average number of
inpatient surgeries performed in niche hospitals grew three times as fast (11.6
percent) as that in general hospitals (less than four percent). Among general hospitals
in HSAs with at least one niche hospital, the average number of inpatient surgeries
dropped 7.7 percent.

From 2002 to 2004, the operating margins of general hospitals declined. In 2004—when the
number of niche hospitals reached an historic high—the operating margins of general hospitals
in HSAs with a niche hospital dropped below the average of all general hospitals in Texas.
Nevertheless, controlling for the potential effects of many factors that may affect hospital
margins, we did not find that the presence of niche hospitals or their volume of admissions had
an adverse net impact of the operating margin, total margin, or uncompensated care as a percent
of revenues of general hospitals.

Instead, the most important predictor of general hospitals’ financial performance was its
status as a profit-profit or nonprofit facility. For-profit general hospitals systematically had
much higher operating margins than nonprofit general hospitals and slightly lower amounts of
uncompensated care.

The financial prospects for both general and niche hospitals in Texas are fundamentally
linked to their payer mix. In Texas, niche hospitals have a higher proportion of private pay
patients than general hospitals, but the privately insured proportion of their patients has
decreased over time as the proportion enrolled in Medicare has increased. In contrast, general
hospitals saw an increase in both the proportion of Medicare and Medicaid admissions. Greater
dependence on Medicare as a payer may drive significant change in the prospects for niche
hospitals and on competition for patients in coming years, as Medicare’s payment policies
increasingly emphasize greater efficiency and lower hospital cost.

CMS is poised to change reimbursement for the major services that niche hospitals in Texas
provide; payment for selected cardiac services is scheduled to change in 2007. CMS will review
payment for surgical and orthopedic services in 2007, and may change those as well in 2008
(CMS 2006). It seems likely that reduced Medicare payments for these services will encourage
niche hospitals to market more aggressively to commercially insured patients—possibly forcing
insurers to admit niche hospitals into their networks—and also increase physician-owners’
financial incentives to selectively refer high-margin patients. In turn, general hospitals may
respond to preserve their margins by increasing the price or volume of services for which they do
not compete with niche hospitals—and increasing total health care costs in the state.

Such effects in Texas would be important to monitor. However, the difference between the
CMS and Texas definitions of a niche hospital will make it difficult to monitor the effects on
either total health care costs or general hospital margins. A more comprehensive definition of a
niche hospital—incorporating the CMS definition into Texas’s current statutory definition, as
well as improvements in reporting by hospitals and ambulatory surgical centers in the state,
could greatly improve the ability of the state to understand the impacts of a growing niche
hospital sector. Improved reporting would include obtaining more accurate inpatient hospital
discharge information, information on the outpatient revenues and costs of hospitals and
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ambulatory surgery centers for outpatient discharges and visits, and more accurate (and updated)
information on hospital ownership in Texas.
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II. REFERRAL PATTERNS OF PHYSICIAN OWNERS AND NON-OWNERS

A. INTRODUCTION

A number of studies have noted that physicians with an ownership interest in a niche
hospital have a financial incentive to refer their patients to that hospital (GAO 2003; CMS 2005;
MedPAC 2005). Indeed, recognition of the financial incentive for self-referral to physician-
owned hospitals has fed mounting concerns about unfair competition, bias in the professional
judgment of physician owners, and the potential overuse of health care services.

Over the past 35 years, Congress has enacted two laws to counter inappropriate self-referral
patterns: the federal anti-kickback statute (enacted in 1972), and the Ethics in Patient Referrals
Act (also known as the Stark Law, enacted in 1989 and expanded in 1993). However, neither
law prohibits physicians who have an investment in the whole hospital (versus a hospital division
or unit) from referring patients to that hospital. Both laws reflect the belief that referrals from a
physician owner would have little impact on overall hospital profits, given the wide array of
services that hospitals generally provide. However, it is the “whole hospital” exception that has
created the regulatory-sanctioned opportunity for physicians to gain financially from self-referral
to a hospital (such as a niche hospital) that specializes in a narrow set of services.

Despite the obvious financial incentive to self-refer, it is only one of several factors that may
drive differences in the patient mix of niche versus general hospitals (Greenwald et al. 2006).
These factors may include whether a hospital is in the network of the patient’s insurance plan;
the size, visibility, and capacity of the hospital’s emergency department; patients’ preferences for
(and ability to afford) the convenience and amenities of newer and smaller hospitals; and
physicians’ preferences about staffing, scheduling, and other dimensions of their work
environment.

This chapter explores the question of whether physician ownership, versus other factors
unrelated to the financial incentives of ownership, drives the differences in the patient mix of
niche versus general hospitals. Specifically, we look at the referral patterns of physician owners
relative to those of non-owners with respect to three measures of potential bias:

e Patients admitted by physician owners as a percent of all patients discharged from
physician-owned niche hospitals

e Patients admitted by physician owners to the niche hospitals they own as a percent of
all patients that physician owners refer to any hospital

e The relative profitability (payer type and severity of illness) of patients admitted by
physicians to a niche hospital in which they have an ownership interest

B. DATA AND METHODS

The analysis in this chapter is based on analysis of the Quarterly Texas Hospital Inpatient
Discharge Public Use Data Files for 2000 through 2004, obtained from the DSHS Center for
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Health Statistics. For each patient discharged from a Texas hospital, these data identify the
hospital of discharge and the patient’s attending physician, who (based on the discharge coding
instructions) is likely also to be the admitting physician.'” *° We grouped discharges by the
attending physician’s status as an owner or non-owner.

We combined the data from each quarter in each year to create annual discharge data files.
The annual discharge data were then matched to data from applications for hospital licenses and
from the 2000-2004 AHA Annual Survey of Hospitals and Hospital Tracking Database to
identify whether a hospital was physician-owned and to ensure that hospitals were identified
consistently from year to year, as some had changed their name and ownership. Physician
owners were identified from the licensure information.

In examining the merged files, we observed that physician-owners of niche hospitals
admitted patients to only one niche hospital in any year. We inferred that their ownership
interest was in that hospital and flagged these physicians in the discharge database to support an
analysis of their admitting patterns. In 2004, we identified 15 hospitals—one cardiac, seven
orthopedic, and seven surgical hospitals—that could be associated with specific physician
owners; 148211)hysician owners and 154 physician non-owners admitted patients to these hospitals
(Table I1.1).

To identify differences in the referral behaviors of physician owners versus non-owners, we
first developed bivariate statistics to describe the number and characteristics of discharges for the
major diagnosis categories (MDCs) used to define niche hospitals.”> Discharge characteristics

' The physician identification number in the discharge data is ATTENDING PHYSICIAN_UNIF_ID, which
is a "unique identifier assigned to the licensed physician expected to certify medical necessity of services rendered,
with primary responsibility for the patient’s medical care and treatment. Physician is an individual licensed to
practice medicine under the Medical Practice Act” and “can include an individual other than a physician who admits
patients to hospitals or who provides diagnostic or therapeutic procedures to inpatients, including psychologists,
chiropractors, dentists, nurse practitioners, nurse midwives, and podiatrists authorized by the hospital to admit or
treat patients.” [Italics inserted for emphasis.] In practice, the unique physician ID used to identify the attending
physician from the discharge data could only be the physician who treated the patient—not a physician who only
referred the patient.

* The reader should note that ambiguity in the identified physician’s role is likely to produce random and
unbiased error in the analysis, artificially reducing the statistical significance of any differences in referral patterns
between owners and non-owners. A finding of significant difference, therefore, is probably conservative. That is,
clarification of the variable would increase the likelihood of finding statistically significant differences.

! We identified one physician-owned women’s hospital in the discharge data, but were unable to identify the
specific physician owners and, therefore, omitted this hospital from the analysis.

22 MDC 5 (diseases and disorders of the circulatory system) was used for cardiac hospitals; MDC 8 (diseases
and disorders of the musculoskeletal system) was used for orthopedic hospital; and MDC 13 (diseases of the female
reproductive system) was used for women’s hospital. MDCs for surgical hospitals varied across hospitals and
reflected the two most common MDCs. In addition to the above MDCs, they generally included MDC 1 (diseases
and disorders of the nervous system), MDC 4 (diseases and disorders of the respiratory system), MDC 6 (diseases
and disorders of the digestive system), MDC 9 (diseases and disorders of the skin and breast), MDC 10 (endocrine
diseases and disorders), and MDC 11 (diseases and disorders of the kidney and urinary tract).
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included the primary payer, the severity of illness, and the risk of mortality.”> We then analyzed
the volume and characteristics of discharges by physician (comparing owners to non-owners)
and by hospital (comparing niche hospitals to general hospitals). For each comparison, we used
a t-test to assess whether the mean of one group was significantly different from the mean of the
other group, in light of the variation that occurs within groups.

TABLE II.1

NICHE HOSPITALS WITH IDENTIFIED PHYSICIAN OWNERS AND ATTENDING
PHYSICIAN OWNERS AND NON-OWNERS, 2004

Number of Physicians with Discharges from Niche

Numbqr of N@che Hospitals with Identified Physician Owners
Hospitals with

Hospital Identified Physician

Specialty Owners Physician Owners Physician Non-Owners
Total 15 148 154°

Cardiac 1 23 34
Orthopedic 7 76 58

Surgical 7 49 97

Source: Analysis of the 2000-2004 Texas Hospital Inpatient Discharge Public Use Data Files.

Note:  The number of unique physician owners identified may be less than the total number of physicians with
ownership in the niche hospital in cases where we were unable to identify the physician owners from the
hospital licensing application or to uniquely identify the physician owner in the discharge data that
hospitals reported.

Detail does not add to the total because physician non-owners may have admitting privileges in more than one type
of niche hospital.

The definition of niche hospitals and general hospitals used in this chapter is the same as
that used in Chapter I and described in Appendix A. More detailed documentation of the data
development steps undertaken for the analysis in this chapter is provided in Appendix E.

C. DISCHARGES FROM NICHE VERSUS GENERAL HOSPITALS

From 2000 to 2004, more than two million patients per year were discharged from hospitals
licensed in Texas (Table I1.2). The vast majority of patients (99 percent) were discharged from
general hospitals. Niche hospitals accounted for just 0.4 percent of all discharges in 2000 and
1.1 percent in 2004; most of these niche hospitals were physician-owned.

> The severity of illness recorded on the discharge record is a standard score from the 3M’s All Patient
Refined Diagnosis Related Group (APR-DRG) grouper that indicates the discharging physician’s assessment of the
extent of physiologic decomposition or organ-system loss of function. Similarly, the risk of mortality is a standard
score from the APR-DRG grouper that indicates the likelihood of death at admission.
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TABLE I1.2
TOTAL DISCHARGES AND DISCHARGES BY HOSPITAL TYPE AND OWNERSHIP,

2000-2004
2000 2001 2002 2003 2004 All Years
Total discharges 2,266,049 2,359,705 2,405,822 2,476,946 2,488,389 11,996,911

General hospitals
Total general hospital discharges 2,257,143 2,348,550 2,392,906 2,458,242 2,459,943 11,916,784

Percent of total discharges 99.6% 99.5% 99.5% 99.2% 98.9% 99.3%
Niche hospitals
Total niche hospital discharges 8,906 11,155 12,916 18,704 28,446 80,127
Corporate-owned niche hospitals 50 751 945 966 575 8,085
Percent of niche hospital
discharges 0.6% 6.7% 7.3% 5.2% 2.0% 10.1%
Physician-owned niche hospitals
Owners identified 4,058 4,610 5,843 10,530 15,497 40,538
Percent of niche hospital
discharges 45.6% 41.3% 45.2% 56.3% 54.5% 50.6%
Owners not identified 4,798 5,794 6,128 7,208 12,374 31,504

Percent of niche hospital
discharges 53.9% 51.9% 47.4% 38.5% 43.5% 39.3%

Source:  Analysis of the 2000-2004 Texas Hospital Inpatient Discharge Public Use Data Files.

We were able to associate about half of all niche hospital discharges with hospitals for
which we could identify the specific physician owners (although many additional discharges
were associated with physician-owned niche hospitals for which we could not identify specific
physician owners). Niche hospitals for which we could identify the specific physician owners
accounted for 4,000 discharges in 2000 and more than 15,000 discharges in 2004. From 2000 to
2004, self-referrals by physician owners accounted for about one-third of all discharges from
hospitals that they owned, rising from 17 percent of discharges in 2000 to 38 percent in 2004
(Table I1.3).
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TABLE I1.3

DISCHARGES FROM NICHE HOSPITALS WITH IDENTIFIED PHYSICIAN OWNERS,
TOTAL AND BY PHYSICIAN OWNERSHIP, 2000-2004

2000 2001 2002 2003 2004  All Years

Total Number of Discharges 4,058 4,610 5,843 10,530 15,497 40,538

Discharges by owners 695 978 1,325 3,894 5,892 12,784
Percent of total 17.1% 21.2% 22.7% 37.0%  38.0% 31.5%
Discharges by non-owners 3,363 3,632 4,518 6,636 9,605 27,754
Percent of total 82.9% 78.8% 77.3% 63.0%  62.0% 68.5%

Source: Analysis of the 2000-2004 Texas Hospital Inpatient Discharge Public Use Data Files.

D. PHYSICIAN ADMITTING PATTERNS
1. Exclusive Admission

From 2000 to 2004, more than half of all physicians in Texas—regardless of their ownership
status—admitted all of their patients to the same hospital in any given year (Table 11.4). This
practice of exclusive admissions became more prevalent over time: by 2004, nearly 55 percent
of physicians admitted patients to just one hospital, 28 percent of physicians admitted patients to
two hospitals, and 17 percent admitted patients to three hospitals or more.

TABLE I1.4

NUMBER OF PHYSICIANS AND PERCENT WITH ADMISSIONS
TO MULTIPLE HOSPITALS, 2000-2004

2000 2001 2002 2003 2004
Total Number of Physicians 20,747 20,627 20,713 20,995 21,425
Percent with admissions to:
1 hospital 52.8 52.7 54.0 53.8 54.9
2 hospitals 28.5 28.0 28.4 28.2 28.2
3 or more hospitals 18.7 19.3 17.6 18.0 16.9
Number of physician owners
of niche hospitals 759 757 776 769 763"
Percent with admissions to:
1 general hospital 35.1 329 34.8 34.1 40.0
2 general hospitals 304 32.6 33.9 36.6 334
3 or more general hospitals 345 345 313 29.3 26.6

Source: Analysis of the 2000-2004 Texas Hospital Inpatient Discharge Public Use Data Files.

*The number of physician owners is not the same as reported in Table II.1 because physicians may be uniquely
identified in discharges from general hospitals but not in discharges from niche hospitals that they may own.
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These patterns suggest that, even if physician owners admitted patients only to the hospital
in which they had an ownership interest, it might be consistent with the pattern of exclusive
admissions observed among physicians generally. But in addition to admitting patients to their
own niche hospitals,”* all 763 physician owners identified in 2004 admitted at least one patient to
a general hospital in that year (Table 11.4). Consistent with the changes in physician practice that
generally took place in the state from 2000 through 2004, physician owners were more likely to
admit patients to the same general hospital (versus two or more) in 2004 than in 2000.

2. Admissions by Physician Owners

In 2004, more than half of all discharges from niche hospitals—regardless of specialty—
were associated with physician owners (Table I1.5). That year, the rate of self-referrals to
orthopedic hospitals (64 percent) and surgical hospitals (59 percent) exceeded the rate of self-
referral to cardiac hospitals (51 percent)—reflecting fast growth in the rate of self-referral to
orthopedic and surgical hospitals, in particular, since 2000. Among all of the niche hospitals
with identified physician owners, self-referrals increased from 23 percent of discharges in 2000
to 61 percent in 2004.

TABLE II.5

PATIENTS ADMITTED BY PHYSICIAN OWNERS AS A PERCENT OF ALL PATIENTS
DISCHARGED FROM PHYSICIAN-OWNED NICHE HOSPITALS, BY HOSPITAL
SPECIALTY, 2000-2004

Hospital Specialty 2000 2001 2002 2003 2004
Total 232 % 25.6 % 33. % 54.8 % 61.1%
Cardiac na’ na’ 55.1 58.3 51.2
Orthopedic 38.1 37.9 40.1 61.4 64.3
Surgical 8.3 1.0 12.4 45.6 59.3

Source: Analysis of 2000-2004 Texas Hospital Inpatient Discharge Public Use Data Files.

Note: Discharges from cardiac, orthopedic, and surgical hospitals were restricted to the major diagnostic
categories (MDCs) that were used, respectively, to define the niche hospitals: MDC 5, MDC 8, and the
most frequent two surgical MDCs. Percents were calculated for each niche hospital and averaged
(unweighted) across hospitals.

*There were no cardiac hospitals with identified physician owners in 2000 and 2001.

From the perspective of the hospital, admissions by physician owners represented an
important source of their business. In 2004, physician owners admitted more than half of all
patients who were discharged from five of the seven surgical hospitals with identified physician
owners, and more than three-quarters of patients discharged from four of the seven orthopedic

* We were unable to identify referrals to niche hospitals for a large number of these physician owners, because
they were not uniquely identified in the discharge data niche hospitals reported.
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hospitals with identified physician owners (Figure II.1). Physician owners also admitted more
than half of all patients who were discharged from the one cardiac hospital with identified
physician owners.

FIGURE II.1

NUMBER OF NICHE HOSPITALS WITH IDENTIFIED PHYSICIAN OWNERS,
BY THE PERCENT OF PATIENTS ADMITTED BY PHYSICIAN OWNERS, 2004
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Source: Analysis of the 2004 Texas Hospital Inpatient Discharge Public Use Data File.

3. The Probability of Self-Referral

Niche hospitals—whether physician-owned or not—treat patients within a relatively narrow
range of health care needs. Consequently, to understand the prevalence of self-referral from the
physician’s perspective, it is necessary to distinguish between patients with a diagnosis that
might be appropriately treated at a niche hospital versus those with diagnoses that would not
reasonably be treated there.

Differentiating patients by the their diagnoses, we found that the physician owners of niche
hospitals were more likely to admit specialty-appropriate patients to the niche hospital than to a
general hospital, compared with non-owners who had admitting privileges to the same niche
hospital (Table 11.6). In 2000, physician owners admitted more than 55 percent of specialty-
appropriate cases to niche hospitals in which they had an ownership interest, twice the rate at
which non-owners admitted such cases. In 2004, the difference between owners and non-owners
was smaller but nonetheless statistically significant: physician owners admitted 43 percent of
specialty-appropriate cases to the niche hospital, while non-owners admitted 30 percent of such
cases.
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TABLE I1.6

PATIENTS ADMITTED TO NICHE AND GENERAL HOSPITALS AS A PERCENT OF ALL
PATIENTS REFERRED BY A PHYSICIAN TO ANY HOSPITAL, BY HOSPITAL
SPECIALTY, 2000 AND 2004

2000 2004
Niche Hospitals Niche Hospitals
with Identified with Identified
Physician General Physician General
Hospital Specialty Owners Hospitals Owners Hospitals
Total, All Specialties
Owners 55.7* 44 3% 42.8% 57.2*
Non-owners 26.3 73.7 29.6 70.2
Cardiac”
Owners na na 11.4 88.6
Non-owners na na 17.0 83.0
Orthopedic
Owners 60.1* 39.9* 65.0* 35.0%
Non-owners 34.4 65.6 58.2 41.8
Surgical
Owners 9.2 90.8 24.2 75.8
Non-owners 17.0 83.0 26.1 73.9

Source: Analysis of 2000 and 2004 Texas Hospital Inpatient Discharge Public Use Data Files

Note: Discharges from cardiac, orthopedic, and surgical hospitals were restricted to the major diagnostic
categories (MDCs) that were used, respectively, to define the niche hospitals: MDC 5, MDC 8, and the most
frequent two surgical MDCs. Percents were calculated for each physician and averaged (unweighted)
across physicians with the same ownership status by type of hospital. Percent distributions (rows) may not
add to 100 within a given year because of rounding. “Na” indicates that the column head is not applicable.

*There were no cardiac hospitals with identified physician owners in 2000.

*The difference in the referral patterns of physician owners and non-owners was statistically significant at the 95
percent confidence level.

The difference between the admitting patterns of owners and non-owners was most apparent
in orthopedic hospitals. Both owners and non-owners admitted more than half of their
orthopedic patients to niche hospitals. However, physician owners of orthopedic hospitals
admitted an average of 65 percent of orthopedic patients to their own hospital, while non-owners
with admitting privileges referred an average of 58 percent of orthopedic patients to the niche
hospital. This difference was statistically significant.

In contrast, owners’ and non-owners’ admission patterns to cardiac and surgical hospitals in
2004 were statistically the same: both owners and non-owners were more likely to admit
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specialty-appropriate patients to general hospitals. On average, the physician owners of cardiac
hospitals admitted nearly 90 percent of cardiac cases to general hospitals in 2004, while
physician owners of surgical hospitals admitted more than 75 percent of surgical cases to general
hospitals. Differences in admission patterns between physician owners and non-owners of these
hospitals were small and not statistically significant.

4. Payer Type and the Severity of Illness

Admissions to niche versus general hospitals by physician owners and non-owners alike
differed systematically by payer type and by their patients’ severity of illness. Specifically,
across all types of niche hospitals, the mix of patients admitted to the niche hospital included
relatively few self-pay/charity patients, relatively few Medicaid patients, and relatively more
privately insured patients. In 2004, just 3.7 percent of the specialty-appropriate patients that
owners self-referred were either self-pay/charity (2.9 percent) or Medicaid (1.8 percent),
compared with 12.5 percent of the patients that they admitted to general hospitals (Table I1.7).%
However, we did not find any statistically significant difference in payer or case mix between
admissions by owners versus non-owners: non-owners also admitted a significantly heavier mix
of self-pay/charity and Medicaid patients to general hospitals—13.6 percent, compared with 5.8
percent of patients admitted to niche hospitals.

Conversely, privately insured patients constituted a larger share of the patients that both
owners and non-owners admitted to niche hospitals, and a significantly smaller share of those
admitted to general hospitals. In 2004, half of self-referrals to niche hospitals were privately
insured, compared with just 40 percent of admissions to general hospitals.

In addition, both owners and non-owners admitted their most severely ill patients to general
hospitals rather than to niche hospitals. In 2004, 18 percent of admissions to general hospitals by
niche-hospital owners and 17 percent of admissions by non-owners were extremely ill, compared
with just six percent of their admissions to niche hospitals. Similarly, just two percent of patients
admitted by physician owners to niche hospitals were at major or extreme risk of mortality,
compared with seven percent of their admissions to general hospitals.

» An identical analysis of patient selection using the discharge data in 2000 produced essentially the same
results.
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TABLE I1.7

PAYER TYPE AND SEVERITY OF ILLNESS OF PATIENTS ADMITTED TO NICHE AND
GENERAL HOSPITALS, BY OWNERSHIP STATUS OF THE ADMITTING PHYSICIAN,

2004
Percent of Discharges
Physician Owners Physician Non-owners
Niche Hosp  General Hosp Niche Hosp ~ General Hosp

Payer

Self-pay/charity 2.9% 6.1 2.0% 5.9

Medicare 38.9 41.6 33.1 38.0

Medicaid 1.8% 6.4 3.8% 7.7

Private insurer 50.1%* 39.7 52.4% 433

Other 6.3 4.9 8.7* 4.1
Severity of Illness

Minor 64.6* 41.5 67.3% 44.5

Moderate 29.3%* 40.5 26.8%* 38.6

Major/ Extreme 6.1% 18.0 5.9% 17.0
Risk of Mortality

Minor 88.6* 72.3 84.8* 70.6

Moderate 9.6%* 20.4 12.3* 20.4

Major/ Extreme 1.8* 7.3 2.9% 8.9

Source: Analysis of the 2004 Texas Hospital Inpatient Discharge Public Use Data File.

Note: Discharges from cardiac, orthopedic, and surgical hospitals were restricted to the specific major diagnostic
categories (MDCs) that were used, respectively, to define the niche hospitals: MDC 5, MDC 8, and the
most frequent two surgical MDCs. Percents were calculated for each physician and averaged (unweighted)
across physicians with the same ownership status by type of hospital. Percent distributions (columns) may
not add to 100 within a given category because of rounding.

*The difference in the payer or case mix of niche hospitals and general hospitals was statistically significant at the
95 percent level. We also conducted statistical test comparing owners and non-owners, and found none of the
difference between owners and non-owners in the payer or case mix of their admissions to niche or general hospitals
was statistically significant at the 95 percent confidence level.

Finally, the payer type and severity illness of admissions to niche versus general hospitals
sometimes differed by the niche hospital’s specialty (Table I1.8). Specifically:

o Self-pay/charity care patients: The mix of cardiac patients admitted by either owners
or non-owners to the one cardiac hospital we observed included a very low rate of
self-pay/charity patients—0.5 to 1.3 percent, compared with 12 to 14 percent among
cardiac patients that these physicians admitted to general hospitals. Similarly,
although the caseloads of surgical physicians included low percentages of self-
pay/charity patients overall, physician-owned surgical hospitals also included a
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TABLE II.8

PAYER TYPE AND SEVERITY OF ILLNESS OF PATIENTS ADMITTED TO NICHE AND GENERAL HOSPITALS, BY OWNERSHIP STATUS OF
THE ADMITTING PHYSICIAN AND HOSPITAL SPECIALTY, 2004

€¢

Percent of Cardiac Discharges Percent of Orthopedic Discharges: Percent of Surgical Discharges
MD Owners MD Non-owners MD Owners MD Non-owners MD Owners MD Non-owners
Niche  General Niche  General Niche  General Niche  General Niche  General Niche  General
Hosp Hosp Hosp Hosp Hosp Hosp Hosp Hosp Hosp Hosp Hosp Hosp
Total 100.0% 100.0% 100.0%  100.0% 100.0%  100.0% 100.0%  100.0% 100.0% 100.0% 100.0%  100.0%
Payer Type
Self-pay/charity 1.3*% 13.8 0.5% 12.3 4.9 39 2.3% 6.9 0.7* 53 1.6* 5.0
Medicare 45.9 54.0 37.9 48.2 32.8% 43.1 31.9% 43.7 45.1 33.6 34.0 322
Medicaid 0.7* 2.8 2.4 3.2 2.6* 5.5 4.2 4.8 1.1* 9.1 3.5% 104
Private insurer 51.9*% 28.3 59.3*% 35.9 49.5 41.6 48.4* 39.2 50.2 42.7 56.1 47.4
Other 0.1 0.1 0.0* 0.3 10.3 5.8 13.3* 54 2.9 6.8 4.8 2.7
Severity of Illness
Minor 54.2% 30.4 50.6* 30.2 66.3% 38.5 66.8% 38.8 66.9% 50.6 68.2% 50.2
Moderate 36.8 39.9 37.9 37.9 29.4% 42.7 28.0* 40.3 25.7% 38.1 25.4% 36.7
Major/ extreme 9.1* 29.7 11.5% 31.9 4.3% 18.8 5.2% 20.9 7.4 11.3 6.4* 13.2
Risk of Mortality
Minor 68.8%* 443 63.4* 44.2 95.6* 75.3 84.4* 63.8 87.1 81.7 85.3* 77.2
Moderate 28.1% 36.1 28.5 34.0 4.2% 19.7 12.5% 243 93 13.8 12.0 16.6
Majorlextreme  35% 495 8.1* 218 02% 49 3.0% 118 3.6 45 27+ 61

Source: Analysis of 2004 Texas Hospital Inpatient Discharge Public Use Data Files.

Note: Discharges from cardiac, orthopedic, and surgical hospitals were restricted to the major diagnostic categories (MDCs) that were used, respectively, to
define the niche hospitals: MDC 5, MDC 8, and the most frequent two surgical MDCs. Percents were calculated for each physician and averaged
(unweighted) across physicians with the same ownership status by type of hospital. Percent distributions (columns) may not add to 100 within a given
category because of rounding.

*Difference in the payer or case mix of niche hospitals and general hospitals was statistically significant at the 95 percent confidence level.



significantly lower rate of self-pay/charity patients (0.7 to 1.6 percent, versus about 5
percent among admissions to general hospitals).

e Medicare patients: Admissions to the orthopedic hospitals—by owners and non-
owners alike—included relatively few Medicare patients. Just 32 to 46 percent of
orthopedic admissions to these hospitals (by owners or non-owners, respectively)
were Medicare patients, versus 43 to 54 percent of orthopedic admissions to general
hospitals.

o Privately insured patients: Only in the case of the one cardiac hospital did owners’
self-referrals to the niche hospital include a significantly higher rate of privately
insured patients. Owners, in particular, admitted about twice the rate of privately
insured patients (52 percent) to the cardiac hospital as to general hospitals (28
percent). Non-owners also admitted a significantly heavier mix of privately insured
patients to the niche hospital (59 percent, versus 36 percent of cardiac admissions to
general hospitals), but it was not as skewed toward privately insured patients as the
mix that owners self-referred.

The one consistent picture that emerged across all types of niche hospitals was the relatively
low incidence of Medicaid patients in the caseloads of physicians affiliated with these hospitals
and the high propensity of physician owners, in particular, to refer Medicaid patients to general
hospitals. For example, orthopedic admissions to general hospitals included twice the rate of
Medicaid patients (5.5 percent) as self-referrals to these hospitals (2.6 percent). Surgical
admissions to general hospitals included 8 times the rate of Medicaid patients (9.1 percent), as
self-referrals to surgical hospitals (1.1 percent). Non-owners affiliated with surgical hospitals
also admitted a relatively Medicaid-heavy mix of surgical patients to general hospitals (10.4
percent versus 3.5 percent among admissions to the surgical hospital), but not so much as
OWners.

Similarly, across all types of niche hospitals, both owners and non-owners admitted a mix of
patients to niche hospitals that included significantly higher rates of patients with minor illnesses
and minor risk of mortality. Conversely, the mix of patients admitted by either owners or non-
owners to the cardiac hospital and the orthopedic hospitals included low rates of extremely ill
patients or patients with the highest risk of mortality, compared with the mix of patients they sent
to general hospitals. Owners of the cardiac hospital and the orthopedic niche hospitals, in
particular, admitted three to five times the rate of severely ill patients to general hospitals (19 to
29 percent) as to the niche hospital that they owned (4 to 9 percent), and 6 to 25 times the rate of
patients at the highest risk of mortality (5 to 20 percent, versus 0.2 to 3 percent).

E. LIMITATIONS OF THE ANALYSIS

The limitations of the analysis presented in this chapter are a reflection of the limitations
inherent in the data. First, the data are incomplete in that discharges from physician-owned
niche hospitals for which we could not identify owners were omitted from the analysis. In
addition, because the most recent discharge data available are for 2004, hospitals that opened in



2005 or 2006 were also omitted, as were hospitals that do not report discharge data®® and
hospitals that had fewer than 50 discharges in the quarter and, therefore, were not uniquely
identified. In some cases, the reporting hospital did not identify the attending physician of a
patient; so discharges associated with the same physician may be included for one hospital but
not for another.

Second, the determination of physician ownership was based on licensing information that
was available only for each hospital’s most recent application. As a result, the analysis assumes
that hospital owners in 2004 were the owners in earlier years also. Because hospitals are not
required to report ownership information in their licensing applications, the physician-owned
niche hospitals we identified may be a subset of all hospitals that are physician-owned.

Although in all respects our findings are consistent with those of national studies, these data
issues may affect the extent to which our findings should be generalized to all niche hospitals
and their physician owners in Texas. Our results with respect to cardiac hospitals in particular
should be interpreted cautiously, as the analysis is based on just one cardiac hospital for which
the physician owners were identified.

Finally, the analysis would have benefited from at least two investigations that were
impossible within the scope and timeline of the study. First, the extent of a physician’s
ownership interest in a hospital may affect their referral patterns, but we were unable to observe
this factor and could identify only whether the physician was an owner or not. Second, as noted
in Chapter I, niche hospitals in Texas typically provide more outpatient care than inpatient care.
Because we did not consider outpatient records in this analysis, it does not capture potential
differences in referral patterns or patient selection for a very large and growing share of the care
provided by all hospitals in Texas.

F. SUMMARY AND CONCLUSIONS

While physicians in Texas characteristically admitted patients to both niche and general
hospitals, self-referrals to physician-owned niche hospitals accounted for more than half of all
discharges from these hospitals in 2004. Compared to non-owners with admitting privileges to
physician-owned niche hospitals, the admissions patterns of physician owners were different. In
2004, physician owners admitted 42 percent of specialty-appropriate cases to their own niche
hospital, while non-owners admitted just 30 percent of such patients. This difference across all
physician-owned niche hospitals was driven largely by the high rate of self-referrals to
orthopedic hospitals. Physician owners of orthopedic hospitals self-referred 65 percent of all
patients that they hospitalized in 2004; non-owners with admitting privileges to physician-owned
orthopedic hospitals admitted just 34 percent of their patients to these hospitals.

% Hospitals located in a county with a population less than 35,000, or those located in a county with a
population more than 35,000 and with fewer than 100 licensed hospital beds and not located in an area that is
delineated as an urbanized area by the Census Bureau are exempt from the HDD reporting requirement. Exempt
hospitals also include hospitals that do not seek insurance payment or government reimbursement (Texas DSHS
2004).
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The mix of patients admitted to physician-owned niche hospitals also differed from that
among patients admitted to general hospitals. In 2004, admissions to physician-owned niche
hospitals were more likely to be privately insured and less likely to be self-pay/charity or
Medicaid patients. In addition, they were much less likely to be severely ill or at the highest risk
of mortality. These admission patterns were consistent across types of niche hospital
(categorized by specialty), and also largely the same for owners and non-owners. Only with
respect to the one cardiac hospital that we observed did owners refer a relatively high rate of
Medicaid patients to general hospitals, while non-owners referred about the same rate of
Medicaid patients to either.

We infer from these findings that financial incentives probably drive the significantly higher
rates of self-referral to physician-owned niche hospitals in Texas. Such financial incentives may
include any scheduling preferences that physician owners enjoy, as well as the income and
capital gains they may derive from ownership of a profitable hospital. Other factors that may
affect admission patterns—including insurance networks and patient preferences—are unlikely
to differ so systematically between owners and non-owners as to drive the significant differences
in admission patterns that we observed.

In addition, it seems reasonable to infer that the high rate of self-referral to physician owned
niche hospitals in Texas exacerbates the effects of biased admission to general hospitals that we
observed. That is, while physician owners are significantly more likely to admit patients to their
own facilities, a higher percentage of those patients are privately insured and/or low-severity.
The admission patterns of non-owners similarly were biased toward admitting privately insured
and low-severity patients to the niche hospital. While we found no systematic effect on the
margins of general hospitals associated with the presence of niche hospitals (see Chapter I),
many general hospitals clearly struggle with relatively high rates of Medicaid and self-pay
admissions, as well as a relatively heavy load of high-severity patients associated with payers—
such as Medicaid and Medicare—that may not reimburse full cost. Biased admissions by
physicians who are affiliated with physician-owned niche hospitals would inevitably magnify the
problems of these hospitals.
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III. STAKEHOLDER PERCEPTIONS AND RECOMMENDATIONS

A. INTRODUCTION

In this chapter, we report the results of a series of interviews with stakeholders in selected
areas of the state in order to build an understanding of how stakeholders perceive the impacts of
niche hospitals in their communities. Stakeholders were selected in five areas of the state:
Dallas, Houston, Tyler, Lubbock, and the Valley (referring to the four counties in Rio Grande
Valley: Starr, Hidalgo, Willacy, and Cameron). They included representatives from general and
niche hospitals, other physician-owned hospitals, emergency medical services, local health
departments, health insurers, and specialty physician groups. The interviews were guided by
semi-structured protocols that included open-ended questions about stakeholders’ perceptions in
a number of areas, including:

e the nature of the niche hospitals in their community
e factors that contributed to the development of niche hospitals

e the impact of niche hospitals on the overall competition among hospitals to provide
specialty services

¢ the financial impact of niche hospitals on general hospitals
e impacts on quality and patient satisfaction in the community
e impacts on access to care in the community

e impacts on the cost of care.

This chapter presents the stakeholders’ views on each of these topics.

The definition of “niche hospital” established in Senate Bill 872 is narrower than the
definition used by the stakeholders we interviewed and, therefore, narrower than the definition
implicit in their comments. The stakeholders universally categorized niche hospitals as facilities
that both focus on a narrow set of medical services and self-identify as a niche hospital—for
example, an inpatient cardiac, surgical or orthopedic facility. Stakeholders were especially likely
to define niche hospitals as any hospital that identified a particular specialty service in its name.
Some stakeholders also considered physician-owned hospitals as niche hospitals, while others
(representatives of physician-owned hospitals in particular) emphasized that physician-owned
hospitals often provided a full range of services—not just cardiology, orthopedics, or surgery.”’

*" The way in which hospitals are licensed in Texas complicated the stakeholders’ sense of whether a hospital
is a niche hospital. Licensing practices do not distinguish between hospitals with that focus on a specific type of
service and those that provide a range of services. Any facility with an emergency room and an operating room is
licensed as a general hospital. Therefore, many physician-owned and niche hospitals are licensed as general acute
care hospitals. Hospitals licensed as specialty hospitals focus on rehabilitation, children’s services, or psychiatry.
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While many stakeholders understood the technical definition of a niche hospital, most raised
issues related to a broader range of facilities.”® To fully capture the interview dynamics and the
topics raised by stakeholders, we report their perceptions of the impacts of both niche hospitals
(as defined in Senate Bill 872) and physician-owned hospitals that provide a wider range of
services. These hospitals ranged from facilities that self-identify as a single-service niche
hospital to those that are physician-owned but provide a full range of medical services. While all
hospitals in Texas must have an emergency room as a condition of licensure, their capacity with
respect to emergency care as well as other services varied significantly. For example, most of
the physician-owned hospitals in the five communities did not provide obstetric (OB) services
(though at least one planned to do so in 2007).

The niche hospitals in the five communities also represented a wide range of ownership
arrangements. Some were the result of a joint venture between a group of physicians and a
general hospital system in the area; others were jointly owned by physicians and corporations or
other investors; still others had no physician owners. Among those that were partly physician-
owned, the physician owners typically controlled just less than half of the enterprise. Some
hospitals also limited the ownership interest of any individual physician to, for example, two
percent of the enterprise or less.

B. THE IMPETUS FOR NICHE HOSPITALS

While some niche hospitals in Texas date to the 1970s, most opened in the late 1990s to
early 2000s, and some opened in just the past few years. Although the factors prompting the
opening of each hospital are unique in their nuances, the following motivating factors were
similar across hospitals:

e Physician Dissatisfaction. The most common impetus for the formation of the
physician-owned hospitals was physician dissatisfaction with the existing hospitals in
the community. Representatives of physician-owned hospitals often reported
“strained relationships” between themselves and hospitals that were “irreversible”—
that physicians “didn’t see eye to eye with the CEO at the time.” This dissatisfaction
often stemmed from the fact that physicians were not included in the management
and/or decision-making process at the hospital(s) in their community. For example,
one CEO of a physician-owned facility noted that physicians were “fed up with
feeling like their concerns and their requests directed at improving patient care were
ignored.” Some had more specific complaints—for example, that the hospital did not
provide the technology, equipment, or staffing needed by physicians.

e Quality. Several representatives of physician-owned hospitals commented that
physicians were displeased with a range of quality-related issues at the community

ER)

% As one stakeholder said, “...there really is a lot more going on than niche [hospitals].” For example,
stakeholders in all communities mentioned the proliferation of outpatient niche facilities, including ambulatory
surgery centers, and diagnostic and imaging centers.
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hospitals, including hospital-acquired infections, problematic patient outcomes and
types of care, and length of stay. Nevertheless, nearly all hospital representatives,
regardless of the hospital’s ownership or specialty status, mentioned quality as a
prominent aspect of their mission.

Overall Efficiency. The belief that specialization leads to efficiency, cost-savings,
and improved quality was a major motivator for developing a niche hospital. Most
representatives of niche hospitals talked at length about efficiency, often as related to
quality. As one physician-investor noted, “If a facility concentrates on any particular
service line—and this is true in any industry—its level of expertise and overall
efficiency increases and outcomes get better.” Representatives of niche hospitals and
physicians who admitted patients to these facilities indicated that, in general, their
operating room turnover is quicker and surgery times are shorter than in a community
hospital.

Convenience and Efficiency for Physicians. Several stakeholders noted physicians’
discontent with inefficiencies in the community hospitals. Specifically, physicians
reportedly were unhappy about working into the evening, having to wait until late in
the afternoon to get an operating room appointment, slower operating room
turnaround and delays that affected surgical schedules. In contrast, they said, niche
and/or physician-owned hospitals tend to keep to the surgery schedule and
accommodate morning surgeries. In addition, several stakeholders not associated
with niche or physician-owned hospitals (for example, those at large community
hospitals or local health departments) mentioned that physicians associated with niche
hospitals are motivated by a desire to avoid taking call for emergency cases that they
see as peripheral to their practice. As one stakeholder noted, “For so many clinicians,
it’s a choice between option A: do what we’re doing with trauma call; and option B:
do what we’re doing without trauma call.” These stakeholders noted that because
niche and/or physician-owned hospitals often provide primarily elective procedures
and do not play a significant role in emergency care, their schedules were rarely
disrupted.

Financial Gain. Stakeholders associated with physician-owned hospitals attributed
the opening of these facilities to financial gain only as a secondary factor. However,
other stakeholders (including some specialty physicians) viewed personal financial
gain as the primary motivation for the development of niche hospitals with physician
owners. They noted the ability of physician owners to capture ancillary revenue and
facility fees in the face of falling professional fees from public and private payers.

Finally, the Medicare Modernization Act of 2003 (MMA) Moratorium on federal program
reimbursement to new physician-owned cardiac, orthopedic, and surgical niche hospitals affected
the development of such facilities across the state.
payment to new specialty hospitals until February 2006, and the Deficit Reduction Act further

extended the moratorium by another six months. The moratorium expired on August 8, 2006.

into effect.

A few stakeholders reported that the impact of the moratorium had been minimal: a number
of physician-owned niche hospitals were either built or approved before the moratorium went
However, most stakeholders believe that, if not for the moratorium, many more
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physician-owned niche hospitals would have opened. They knew of specific plans that stalled
because of the moratorium, and most of them expected that substantial new construction would
occur if and when the moratorium was lifted.

Several stakeholders noted that the moratorium changed the nature of the hospitals that
developed, though it did not prevent the development of physician-owned hospitals. Instead of
concentrating on a single specialty, physician-owned facilities opened as full-service, general
hospitals. One administrator of a physician-owned hospital candidly explained, “Yes, [the
moratorium] had an impact. We’re not a niche hospital, but we would have been because our
mission is to provide surgical services. We had to add ED services, but we wouldn’t have
provided that otherwise.”

Most stakeholders who commented on the growth in physician-owned non-niche hospitals
despite the moratorium were associated with large, long-standing general hospitals or health
systems. The representative of one nonprofit hospital system mentioned that the market has
“moved around the moratorium”—away from niche hospitals to smaller, physician-owned
general hospitals that qualify under the whole-hospital exception of the Stark rules.”” This
stakeholder and others observed that physician-owned hospitals, whether niche or otherwise, had
done what was necessary to be licensed as a general hospital under the moratorium but were “as
close to a niche hospital-type facility as they can be while avoiding designation as a niche.”
Specifically, these facilities typically “don’t provide most services, but they have a broad enough
array of diagnostic-related groups (DRGs) to get licensed as general acute care [hospitals].” The
biggest criticism lodged by many stakeholders was that niche and other physician-owned
hospitals provide emergency services to a much lesser degree, compared with community
hospitals.

Conversely, a stakeholder from a physician-owned hospital pointed out that one large
nonprofit health system began construction on a new niche hospital, but because of the
moratorium had proceeded without the physician ownership it had initially envisioned. The
system’s revised plans appeared to include marketing “niche departments” rather marketing itself
as a niche hospital, per se.

C. IMPACTS ON COMPETITION

The stakeholders reported that the development of niche and other physician-owned
hospitals in the five communities had a significant impact on the overall competition among
hospitals to provide specialty services. We looked closely into impacts related to two factors in
particular: hospitals’ relationships with physicians and their relationships with insurers.

¥ The Stark Law, passed in 1989 by Congress, prohibits physician referrals to clinical laboratories owned by
the physician. This law was expanded to include referrals to physician-owned facilities in 10 treatment categories.
Yet the “whole hospital exception” permits physicians to refer patients to a hospital in which she or he has
ownership interest in the entire hospital, not in just one specialized area. Also exempt are referrals to physician-
owned facilities for cases in which the referring physician provides the services him- or herself.
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1. Relationships with Physicians

As noted, many physician-owned hospitals had their origins in physician dissatisfaction with
general hospitals. But in many cases, the resulting decision made by physicians to develop their
own hospitals had tarnished the long-standing (albeit sometimes strained) relationship between
general hospitals and physicians, forcing the former to compete for the allegiance of physicians.
This could be difficult when physician-owned hospitals offered physicians a significant role in
management and decision-making, and when facilities were developed specifically to meet
physicians’ needs. As general hospitals developed strategies to compete, it became increasingly
clear that their relationship with physicians was a potentially defining factor in their survival and
success. With that relationship in mind, general hospitals have used at least three strategies to
level the playing field between themselves and physician-owned and/or niche hospitals:

® Repairing Strained Relationships. Several general hospitals saw repairing a strained
relationship or maintaining an amiable relationship with physicians who had opened
their own facilities as critical to retaining physician referrals and remaining
competitive. General hospitals admitted that it was “tough when [a physician was] an
admitting doctor for a certain time and then a competitor at other times,” but that it
was necessary to work with all physicians in the community in order to ensure access
and quality. Although concerned that physician owners may self-refer more
straightforward cases and send the complex or nonpaying cases to a general hospital,
a general hospital representative acknowledged that it was best not to “bite the hand
that feeds you.” Repairing these relationships often took time: some hospital leaders
indicated that relationships with physicians were strained after the opening of a niche
hospital but that they improved over time.

o Finding and Retaining Physicians. For hospitals that had lost core physician groups
to physician-owned or niche hospitals, recruiting replacements was a high priority.
Many hospitals had attempted to recruit specialists from other communities. For
example, one general hospital affected by the opening of an orthopedic hospital
reported recruiting several orthopedic surgeons from outside the area. Other hospitals
had pursued a staff-physician model—in the case of one large nonprofit health
system, strengthening the system’s primary care physician network to secure its
members’ affiliation with the hospital. Some hospitals had recruited specialists away
from other facilities in the community. In at least one community, this triggered a
“price war” for physician resources: the leader of one safety net hospital reported that
a local hospital hired away one of the safety net hospital’s surgeons at three times his
current salary. Finally, some hospitals made procedural and staffing changes to
attract and retain physicians. As one representative of a general hospital advised, “If
you provide efficiency for your surgeons—you don’t waste their time—their desire to
go elsewhere is minimized.”

o Forming Joint Ventures. Some general hospitals developed joint ventures with
physicians to neutralize incentives for physicians to develop their own hospitals. A
stakeholder at one hospital (that has not pursued joint ventures) explained, “Many
nonprofits are deciding that the only way to compete is to joint venture—half a loaf is
better than no loaf.” Another stakeholder (from a not-for-profit hospital that had
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pursued joint ventures) summarized that hospital’s philosophy as: “It’s always better
to try to partner with physicians than to compete with them....In the end, you may
end up with higher quality and patient satisfaction when you align physicians through
ownership.” However, other stakeholders were not comfortable with the concept of
joint ventures, particularly for not-for-profit entities with tax-exempt status. Finally,
several stakeholders observed that joint ventures were feasible only for large,
financially strong hospitals, particularly those in larger markets that also have
separate safety net hospitals. In a smaller market, joint venturing may take a large
share of a general hospital’s core business, reducing its capacity to also be the core
provider for the community’s uninsured population.

2. Relationships with Insurers

The nature and dynamics of health plan contracting varied across markets, payers, and
hospitals in Texas. With the exception of facilities affiliated with large health systems or that
have been in the market for a long time, niche and physician-owned hospitals generally did not
contract with most large insurers or had only recently started to do so.

The health plans we interviewed did not have a “hard and fast” rule about contracting with
niche or physician-owned hospitals but instead make decisions on a market-by-market basis.
They looked at each new facility, regardless of ownership or specialty, and considered a number
of factors before determining whether to include it in their networks:

o Existing Contracts with Hospitals. Most of the health plans gave priority to their
existing contracts with general acute care hospitals. The contracts assumed a certain
level of volume from the health plan, which could be diluted via the addition of a new
hospital. As one health plan representative noted, in deciding whether to include a
new hospital in its network, “It would weigh heavily if adding a niche hospital would
negatively affect our rates or subject us to a termination with other hospitals.”

o Ownership. Health plans were inclined to contract with new facilities that were
associated with existing hospital systems, often adding them automatically to the
contract. For their part, large hospital systems ‘“usually take an all-or-nothing
approach to contracting in a particular market,” according to a health plan
representative. One health plan representative noted that, in the case of a new
hospital owned by a hospital corporation, experience with the hospital’s corporate
ownership in other communities might affect the decision to contract with that
hospital. Similarly, health plans faced pressures in markets in which a large portion
of physicians in a particular specialty had invested in a niche hospital. One plan
noted that this situation would “bring them to the table quicker” to contract with that
hospital so that plan members would not be subject to high out-of-network charges.
Another plan indicated that it might not contract with the hospital but would attempt
to hold members harmless for any out-of-network expenses.

e Rates Offered by New Providers. The willingness of health plans to contract with
new niche or physician-owned hospitals also depended on these hospitals’ willingness
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to negotiate. Health plans were unlikely to add them to their networks if the
hospitals’ rate demands were unusual or did not make good business sense.

o Consumer Interest. Health plan representatives reported that employers were
concerned about consistency in the health care providers that serve their employees.
In practice, this meant that employers would not want a relationship with an acute
care hospital to be jeopardized for the sake of a niche hospital, and including or
excluding a niche hospital would not affect the plans’ membership levels or growth.
Reportedly, employers had not taken a strong position regarding the inclusion or
exclusion of niche hospitals in health plan networks, although one health plan
representative reported that some employers asked for a certain niche or physician-
owned hospital to be added when there was “an investment relationship or some
personal relationship with someone who runs the group.” Another plan representative
mentioned that niche and physician-owned hospitals had engaged employers in their
efforts to gain inclusion in health plan networks.

Some general hospital representatives commented that niche and physician-owned facilities
might intentionally remain outside a health plan’s networks. Although the plans reimbursed a
lower percentage of the charges from out-of-network hospitals, the hospitals potentially could
make a greater profit by billing higher charges.

However, the niche and physician-owned hospital were eager to contract with health plans
and noted that being excluded from health plan networks had been a disadvantage. Rather than
choosing to remain out of network, the newer niche and physician-owned hospitals (with the
exception of those affiliated with a larger health system) reported being excluded from health
plan networks as a result of efforts by general hospitals to keep them out.

For example, one plan representative reported that “general hospitals do a good job in
almost every market to schedule meetings with us to discuss the potential impact of niche
hospitals on them,” explaining that the only option open to general hospitals was “to increase
rates for all other services or go out of business” if niche hospitals drew profitable services away.
As noted by a representative of one general hospital, “We are trying to affect purchasing
contracts where we legally can” as a strategy to deal with the challenges presented by niche
hospitals. The representative of another hospital mentioned presenting information on billing
and utilization rates to dissuade plans from including niche hospitals in their networks.

Most of the niche and physician-owned hospital representatives reported that the experience
of pursuing health plan contracts is generally difficult. Many criticized general hospitals’
“strong-arm tactics”—including lobbying policymakers—to keep niche and physician-owned
hospitals out of health plan networks. Nevertheless, niche and physician-owned hospitals
continued to reach out to health plans, and some have succeeded in contracting with them or
believe that they ultimately will. Others have attempted to counter the effects of remaining out
of network by, for example, pursuing direct contracts with employers or marketing to workers’
compensation beneficiaries. At least one physician-owned hospital was considering forming and
marketing its own insurance product. Several reported that their hospitals focus on quality,
hoping to attract patients who are willing to go out of network for the promise of better care.
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3. Financial Impact of Niche and Physician-Owned Hospitals on General Hospitals

All hospital representatives, regardless of their hospitals’ ownership or specialty, were asked
about a range of financial indicators for their facility, including changes in their bottom lines,
payer mix, and uncompensated care. Before the topic of niche hospitals was raised, all were
asked to discuss the major challenges they faced and their responses to those challenges.

A wide range of pressures affected the financial status of almost all hospitals in Texas.
Many of these were similar across niche, physician-owned, and general hospitals and mirrored
the challenges faced by hospitals nationwide. The most significant pressures included declining
reimbursement, nursing shortages, the rising cost of technology, physicians’ expectations,
keeping up with demand for services, and remaining competitive.

Despite these similarities, the financial pressures facing physician-owned and general
hospitals in Texas typically differed in two ways. Representatives from physician-owned
hospitals often placed health plan contracting and exclusion from networks among their most
significant financial challenges, while general hospital representatives were more concerned
about rising numbers of uninsured and underinsured patients.

a. “Cherry Picking”

Representatives of general hospitals reported that niche and physician-owned hospitals
attempted to attract insured patients for services and diagnostic-related groups (DRGs) that were
associated with relatively high reimbursement such as orthopedics and cardiovascular care,
avoiding uninsured patients and less profitable services such as obstetrics and emergency care.
Reportedly niche and physician-owned hospitals also were able to select more profitable
patients—sometimes called “cherry picking”—via physician referral of patients to facilities in
which the physician has an ownership interest (called “self-referral”).

In addition, because most niche and physician-owned hospitals do not have significant
emergency capacity, they largely avoided expensive trauma and other emergency cases as well
as the uninsured patients who present at the emergency department for routine care. Niche and
other physician-owned hospitals reported that charity or uncompensated care accounted for a
small proportion of their payer mix (approximately five percent or less), whereas general
hospitals and safety net hospitals had higher proportions of uncompensated care. Some general
hospitals reported that uncompensated care had increased as a percentage of their total business
in the last few years.

While many niche and physician-owned hospital representatives readily admitted that their
facilities do not treat large numbers of uninsured patients, they also disputed claims that they
actively avoid treating them. Representatives from some niche or physician-owned hospitals
reported providing elective procedures for some patients who could not pay; one attributed an
increase in that hospital’s charity care to growth in emergency department volume.

The representatives of general hospitals typically reported that niche and other physician-
owned hospitals were similar in terms of their impact on general hospitals: both, they claimed,
cherry-pick patients. Several physician-owned hospital representatives, however, were adamant
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that their hospitals did not operate like niche hospitals—stressing that they provided a broader
array of services (including less profitable ones) and that their financial margins had been
relatively low in the first few years of operation, especially.

In particular, physician-owned hospitals that self-identified as general or community
hospitals emphasized that part of their mission was to provide uncompensated care and offer a
range of services that respond to community needs. One physician-owned hospital planned to
expand emergency department capacity and also add obstetric services.”® Another small
physician-owned hospital had pared back some specialty service lines, noting that its mission
was to return to being a community hospital.

Nevertheless, a number of general hospitals reported declines in service volume that they
attributed directly to the entry of a niche or physician-owned hospital into the community. For
example, a nonprofit hospital reported that it had lost 2,000 inpatient admissions over the past
three years—close to half of its overall volume for that service line—to a niche hospital in its
market. Another nonprofit hospital calculated the negative effect of a niche hospital on its
bottom line at $10 million per year. Based on just the first few months of experience, another
community hospital estimated that it would lose 20 percent of its general surgery volume to a
new physician-owned hospital in its market.

While several stakeholders attributed losses to the opening of certain hospitals, many also
cited the development of other physician-owned facilities—such ambulatory surgery, imaging,
and diagnostic centers—as problematic. For instance, one hospital estimated that it had lost 80
percent of its endoscopy cases to a new gastrointestinal center in its market.

Representatives from general hospital reported that the cases lost within specialty areas
tended to be lower-acuity, elective, and relatively profitable patients—Ileaving the more complex
cases to the general hospitals. Most stakeholders, including those affiliated with niche hospitals,
acknowledged that more acute and complex patients were better served in a general hospital
setting. Indeed, most of the representatives from general hospitals reported higher overall patient
acuity levels or case mix indices in the past one to two years, but they were unable to attribute
the rise directly to the presence of niche hospitals.

General hospitals predicted that the loss of profitable services would reduce their financial
ability to subsidize less profitable services and uninsured patients, forcing the general hospitals
either to limit these services or to find other sources of funding to maintain them. However,
none of the hospitals reported significant cutbacks to date. Other community stakeholders—
including representatives of local health departments, large specialty groups, emergency medical
services, health plans, and some specialty physicians—reported similar concerns, having
observed cherry picking in their communities.

%% As a representative from this hospital noted, “We get accused of cream skimming, but it’s just not true; our
doctors want to do everything in this hospital! They want to expand.”
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b. Market Variation

Although many stakeholders perceived that niche and physician-owned hospitals exerted
significant and negative financial pressure on general hospitals, the impact may vary both within
and across communities, altered by a number of variables at any point in time:

o The Degree of Competition in the Market. The degree of hospital competition in a
market—measured by hospital concentration, the array of services that each facility
provides, and the relationships between hospitals and physicians—may alter how the
entrance of a niche or other physician-owned hospital affects the general hospital in
that market. For example, one general hospital lost a substantial volume of patients
after a niche hospital opened and its physician owners migrated from the general
hospital. On the other hand, another general hospital experienced no financial impact
associated with the opening of a niche hospital in its market because the niche
hospital did not focus on a service line that was important to the general hospital;
instead, it weakened the general hospital’s main competitor (notably, another general
hospital). In yet another community, the entrance of a niche hospital reportedly
affected all of the general hospitals in the market negatively.

o Capacity to Compete. Representatives of general and even existing niche hospitals
had various concerns about the potential impact of a new niche facility on their ability
to compete in a given specialty area. Some believed that their services were highly
regarded in the community and that a new facility could not compete, but others felt
more vulnerable. Some hospitals had focused directly on regaining lost service
volume: for instance, one hospital had recruited several new surgeons and opened an
ambulatory surgery center to recover its losses.

The representatives of niche and other physician-owned hospitals often noted that the
very general hospitals that complain about the negative financial impacts of niche
facilities appeared to be thriving financially, pointing to the new construction and
other expansions they were pursuing. However, some of the general hospital
representatives reported taking on debt in order to complete such expansions in
specialty areas and/or less profitable service areas. As a representative from one
general hospital system explained, “Even though we are growing, our margins on that
business are decreasing.”

o Size of the Niche or Physician-Owned Hospital. Many physician-owned facilities
were small relative to other hospitals in their markets. Such facilities contended that
their volume was not large enough to affect other hospitals significantly. As one
niche hospital representative explained, “We operate on such a small magnitude; I
don’t think we’ve changed the landscape.” However, in other markets, the volume of
services provided by the niche and other physician-owned facilities was more
significant to the general hospitals.

o Community Size and Population Growth. In markets with a rapidly growing
population, the additional capacity that niche hospitals represent appeared
commensurate with the growing demand for care. In contrast, in smaller markets
with fewer hospi