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The Crisis Facing Rural Healthcare in America 

More than 800 rural hospitals – 40% of all rural  
hospitals in the country – are at risk of closing in the 
near future.  Most of these are small rural hospitals that 
provide not only emergency care, inpatient care, and 
outpatient services, but also primary care, rehabilitation, 
and long-term care services for their communities.  
Moreover, most of the hospitals are located in isolated 
communities where loss of the hospital could severely 
limit access to health care services.  More than  
20 million people could be directly harmed if these  
hospitals close, and people in all parts of the country 
could be affected through the impacts on workers in 
agriculture and other industries. 

The Causes of the Financial Problems  
at Small Rural Hospitals 

The smallest rural hospitals are facing closure because 
the payments they receive for services are less than the 
cost of delivering care to patients in rural communities.  
Most of the smallest rural hospitals (those with less than 
$20 million in total hospital expenses) lose significant 
amounts of money delivering patient services, while the 
majority of larger rural hospitals make profits delivering 
services to patients.   

Most of the smallest rural hospitals lose money  
delivering patient services in almost every state.   
In more than half the states, the majority of very small 
rural hospitals lose more than 5% on delivery of services 
to patients. 

The largest causes of losses at the smallest rural hospi-
tals are low payments by private health insurance plans 
and patient bad debt.  Private insurance plans pay less 
than it costs to deliver essential services such as emer-
gency care and primary care in very small rural commu-
nities, whereas payments from private plans are signifi-
cantly higher than the costs of delivering services at 
most large hospitals.  Although the majority of very small 
hospitals also lose money on Medicaid and charity care 
patients, losses or low payments on patients with private 
insurance (including Medicare Advantage) plans have a 
bigger impact on the hospitals’ total margins because 
there are far more patients who have private insurance.  
The smallest rural hospitals also lose a significant 
amount on bad debt, i.e., insured patients who cannot 
pay required amounts of cost-sharing and patients who 
cannot afford insurance but do not qualify for charity 
care.  Large hospitals can offset bad debt losses using 
margins from private-pay patients, but most small rural 
hospitals cannot do that because they don’t make  
profits on private-pay patients.  Medicare payments are 
not the biggest problem because most small rural  
hospitals are classified as Critical Access Hospitals and 
receive cost-based payments from Medicare. 

EXECUTIVE SUMMARY 
Saving Rural Hospitals and Strengthening Rural Healthcare 

Rural Hospitals  
at Immediate or High Risk of Closure 

Risk of closure is based on persistent financial losses and low financial reserves, or high 
dependence on grants, local taxes or other revenues not derived from patient services.  
See the full report for details on the data and methodology. 

Median Margins on Patient Services  
at Rural Hospitals by Size of Hospital 

Amounts shown are medians for 2016-18.  See the full report for details. 

Payer Contributions to Margins at 
the Smallest Rural Hospitals 

Amounts shown are medians for 2016-18 at rural hospitals with less than $20 million in 
total annual expenses.  See the full report for details on the data and methodology. 
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There is tremendous variation across the country in both 
the magnitude of losses and the causes of losses at 
very small rural hospitals.  In many states, low payments 
from private insurance plans are the primary cause of 
financial problems in small rural hospitals, but in other 
states, low Medicaid payments and low rates of  
insurance coverage are the largest causes of losses.   

Many small rural hospitals remain open only because 
they receive significant supplemental funding from state 
grants or local taxes.  In some states, state governments 
provide grants that reduce or eliminate losses at small 
rural hospitals, while there is little or no such assistance 
in other states. Small rural hospitals in some states are 
organized as public hospital districts, and residents of 
these communities tax themselves to offset underpay-
ments by private health plans and Medicaid.  It is not 
clear that these hospitals can continue receiving these 
large amounts of revenue in the future, and without 
them, the hospitals would likely be forced to close. 

The Problems With Current Payment Methods 

Standard fee for service payments are not large enough 
to cover the cost of delivering services in small rural 
communities.  The average cost of an emergency room 
visit, inpatient day, laboratory test, imaging study, and 
primary care visit is inherently higher in small rural hos-
pitals and clinics than at larger hospitals because there 
is a minimum level of staffing and equipment required 
to deliver each of these services regardless of how many 
patients need to use them.  For example, a hospital 
Emergency Department has to have at least one physi-
cian available around the clock in order to respond to 
injuries and medical emergencies quickly and effective-
ly, regardless of how many patients actually visit the ED.  
A smaller community will have fewer ED visits, but the 
standby capacity cost of the ED will be the same, so the 
average cost per visit will be higher.  Consequently, fees 
that are high enough to cover the average cost per ser-
vice at larger hospitals will fail to cover the costs of the 
same services at small hospitals.  Many private health 
plans pay small rural hospitals less than they pay larger 
hospitals for the same services, even though the cost 
per service at the smaller hospitals is inherently higher. 

Critical Access Hospital status reduces the hospital’s 
losses only on services to Original Medicare beneficiar-
ies, and it makes services less affordable for the  
patients.  Although the cost-based system for Critical 
Access Hospitals results in higher payments for patients 
with Original Medicare, it does nothing to reduce losses 
on uninsured patients and those with other types of  
insurance.  Under Medicare rules, patients have to pay 
higher cost-sharing amounts in order to receive services 
at Critical Access Hospitals than at other hospitals. 

Current methods of payment penalize hospitals for  
efforts to improve the health of rural residents.  If  
community residents are healthier and need fewer ED 
visits and other services, the hospital’s fee-for-service 
revenues will decrease, but the cost of maintaining the 
essential services will not change, thereby increasing 
financial losses at the hospital.  The same problem  
occurs under Medicare’s cost-based payment system for 
Critical Access Hospitals and Rural Health Clinics  

Median Margins on Privately-Insured Patients 
at the Smallest Rural Hospitals by State 

Amounts shown are medians for 2016-18 at rural hospitals with less than $20 million in 
total annual expenses.  See the full report for details on the data and methodology. 

Median Margins on Medicaid Patients 
at the Smallest Rural Hospitals by State 

Amounts shown are medians for 2016-18 at rural hospitals with less than $20 million in 
total annual expenses.  See the full report for details on the data and methodology. 

Median Contribution of Non-Patient Revenue 
at the Smallest Rural Hospitals by State 

Amounts shown are medians for 2016-18 at rural hospitals with less than $20 million in 
total annual expenses.  See the full report for details on the data and methodology. 
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The Serious Problems  
With Commonly Proposed Solutions 

The four policies that are most commonly proposed to 
help rural hospitals are: (1) paying a rural hospital more 
if it eliminates inpatient services; (2) creating a “global 
budget” for the hospital; (3) paying a hospital “shared 
savings” bonuses if it reduces total healthcare spending 
for its patients; and (4) expanding Medicaid eligibility. 

Requiring rural hospitals to eliminate inpatient services 
would increase their financial losses while reducing  
access to inpatient care for local residents.  In most  
cases, the revenues generated by inpatient care at a 
small rural hospital exceed the direct costs of delivering 
that care, so even though eliminating the inpatient unit 
would reduce the hospital’s costs, its revenues would 
decrease even more, making it worse off financially.  
Moreover, residents who have a medical condition that 
requires a short hospital admission would have to be 
transferred to another city, and local residents who  
currently receive inpatient rehabilitation and/or long-
term nursing care in the hospital’s swing beds could no 
longer receive those services close to home.   

Global budget programs would increase losses and  
reduce access to services for patients.  Most global 
budget programs have been created in order to limit or 
reduce payments to hospitals, not to address shortfalls 
in payment or prevent closure of small rural hospitals.  
Hospitals in communities that are experiencing signifi-
cant population losses or that deliver unnecessary  
services could benefit from a global budget program in 
the short run, but hospitals that experience higher costs 
or higher volumes of services due to circumstances be-
yond their control would likely be harmed, since their 
revenues would no longer increase to help cover the 
additional costs.  Access to care for patients can be 
harmed if budgets are not large enough to support the 
costs of services, which has led many other countries to 
modify or replace their global budget systems. 

• Although Maryland’s global budget program has been 
cited as an example of how rural hospitals can  
benefit from this approach, the smallest rural hospital 
in Maryland closed in 2020 despite operating under 
the global budget system for over a decade.   

• Under the Pennsylvania Rural Health Model that was 
created by CMS, hospitals receive global budgets that 
are based on the amount of revenues they received in 
the past, with no assurance the budgets will be  
adequate to support the current cost of delivering 
essential services.   

• Under the Community Health Access and Rural Trans-
formation (CHART) Model announced by CMS in  
August 2020, the “capitated payments” to rural  
hospitals would be even lower than the inadequate 
amounts they currently receive.   

Small rural hospitals would be unlikely to benefit from 
“shared savings” programs, and most would be harmed 
by taking on downside risk for total healthcare spend-
ing.  The majority of Accountable Care Organizations 
(ACO) in the Medicare Shared Savings Program have 
been unable to qualify for shared savings bonuses, and 
it is particularly difficult for small rural ACOs to do so 

because the minimum savings threshold is higher and 
there are fewer opportunities to generate savings.  
“Downside risk” is especially problematic for small rural 
hospitals, because they do not deliver and cannot con-
trol many of the most expensive services their residents 
may need, and a requirement that the rural hospital pay 
penalties when community residents need expensive 
services at urban hospitals would worsen the rural hos-
pitals’ financial problems.   

Expansion of eligibility for Medicaid reduces a portion of 
hospitals’ losses on uninsured patients and bad debt, 
but it does not eliminate all of those losses and it does 
not reduce the losses caused by the low amounts paid 
for services delivered to Medicaid patients in most 
states.  In states that have expanded Medicaid, losses 
on uninsured charity cases and bad debt decreased, but 
losses on services to Medicaid patients nearly doubled, 
resulting in relatively little net benefit for the small hospi-
tals.   

Financial Impact of Eliminating Inpatient Services 
at Small Rural Hospitals 

Amounts shown are medians for 2016-18 based on estimated reduction in costs and 
revenues for inpatient care.  See the full report for details on the data and methodology. 

Medicaid, Uninsured, and Bad Debt Contributions 
 to Small Rural Hospital Margins  

in States That Expanded Medicaid  

Amounts shown are medians for rural hospitals with <$20 million total expenses in 
states that expanded Medicaid between 2012 and 2018.  See the full report for details 
on the data and methodology. 
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A Better Way to Pay Rural Hospitals & Clinics 

A good payment system for rural hospitals and clinics 
must achieve three key goals:  

(1) Ensure availability of essential services in the  
community; 

(2) Enable safe and timely delivery of the services  
patients need at prices they can afford; and  

(3) Encourage better health and lower healthcare  
spending.   

A Patient-Centered Payment System for rural hospitals 
and primary care clinics can achieve all three goals  
using the following five components: 

• Standby Capacity Payments to support the fixed costs 
of essential services.  Standby Capacity Payments 
would be paid to a rural hospital by each health  
insurance plan (Medicare, Medicaid, Medicare  
Advantage, and commercial insurance) based on the 
number of members of that plan who live in the  
community, not based on the number of services the 
patients receive.  This ensures that the hospital has 
adequate revenues to support the minimum standby 
costs of essential services such as the emergency 
department, inpatient unit, and laboratory regardless 
of how many patients actually need services during 
any given month or year. 

• Service-Based Fees for diagnostic and treatment  
services based on marginal costs.  Under Patient-
Centered Payment, hospitals would continue to  
receive fees for delivering individual services, but the 
Service-Based Fees will be much lower than current 
fees.  Since the Standby Capacity Payments support 
the fixed costs of essential services, the Service-
Based Fees only need to cover the small amount of 
additional costs incurred when additional services are 
delivered.  This means that if patients stay healthy 
and need fewer services, revenues and costs will  
decrease by similar amounts, so the hospital’s margin 
will not be harmed. 

• Patient-Based Payments for primary care manage-
ment.  The Rural Health Clinic or primary care  
practice would receive a monthly Comprehensive  
Primary Care Management Payment from a health 
insurance plan for each insured member who enrolls 
with the clinic for ongoing primary care.  This payment 
would give the clinic the flexibility to deliver services 
in ways that work most effectively for patients, rather 
than being restricted to delivering only in-person visits 
at the clinic.  The payments would be higher for  
patients who have higher needs to ensure they can 
receive high-quality care. 

• Accountability for quality and spending.  In return for 
receiving adequate, predictable, flexible payments to 
support essential services, rural hospitals and prima-
ry care clinics would take accountability for delivering 
high-quality services and improving patient outcomes.  
Standards and measures of quality would be used 
that are appropriate for small rural hospitals and  
clinics. 

• Value-based cost-sharing for patients.  The high  
deductibles, copayments, and co-insurance used in 
most health insurance plans today cause many  
patients to delay or avoid receiving services they 
need.  Rural hospitals and primary care clinics should 
have the flexibility to set lower cost-sharing rates for 
high-value services and to help pay for transportation 
or provide other assistance that would help patients 
to adhere to their care plans. 

Rural hospitals that want to deliver desirable but  
non-essential services would need to support them  
using the standard fees for those services paid by  
Medicare and other payers. 

A Patient-Centered Payment System would do a better 
job of matching payments to costs than either fee-for-
service payments or global budgets, without problematic 
incentives to deliver unnecessary services or to stint on 
care. 

A Patient-Centered Payment System 
for Rural Hospitals and Clinics 
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How to Save Rural Hospitals  
and Strengthen Rural Healthcare 

It will cost about $3.7 billion per year to prevent clo-
sures of the at-risk hospitals and preserve access to 
rural healthcare services, an increase of only 1/10 of 
1% in total national healthcare spending.  No payment 
system will sustain rural hospitals and clinics unless the 
amounts of payment are large enough to cover the cost 
of delivering high-quality care in small rural communi-
ties.  Because current payments are below the costs of 
delivering services, an increase in spending will be 
needed to keep rural hospitals solvent, but $3.7 billion 
is a tiny amount in comparison to the more than  
$3 trillion currently spent on healthcare and the more 
than $1 trillion spent on all hospital services nationally.  
Moreover, most of the increase in payments to small 
rural hospitals will support primary care and emergency 
care in rural communities, since these are the services 
where the biggest shortfalls in current payments exist.   

Spending would likely increase even if the hospitals 
close.  Reduced access to preventive care and prompt 
treatment will cause residents of the rural communities 
to experience additional and more serious health  
problems and increase their need for services and for 
more expensive services in the future.  Paying more now 
to preserve local healthcare services is a better way to 
invest resources.   

Citizens, businesses, local governments, state govern-
ment, and the federal government must all take action 
to ensure that every payer provides adequate and ap-
propriate payments for small rural hospitals and clinics:   

• Businesses, local governments, and rural residents 
must demand that private health insurance compa-
nies change the way they pay small rural hospitals.  
The biggest cause of negative margins in most small 
rural hospitals in most states is low payments from 
private insurance plans and Medicare Advantage 
plans.  Not only do the payments fail to cover the 
costs of services to the patients with insurance, the 
lack of any profit margin on the services makes it  
impossible for the hospitals to offset losses due to 
bad debt.  Private insurance plans are unlikely to in-
crease or change their payments unless businesses, 
local governments, and residents choose health plans 
based on whether they pay the local hospital  
adequately and appropriately.  State insurance  
departments and state insurance exchanges can help 
by requiring health plans to disclose their payment 
methods and amounts for small rural hospitals and 
by encouraging the plans to use Patient-Centered 
Payments instead of traditional fees. 

• Medicaid programs and managed care organizations 
need to pay small rural hospitals adequately and  
appropriately for their services.  Expanded eligibility 
for Medicaid will help more rural residents afford 
healthcare services, but small rural hospitals will  
benefit most from receiving higher Medicaid pay-
ments for their services.  CMS should authorize states 
to require Medicaid MCOs to use Patient-Centered 
Payments and to pay adequately for services at small 
rural hospitals. 

• Congress should create a Patient-Centered Payment 
program in Medicare for small rural hospitals.   
Although Medicare is not the primary cause of deficits 
at small rural hospitals, creation of an appropriate 
Medicare payment system for rural hospitals and clin-
ics could serve as a model for other payers.  However, 
the “global budget” demonstration programs pro-
posed to date are unlikely to help most rural hospitals 
and they could harm the smallest hospitals. 

Rural hospitals need to be transparent about their costs, 
efficiency, and quality, and they should do what they can 
to control healthcare spending for local residents.   
In order to support higher and better payments for hos-
pitals, the purchasers and patients in rural communities 
need to have confidence that their local hospitals will 
use the payments to deliver high-quality services at the 
lowest possible cost, and that the hospitals will  
proactively identify and pursue opportunities to control 
healthcare costs for community residents.  Small rural 
hospitals should estimate the minimum feasible costs 
for delivering essential services, they should proactively 
work to improve the efficiency of their services, and they 
should publicly report on the quality of their care. 

Increased Spending Needed to  
Eliminate Deficits at Small Rural Hospitals 
Compared to National Healthcare Spending 

Amount needed to prevent closures is the average annual loss in the most recent three 
years for which data were available for hospitals classified as being at immediate or 
high risk of closure.  See full report for details on methodology. 

Spending May Increase Even More 
If Rural Hospitals Are Allowed to Close 
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A. The Two Types of Hospitals  
in America 

The United States spends more than $1 trillion per year 
on hospital services.1  Hospitals receive 39% of total 
healthcare spending, more than any other healthcare 
sector.  In the decade between 2008 and 2018, spend-
ing on hospital services increased by 64%, far more 
than spending increased on either physician services 
(51%) or prescription drugs (40%)2, and far more than 
the 43% growth in national personal income during the 
same period.3   

There is growing recognition that it will be almost impos-
sible to make health care or health insurance more af-
fordable unless methods are found to control and re-
duce the amount spent on hospital care.  However, pro-
posals to reduce payments to hospitals have met with 
strong resistance because of concerns about reducing 
patients’ ability to obtain high-quality care in a timely 
fashion.  Hospitals save the lives of thousands of indi-
viduals every year and they provide many types of ser-
vices that cannot be safely delivered in any other set-
ting.  This has perhaps never been clearer than in 2020, 
when hospitals provided care for tens of thousands of 
patients with COVID-19, and some communities were 
forced to erect temporary hospitals in order to ensure 
there would be adequate hospital capacity to treat all 
patients who needed care.   

As the country searches for policies that will reduce hos-
pital spending while preserving access to quality care, it 
is essential to recognize that American hospitals fall into 
two very different categories: (1) small rural hospitals, 
and (2) large and urban hospitals.  These two groups of 
hospitals differ dramatically, not just in size and location, 
but in terms of spending, prices, and profits:   

• The majority (52%) of the nation’s more than 4,500 
short-term general hospitals have fewer than 100 
beds, but they only receive about 10% of total nation-
al hospital spending.  The hospitals with over 100 
beds receive almost 90% of total hospital spending 
and 98% of total hospital profits.4   

• Most (77%) of the hospitals with under 100 beds are 
located in rural communities, whereas the vast major-
ity (84%) of the larger hospitals are in urban areas.5   

• Most of the rural hospitals are very small: 74% had 
fewer than 15 acute inpatients per day on average in 
2018, whereas only 13% of urban hospitals had so 
few patients.  One-third of urban hospitals had an 
average daily acute census of more than 150 patients 
in 2018, but less than 1% of rural hospitals had that 
many patients.6 

• Although most small rural hospitals have a 
“monopoly” over hospital services in their community, 
pricing policies differ significantly between small rural 
hospitals and larger hospitals.  In 2018, the prices 
most large hospitals charged for their services were 

THE ROLE OF RURAL HOSPITALS 
AND THE IMPACT OF CLOSURES 

I. 
KEY POINTS 

There are two very different types of hospitals in America: (1) large and urban hospitals, and (2) small rural hospitals.  The 
more than 1,500 small rural hospitals represent 36% of all the short-term general hospitals in the country, but they receive 
less than 5% of total national hospital spending.   

Small rural hospitals provide most or all of the healthcare services in the small communities they serve.  Small rural hospi-
tals deliver not only traditional hospital services such as emergency care, inpatient care, and laboratory testing, but also 
rehabilitation, long-term care, maternity care, home health care, and primary care.  The majority of the communities they 
serve are at least a 25-minute drive from the nearest alternative hospital, and many communities have no alternate 
sources of healthcare.   

Small rural hospitals are struggling to survive and rural communities are being harmed.  The majority of small rural hospi-
tals are losing money delivering patient services.  More than 120 rural hospitals have closed in the past decade, and most 
of these were small rural hospitals.  In most cases, the closure of the hospital resulted in the loss of both the emergency 
department and other outpatient services, and residents of the community must now travel much farther when they have 
an emergency or need other healthcare services.  This increases the risk of death or disability when accidents or serious 
medical conditions occur, but it also increases the risk of health problems going undiagnosed or inadequately treated due 
to lack of access to care. 

Residents of urban areas can also be harmed by rural hospital closures.  Most of the nation’s food supply and energy pro-
duction comes from rural communities.  Farms, ranches, mines, drilling sites, wind farms, and solar energy facilities cannot 
function without an adequate, healthy workforce, and people are less likely to live or work in rural communities that do not 
have an emergency department and other healthcare services.  Many popular recreation, historical, and tourist sites are 
located in rural areas, and visitors to those sites need access to emergency services if they have an accident or medical 
emergency. 
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more than four times what it cost them to deliver the 
services, whereas most of the small rural hospitals 
charged less than two times the cost they incurred to 
provide services.7   

• The majority of large hospitals in both urban and rural 
areas make significant profits (more than 10%) on 
patient services.  In contrast, the majority of small 
rural hospitals lose money on the services they deliv-
er to the patients in their communities.8  

• As shown in Figure 1-1, the small rural hospitals 
(those with fewer than 15 inpatients per day) repre-
sent more than one-third of all the hospitals in the 
country, but they receive only 5% of total hospital 
spending and in aggregate, they lose money. 

Clearly, there are very significant differences between 
small, rural hospitals and other hospitals.  Failure to 
recognize these differences when creating programs 
and policies to control hospital spending or encourage 
higher-value care could seriously harm small rural hospi-
tals and the communities they serve.   

B. The Importance of Rural Hospitals 
to Rural Communities 

1. Why Rural Hospitals Are Small 

Across the U.S., there are over 1,500 rural hospitals 
with fewer than 15 acute inpatients per day on average.  
Most of these hospitals are small because the commu-
nities they serve have a small number of residents, and 
there are hundreds of these small rural hospitals be-
cause most of the country consists of small communi-
ties.  There are 3,200 counties in the U.S., and the ma-
jority have fewer than 26,000 residents.9  In counties 
this small, the number of people requiring a hospital 
admission during the course of a typical day would only 
result in 14-15 patients in beds at the local hospital.10  
In the smallest counties, the average number of people 
needing to be hospitalized would be even lower.11   

2. Rural Hospitals Provide Far More Than  
Inpatient Care 

However, it is very misleading to describe rural hospitals 
solely in terms of the number of inpatient beds they 
have or the number of acute patients in those beds.  
Inpatient care represents only a minority of the services 
delivered by most hospitals, and this is particularly true 
in small, rural hospitals.  In addition to inpatient acute 
care, all small rural hospitals provide their communities 
with two other essential services: 

• Emergency care.  In 2017, the average small rural 
hospital saw 7,000 patients in its Emergency Depart-
ment (ED).12  Although most of these visits are made 

FIGURE 1-1 
Two Types of Hospitals in the United States 

Source:  CMS Provider of Services Files and Hospital Cost Reporting Information System 
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by residents of the community, the hospital ED also 
provides care for individuals who work in the commu-
nity, are visiting, or are merely passing through.   

• Laboratory tests and imaging studies.  A hospital’s 
laboratory and radiology services are available to any 
individual in the community who needs a lab test or 
imaging study, not just those who visit the ED or are 
admitted to the hospital.   

In addition, the majority of small rural hospitals also 
provide:13 

• Primary care.  Over 60% of small rural hospitals oper-
ate one or more Rural Health Clinics, and an addition-
al 20% operate some other type of medical clinic for 
patients.  The Rural Health Clinics operated by small 
rural hospitals have an average of 19,000 patient 
visits per year. 

• Surgery.  Over 80% of small rural hospitals offer at 
least outpatient surgeries or short-stay procedures. 

• Rehabilitation.  In addition to outpatient physical ther-
apy services, over 85% of small rural hospitals offer 
inpatient Skilled Nursing Facility (SNF) services so 
that community residents can receive rehabilitation in 
their own communities. 

• Long Term Care.  In addition to skilled nursing care, 
over 70% of small rural hospitals offer long-term nurs-
ing care or assisted living services.   

A subset of small rural hospitals provides additional ser-
vices beyond those described above: 

• Maternity Care.  Over one-third of small rural hospi-
tals deliver babies and provided basic maternity care.   

• Ambulance.  Although most rural communities rely on 
community or volunteer-operated Emergency Medical 
Services, it has become increasingly difficult to find 
enough volunteers to deliver EMS services, particular-
ly in remote areas where each ambulance trip is very 
lengthy.  As a result, more than 20% of small rural 
hospitals operate an ambulance service.   

• Home Health and Hospice.  19% of small rural hospi-
tals operate a home health agency and 10% operate 
a hospice program in order to enable community resi-
dents to receive health care and/or palliative care 
services in their homes. 

Although many other rural hospitals would like to pro-
vide these and other additional services to their commu-
nities, they may not be able to do so because they do 
not have the resources to start the service and/or they 
cannot sustain the services financially.   

3. The Limited Alternative Sources of 
Healthcare in Small Rural Communities 

In most counties where small rural hospitals are locat-
ed, the rural hospital is the only hospital in the entire 
county.  In contrast, in most of the counties where large 
urban hospitals are located, there is at least one and 
generally two or more other hospitals located in the 
same county.  Some rural counties have two or more 
small hospitals simply because the county is so large in 
terms of land area or so problematic in terms of topog-

raphy, and each of the hospitals serves as the sole hos-
pital for the subset of the county that it serves. 

Moreover, in many rural areas, the rural hospital is not 
just the sole provider of hospital services, but the sole or 
primary source of all healthcare services in the commu-
nity.  In contrast to urban areas, in many rural areas:  

• there is no urgent care center as an alternative to the 
hospital ED;   

• there is no separate clinical laboratory or imaging fa-
cility;   

• there is no other nursing home or assisted living facili-
ty for seniors; 

• there is no other home health agency willing or able to 
provide services to the community because of the 
difficulty and cost of delivering home health services 
in sparsely-populated areas; and  

• there are few, if any, alternative sources of primary 
care in the community.  95% of the counties in which 
small rural hospitals are located are designated by the 
Health Resources and Services Administration (HRSA) 
as Primary Care Shortage Areas in part or all of the 
county. 

4. Distance from Other Sources of Healthcare 

The significance of this is even greater when one realiz-
es how remote many rural communities are and how far 
the residents would have to travel to find alternative 
sources of care.  There are more than 1,100 hospitals in 
the country that are at least a 30-minute drive from the 
nearest alternative hospital, and more than 270 of them 
are at least a 45-minute drive away.14  The majority of 
these isolated hospitals are small rural hospitals. 

Moreover, the distance between hospitals does not nec-
essarily reflect the distance or time for all of the individu-
als served by rural hospitals.  Although the travel time 
from the rural hospital to an alternative hospital may be 
a reasonable estimate of the travel time for the resi-
dents of the town where the rural hospital is located, 
many people who rely on a rural hospital live outside of 
the town where the hospital is located.  If an individual 
lives 15 minutes away from the rural hospital, an alter-
native hospital that is 30-45 minutes away from the cur-
rent rural hospital might then be as much as 45-60 
minutes away for that individual.15   

In the majority of cases, the next closest hospital to 
these rural communities is not a large hospital but an-
other small rural hospital.  In farming and ranching areas 
with low population densities, people live and work in 
small communities that are widely separated, and a net-
work of small rural hospitals is needed in order to pro-
vide accessible healthcare services for the residents and 
workers.   

Distance Means Delays in  
Receiving Emergency Care 

The most obvious benefit of having a hospital close by is 
when an individual experiences a medical emergency, 
such as a serious injury or symptoms of a heart attack or 
stroke, and they need to quickly reach an emergency 

(Continued on page 5) 
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FIGURE 1-3 
Communities Near Forks Community Hospital 

Forks is a small town in the Pacific Northwest that is 
located on the western side of the Olympic National 
Park.  Many people have heard of Forks because it 
was the setting for the popular Twilight Saga novels 
written by Stephenie Meyer that were also made 
into a series of movies.  Thousands of tourists visit 
the area every year for fishing, hiking, or other rec-
reation, and the timber industry also still has a sig-
nificant presence in the community.   

Forks Community Hospital is the only hospital in 
Forks and the surrounding area.  It is a small Critical 
Access Hospital with 25 licensed beds but an aver-
age daily acute census of less than 4 patients.  Alt-
hough the estimated population of Forks was only 
3,862 in 2018, it is the closest hospital for a group 
of communities with over 10,000 residents in total.  
As a result, its Emergency Department has more 
than 5,000 visits per year, and its two Rural Health 
Clinics have 17,000-19,000 patient visits each 
year.  Forks Community Hospital is one of the minor-
ity of rural hospitals that still offer maternity care 
services.  Forks Community Hospital also operates a 
nursing facility so that elderly residents of the com-
munity can receive long-term care close to their 
families and friends. 

The next-closest hospital to Forks is the Olympic 
Medical Center in Port Angeles, which is a 70-
minute drive.  The travel time is even longer for pa-
tients who don’t live directly in Forks.  For example, 
for people who live or work in LaPush on the Pacific 
Coast, Forks Hospital is more than 20 minutes 
away, and travel to the Olympic Medical Center 
would require a more than 90-minute drive.  Forks 
Hospital is also the closest hospital to the Clallam 
Bay Correction Center, one of Washington State’s 
most secure prisons.  The Clallam Bay Correction 
Center is a 38-minute drive to Forks Community 
Hospital, whereas it would take over 70 minutes to 
reach the Olympic Medical Center in Port Angeles, 
an additional delay of more than a half hour. 

Despite the key role it plays in the community, Forks 
Community Hospital loses a significant amount of 
money on its patient services.  Every year between 
2012 and 2019, patient service revenues fell short 
of costs by 7%-17%.  The hospital has only been 
able to continue operating because it is supported 
by a local property tax levy.  This means that, in ad-
dition to paying premiums on their health insurance 
and paying deductibles and copayments for 
healthcare services, the residents of the community 
have to tax themselves in order to keep the hospital 
open and enable the continuation of healthcare 
services in their community. 

EXAMPLE: Forks Community Hospital 

FIGURE 1-2 
Forks Community Hospital 

The red line shows the most direct driving routes from Forks Community Hospital to the 
next-closest hospitals and the estimated travel times. 



5 © Center for Healthcare Quality and Payment Reform (www.CHQPR.org) 

room.  In serious cases, even short delays in treatment 
can be problematic, and a delay of 30-45 minutes or 
more in receiving treatment could result in a death or 
serious disability that could have otherwise been pre-
vented. 

Although a helicopter ambulance could potentially 
transport an emergency patient to an alternative hospi-
tal more quickly than the time required to drive to a lo-
cal hospital, this depends on whether a helicopter am-
bulance is available and whether the weather is safe for 
flying.  A helicopter ambulance trip is extremely expen-
sive, so the cost of this service will be much higher than 
a visit to a nearby emergency room.  Many patients with 
non-life threatening injuries, chest pain, or other symp-
toms will not need surgical intervention or other types of 
treatment that can only be provided at tertiary or quater-
nary hospitals, and it is much more cost-effective to tri-
age and treat these cases in a local hospital than at a 
distant hospital that requires air transport to reach.16 

Distance Means Failure to  
Receive Other Forms of Care 

Patients who are not experiencing an emergency would 
also have to travel farther to receive many types of diag-
nostic and treatment services if there is no nearby hos-
pital.  The greater the time, distance, and cost of travel, 
particularly during the winter or bad weather, the less 
likely it is that patients would obtain those services in a 
timely fashion.  Delays in diagnosis or treatment could 
result in more serious health problems and more expen-
sive treatment than if the patient had been able to ob-
tain services more easily and quickly.  For example: 

• Primary Care.  As noted earlier, the majority of small 
rural hospitals operate one or more Rural Health Clin-
ics, and they generally do so because there would 
otherwise be a shortage of primary care practices in 
the community.  Access to primary care is increasingly 
recognized as essential for preventive care and early 
identification and treatment of health problems.  
However, patients are far less likely to make visits to 
a primary care provider if they have to travel a long 
distance to do so, and the resulting delays in diagno-
sis and treatment can result in higher healthcare 
costs in the longer-term. 

• Maternity Care.  There is growing concern about the 
high rates of both maternal death and infant mortality 
in the country, both of which are significantly higher in 
rural areas.17  Successfully addressing these prob-
lems requires that women receive regular prenatal 
care during pregnancy and that both the mother and 
infant receive high-quality care after birth, but these 
services are less likely to be available in a community 
that lacks primary care and obstetric care.  It is also 
important that women with higher-risk pregnancies 
receive timely, high-quality care during childbirth, and 
that is less likely if the woman has to travel a long 
distance to reach a hospital.   

• Laboratory Testing.  The highest-volume service at 
most hospitals, both urban and rural, is laboratory 
testing.  Many patients with chronic conditions such 
as diabetes and heart disease need regular testing in 
order to properly manage their conditions, and failure 

(Continued from page 3) to do so can lead to serious complications.  In addi-
tion, many diseases can only be accurately diagnosed 
through appropriate laboratory testing, and delays in 
testing can result in delayed or incorrect treatment.  
This can not only harm the patient, but if the patient 
has an infectious disease (such as during the corona-
virus pandemic in 2020), delayed or inaccurate diag-
nosis and treatment can harm many others in the 
community. 

C. The Importance of Rural Hospitals  
to the Rest of the Country 

The more than 1,500 small rural hospitals represent 
over one-third of the total hospitals in the country.  How-
ever, most people have never seen one of them in per-
son because most people don’t live in the rural counties 
they serve.  In fact, the majority of the nation’s popula-
tion lives in a relatively small number of urban counties, 
and most of those counties are many miles away from 
the communities served by rural hospitals.   

Should residents of urban areas care what happens to 
hospitals in small, distant rural communities?  The an-
swer is yes, for several reasons: 

• Food Supply.  Most of the nation’s food supply comes 
from rural communities because of the large amounts 
of land needed to grow crops and raise cattle.  Rural 
hospitals provide healthcare services to the owners 
and workers on the farms and ranches in these areas, 
to the owners and workers at the businesses that 
supply the farms and ranches, and also to their family 
members.  Most of these hospitals are small because 
of the low population densities in agricultural areas. 

 38% of agricultural crops are produced in counties 
in which the only hospitals are small rural hospi-
tals.  (Figure 1-8)  An additional 4% of crops come 
from counties that have no hospital at all and the 
closest hospital is a small rural hospital in another 
county.18   

 47% of the country’s production of animals for food 
occurs in counties in which the only hospitals are 
small rural hospitals.  An additional 6% are in coun-
ties that have no hospital at all and the closest 
hospital is a small rural hospital in another county. 

• Energy Production.  Rural communities are home to 
most of the nation’s coal mining and gas and oil pro-
duction, as well as wind farms and solar energy facili-
ties.  As shown in Figure 1-8, 40% of those communi-
ties rely on small rural hospitals for healthcare ser-
vices.  35% of the country’s mining and oil and gas 
production occurs in counties in which the only hospi-
tals are small rural hospitals. An additional 6% of fos-
sil fuel production comes from counties that have no 
hospital at all and the closest hospital is a small rural 
hospital.19  

• Recreation and Tourism.  Many popular recreation, 
historical, and tourist sites are located in rural areas.  
If visitors to these sites have accidents or medical 
problems that require hospital treatment, their initial 
care will often be provided by a small rural hospital.  
For example, the top 10 most-visited National Parks, 

(Continued on page 8) 
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One of the largest agricultural areas in the U.S. is 
located in Washington State east of the Cascade 
Mountains.  This region produces over $8 billion in 
agricultural products each year, including almost 
half (49%) of the nation’s apples, 18% of the pota-
toes, and 8% of the country’s wheat, as well as oth-
er fruits, vegetables, grains, and livestock.  The 20-
county region includes 2 of the top 10 counties in 
the country in terms of total agricultural sales, 7 of 
the top ten apple-producing counties in the country, 
4 of the top 10 wheat-producing counties in the 
country, 3 of the top 10 potato-producing counties 
in the country, and 2 of the top 10 vegetable-
growing counties in the nation.20 

This area is also a popular destination for tourists 
and vacationers because of the Cascade Moun-
tains, the Columbia River, and other natural fea-
tures.21   

Ready access to quality healthcare in this area is 
particularly important for the nearly 200,000 farm-
workers who support the agricultural industry, in-
cluding more than 50,000 migrant workers, since 
injuries are common on farms and ranches because 
of the manual nature of the work.  For example, 
farm workers must stand on ladders to pick apples 
by hand.  Tourists and visitors also experience inju-
ries while boating, hiking, and skiing. 

As shown in Figure 1-5, 38 hospitals provide ser-
vices in the region.  The largest hospitals are locat-
ed at the eastern end of the region in Spokane, and 
in the southern and southwestern portions of the 
region (in Kennewick, Richland, Walla Walla, 
Wenatchee, Yakima, and Lewiston, Idaho).   

Most (27) of the hospitals are Critical Access Hospi-
tals with 25 or fewer beds.  They are primarily locat-
ed in the northern and central parts of the region 
and in the southeastern and southwestern corners.  
The majority of these small hospitals have an aver-
age of less than 4 acute inpatients per day, but in-
patient care represents only a small proportion of 
the healthcare services the hospitals provide to 
their communities.  In addition to 24-hour emergen-
cy care at all of the hospitals (the majority have over 
5,000 ED visits per year), 80% of the hospitals pro-
vide skilled rehabilitation and long-term nursing 
care services, three-fourths offer surgery services, 
half offer maternity care services, two-thirds oper-
ate one or more Rural Health Clinics, and an addi-
tional 20% provide some other kind of outpatient 
clinic services.   

(Continued on page 7) 

EXAMPLE: Hospitals in Eastern Washington State 

FIGURE 1-4 
Counties in Eastern Washington State 

FIGURE 1-5 
Hospitals in Eastern Washington State 
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Over two dozen small hospitals might seem like a 
lot for a region with 1.6 million residents until one 
realizes that those residents are spread out across 
a 42,000 square mile region, most of which is farm-
land.  Six of the 20 counties have fewer than 10 
residents per square mile.  Moreover, it would be 
impossible to have fewer, larger hospitals in the 
northern and central portions of the region because 
the topography – mountain passes, deep river gorg-
es, and canyons – would prevent most people from 
using them.   

For example, Figure 1-6 shows the communities 
and hospitals in the Columbia River valley from 
Wenatchee north to Tonasket and east to the Grand 
Coulee Dam and Republic.  The seven small Critical 
Access Hospitals in the area are each at least a half 
hour drive away from the next-closest hospital, 
which in almost every case is yet another small Criti-
cal Access Hospital.  The closest large hospital to 
these communities is in Wenatchee, which requires 
a 1-2-hour drive along two-lane roads from most of 
the communities.   

Similarly, in the central and southern portions of the 
region, ten 25-bed Critical Access Hospitals and one 
50-bed hospital (designated by Medicare as a Sole 
Community Hospital) provide emergency care, inpa-
tient and outpatient hospital care, and primary care 
to farming communities, tourists, and those travel-
ing along Interstate 90.  As shown in Figure 1-7, 
each of these hospitals is a half-hour or more away 
from the next-closest hospital, which in many cases 
is another small Critical Access Hospital.  Many 
farmworkers and tourists in the areas served by 
each hospital already have to travel a distance to 
reach that hospital, and an alternative hospital 
could be an hour away.  For example, Dayton Gen-
eral Hospital is a half hour drive from the Bluewood 
Ski Resort, and it would take over an hour to reach 
the next closest hospital in Walla Walla. 

The majority of the small rural hospitals in Eastern 
Washington State lose money on patient services.  
In contrast, most of the larger hospitals make prof-
its on patient services.  In most cases, the small 
hospitals are only able to continue operating be-
cause they are structured as Public Hospital Dis-
tricts and local residents and businesses tax them-
selves to keep the hospitals open. 

(Continued from page 6) 

Hospitals in Eastern Washington State (continued) 

FIGURE 1-7 
Columbia Basin/I-90 Hospitals 

FIGURE 1-6 
Upper Columbia River Valley Hospitals 

The red lines show the most direct driving routes between the hospitals and the estimat-
ed travel times. 
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including the Grand Canyon, Yosemite, and Yellow-
stone, had almost 50 million visits in 2019, and all 
are located in rural areas.22  For 7 of these, the clos-
est hospital to all of the entrances and visitor centers 
at the Park was a small, rural hospital, while the clos-
est large hospital was over 90 minutes away in the 
majority of cases.23   

• Shipping and Other Travel.  Interstate highways con-
nect the nation’s urban areas to each other, to the 
nation’s agricultural areas, and to recreation sites, 
and they pass through rural areas to do so.  A trucker, 
traveler, or tourist who has an accident or medical 
problem on an interstate highway is likely to depend 
on a small rural hospital located near a highway inter-
change for emergency care. 

The coronavirus pandemic in 2020 made many city 
dwellers realize for the first time how dependent they 
are on rural communities for their food supply and how 
much that supply could be affected by health problems 
in rural communities.24  The pandemic has also made 
healthy individuals all across the country realize how 
important it is to have hospitals with adequate capacity, 
not only where they live or work, but where they might 
be quarantined during travel. 

D. The Problem of  
Rural Hospital Closures 

Many small rural hospitals have closed over the past 
decade, and the rate of closures has accelerated in the 
last few years.  Because of the important role small rural 
hospitals play individually and collectively, these clo-
sures have the potential to create serious negative im-
pacts both for the communities they serve and for the 
national economy.   

1. How Many Small Rural Hospitals Have 
Closed? 

The most up-to-date data on rural hospital closures are 
maintained by the Cecil G. Sheps Center for Health Ser-
vice Research at the University of North Carolina.  When 
the Sheps Center identifies a potential closure, it investi-
gates to determine whether the hospital has actually 
closed, has reduced services, or has merged with or 
been acquired by a larger system, and it also monitors 
over time to identify whether a closed hospital later reo-
pened.25   

The Sheps Center reports that more than 120 rural hos-
pitals closed between January 2010 and June 2020.  
There were 18 closures in 2019, more than in any year 
in the previous decade, and there were 11 closures in 
the first six months of 2020.   

As shown in Figure 1-9, the majority of these rural clo-
sures were small hospitals.  More than 40% of the hos-
pitals that closed had 25 beds or less, while only 11% 
had more than 100 beds.  92% of the hospitals that 
closed had an average daily census of less than 15 prior 

FIGURE 1-8 
Hospital Access in Agriculture and Mining/Oil/Gas Production Counties 

Source:  2017 Census of Agriculture, BEA 2018 Gross Domestic Product by County 
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to closure, and over 60% had an average daily census of 
less than 5. 

2. The Impacts of Closures on  

Rural Communities 

However, the total number of rural hospital closures 
reported by the Sheps Center is only a rough indication 
of the severity of the closure problem, and the change in 
the total number is not the best way to measure how the 
impact of closures is changing.  Not all rural hospitals 
are alike, and the impacts of closures can differ dramat-
ically from one community to the next, so the aggregate 
impact of closures is not necessarily proportional to the 
number of hospitals that have closed.   

a. Closures Close to Other Hospitals 

For example, a number of the reported closures over the 
past decade have likely had a relatively small impact on 
their community: 

• In 11% of the closures, the hospital didn’t completely 
shut down, and there is still an emergency room and 
other services operating at the same location.26  The 
hospital is classified as “closed” because it stopped 
offering inpatient care, and therefore it can no longer 
be considered a hospital, even though community 
residents can still receive the same kinds of emergen-
cy and outpatient services they received in the past.   

• In an additional 13% of the closures, another hospital 
is located less than a 15-minute drive from the hospi-

tal that closed.27  In almost 90% of these cases, the 
next-closest hospital is a larger hospital than the 
hospital that closed, and the majority have positive 
financial margins.  In some cases, there were two 
hospitals in the same town, so there was still a hos-
pital in the same community even after one closed.  
For example, one rural hospital that closed was a 
small physician-owned hospital that had been locat-
ed a block away from a larger facility that still contin-
ues to operate.28   

Of course, even a 15-minute drive could be problematic 
for people in the community who lived near the closed 
hospital and do not have transportation to reach the 
alternative hospital.  On the other hand, people who 
live in between the closed hospital and another hospi-
tal may have to travel only a small additional distance 
to reach the alternative hospital. 

b. Closures Far from Other Hospitals 

At the other extreme, in more than 25% of the closures 
in the last decade, there was no longer an ED in the 
community and the nearest alternative hospital was 
more than 30 minutes away.  Some people who already 
had to travel a distance to reach the hospital that 
closed now have to travel 45 minutes or more to reach 
a hospital.   

In 80% of these cases, the community not only lost 
emergency department and inpatient services, there 
are no longer any outpatient services at all being deliv-
ered.  Moreover, in many cases, the next-closest hospi-

FIGURE 1-9 
Rural Hospital Closures 

Source:  University of North Carolina, Cecil G. Sheps Center for Health Services Research 
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tal is smaller than the hospital that closed, and so the 
time required to reach a hospital with equivalent ser-
vices may therefore be even longer than 30 minutes.   

c. The Remaining Closures  

The circumstances surrounding the remaining hospital 
closures are in between these two extremes.  In about 
half of the cases where a rural hospital closed, there is 
no longer a 24-hour ED, but there is another hospital 
within a 15-minute to 30-minute drive of the hospital 
that closed.  The implications of this distance vary from 
community to community:  

• In some cases, outpatient services continue to be 
offered at the site of the closed hospital, although not 
a 24-hour ED.  However, in most cases, all hospital 
services were terminated and the residents of the 
community need to travel 15-30 minutes to a hospital 
in another community for all or most of the outpatient 
services they received locally before. 

• In the majority of the cases, the next-closest hospital 
is a larger hospital than the hospital that closed.  
However, in some cases, the next-closest hospital is a 
smaller hospital than the hospital that closed, and 
reaching a hospital of equal or larger size requires 
traveling more than 30 or 40 minutes rather than 
only 15-30 minutes. 

• As discussed previously, the travel time from one hos-
pital to an alternative hospital does not accurately 
measure the difference in travel time for people in 
outlying communities.  In the majority of cases where 
the next-closest hospital is 15-30 minutes away, 
some people would now have to travel more than 30 
minutes to reach a hospital.  This could well create 
disparities in health and healthcare access for resi-
dents of the area, or exacerbate existing disparities, 
based on their access to transportation and other 
factors. 

The most isolated hospital that closed in recent years 
was the Nye Regional Medical Center in Tonopah, Ne-
vada.  Tonopah is the county seat of Nye County, the 
county that is the third-largest in land area in the coun-
try outside of Alaska.29  Originally a gold mining town, 
Tonopah is located near the midpoint of the more than 
400-mile drive between Las Vegas and Reno.  Alt-
hough Tonopah has only about 2,500 residents, Nye 
County has more than 40,000 residents, spread over 
18,000 square miles of land.30 

The hospital closed in 2015 after years of financial 
problems and filing for bankruptcy in 2013.31  As 
shown in Figure 1-10, the closest hospitals to the com-
munity are over two hours away in northern California 
and Nevada, and more than a three-hour drive is re-
quired to reach the hospitals in Las Vegas. 

The Emergency Department provided emergency treat-
ment both for residents of the community and for trav-
elers on U.S. 95, the major north-south route through 
western Nevada that passes through the town.  The 
hospital also served as a principal source of primary 
care and outpatient services for community residents.  
Although ambulance services have been enhanced 
and clinics were established in an effort to fill some of 
the gaps in healthcare services caused by the closure, 
the area still has no 24-hour emergency treatment 
facility and lacks many other healthcare services.  Lo-
cal businesses report that the lack of a hospital has 
made it more difficult to attract employees, and that 
workers may have to take off a day or more of work in 
order to get more than basic medical testing.32  The 
residents of the community have formed a hospital 
district supported by local property taxes in the hope 
of being able to reopen a hospital in the community.33 

EXAMPLE: Nye Regional Medical Center 

FIGURE 1-10 
Nye Regional Medical Center 

The red lines show the most direct driving routes between the hospitals and the estimat-
ed travel times. 
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d. Summary of Closure Impacts 

In summary, as shown in Figure 1-12, rural hospital clo-
sures over the past decade fall into the following four 
categories:  

1. Limited Impact on Emergency Care.  In about one-
fourth of rural hospital closures, the impact has likely 
been limited, either because there is still an ED at 
the same site or another hospital is less than 15 
minutes away from the hospital that closed.   

2. Moderate Impact on Emergency Care.  In about one-
eighth of cases, some outpatient services continue 
to be offered at the site (typically including some 
type of urgent care), but residents need to travel a 
total of at least 15-30 minutes to reach a 24-hour 
ED or to receive inpatient services. 

3. Moderate Impact on All Outpatient Care. In one-third 
of cases, residents of the community where the hos-
pital closed have to travel 15-30 minutes to receive 
both 24-hour ED services and other types of hospital 
outpatient services, and some residents of surround-
ing areas have to travel 30 minutes or more.  Over 
1.2 million people live in these communities.   

4. Large Impact on Emergency Care and Other Ser-
vices.  The remaining closures, representing more 
than one-quarter of the total, have likely created the 
largest negative impacts overall, because there is no 
longer a 24-hour emergency department in the com-

munity and generally no outpatient hospital services 
at all, and the next-closest hospital, particularly a hos-
pital of equivalent size and services, is over 30 
minutes away.  Over 1 million people live in these 
communities.   

As discussed earlier, delays in receiving emergency ser-
vices have the potential to cause death or disability for 
people who are injured or experiencing a heart attack or 
stroke.  Studies have found that mortality rates for heart 
attack, stroke, respiratory problems, and life-threatening 
injuries are higher for people who have to travel farther to 
reach a hospital emergency department.38  Because of 
the greater travel times in rural areas, closure of a small 
rural hospital is likely to have a greater negative impact 
than closure of a small hospital in an urban area; in fact, 
a study of hospital closures in California found that clo-
sures of rural hospitals increased mortality for both heart 
attacks and strokes, but closures of urban hospitals had 
no negative impact on mortality.39  Several studies have 
found that mortality rates for heart attacks were as much 
as 30% higher following closures of emergency depart-
ments that increased travel times by 30 minutes or more, 
with more limited impacts when travel times increased by 
10-30 minutes.40  As a result, closures that fall into Cate-
gory 4 above are likely to have more negative impacts on 
mortality than those in the other categories.41 

Additional negative impacts can be caused by the reduc-
tion in non-emergency services resulting from closure of 

The DeQueen Medical Center closed in May 2019, af-
ter having financial difficulties for many years.34  The 
25-bed Critical Access Hospital was the only hospital in 
DeQueen, Arkansas and surrounding Sevier County, 
which are located in the southwestern corner of the 
state next to Oklahoma.   

As shown in Figure 1-11, the closest emergency rooms 
and other hospital services are now 40 minutes away 
for the 6,500 residents of DeQueen and the more than 
5,000 additional people who live in the immediately 
surrounding community.  The median income in Sevier 
County is below the national average and the poverty 
level is higher than average, so it is likely that many 
residents will have difficulty traveling that far in order 
to receive healthcare services.  The three closest hospi-
tals are also small Critical Access Hospitals that have 
experienced financial losses in recent years.   

As the coronavirus spread across the nation in 2020, 
the lack of a hospital in DeQueen was particularly prob-
lematic because Pilgrim’s Pride operates a large poul-
try processing plant there, and poultry and meatpack-
ing plants were sites of significant outbreaks of COVID-
19.35  At the end of June, 2020, Sevier County had had 
more than 700 COVID-19 cases, representing one of 
the highest per capita infection rates in the U.S.36 

Sevier County has issued bonds to finance construction 
of a new hospital37, but it is unclear whether or how the 
new hospital will avoid the financial problems that 
caused the previous hospital to close. 

EXAMPLE: DeQueen Medical Center 

FIGURE 1-11 
DeQueen Medical Center 

The red lines show the most direct driving routes between the hospitals and the estimat-
ed travel times. 
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a small rural hospital.  Increases in the time required to 
obtain lab tests and other outpatient services can dis-
courage people from obtaining those services in a timely 
fashion, which in turn can result in failure to diagnose 
and treat their health problems in a timely fashion.  
These impacts are more difficult to measure because 
they will involve a variety of different health conditions 
and they are likely to accrue over a longer period of 
time.  One study found that patients with colon cancer 
who had to travel more than 50 miles for diagnosis were 
significantly more likely to have advanced disease at the 
time of diagnosis.42  Another study found that rural 
counties not adjacent to urban areas that lost hospital-
based obstetric services had significant increases in 
preterm births.43  Hospital closures in Category 4 above 
are likely to have the largest negative impacts, since in 
most cases outpatient services have been eliminated 
and an alternative site of outpatient care is a long dis-
tance away. 

Finally, loss of a hospital can negatively impact the 
economy of the community, not only because of the loss 
of jobs from the hospital itself, but because it is more 
difficult to attract and retain businesses and workers in 
other industries.44  Here again, the impact depends on 
the nature of the closing; one study of rural hospital clo-
sures found significant reductions in per capita income 
and significant increases in unemployment in communi-
ties that lost their sole hospital but not in communities 
with alternative sources of hospital care.45 

3. Negative Impacts of Rural Closures  
Have Been Increasing 

Clearly, rural hospital closures in Category 4 (i.e., where 
there is no longer a 24-hour ED in the community and 
the next-closest hospital is over a half-hour away) are 
of far greater concern than closures in Category 1 be-
cause of the much larger negative impacts they will 
have on the communities where they are located.  The 
proportion of closures falling into this highest-impact 
category has increased over time: one-third of the clo-
sures between 2016 and 2020 were in this category, 
compared to only 21% from 2010-2015, and so the 
total number of people affected also increased signifi-
cantly.   

The second-largest impacts are likely associated with 
the closures in Category 3, where there are no ED or 
outpatient services remaining and an alternative hospi-
tal is at least 15-30 minutes away.  About one-third of 
the rural hospital closures fell into this category in both 
the 2010-2015 and the 2016-2020 periods.  In con-
trast, the proportion of hospital closures in the lowest-
impact groups (Categories 1 and 2) decreased from 
44% in 2010-2015 to 32% in 2016-2020, and the pro-
portion of people living in the communities affected by 
these types of closures has also decreased.   

 

E. Will the Future Be Better or Worse 
for Small Rural Hospitals? 

The data show that not only has the total number of 
rural closures been increasing in recent years, the over-
all impact of the closures has increased even more.  
Many small rural hospitals have been losing money on 
patient services in recent years, creating a serious risk 
that many more rural hospitals will close in the future, 
reducing access to healthcare for many more rural resi-
dents.  In 2019 and the first half of 2020, in addition 
to the 29 rural hospitals that closed, an additional 34 
rural hospitals declared bankruptcy.46  Like all hospi-
tals, small rural hospitals experienced higher costs and 
significant losses of revenue during the pandemic in 
2020, but most small rural hospitals have far less in 
financial reserves to cover those costs and losses than 
larger hospitals do, and this could well accelerate 
bankruptcy and closure for many small hospitals. 

Solving the problems facing rural hospitals requires a 
clear understanding of what is causing them.  Chapter 
II will examine in detail the various factors that help or 
harm the financial status of a rural hospital and identi-
fy the primary causes of the financial problems that 
rural hospitals have been experiencing.  Subsequent 
chapters will then examine alternative approaches for 
addressing these causes in order to determine what 
policies and programs can best sustain current rural 
hospitals and allow them to create even more effective 
healthcare services for the communities they serve. 

 

FIGURE 1-12 
Impacts of Rural Hospital Closures 
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A. The Magnitude of Financial Losses 
at Small Rural Hospitals 

1. Losses at Rural Hospitals That Closed 

Most of the small rural hospitals that have closed were 
forced to do so because the hospital could not afford to 
pay for the staff and supplies needed to continue deliv-
ering services to patients.  As shown in Figure 2-147, the 
rural hospitals that closed between 2013 and 202048 

had a median loss of 10% in the year prior to closure, 
and one-fourth had losses greater than 20%.49  In con-
trast, the majority of small rural hospitals that have not 
closed had positive financial margins in 2018.50   

Closures do not occur suddenly or because a hospital 
loses money in one single year.  Instead, hospitals that 
close typically experience losses for several years and 
reach the point where they no longer have sufficient fi-
nancial reserves available to cover their losses and no 
method of paying their staff or creditors.   

THE CAUSES OF FINANCIAL  
PROBLEMS AND CLOSURES 

II. 
KEY POINTS 

Rural hospitals have been forced to close because they are not paid enough to cover the cost of delivering care to patients.   
More than half of the hospitals that have closed had losses of 10% or more in the year prior to closure, and one-fourth had 
losses greater than 20%.   

The primary causes of losses at the hospitals that closed were inadequate payments from private health plans and inability 
of patients to pay their bills.  Losses on patients with private health insurance and self-pay patients were greater than loss-
es on Medicare, Medicaid, and uninsured charity care patients at most of the hospitals. 

More than one-third of the small rural hospitals that remain open are also losing money.  The losses are concentrated 
among the smallest rural hospitals: the majority of rural hospitals with annual expenses below $15 million are experiencing 
losses, and almost half of the rural hospitals with annual expenses between $15 million and $20 million are losing money.   

Low payments from private health plans and patient bad debt are the largest causes of losses at the smallest rural hospi-
tals.  At the majority of rural hospitals with less than $20 million in annual expenses, losses on patients with private health 
insurance plans and self-pay patients were greater than losses on Medicare, Medicaid, and uninsured charity care patients 
combined, although the magnitude of the losses varies significantly across states.  Private health plans pay small rural hos-
pitals less than they pay larger hospitals for the same services, and Medicare Advantage plans appear to be among the 
worst payers at small rural hospitals.  Most small rural hospitals operate one or more Rural Health Clinics, and the low pay-
ments for primary care services from private payers are a major cause of losses at these hospitals. 

The majority of rural hospitals lose money on Medicaid patients.  The losses on individual Medicaid patients are generally 
larger than the losses on patients with private insurance.  However, the much smaller proportion of Medicaid patients 
means that the overall impact on the hospital due to private insurance losses is still larger.  In states that expanded Medi-
caid, losses on uninsured patients and bad debt were reduced, but losses on services to Medicaid patients increased due 
to the low amounts the Medicaid programs paid for services.   

Medicare payments do not cause significant losses at most small rural hospitals.  Most small rural hospitals are classified 
as Critical Access Hospitals and receive cost-based payments from Medicare.   

Many small rural hospitals remain open only because they receive significant supplemental funding from local taxes or 
state grants.  Over 70% of the smallest rural hospitals lose money on the delivery of patient services, but 40% of those hos-
pitals receive enough revenue from other sources to maintain a positive overall margin.  Small rural hospitals in some 
states are organized as public hospital districts, and residents of these communities tax themselves to offset underpay-
ments by private health plans and Medicaid.   

There is tremendous variation across the country in both the magnitude of losses and the causes of losses at very small 
rural hospitals.  In many states, low payments from private insurance plans are the primary cause of financial problems in 
small rural hospitals, but in other states, low Medicaid payments and low rates of insurance coverage are the largest single 
cause of losses.  In some states, state grants or local taxes reduce or eliminate losses at small rural hospitals, while there 
is little or no such assistance for hospitals in other states. 

Changes in payments from all payers will be needed to eliminate losses at small rural hospitals.  No individual payer 
(Medicare, Medicaid, or a private insurance plan) is the sole cause of financial losses at small rural hospitals, and the rela-
tive magnitude of their contributions varies from state to state and hospital to hospital, so multi-payer solutions will be 
needed to solve the problem of rural hospital closures. 
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As shown in Figure 2-2, in the small rural hospitals that 
closed between 2016 and the first half of 2020, persis-
tent annual losses in the years prior to closure had re-
duced the hospitals’ resources to the point where the 
majority had current liabilities that exceeded current 
assets51 in the year before they closed.   

Several of the rural hospitals that closed were owned by 
EmpowerHMS, a company that was indicted for fraudu-
lent billing.52  However, these were originally community 
hospitals that only became part of EmpowerHMS be-
cause the hospitals were struggling financially and Em-
powerHMS promised to rescue them.53  Other hospitals 
that closed had been bought or managed by individuals 
or companies that had promised to address their finan-
cial problems but failed to do so.54 

2. Losses at Hospitals That Have Not Closed 

Although the majority of small rural hospitals are profita-
ble, over 40% are not.  This is why the median margin 
shown in Figure 2-1 for open hospitals is positive, but 
very small.  Over 600 small rural hospitals lost money in 
2018, and over 300 had losses of 5% or more.  More 
than 300 small rural hospitals had losses in every year 
from 2016 to 2018.55   

Large, persistent losses deplete a hospital’s financial 
reserves, so the higher losses experienced by smaller 
hospitals means they are more likely to have unpaid bills 
and difficulties in making payroll.  This makes smaller 
rural hospitals more susceptible to closure.   

Figure 2-3 shows that financial losses are highest 
among the smallest-of-the-small rural hospitals.56   

• The majority of hospitals with total annual expenses 
below $15 million lost money during the 3-year period 
from 2016-2018, and almost half of the hospitals 
with $15-$20 million in annual expenses lost money.  
In contrast, nearly two-thirds of the hospitals with an-
nual expenses greater than $20 million made profits.   

• Hospitals with total expenses below $15 million had 
significantly lower margins than those with expenses 
between $15 million and $20 million, and the latter 
group had significantly lower margins than the hospi-
tals with more than $20 million in total expenses.   

There were over 600 rural hospitals with less than $20 
million in total expenses in 2018, representing nearly 
one-third of the rural hospitals in the country.  These 
hospitals are clearly at the greatest risk of closure; in 
fact, two-thirds of the rural hospitals that have closed 
over the past decade had total revenues below $20 mil-
lion, and over one-half had revenues below $15 million.  
Even if a hospital does not close, large and persistent 
losses mean that the hospital will likely have to reduce 
the healthcare services it provides to the community.  As 
a result, failure to address the significant financial prob-
lems facing the majority of these hospitals could lead to 
significant reductions in access to healthcare services 
for residents of many parts of the country.   

FIGURE 2-1 
Total Margin in Small Rural Hospitals 

Hospitals with acute census < 15. For open hospitals, 2018 data is shown.  
For closed hospitals, the most recent year before closure is shown. 

FIGURE 2-2 
Financial Trend for Closed Small Rural Hospitals 

Values shown are medians for all rural hospitals with acute census < 15  
that closed from 2016 through June 2020. 

FIGURE 2-3 
Total Margin for Small Rural Hospitals 2016-18 

Values shown are medians for rural hospitals with acute census < 15. 
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B. Sources of Revenues  
in Rural Hospitals 

Revenues at a hospital can be divided into four major 
categories: 

• Health Insurance Plans: Since most patients have 
health insurance, the majority of revenues at every 
hospital comes from insurance plans.  However, dif-
ferent insurance plans pay a hospital different 
amounts for the same service, and insurance plans 
pay different amounts for the same service at differ-
ent hospitals.  As a result, a hospital’s profitability will 
depend on the specific types of insurance its patients 
have and the amounts each of those plans pays the 
hospital for its services. 

• Patients: Patients themselves are also an important 
source of revenue for hospitals.  Obviously, if a pa-
tient has no insurance, the patient will be the primary 
payer for any services they receive.  However, insured 
patients also serve as partial or even full payers for 
many of the services they receive because most 
health insurance plans require patients to pay copay-
ments, co-insurance, and deductibles for services.57  
In addition, if a service is not covered by the patient’s 
insurance plan, the patient will be responsible for the 
full charge.  If patients cannot afford to pay some or 
all of the amounts they owe, this will reduce a hospi-
tal’s overall margin on services. 

• Government Funding: Many rural hospitals receive 
government appropriations or tax revenues that are 
intended to support the hospital’s operations but are 
not directly tied to specific services for individual pa-
tients.  For example, a number of rural hospitals are 
organized as public hospital districts and raise reve-
nues from local tax levies.  Some states provide spe-
cial grants to rural hospitals to offset losses from the 
provision of care to uninsured patients.58   

• Non-Patient Service Activities: Finally, most hospitals 
will receive some revenues for activities that are not 
directly associated with the hospital’s own healthcare 
services, e.g., operating a cafeteria, a gift shop, or a 
parking lot.  Depending on the costs incurred for 
these activities, they may generate either a net profit 
or a loss for the hospital.  In addition, a hospital will 
receive earnings on any investments it has made, and 
it may also have to pay interest on loans or bonds; 
the net revenue from these interest earnings and pay-
ments increases the total margin at some hospitals 
and reduces it at others.   

The most detailed data available on the types of reve-
nues received by hospitals come from the cost reports 
hospitals submit to the Centers for Medicare and Medi-
caid Services (CMS) each year.  The cost reports do not 
allow revenues to be fully disaggregated into the catego-
ries above, but they do allow the following categories of 
revenues to be analyzed:   

• Health Insurance Plans: 

 Medicare Fee-For-Service:  The most detailed infor-
mation is available on payments associated with 
Medicare beneficiaries who are enrolled in the 
“Original Medicare” (i.e., individuals who are en-

rolled in Medicare Part A and Part B and are not 
enrolled in a Medicare Advantage plan).59   

 Medicaid:  The cost reports include the total 
amount the hospital receives for services delivered 
to patients on Medicaid.  This includes both pay-
ments hospitals receive directly from the state 
Medicaid agency as well as payments received 
from the Medicaid Managed Care Organizations 
(MCOs) that serve as payment intermediaries in 
many states.60   

 CHIP and Indigent Care.  Hospitals identify any pay-
ments for patients who are enrolled in Children’s 
Health Insurance Programs (CHIP) and state indi-
gent care programs.   

 Private/Other Payers:  The remaining revenue from 
patient services – i.e., the total net revenue the 
hospital receives for all patient services61 minus 
the payments in the four categories above – repre-
sents the total amount of payments received from 
three types of payers: (1) private insurance plans 
(including Medicare Advantage plans62), (2) other 
governmental insurance programs63, and (3) self-
pay patients.64  Since most of revenue in this cate-
gory typically comes from private insurance plans 
and patients, the analyses below will generally refer 
to this category of payers as “private payers” and 
the patients as “private-pay patients.”   

• Patients: 

 Patient Bad Debt:  The cost reports do not distin-
guish how much of the revenue in the Private/
Other Payers category comes directly from patients 
rather than insurance plans. However, they do in-
clude information on patient bad debt, i.e., what 
patients owe but fail to pay.65  This includes both 
unpaid amounts of cost-sharing for patients with 
insurance as well as unpaid amounts for uninsured 
patients who do not qualify for charity care.  
(Amounts that a health plan owes the hospital but 
does not pay are also considered bad debt on the 
hospital’s books, but these amounts are not includ-
ed here.) 

 Uninsured Charity Care Patients:  Hospitals report 
the amount of revenues they would have received 
for services they delivered to patients who did not 
have insurance and met the hospital’s standards 
for charity care.66   

• Other.  Revenues that are not directly associated with 
patient services are reported separately on the cost 
reports.  This includes payments from governmental 
sources that are intended to offset losses on patient 
services, but are not tied directly to the number or 
types of services that individual patients receive, such 
as local tax levies and state grants.  However, hospi-
tals vary in how they classify these payments, and 
many hospitals report all or most other revenues 
simply as “other revenue,” so it is impossible to relia-
bly separate government grants, tax levies, etc. from 
other sources for all hospitals. 

Figure 2-4 shows that about half (47%-51%) of patient 
services are associated with privately-insured patients 
and patients who pay for their care directly.  A smaller 
share (33%-40%) of services is associated with patients 
who have coverage under Original Medicare.   
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Patients on Medicaid receive only 12-15% of services at 
most hospitals, and CHIP and indigent care programs 
pay for only a very small portion of services (less than 
two-tenths of a percent).  The smallest hospitals have a 
slightly higher share of Medicare and Medicaid patients 
than larger hospitals (52% vs. 48%), but on average, 
about half of the patient services at rural hospitals are 
delivered to patients with public insurance and half are 
for patients with private insurance. 

A portion of the patients with private insurance are Med-
icare beneficiaries who have a Medicare Advantage 
plan, so the proportion of services delivered to Medicare 
beneficiaries is higher than what is shown in the chart.  
However, Medicare Advantage plans are not required to 
pay the same amounts or in the same way as for pa-
tients in “Original Medicare,” so the figure accurately 
represents the different categories of payers that sup-
port the hospital’s services.67 

It is important to recognize, however, that even though 
the differences in payer mix between smaller and larger 
hospitals are relatively small on average, individual hos-
pitals can have very different mixes of payers.  For ex-

ample, some hospitals have much larger percentages of 
Medicaid patients and/or uninsured patients, and this 
can cause greater financial losses for these hospitals.  
The proportion of Medicare beneficiaries who have se-
lected a Medicare Advantage plan rather than Original 
Medicare varies significantly from state to state and also 
from county to county within individual states, and that 
can cause the proportion of patient services paid for 
directly by the Medicare program to vary significantly for 
individual hospitals.  As will be discussed further below, 
this can have a significant impact on a hospital’s finan-
cial condition. 

The vast majority of hospitals’ revenues and expenses 
are associated with services delivered to patients, so if a 
hospital is losing money overall, it is usually because the 
payments it receives for services are below the costs 
incurred in delivering services.  However, a hospital that 
is losing money on patient services could still be profita-
ble overall if it receives enough other types of revenue.  
As shown in Figure 2-5, other revenue, i.e., revenue that 
is not directed tied to patient services, represents more 
than 10% of the total revenues at the smallest rural hos-
pitals, and more than 7% of revenues at larger rural hos-
pitals.   

C. Causes of Losses  
in Small Rural Hospitals 

Understanding why some small rural hospitals are losing 
money and why others are not requires understanding 
not only how much each hospital receives from each 
category of payer, but how that revenue compares to the 
costs of the services the hospital delivered to the pa-
tients associated with that payer.  Each category of pay-
er described above can contribute either positively or 
negatively to the hospital’s overall profit or loss, depend-
ing on whether the amount paid was higher or lower 
than the cost of the associated services delivered by the 
hospital.   

Measuring Payer-Specific Margins 

The relative magnitudes of these contributions can be 
measured in two ways: 

• The margin (profit/loss) generated by the payer.  The 
dollar amount of margin is determined by subtracting 
the estimated cost of the services/activities in the 
category68 from the amount of revenue received for 
that category.69  For example, the margin for Medi-
care Fee-for-Service is determined by subtracting the 
total cost of the services delivered to patients with 
Original Medicare from the total payments the hospi-
tal receives from Medicare for those services.   
 
Since the same dollar margin will have a bigger im-
pact on a smaller hospital than a larger hospital, the 
percentage margin is a better way to compare multi-
ple hospitals.  The percentage margin is determined 
by dividing the margin for the category by the cost in 
the category.70 

• The payer’s contribution to the hospital’s total mar-
gin.  The hospital’s overall profitability is determined 
not by how many payers generate profits or losses but 
by the relative sizes of those profits and losses.  To 

FIGURE 2-4 
Payers for Patient Services at Small Rural Hospitals 

Data are for 2016-18 for Rural Hospitals with Acute Census < 15. 

FIGURE 2-5 
Revenue from Patient Services vs. Other Sources 

Data are for 2016-18 for Rural Hospitals with Acute Census < 15. 
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measure this, the dollar amount of margin associated 
with a payer category is divided by the hospital’s total 
expenses, rather than just the cost associated with 
that category.71   

Because of the large differences in the relative sizes of 
different categories of payers and the variations in payer 
mix across hospitals, the second measure (the contribu-
tion to the hospital’s total margin) will generally provide 
the clearest indication of the relative importance of dif-
ferent payers and other revenues in causing profits or 
losses.72   

Measuring Payer-Specific Costs 

Calculating payer-specific margins requires knowing not 
only the revenues the hospital receives from that payer 
but also the cost of the services received by the patients 
associated with that payer.  Determining this cost is 
challenging to do accurately and fairly: 

• Most of the hospital’s costs are for facilities, equip-
ment, and personnel that do not change when one 
more patient or one fewer patient receives a service, 
which means that the marginal (i.e., incremental) cost 
of a delivering even a complex service to an individual 
patient is very small.  For example, when a patient 
visits the Emergency Department, even with a serious 
condition, the hospital will not incur any significant 
additional expense in the ED to diagnose and treat 
the condition, because it will not need to hire addi-
tional physicians or purchase any additional equip-
ment to do so.73   

• Although the incremental cost of each service is 
small, no patient could receive any service at all if the 
hospital does not have adequate staff and equipment 
available, and so some portion of that overall cost 
must be recovered from each patient.  A way to meas-
ure this is to calculate the average cost per service, 
i.e., divide the total cost of the service line by the total 
number of services delivered.  However, since some 
services require more time than others (e.g., a longer 
ED visit or a lab test that takes longer to perform), it 
would be misleading to assign the same average cost 
to every patient, regardless of the intensity of the ser-
vice they received.   

In order to adjust the average cost based on the intensi-
ty of individual services, the standard approach is to use 
the amounts the hospital charges for a service as a 
measure of the relative intensity of the service.  (This 
assumes that a hospital will charge more for delivering a 
higher-intensity service.)  The amount the hospital 
charged for the service is used (i.e., the hospital’s “full 
price” for the service), not the amount that it was actual-
ly paid for the service, because the charge for a service 
is the same for every patient, whereas different payers 
pay very different amounts for services, and some pa-
tients cannot afford to pay anything at all. 

The cost of an individual hospital service is estimated by 
first calculating the “cost-to-charge ratio” for the service 
line (i.e., the ED or the laboratory), and then multiplying 
the amount the hospital charged for the service by that 
ratio.  For example, if the total cost of operating the hos-
pital Emergency Department is $2 million, and the total 
amount that the hospital charged for all ED visits was 

$4 million, then the cost-to-charge ratio for the Emer-
gency Department would be 0.5.  If an individual patient 
made a visit to the ED and the hospital charged $200 
for that visit, the cost of the visit would be estimated to 
be $100 ($200 x 0.5). 

Using this service-line specific approach for an individu-
al category of payers requires knowing how much the 
hospital billed those payers for services in each sepa-
rate service line.  Hospital cost reports are required to 
provide this level of detail for Medicare fee-for-service 
beneficiaries, but not for other payers.  When only the 
total charges for a group of patients is known, but not 
the service-line specific charges, what is typically done 
is to calculate an overall cost-to-charge ratio for the en-
tire hospital, and to use that for all service lines rather 
than service-line specific cost-to-charge ratios.  For ex-
ample, although Medicare requires hospitals to esti-
mate the cost of services delivered to Medicare benefi-
ciaries using service line cost-to-charge ratios, it only 
requires the hospital to estimate the cost of services to 
Medicaid patients using the aggregate (non-service spe-
cific) cost-to-charge ratio for the hospital because hospi-
tals do not separately record the amounts charged for 
each category of services delivered to Medicaid pa-
tients. 

Caution is needed when using a single cost-to-charge 
ratio for the entire hospital because it can be much less 
accurate than the service-line specific approach for spe-
cific hospitals or specific payers.  This is because the 
cost-to-charge ratio typically varies dramatically from 
service line to service line at most hospitals.  For exam-
ple, the cost-to-charge ratio for an ED visit might be 0.5, 
but the cost-to-charge ratio for a laboratory test might 
be only 0.25 (i.e., on average, the hospital charges four 
times as much for lab tests as it costs to deliver them) 
or even less.  If some payers’ patients receive a different 
mix of services than the patients of other payers, the 
cost of services ascribed to some payers will be under-
estimated and the costs will be overestimated for oth-
ers.74   

The magnitude of the inaccuracy will depend on the ex-
tent to which different sets of patients use very different 
types of services at a hospital and the extent to which 
some hospitals set higher charges relative to costs in 
specific service lines more than other hospitals do.  One 
study that examined the issue using data on California 
hospitals concluded the overall the error was relatively 
small, but it is not clear whether similar conclusions 
would be drawn for other hospitals or more recent 
years.75  However, even the service line specific ap-
proach will be inaccurate if hospitals set the charges for 
specific services in a service line using a much higher 
mark-up than other services.76   

The cost estimates used in the margin calculations 
shown below are calculated using the most detailed 
level of information about services and charges includ-
ed in Medicare cost reports.  The estimates are most 
accurate for Medicare fee-for-service patients because 
the charges for them are reported separately for each 
individual service line.  Costs for Medicaid and private-
pay patients can generally only be estimated at a ser-
vice line level for inpatient care, not for any other ser-
vice line.  
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1. Causes of Losses at Hospitals That Closed 

Figure 2-6 shows the median amounts that each catego-
ry of payer contributed to the margins of small rural hos-
pitals that closed between 2015 and June 2020.  Alt-
hough the majority of hospitals lost money on every cat-
egory of insurance, low payments from private payers 
and bad debt from private-pay patients are the primary 
reason why these hospitals lost money prior to closing.  
Moreover, the low payments from private payers were so 
large that the hospitals would have had significant over-
all losses even if there had been no bad debt.  

Figure 2-7 shows that the biggest difference between 
hospitals that closed and those that did not was the 
margins the hospitals made on privately-insured pa-
tients.  The majority of both closed and open rural hospi-
tals lost money on Medicare, Medicaid, charity care pa-
tients, and there was no significant difference in the 
margins on any of those categories between the hospi-
tals that closed and those that didn’t.  In contrast, while 
most of the closed hospitals lost money on private-pay 
patients, most open hospitals made profits on these 
patients.  Although the amounts of bad debt were signifi-

cantly larger for hospitals that closed, this only contrib-
uted a small amount to the differences in the overall 
margins.   

2. Causes of Losses in the  
Smallest Rural Hospitals 

As shown earlier in Figure 2-3, the smallest rural hospi-
tals – those with less than $20 million in total annual 
expenses – are significantly more likely to lose money 
than larger rural hospitals.  Figure 2-8 shows how each 
of the different revenue categories contributes to the 
generally negative total margins at the smallest hospi-
tals, and Figure 2-9 shows the same breakdown for hos-
pitals with $20-30 million in annual expenses.   

There are no statistically significant differences in the 
contributions from Medicaid or charity care, and the 
differences in Medicare and bad debt are statistically 
significant but small in magnitude.  Only two categories 
have significant differences that are large in size:   

• Private-Pay Patients: The majority of the smallest hos-
pitals lose money on private-pay patients, whereas 

FIGURE 2-8 
Components of Total Margin 

Rural Hospitals <$20M Total Expenses  

Median for 2016-18.   Margin for payer is divided by hospital’s total expense. 

FIGURE 2-9 
Components of Total Margin 

Rural Hospitals $20-30M Total Expenses  

Median for 2016-18.   Margin for payer is divided by hospital’s total expense. 

FIGURE 2-6 
Components of Total Margin 

Small Rural Hospitals That Closed, 2015-2020 

3 year median prior to closure.   Margin for payer is divided by hospital’s total expense. 

FIGURE 2-7 
Components of Total Margin 

Small Rural Hospitals That Did Not Close 

Median for 2016-18.  Margin for payer is divided by hospital’s total expense. 
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the majority of the larger hospitals make profits on 
private-pay patients.  At the larger hospitals, profits 
on private-pay patients more than offset the losses 
from bad debt, whereas the smallest hospitals lose 
large amounts on private-pay patients through a com-
bination of payments below costs and patient bad 
debt. 

• Other Revenues:  Other revenues are much larger 
relative to total expenses and revenues at the small-
est hospitals than at larger ones.  Many more of the 
smallest hospitals would have lost money in total, 
and the losses would have been even larger, had it 
not been for the revenues they received that were not 
tied directly to patient services. 

3. The Key Role of Private Payers  
in Rural Hospital Losses 

As shown in Figure 2-10, the biggest losses on private-
pay patients occur at the smallest rural hospitals.  The 
smaller the hospital, the less likely it is that the hospital 
will make profits on private-pay patients and the more 
likely it will have losses.  Moreover, the smaller the hos-
pital, the lower the profits will be on private-pay patients 
and the larger the losses will be in percentage terms.  
Because rural hospitals deliver about half of their ser-
vices to private-pay patients, profits or losses on those 
patients represent a large portion of the hospital’s total 
margin. 

Low payments from private payers also help explain 
why, in every size category, some hospitals have bigger 
financial losses or smaller profits than others.  Although 
rural hospitals deliver about half of their services to pri-
vate-pay patients on average, the mix of patients varies 
significantly from hospital to hospital.  If hospitals are 
paid less for patients with private insurance than pa-
tients with public insurance, then hospitals will do worse 
financially if they have more privately-insured patients, 
and vice versa. 

In fact, Figure 2-11 shows that the smallest hospitals do 
worse financially if more than half of their services are 
paid for by private payers, and they do better financially 
if most of their services are delivered to Medicare and 

Medicaid patients.  In contrast, larger hospitals do bet-
ter financially if they have a higher share of privately-
insured patients, because at larger hospitals, payments 
for patients with private insurance are higher than the 
cost of services and offset losses on uninsured patients 
and patients insured by Medicaid. 

The amount that small hospitals lose on private-payer 
patients also depends on the kinds of services the hos-
pital delivers.  As discussed in Section I, the majority of 
rural hospitals operate one or more Rural Health Clinics 
(RHCs) in order to ensure that the residents of their 
community have access to primary care services.  On 
average, the RHCs represent about 1/6 of the hospitals’ 
patient service costs, so profits or losses on the clinics 
can have a large impact on the hospitals’ overall profita-
bility. 

Primary care is difficult to sustain financially every-
where, and it is particularly hard to sustain in small rural 
communities because of the significantly higher costs 
with smaller patient populations.  To support the higher 
costs of primary care in rural areas, Medicare pays for 
RHC services based on their costs when the RHC is op-
erated by a rural hospital with less than 50 beds.  The 
average cost per visit in 2018 at rural hospital-based 
RHCs was $239, and Medicare paid an average of $215 
per visit at those RHCs, more than double what Medi-
care paid for visits at primary care practices and non-
hospital-based RHCs.77   

Private health plans, however, typically pay the same 
amounts for primary care services at hospital-based 
RHCs as they pay other primary care practices, which is 
far less than the cost per visit at most RHCs.  Figure 2-
12 shows that small rural hospitals that operate a Rural 
Health Clinic lose significantly more on private payments 
than hospitals without an RHC, and larger hospitals that 
operate an RHC make smaller profits than hospitals that 
do not.   

Whereas primary care is one of the lowest-paid services 
in healthcare, surgery is one of the highest paid proce-
dures.  Figure 2-13 shows that hospitals which perform 
surgery have smaller losses or higher profits than hospi-
tals which do not.   

FIGURE 2-10 
Private Payer Contribution to Total Hospital Margin 

Median for rural hospitals 2016-18.  Payer margin is divided by hospital’s total expense. 

FIGURE 2-11 
Effect of Private Payers on Total Hospital Margin 

Median rural hospital margins for 2016-18.  Private payer share of patient service costs. 
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Although the majority of small rural hospitals perform 
surgical procedures, one-third of the smallest hospitals 
(those with less than $20 million in total expenses) do 
not, and as shown in Figure 2-13, these hospitals have 
bigger financial losses than those that do offer surgery.   
 

4. The Impact of Patient Bad Debt  
on Rural Hospital Losses 

For services delivered to patients with private insurance, 
the insurance company determines the total amount the 
hospital is eligible to be paid (what is commonly referred 
to as the “allowed amount”), but the insurance company 
rarely pays that full amount itself.  Patients are generally 
required to pay all or part of the amount based on the 
cost-sharing requirements in their insurance – i.e., de-
ductibles, copayments, and co-insurance.  The private 
insurance payments shown in the previous section rep-
resent the allowed amounts determined by the health 
insurance plan, including both the portion paid directly 
by the health plan and the portion paid by patients. 

Cost-sharing requirements in private insurance plans 
have increased significantly over time, and a growing 

number of patients cannot afford to pay them.  As a re-
sult, hospitals receive less actual revenue for privately-
insured patients than their insurance company has 
“allowed” the hospital to receive.  If a patient with pri-
vate insurance does not pay all or part of the portion of 
charges for which they are responsible, this is classified 
on hospital cost reports as either “charity care for in-
sured patients” (for patients who meet the hospital’s 
charity care standards) or as “bad debt” (for the remain-
ing patients who do not qualify for charity care).  Patients 
who do not have insurance but who do not qualify for 
charity care (typically described as “self-pay” patients) 
are responsible for the hospital’s full charge for their 
services or any discounted amount the hospital offers 
them; any portion of this amount that they fail to pay is 
also classified as bad debt.78   (Patients who do not have 
insurance and who meet the hospital’s standards for 
charity care are shown as “charity” in the earlier figures.) 

The cost of services associated with these unpaid charg-
es represents a significant loss for most hospitals and it 
is shown as “Bad Debt” in the figures.79   For most hospi-
tals, the cost associated with bad debt80 is much larger 
than the cost of charity care for insured patients.81   

As shown in Figure 2-8, bad debt for private-pay patients 
represents more than 3% of the total cost of services at 
most of the smallest rural hospitals, i.e., it causes total 
margins at most rural hospitals to be more than 3% low-
er than what they would otherwise be.  Bad debt losses 
are somewhat larger at the smallest rural hospitals than 
at larger hospitals, which is likely due to a combination 
of lower incomes in small rural communities and higher 
cost-sharing requirements in the health insurance plans 
available in these communities.  Out-of-pocket medical 
costs for people with employer-sponsored insurance are 
significantly higher than average in a number of states 
that have large rural populations.  In many of these 
states, more than one-fifth of the people with employer-
sponsored insurance had out-of-pocket medical expens-
es greater than 10% of their household income.82  

5. The Impact of Medicaid  
on Rural Hospital Finances 

As shown in Figure 2-14, the majority of small rural hos-
pitals lose money on Medicaid patients, regardless of 
size.  The losses are somewhat smaller at the smallest 
hospitals, partly because some states have special pay-
ment programs for Critical Access Hospitals and other 
small rural hospitals.   

A comparison of Figures 2-10 and 2-14 shows that at 
the smallest hospitals, the losses on private-payer pa-
tients have a bigger negative impact on the hospitals’ 
overall profitability than the losses on Medicaid patients.  
(For example, for hospitals with less than $10 million in 
total annual expenses, the loss on Medicaid patients 
reduced the hospital’s total margin by a median of 1%, 
whereas the loss on private-pay patients reduced the 
total margin by a median of 5%.) 

The reason hospitals lose more on privately-insured pa-
tients is not because private payers pay less than Medi-
caid for individual services, but because there are more 
private-pay patients than Medicaid patients.  The 
amount that a particular type of payer contributes to a 

FIGURE 2-12 
Private Payer Contribution to Total Hospital Margin 

Median for rural hospitals, 2016-18.  RHC = Hospital operates a Rural Health Clinic. 

FIGURE 2-13 
Private Payer Contribution to Total Hospital Margin 

Median for rural hospitals, 2016-18.  Surgery = Hospital performs surgeries. 
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hospital’s total profit or loss is determined by two sepa-
rate factors: (1) the difference between what the payer 
pays for each service and how much it costs the hospital 
to deliver the service, and (2) what proportion of the 
hospital’s total patients and services are paid for by that 
payer.  A small profit or loss for a large number of pa-
tients can have a bigger impact on the hospital’s overall 
profitability than a larger profit or loss for a small group 
of patients. 

Figure 2-15 shows that most of the smallest rural hospi-
tals are paid less for individual services by Medicaid 
than by private payers.83  However, as shown earlier in 
Figure 2-4, a much smaller portion of hospitals’ services 
are delivered to Medicaid patients than to private-pay 
patients.  As a result, even though the loss on services 
delivered to private-pay patients shown in Figure 2-15 is 
smaller than the loss on Medicaid patients, the private-
pay losses have a much bigger negative impact on the 
very small hospitals’ overall margins, as shown in Figure 
2-8.  Conversely, while larger hospitals lose larger 
amounts on individual services to Medicaid patients 
than smaller hospitals, they make profits on private-pay 
patients (in contrast to the losses at small hospitals for 

private-pay patients), and because there are more pri-
vate-pay patients than Medicaid patients, the profits on 
the private-pay patients at the larger hospitals more 
than offset the higher losses on Medicaid patients, as 
shown in Figure 2-9.84 

6. The Impact of Medicare Payments  
on Rural Hospital Finances 

In contrast to private payers and Medicaid, Medicare 
provides better financial support to small rural hospitals 
than to larger hospitals.  As shown in Figure 2-16, the 
majority of very small rural hospitals receive payments 
for Original Medicare beneficiaries that are slightly high-
er than the costs of services to those beneficiaries, 
whereas at larger hospitals, most hospitals lose money 
on Original Medicare patients.   

It is important to recognize that the axis scales in Fig-
ures 2-10 and 2-16 differ by a factor of 10 – the range 
in the median contribution to total margin for private 
payers is more than 20%, whereas the range for Medi-
care is less than 2%.  As a result, the small profits on 
Medicare patients at some of the smallest hospitals do 
not offset the losses on private-pay patients.  In con-
trast, the positive margins on private-pay patients at 
many larger hospitals can more than offset their losses 
on Medicare patients. 

Medicare payments for the smallest hospitals are higher 
because smaller hospitals are more likely to be classi-
fied as Critical Access Hospitals and qualify for cost-
based payment.85  As shown in Figure 2-17, except for 
Critical Access Hospitals, the majority of hospitals lose 
money on Medicare patients, although the losses are 
smaller for hospitals classified as Sole Community Hos-
pitals or Medicare Dependent Hospitals and for hospi-
tals that receive low-volume adjustments to their inpa-
tient payments.  The strengths and weaknesses of the 
Critical Access Hospital payment system will be dis-
cussed in more detail in Chapter IV. 
 

FIGURE 2-14 
Medicaid Contribution to Total Hospital Margin 

Median for rural hospitals 2016-18.  Payer margin is divided by hospital’s total expense. 

FIGURE 2-15 
Margin on Medicaid vs. Private Payer Margins 

Median for rural hospitals 2016-18.  Payer margin is divided by payer’s share of cost. 

FIGURE 2-16 
Medicare Contribution to Total Hospital Margin 

Median for rural hospitals 2016-18.  Payer margin is divided by hospital’s total expense. 
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7. The Key Role of Other Sources of Revenue 
in Sustaining Rural Hospitals 

As a result of the large losses on private-pay, Medicaid, 
and uninsured patients, over 70% of the smallest rural 
hospitals (those with total expenses below $20 million) 
lose money on the delivery of patient services.  The ma-
jority have losses of 6% or more, and one-fourth have 
losses of 15% or more.  In contrast, two-thirds of larger 
rural hospitals make profits on patient services. 

If a hospital is losing significant amounts of money on 
patient services, the only way it can continue to operate 
is if it has sources of revenue other than payments for 
patient services.  As shown in Figure 2-18, most of the 
smallest rural hospitals receive a significant amount of 
other revenues that offset the losses they incur on pa-
tient services, whereas larger rural hospitals do not. 

Of course, if the losses on patient services are too large 
or the other sources of revenue are too small, a small 
rural hospital will end up with overall losses and it could 

be forced to close as a result.  Figure 2-19 shows that 
the small rural hospitals that closed between 2015 and 
2020 had losses on patient services that were nearly 
double what other small rural hospitals experienced, and 
they received less in other revenues as a percentage of 
their total expenses that could help offset these losses.  
As a result, they incurred significant overall losses, which 
likely led to their closure. 

Rural hospitals vary significantly in their ability to obtain 
“other revenues” to offset losses on patient services.  
Hospitals that are organized as public hospital districts 
or owned by a governmental entity (e.g., a county or mu-
nicipality) often have access to public funding sources 
that are not available to other hospitals, such as the abil-
ity to impose tax levies on local residents.  Figure 2-20 
shows that the more than 180 small rural hospitals oper-
ated by hospital districts have significantly higher losses 
on patient services than other similarly-sized hospitals, 
but they also have more revenue from taxes and other 
sources that has enabled half of them to balance their 
budgets and continue operating.   

FIGURE 2-17 
Medicare Contribution to Total Hospital Margin 

Median for small rural hospitals 2016-18.  CAH=Critical Access Hospital,  
SCH=Sole Community Hospital, MDH=Medicare Dependent Hospital,  
Low Volume=IPPS Low Volume Adjustment, IPPS=Inpatient Prospective Payment System 

FIGURE 2-19 
Contributions of Patient Services and Other Revenues 

at Closed vs. Open Rural Hospitals 

Medians for 3 years prior to closure or 2016-18 for hospitals that remain open.   
Margin on patient services and other revenue are divided by total hospital expenses. 

Median for rural hospitals 2016-18.  Margin on patient services from all payers and 
revenue from other sources are each divided by total hospital expenses. 

FIGURE 2-18 
Contributions of Patient Services Revenue and 

Other Revenues to Total Hospital Margin 

FIGURE 2-20 
Contributions of Patient Services and Other Revenues 

by Hospital Ownership Status 

Median for small rural hospitals 2016-18.  Margin on patient services from all payers 
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D. Differences by State 

The analysis above demonstrates that in general, losses 
on services to private-pay patients contribute more to 
overall losses at very small rural hospitals than do losses 
on Medicaid or Medicare patients.  However, not all of 
these very small rural hospitals lose money, not all lose 
money on private-pay patients, and not all lose more on 
private-pay patients than on Medicaid or Medicare pa-
tients.   

One of the primary determinants of this variation is the 
state in which the hospital is located.  Payment amounts, 
patient cost-sharing, and eligibility in private insurance 
and Medicaid programs differ dramatically from state to 
state, this causes the financial status of rural hospitals 
to also differ dramatically across states. 

1. Variation in Total Margin 

Figure 2-21 shows that in more than half of the states, 
the majority of the very small rural hospitals had positive 
margins, but in the other states, most of the smallest 
rural hospitals had negative margins,86 in some cases 
very large negative margins.  More than 260 rural hospi-
tals with less than $20 million in total expenses – repre-
senting 40% of the small rural hospitals across the coun-
try – are in the states where the majority of such hospi-
tals have negative margins. 

As shown in Figure 2-22, the states in which the majority 
of very small rural hospitals have had negative margins 
are concentrated in the southeastern part of the country.  
Because of this, it is not surprising that the vast majority 
of hospital closures have been in the southeast, as the 
map also shows.   

2. Variation in Private Payer Payments 

A major reason for the variation in total margins by state 
is the variation in the margins for private-pay patients.  
Although the median margin for private-pay patients at 
very small rural hospitals in 2016-2018 was -4%, there 
was wide variation above and below that median.  25% 
of the hospitals had losses of 20% or more, while 25% of 
the hospitals made profits of 15% or more. 

Figure 2-23 shows that much of that variation is driven 
by where the hospital is located.  In almost half of the 
states, the majority of very small rural hospitals lose 
money on private-pay patients, and in eleven states, the 
majority of the very small rural hospitals have losses of 
10% or more on private-pay patients.   

A comparison of Figure 2-24 with Figure 2-22 shows that 
the states where private payer losses are the greatest 
are not the same as the states where overall losses are 
the greatest.  Margins on private-pay patients tend to be 
lower in the western states than in eastern states. 

Although the majority of slightly larger rural hospitals in 
the country (those with total annual expenses between 
$20 million and $30 million) are not losing money on 
their private pay patients, that is not true in every state.  
As shown in Figure 2-25, in one-fourth of the states, the 
majority of hospitals of this size are also losing money on 
their private-pay patients. 

FIGURE 2-21 
Median Total Hospital Margin by State 

Rural Hospitals <$20M Expenses 

Median total margin in 2016-18 for rural hospitals located in the state. 

FIGURE 2-22 
Total Margin at Rural Hospitals <$20M Expenses 

and Rural Hospital Closures by State 

Median total margin in 2016-18 for rural hospitals located in the state.   
Closures are those reported by the Sheps Center for Health Services Research. 
NA = states with no rural hospitals <$20M in expenses 

FIGURE 2-23 
Median Margin on Private-Payer Patients 

Rural Hospitals <$20M Expenses 

Median margin in 2016-18 for private-payer patients. 
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3. Variations in Patient Bad Debt 

There are also significant differences across states in 
the amounts very small rural hospitals lose due to pa-
tient bad debt.  In some states, this reduces hospital 
margins by only 1-2%, but for small rural hospitals in 
many states, the median loss is more than 4% (Figure 2-
26).   

As shown in Figure 2-27, the highest losses on unpaid 
patient obligations are in the southern states.  Rates of 
rural poverty are significantly higher in southern states 
than in other parts of the country, which makes it more 
likely that individuals living in those states will not have 
health insurance or be unable to afford cost-sharing 
amounts in their health insurance plans.   

The margins for private-pay patients shown in Figure 2-
23 are based on the total amounts the hospital expects 
to receive from both insurance plans and patients.  Pa-
tient bad debt increases those losses and reduces the 
profits, as shown in Figure 2-28.   

FIGURE 2-25 
Median Margin on Private-Payer Patients 

Rural Hospitals $20-30M Expenses 

Median margin in 2016-18 for private-payer patients. 

FIGURE 2-24 
Median Margin on Private-Payer Patients 

Rural Hospitals <$20M Expenses 

Median margin in 2016-18 for private-payer patients. 
NA = state has no rural hospitals <$20M in total expenses. 

FIGURE 2-26 
Median Bad Debt as % of Total Hospital Expenses 

Median for 2016-18 at rural hospitals <$20M expenses.  Bad debt only for private pay. 

FIGURE 2-27 
Median Bad Debt as % of Total Hospital Expenses 

Median for 2016-18 at rural hospitals <$20M expenses.  Bad debt only for private pay. 
NA = state has no rural hospitals <$20M in total expenses. 

FIGURE 2-28 
Median Contributions to Small Rural Hospital Margins 

from Private Payer Allowed Amounts and Bad Debt 

Median for 2016-18 at rural hospitals <$20M expenses.  Bad debt only for private pay. 
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4. Variations in Medicaid Payments 

As shown in Figure 2-29, there is also significant varia-
tion across states in the margins for Medicaid patients 
treated at very small rural hospitals.  Some state Medi-
caid programs use cost-based payment for services de-
livered by Critical Access Hospitals and special payment 
rates at other hospitals that result in positive margins or 
small losses for services delivered to Medicaid patients.  
In contrast, many other states have standard payment 
schedules for all hospitals that financially disadvantage 
small rural hospitals where the cost of delivering ser-
vices is higher.87   

Figure 2-30 shows that losses on Medicaid patients are 
highest in states in the upper Midwest and West, where-
as the majority of very small rural hospitals in the South-
east report positive margins on services to Medicaid 
patients.   

5. The Impact of Medicaid Expansion 

Medicaid programs differ from state to state not only in 
the amounts paid for services, but in terms of eligibility 
requirements.  The tighter the eligibility requirements in 
the state, the more likely it is that people living in rural 
areas will be uninsured or have insurance plans with 
high cost-sharing requirements.  Consequently, some of 
the variation in patient bad debt shown in Figure 2-26 
could be due to variations in Medicaid eligibility require-
ments.   

After the Affordable Care Act allowed states to broaden 
eligibility for Medicaid, some states increased income 
limits to the maximum amount permitted (i.e., 
“Expansion States”), while others have not done so.  
Figure 2-31 shows that in Medicaid expansion states, 
losses from uninsured charity care cases and bad debt 
at very small rural hospitals are lower than in non-
expansion states.  However, losses on services deliv-
ered to patients who do have Medicaid are higher in the 
expansion states because the Medicaid payment rates 
are lower relative to costs than in the non-expansion 
states.  The net effect is that small rural hospitals in 
Medicaid expansion states have slightly smaller losses 
than hospitals in non-expansion states, but the differ-
ence is less than what one might expect or hope to see 
based on the difference in insurance coverage. 

Figure 2-32 shows that in Medicaid expansion states, 
median losses on uninsured charity cases and bad debt 
decreased following expansion, but median losses on 
services to Medicaid patients nearly doubled.  Many 
states used hospital assessments to help pay for the 
higher cost of expanded coverage88, and the cost of 
expansion may have made it less likely for states to in-
crease payments to hospitals.  The net effect was a 
small reduction in the combined losses from all three 
categories.   

Figure 2-33 shows that in non-expansion states, median 
losses on uninsured charity care patients and patient 
bad debt were larger than in expansion states prior to 
expansion.  However, median losses on patients who 
did have Medicaid coverage were smaller and did not 
increase over the same period of time.  The net effect is 

FIGURE 2-29 
Median Margin on Medicaid Patients 

Rural Hospitals <$20M Expenses 

Median in 2016-18 for rural hospitals located in the state. 

FIGURE 2-31 
Contribution to Total Margin from  

Medicaid, Uninsured, and Bad Debt 

Median in 2016-18 for rural hospitals <$20 million in total expenses. 

FIGURE 2-30 
Median Margin on Medicaid Patients 

Rural Hospitals <$20M Expenses 

Median for 2016-18 
NA = state has no rural hospitals <$20M in total expenses. 
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that losses on the three categories of patients at hospi-
tals located in the expansion states are lower than at 
hospitals in the non-expansion states, but most of the 
difference existed prior to expansion of Medicaid.  

6. Variations in Medicare Margins 

There is also variation across states in the margins very 
small rural hospitals receive on services to Medicare 
patients, but the magnitude of the variation is much 
smaller than for Medicaid and private-pay patients.  In 
most states, median Medicare margins are between -6% 
and +6%, in contrast to the double-digit positive and 
negative margins for other payers. 

The variation across states is not because Medicare 
pays different amounts in different states, but because 
of differences in the Medicare classifications of rural 
hospitals in different states.  In states that have the low-
est population densities, very small hospitals are more 
likely to meet the criteria for Critical Access Hospitals, 
and therefore they can be paid by Medicare based on 
their costs.   

7. Variations in Patient Service Margins 

In combination, the losses on private pay patients, Medi-
caid patients, bad debt, and uninsured patients means 
that the majority of small rural hospitals in almost every 
state lose money overall delivering services to patients.  
As shown in Figure 2-34, in more than half the states, 
the majority of small rural hospitals have losses greater 
than 5% on delivery of services to patients. 

8. Variations in Other Income 

As noted earlier, the only way that rural hospitals contin-
ue operating when they lose money on their services to 
patients is by obtaining other types of revenue.  The 
amounts of these other sources of revenue vary dramati-
cally by state.  In almost half of the states, very small 
rural hospitals support more than 5% of their costs 
through revenues that are not tied directly to patient 
services, and in ten states, other income supports 10% 
or more of costs for most of the very small rural hospitals 
(Figure 2-35), 

In some cases, these other revenues come from special 
state programs designed to support rural hospitals.89  
For example, Texas uses a special Medicaid waiver pro-
gram to provide a large amount of additional funding to 
hospitals beyond what they receive in Medicaid pay-
ments for individual services to patients.90   

In other cases, small rural hospitals are organized as 
public hospital districts or are owned by a local govern-
ment, and the residents of the hospital’s service area 
have decided to use tax revenues to support the hospi-
tal.  For example, in Washington State, most small rural 
hospitals are organized as public hospital districts and 
many of them use revenues from special local tax levies 
to offset the losses the hospitals incur due to low pay-
ments from Medicaid and private insurance plans.91   

As shown in Figure 2-36, other funds contribute more to 
margins at small rural hospitals located in the western 
half of the U.S., particularly in the southwest and West 
Coast.  Higher amounts are necessary there because of 
the losses on both private-pay and Medicaid patients in 
those states, as shown earlier in Figures 2-24 and 2-30. 

FIGURE 2-32 
Medicaid, Uninsured, and Bad Debt Contributions 

 to Margin in States That Expanded Medicaid  

Median for rural hospitals <$20M.  2012 is pre-expansion, 2018 is post-expansion. 

FIGURE 2-33 
Medicaid, Uninsured, and Bad Debt Contributions 
 to Margin in States That Did Not Expand Medicaid  

Median for rural hospitals <$20M.  2012 is pre-expansion, 2018 is post-expansion. 

FIGURE 2-34 
Median Margin on Patient Services  

at Rural Hospitals <$20M Total Expenses 

Median margin from all payers for patient service costs, 2016-18 
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While these other revenue sources are vital in keeping 
small rural hospitals open, they mask the underlying 
problems with the payments the hospitals receive for 
patient services.  For example, as shown in Figure 2-37, 
while the majority of very small rural hospitals in Texas 
and Washington State have positive overall margins, this 
is only because of the large amounts of other income 
they receive.  The low private insurance payments the 
hospitals receive in both states and large amounts of 
patient bad debt in both states, combined with losses on 
Medicaid or charity care patients, would make it impossi-
ble for the hospitals to continue delivering patient ser-
vices otherwise. 

E. Which Private Payers Contribute 
Most to Hospital Losses? 

Clearly, private payers are the single biggest factor af-
fecting whether small rural hospitals will lose money and 
how much they will lose.  However, there are many dif-
ferent types of payers in this category, including employ-
er-sponsored and individual commercial insurance 
plans, Medicare Advantage plans, patients who do not 
have insurance but who do not qualify for charity care, 
and patients receiving services not covered by their in-
surance.92  It is possible that only a subset of these pay-
ers is causing most of the losses, and if so, it is im-
portant to understand which payers these are. 

Another large contributor to hospital losses is patient 
bad debt.  Some of this represents patients without 
health insurance who do not qualify for charity care, 
some represents insured patients who fail to pay all or 
part of the cost-sharing they owe, and some represents 
patients receiving services that are not covered by their 
health insurance.  It is important to understand how 
much of these losses are due to lack of insurance vs. 
under-insurance. 

One cannot determine the relative contributions of dif-
ferent private payers using Medicare cost reports, since 
hospitals are not required to identify specific payers oth-
er than Medicare, Medicaid, and CHIP.  Nor can one dis-
tinguish between bad debt on uninsured patients vs. 
insured patients using Medicare cost reports, since hos-
pitals only report on uninsured patients that meet the 
hospital’s charity care standards.   

However, a number of states require their hospitals to 
submit additional information beyond what is contained 
in Medicare cost reports, and the reports required in 
California and Tennessee include detailed breakdowns 
of charges and payments for several major categories of 
private payers.  The reports in Tennessee also distin-
guish between bad debt for patients who have no insur-
ance vs. those who do.  As shown earlier in Figures 2-23 
and 2-24, private payer margins in these two states are 
at opposite ends of the spectrum – most small rural hos-
pitals in California lose money on services to private-pay 
patients, while the majority of small rural hospitals in 
Tennessee make profits on private-pay patients.  Conse-
quently, the detailed data from the two states can help 
to illuminate the reasons for the wide variance in private 
payer margins across the country. 

FIGURE 2-35 
Other Income as % of Total Expenses 

at Rural Hospitals <$20M Total Expenses 

Median for 2016-18.  Includes revenues and costs not based on patient services. 

FIGURE 2-36 
Other Revenues as % of Total Expenses 

Median for 2016-18.  Includes revenues and costs not based on patient services. 
NA = state has no rural hospitals <$20M in total expenses. 

FIGURE 2-37 
Contributions to Total Margin by Each Payer 
at Rural Hospitals <$20M Total Expenses 

Median for 2016-18 for rural hospitals located in each state. 
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1. Profits and Losses Based on  
Type of Private Insurance in California 

Data from California93 show that margins on services to 
private-pay patients vary significantly by hospital size, 
similar to what is seen nationally in the Medicare cost 
reports.  As shown in Figure 2-38, most of the smallest 
rural hospitals in California lose money on services to 
private-pay patients, while most of the larger hospitals 
make significant profits on them.  A small majority of 
hospitals between $20 million and $30 million in total 
expenses made profits on private payers, but nearly half 
had losses.   

The California data allow private payers to be divided 
into three subgroups – Medicare Advantage, commer-
cial insurance plans, and “other,” which includes self-
pay patients who do not qualify for charity care as well 
as patients whose care is paid for by other types of pro-
grams (e.g., workers compensation).  In addition, hospi-
tals in California report the amount of bad debt for each 
category of payer.94 

Figure 2-39 shows the percentage margins for each cate-
gory of payer in small rural hospitals, i.e., the extent to 
which the amount the payer was obligated to pay the 
hospital exceeded or fell short of the cost of the services 
delivered to that payer’s patients.  The margins are 
shown for (1) the smallest rural hospitals (those with less 
than $20 million in total expenses) where total private 
payer margins are generally negative, (2) the slightly larg-
er hospitals (with $20-30 million in total expenses) 
where a small majority of hospitals make a profit on pri-
vate payer patients, and (3) the largest rural hospitals, 
where most hospitals make profits on private-pay pa-
tients. 

• The highest margins for the smallest hospitals are for 
self-pay/other patients.  This is not surprising, be-
cause self-pay patients do not have the benefit of con-
tractual discounts or fee schedules that the hospital 
has agreed to in advance with health insurance plans, 
and the hospital’s charges will be set high enough so 
they cover the costs of the services after the discounts 
are given to the health plans.  However, these margins 
are misleading because they are the amounts the pa-
tients are obligated to pay, not the amounts they actu-
ally pay.  As will be shown below, bad debt from self-
pay patients eliminates all of this positive margin. 

• The lowest margins are for Medicare Advantage pa-
tients.  Most of the hospitals lose money on patients 
insured by Medicare Advantage plans because the 
plans pay significantly less than the costs of services 
for small rural hospitals in all size categories. 

• Commercial insurance plans pay less than the cost of 
services at the smallest hospitals, whereas the pay-
ments are much more than the cost of services at the 
bigger hospitals.   

Medicare Advantage Plans 

Medicare Advantage plans are not required to pay hospi-
tals the same amounts for services as the hospitals are 
paid for patient with Original Medicare.  The losses on 
Medicare Advantage patients are not only bigger than 
the losses on commercial insurance patients at the 
smallest hospitals, but as shown in Figure 2-40, they are 
bigger than the losses those hospitals experience on 

FIGURE 2-38 
Private Payer Margins 

California Rural Hospitals 

Median for 2015-17.  Margins as % of cost assigned to private payer patients. 

FIGURE 2-39 
Margins for Private Payers Before Bad Debt 

California Rural Hospitals 

Median for 2015-17  Payer margin as % of cost assigned to that payer’s patients. 

FIGURE 2-40 
Margins for Medicare, Medicaid, Medicare Advantage 

Patients at California Rural Hospitals 

Median for 2015-17  Payer margin as % of cost assigned to that payer’s patients. 
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Original Medicare patients.  In fact, in California, small 
rural hospitals lose more money on services for Medi-
care Advantage patients than services to patients on 
Medicaid. 

As discussed earlier, the impact of a particular payer on 
a hospital’s overall finances depends not only on the 
amount paid relative to costs for individual services, but 
also the proportion of the hospital’s total services that 
are paid for by that payer.  Figure 2-41 shows that over 
70% of the services delivered to private-payer patients 
in rural California hospitals were for patients with com-
mercial insurance, so the profits or losses for those pa-
tients will have the biggest relative impact on the rural 
hospitals in California.  Less than 20% of the private-pay 
patients are self-pay patients at the smallest hospitals, 
although this is a higher percentage than at larger hos-
pitals. 

Since Medicare Advantage plans pay less than commer-
cial insurance plans, the smallest rural hospitals were 
fortunate to be located in counties with relatively low 
penetration of Medicare Advantage plans, at least in the 
years shown in the chart.  The larger hospitals delivered 
10%-20% of their services to Medicare Advantage pa-
tients, so they were more significantly affected by the 
losses on Medicare Advantage patients in these years.  
(However, these same hospitals made profits on com-
mercially-insured patients that helped them offset the 
losses.) 

Patient Bad Debt 

Figure 2-42 shows that nearly half of the patient bad 
debt at the smallest rural hospitals is associated with 
patients who have insurance, i.e., it represents the pa-
tients’ failure to pay the cost-sharing they owe.  It seems 
likely that this occurs disproportionately for patients 
whose health insurance plans require high deductibles, 
high copayments, and high co-insurance amounts, but 
this cannot be determined from the data.  At larger hos-
pitals, the majority of bad debt is associated with self-
pay/other patients.   

The combined impact of payments relative to costs and 
patient bad debt is shown in Figure 2-43 for the small-

est hospitals.  The amount the hospitals lose on bad debt 
for self-pay/other patients exceeds the profit the hospital 
would expect to generate if all patients paid the full 
amount charged, which results in a net loss for the hospi-
tals on self-pay patients overall.  The bad debt on com-
mercially insured patients increases the loss on those 
patients.  Overall, about half the total loss on all private 
pay patients is due to payment levels below costs, and 
the other half represents bad debt for both insured and 
self-pay patients.   

Overall Impact of Different Private Payers  
on Hospital Margins 

Figure 2-44 shows the contribution that each payer 
makes to the hospital’s total margin (i.e., the profit or loss 
generated on that payer’s patients divided by the hospi-
tal’s total expenses).95  This reflects the combined effect 
of all three factors – payments relative to costs, bad debt, 
and the proportion of the hospital’s services paid for by 
each category of payer.  Because commercially-insured 
patients represent the majority of private-pay patients at 
hospitals of all sizes, the overall private-pay contribution 
to the hospital’s overall margin is driven primarily by what 

FIGURE 2-43 
Margins for Private Payers Before and After Bad Debt 

California Rural Hospitals <$20M Total Expenses 

Median amounts for 2015-17 

FIGURE 2-41 
Types of Private Payers in California Rural Hospitals 

Payer percentage based on median charges for 2015-17 

FIGURE 2-42 
Sources of Non-Medicare Bad Debt 

Median amounts for 2015-17 
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the hospitals receive from commercially-insured pa-
tients.  At the smallest hospitals, the losses on Medicare 
Advantage patients and self-pay patients exacerbate the 
large losses the hospitals experience on commercially-
insured patients, whereas at the largest hospitals, the 
profits on commercially-insured patients are more than 
enough to offset the losses on Medicare Advantage and 
self-pay patients. 

2. Profits and Losses Based on  
Type of Private Insurance in Tennessee 

In contrast to California and many other states, private-
pay patients have been profitable for most small rural 
hospitals in Tennessee, as shown in Figure 2-45.  Larger 
rural hospitals make higher margins on private-pay pa-
tients than smaller hospitals in Tennessee, the same as 
most other states.96   

As in California, the detailed data in Tennessee97 allow 
private payers to be separated into commercial insur-
ance plans and Medicare Advantage plans.  In addition, 
the Tennessee data include separate categories for self-
pay patients and several other types of payers.  (Since 
the other payer categories other than self-pay patients 
represent only a small portion of charges and payments 
at the hospitals, they will be combined into a single 
“other” category here.)   

Figure 2-46 shows the percentage margins in Tennes-
see for each category of payer, similar to what is shown 
in Figure 2-39 for California.  As in California, rural hos-
pitals in Tennessee of all sizes lose money on Medicare 
Advantage patients, but the losses are even larger in 
Tennessee.  Unlike California, the smallest rural hospi-
tals in Tennessee make profits on their commercially 
insured patients. 

Figure 2-47 compares the losses on Medicare Ad-
vantage patients in Tennessee to losses on Original 
Medicare beneficiaries and Medicaid patients, similar to 
what is shown in Figure 2-40 for California.  The losses 
on Medicaid patients are larger in Tennessee than in 
California, but so are the losses on Medicare Advantage 
Patients.  The losses on Medicare Advantage patients 

FIGURE 2-47 
Margins for Medicare, Medicaid, Medicare Advantage 

Patients at Tennessee Rural Hospitals 

Median for 2017-18.  Payer margin as % of cost assigned to that payer’s patients. 

Median for 2017-18.  Payer margin as % of cost assigned to that payer’s patients. 

FIGURE 2-46 
Margins for Private Payers Before Bad Debt 

Tennessee Rural Hospitals 

FIGURE 2-45 
Private Payer Margins 

Tennessee Rural Hospitals 

Median for 2015-17.  Margins as % of cost assigned to private payer patients.. 

FIGURE 2-44 
Private Payer Contributions to Total Margin  
Net of Bad Debt, California Rural Hospitals 

Median amounts for 2015-17 
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lematic for the hospitals because of the losses on the 
Medicare Advantage patients. 

Figure 2-50 shows that a much smaller portion of patient 
bad debt is associated with commercially-insured pa-
tients in Tennessee than in California.  This may reflect 
less burdensome cost-sharing requirements for patients 
in the commercial plans in Tennessee, but this cannot be 
determined from the hospital reports. 

Figure 2-51 shows the overall contribution that each type 
of payer makes to the total margins of the hospitals in 
Tennessee, similar to what was shown in Figure 2-44 for 
California.98  Because commercially-insured patients rep-
resent the majority of private-pay patients at hospitals of 
all sizes, the private-pay contribution to the hospital’s 
overall margin is positive at most hospitals because of 
the profits the hospitals make on those patients.  Howev-
er, because of the large number of Medicare Advantage 
patients, the losses on those patients offset a significant 
portion of the profits on commercially-insured patients, 
and this, combined with losses on self-pay patients, can 
cause some hospitals to experience net losses on the 
overall private-pay category.  
 

are larger than the losses on Medicare fee-for-service 
patients for both smaller and larger rural hospitals. 

Hospitals receive payments from many different com-
mercial insurance plans, and it is well known that differ-
ent plans pay different amounts for the same service.  
Consequently, one cannot assume that every health 
insurance company and plan is contributing similarly to 
profits or losses at hospitals.  However, it is generally 
impossible to get information on what individual health 
plans pay for services.  The Tennessee data provides a 
small amount of insight into the differences because 
most hospitals there report their charges and payments 
separately for patients insured by Blue Cross/Blue 
Shield (BCBS) plans vs. other commercial insurers.  Fig-
ure 2-48 shows that most rural hospitals in Tennessee 
make smaller profits on BCBS patients than on patients 
insured by other health plans.  

Similar to California, less than 20% of the private-pay 
category in Tennessee represents self-pay patients.  
However, Figure 2-49 shows that a much larger share of 
Tennessee rural hospitals’ revenue comes from Medi-
care Advantage plans than in California, which is prob-

FIGURE 2-51 
Private Payer Contributions to Total Margin  
Net of Bad Debt, Tennessee Rural Hospitals 

Median amounts for 2017-18. 

FIGURE 2-48 
Margins for Commercial Insurance Plans 

Tennessee Rural Hospitals 

Median for 2017-18.  Payer margin as % of cost assigned to that payer’s patients. 

FIGURE 2-49 
Types of Private Payers in Tennessee Rural Hospitals 

Payer percentage based on median charges for 2017-18. 

FIGURE 2-50 
Sources of Non-Medicare Bad Debt 

Tennessee Rural Hospitals 

Median amounts for 2017-18. 
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F. Causes of Losses on Services to  
Patients with Private Insurance 

There are several potential reasons why the smallest ru-
ral hospitals have bigger losses (or smaller profits) on 
commercially-insured patients than larger hospitals: 

1. Commercial insurance plans may be paying small 
rural hospitals less than the larger hospitals for the 
same services;  

2. Commercial insurance plans could be paying both 
small and large hospitals the same amounts for ser-
vices, but because it costs more to deliver services at 
small rural hospitals, the same amount of payment is 
less likely to cover costs at those hospitals; and/or 

3. Commercial insurance plans may be refusing to pay 
at all for a higher proportion of services at the smaller 
hospitals than the larger hospitals. 

Similarly, small rural hospitals could have greater losses 
for Medicare beneficiaries who have Medicare Advantage 
plans than those with Original Medicare either because 
the Medicare Advantage plans pay less for the same ser-
vices than the hospitals receive under Original Medicare, 
or because they deny claims altogether. 

There is not sufficient detail in either Medicare or state 
hospital cost reports to determine which scenario is oc-
curring.  However, some insight can be gained from other 
studies of these issues. 

1. Differences in Payment Amounts  
from Commercial Insurance Plans 

It is usually impossible to find out what private insurance 
plans pay individual hospitals because of confidentiality 
restrictions in their contracts.  However, as part of an 
employer-led transparency initiative, the RAND Corpora-
tion published data on the amounts commercial insur-
ance plans (not including Medicare Advantage plans) 
paid for services to individual hospitals in 2015-17.99  
The data only include a sufficient number of claims to 
allow analysis for a portion of the services delivered at a 
subset of hospitals in a subgroup of states100, so the re-
sults may not be representative of payment levels for all 
services for all hospitals, particularly very small rural hos-
pitals, but the data do provide some insights into how 
commercial insurance payments differ between small 
rural hospitals and other hospitals. 

As shown in Figure 2-52, the standardized commercial 
insurance payments101 for outpatient services were 10% 
lower at the smallest rural hospitals than at larger rural 
hospitals, at least for the payers and hospitals included 
in the RAND data.   

The difference in payments was even larger (18%) for 
inpatient admissions at the smallest rural hospitals, as 
shown in Figure 2-53. 

Because it costs more to deliver services at smaller hos-
pitals102, the lower payments at the smaller hospitals 
result in even bigger differences in the hospitals’ margins 
than the differences in payment amounts.  The RAND 
report does not include data on the costs of the services 
that would enable directly calculating the margins for the 
patients in the dataset.  However, the report does esti-
mate the amount that the hospitals would have been 

paid by Medicare for the same types of services, and it 
compares the amounts of the commercial insurance 
payments and Medicare payment.103   

Figure 2-54 shows that at the smaller rural hospitals, 
private payments for inpatient admissions were less 
than 100% of Medicare payments, whereas at the larger 
hospitals, the private payer payments for inpatient ad-
missions were a median of 26% more than the amount 
expected from Medicare for similar types of admissions.   

Emergency department visits are the one service used 
frequently enough at every hospital to allow analysis of 
the variation of service-specific prices across hospitals 
and states.  Figure 2-55 shows that commercial insur-
ance payments for emergency department visits at the 
smallest rural hospitals vary more than 4-fold among the 
states for which data are available.   
 

 

FIGURE 2-53 
Standardized Commercial Insurance Payments 

for Inpatient Stays at Rural Hospitals 

Median for 2015-17 at rural hospitals in RAND data. 

FIGURE 2-52 
Standardized Commercial Insurance Payments 

for Outpatient Services at Rural Hospitals 

Median for 2015-17 at rural hospitals in RAND data. 
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2. Denials and Delays in Payments by  
Commercial Insurance  
and Medicare Advantage 

Most hospitals receive no payment at all for some of the 
services they deliver to patients with private insurance, 
even though the services were nominally supposed to 
be covered by the patient’s insurance plan, because the 
insurance company denies payment on the claims the 
hospital submits for the services.  A portion of the losses 
on private insurance experienced by small rural hospi-
tals are likely due to claims denials in addition to pay-
ments that are below the costs of individual services.   

Multiple studies show that health insurance companies 
deny payment on a large portion of the claims submitted 
to them by hospitals, physicians, and other providers:   

• A 2017 study by Change Healthcare found that 9% of 
charges submitted by hospitals in 2016 were initially 
denied.104  The study also reported that in cases 
where the hospital or patient appealed the denial, an 
average of 63% of the denials were overturned. 

• A 2018 study by the Office of Inspector General at the 
U.S. Department of Health and Human Services found 
that Medicare Advantage plans denied over 36 million 
claims in 2016, representing 8% of the 448 million 
total claims submitted.105  In addition, the Medicare 
Advantage plans denied 1 million requests for services 
that required preauthorization, a denial rate of 4% on 
such requests.  The study found that when denials of 
preauthorization or payment were appealed, 75% of 
the denials were overturned. 

• A 2019 Kaiser Family Foundation study of individual 
insurance plans sold on the federal Health Insurance 
Marketplace (healthcare.gov) established under the 
Affordable Care Act found that over 41 million claims 
were denied in 2017, representing 18% of total claims 
submitted, with similar denial rates in previous 
years.106  The rates of claim denials varied significantly 
across the different health insurance companies ana-
lyzed, ranging from less than 1% to more than 40% of 
claims denied, and 45 of the 130 companies analyzed 
had denial rates over 20%.  Moreover, the denial rates 
varied significantly across states, with denial rates over 
20% in 13 states.107  The study also reported that the 
plans on the state-based marketplace in California 
(Covered California) denied 24% of the claims re-
ceived.   

Since nearly half of the services at the average small ru-
ral hospital are delivered to patients who have commer-
cial insurance or a Medicare Advantage plan, denial rates 
of 8% or more could reduce the hospitals’ total margins 
by over 3%, in addition to any losses due to low payments 
for individual services.  In fact, the Change Healthcare 
study estimated that the denied claims they analyzed 
represented 3.3% of net patient revenue at the hospitals.  
Hospitals whose patients are insured by plans with higher 
denial rates would have even higher losses. 

However, claims denials do not just cause losses by re-
ducing revenue.  The process of resubmitting rejected 
claims and appealing claims denials requires an invest-
ment of time and resources by a hospital, which increas-
es its expenses.  The Change Healthcare study found that 
hospitals spent an average of $118 per claim on appeals, 
and the costs are likely higher for the smallest hospitals.  
The combination of both higher administrative costs to 
submit and appeal claims and the lower payments rela-
tive to the costs of services for claims that are paid likely 
contributes to higher losses and smaller profits for small 
rural hospitals. 

In addition, health insurance plans will not pay for ser-
vices delivered by a physician or other clinician unless 
that clinician is formally credentialed and enrolled as a 
provider with the health plan’s network.  Small rural hos-
pitals and their clinics experience significant turnover in 
their clinicians, and every time a new clinician is hired, 
that individual has to be enrolled with the health plan.  
Although the clinician can deliver services to patients as 
soon as they are credentialed by the hospital, the hospital 
or clinic cannot be paid until the clinician is also creden-
tialed and enrolled with the health plan.  Many small rural 
hospitals and small physician practices report delays of 2-
4 months or even as long as 6-8 months in enrolling new 
providers with some payers.108  A long delay in enrollment 
translates into a long delay in receiving payments for the 

FIGURE 2-55 
Standardized Commercial Insurance Payments 

for ED Visits at Rural Hospitals 

Median for 2015-17 at rural hospitals in RAND data. 

FIGURE 2-54 
Commercial Insurance Payments Relative to  

Medicare for Inpatient Stays at Rural Hospitals 

Median for 2015-17 at rural hospitals in RAND data. 
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services delivered, and it can even result in no payment 
at all if enrollment is not completed within the 
timeframe allowed for submitting a claim for payment or 
if the health plan simply refuses to pay for the claim.109 

G. Reducing Financial Problems  
That Cause Closures 

1. The Multiple Causes of  
Rural Hospital Financial Problems 

The analyses presented above demonstrate that there is 
no single reason why most of the small rural hospitals in 
the country are losing money.  Some hospitals lose large 
amounts on services to patients with private insurance 
while others do not, and not every hospital loses money 
on the services it delivers to patients on Medicaid.  
Some hospitals have many more uninsured and under-
insured patients than others do.  Some hospitals receive 
a sufficient amount of revenue from other sources to 
offset losses on patient services, but others do not. 

Moreover, the financial problems facing small rural hos-
pitals are more serious than what is often reported 
based on more superficial analyses.  Many small rural 
hospitals that have positive total margins are losing sig-
nificant amounts of money delivering patient services.  
They only remain in the black because they receive oth-
er sources of revenue, such as local tax levies and spe-
cial state grants, that are large enough to offset the 
losses on patient services.  It is not clear whether these 
other sources of revenue will be able to continue at the 
same levels in the future, particularly with the higher 
levels of unemployment in local communities and reduc-
tions in state and local government revenues that have 
occurred due to the coronavirus pandemic.  Moreover, 
some of the current funding programs are explicitly time-
limited, and if they are not extended, many hospitals 
could experience financial losses that would threaten 
their continued viability.110 

2. No One Payer Can Solve  
Rural Hospital Financial Problems 

Since no one category of payer is responsible for the 
losses on patient services, changes made by any one 
payer would only be able to solve a portion of the prob-

lem.  Figure 2-56 shows the percentage of small rural 
hospitals that would have changed from a financial loss 
to a positive margin on patient services in 2018 if losses 
for one specific type of payer had been eliminated.  Clear-
ly, while the impact differs significantly by payer, changes 
made for only one category of payer would only help a 
fraction of hospitals: 

• Medicare.  Even if Medicare had paid all small rural 
hospitals at least 100% of their costs for Medicare fee-
for-service patients, the number of those hospitals los-
ing money on patient services would only have been 
reduced by 2%.   

• Medicaid.  Although hospitals experience larger losses 
on individual services delivered to Medicaid patients 
than Medicare patients, they deliver fewer services to 
Medicaid patients.  As a result, even if Medicaid pro-
grams had paid all small rural hospitals at least 100% 
of their costs for Medicaid patients, the number of hos-
pitals experiencing overall losses would only have de-
creased by 10%. 

• Charity Care.  If hospitals had received full payments 
for the services they delivered to uninsured charity 
care patients, there would only have been a 3% reduc-
tion in the number of hospitals with financial losses. 

• Private Payers.  Because of the large losses small rural 
hospitals experience on private-pay patients and the 
large proportion of patients who have private insur-
ance, the biggest impact would come from changes in 
private insurance payments.  But even if all private 
payers had paid small rural hospitals at least 100% of 
their costs for services, it would only have reduced the 
number of hospitals experiencing losses by 14%.  
Moreover, even this impact would only occur if every 
private payer had paid adequately, including the many 
different commercial insurance and Medicare Ad-
vantage plans. 

• Bad Debt.  The impact of reducing bad debt losses 
would be similar to the impact of eliminating losses on 
the payments from private payers.  However, as dis-
cussed earlier, bad debt represents a combination of 
(1) patients who do not have insurance and do not 
meet charity care standards and (2) patients who have 
insurance but do not pay their cost-sharing obligations, 
so eliminating losses in this category requires both 
expanding insurance coverage and reducing the cost-
sharing amounts required in private insurance plans.  
Large hospitals can offset bad debt losses using mar-
gins from private-pay patients, but most small rural 
hospitals cannot do that. 

Moreover, because there are significant differences 
across states in the causes of losses at small rural hospi-
tals, changes made by any one type of payer would bene-
fit small rural hospitals in some states far more than oth-
ers.  For example, the majority of very small rural hospi-
tals in both Alabama and Tennessee had large financial 
losses in the 2016-18 period.  However, as shown in Fig-
ure 2-57, even though the states are adjacent to each 
other, the causes of the losses were completely different.  
Low payments for private-pay patients (both low allowed 
amounts and high unpaid patient obligations) were the 
biggest cause of losses in Alabama, whereas losses on 
Medicaid and the uninsured were the biggest factor in 
Tennessee.  As a result, changes in Medicaid would bene-

FIGURE 2-56 
Reduction in Rural Hospitals With Negative Margins  

if Payer-Specific Losses Were Eliminated 

Assumes each hospital with negative margin from that payer would receive additional 
revenue to offset that payer-specific loss 

Payer or Source of Loss 
% of Hospitals Moving From 
Negative to Positive Margin 

Private Payers 13.6% 

Patient Bad Debt 14.2% 

Medicaid 10.8% 

Uninsured Charity Care 2.6% 

Medicare 2.4% 
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fit hospitals in Tennessee far more than those in Ala-
bama, whereas changes in private insurance would like-
ly be essential to solving the financial problems for the 
hospitals in Alabama. 

Making changes in two categories rather than just one 
would have a bigger impact than the sum of the percent-
ages shown in the table; for example, eliminating losses 
on both private payer payments and patient bad debt 
would have pushed 37% of the hospitals with losses into 
the black.  However, because so many hospitals experi-
ence losses on the payments they receive from most 
payers, it is impossible to eliminate losses for the major-
ity of hospitals without making changes in the majority 
of payer categories. 

3. The Impact of Expanding  
Insurance Coverage 

Although every hospital loses some money on services 
delivered to patients who do not have health insurance, 
the losses are greater for hospitals in communities 
where more of the population is uninsured.  Although 
there are many reasons why people do not have insur-
ance, one important factor affecting insurance coverage 
is the state’s eligibility requirements for Medicaid.  

Many have advocated for expanding Medicaid eligibility 
in states that have not done so as a way to help small 
rural hospitals.  However, only a subset of the uninsured 
patients at rural hospitals in non-expansion states would 
likely qualify for Medicaid if it were expanded.  As shown 
in Figure 2-32, in states that did expand Medicaid, the 
losses on uninsured charity care patients at small rural 
hospitals were reduced by about half, and the losses on 
patient bad debt were reduced by about a third.   

It also costs much more to expand Medicaid in a state 
than it would cost to pay directly for the losses at rural 
hospitals on their services to uninsured patients.  When 
a state expands Medicaid, it provides coverage for indi-
viduals living in urban areas as well as rural areas, and 
it provides coverage for many types of healthcare ser-
vices beyond those delivered by rural hospitals.  If the 
high cost of expansion forces a state Medicaid program 
to reduce the amount it pays for services or to increase 
payment amounts each year by less than the amount 

that costs increase, losses at rural hospitals may in-
crease, not decrease.  Figure 2-32 showed that in ex-
pansion states, increases in the losses on services deliv-
ered to patients with Medicaid offset much of the bene-
fit of the expanded coverage for small rural hospitals.   

Figure 2-56 shows that even if every patient had health 
insurance coverage, it would eliminate financial losses 
at only a small percentage of hospitals.111  Consequent-
ly, while health insurance is desirable for many reasons 
and expanding coverage should be part of any compre-
hensive strategy for improving access to healthcare in 
rural areas, higher payments from existing payers would 
be more likely to reduce financial problems and prevent 
closures for the majority of small rural hospitals. 

4. The Need for Payers to Pay Rural Hospitals 
Adequately for Services 

The analyses above clearly show that the only way to 
successfully eliminate financial losses and prevent clo-
sures at most rural hospitals is for Medicare, Medicaid, 
and private insurance plans to pay rural hospitals ade-
quately to deliver the services patients need.  For most 
small rural hospitals, the biggest shortfalls in payments 
are from private insurance plans, and the second largest 
shortfalls are in Medicaid, but as noted earlier, the rela-
tive contributions of private payers vs. Medicaid varies 
significantly across states.  Although Medicare pays less 
than the cost of services at most small rural hospitals, 
the magnitude of the shortfall is smaller than for other 
payers because so many small rural hospitals are desig-
nated as Critical Access Hospitals and qualify for cost-
based payment from Medicare.  (Critical Access Hospi-
tals also lose money on Medicare patients, but the loss-
es are lower than for other hospitals of similar size.) 

Some rural communities could reduce financial losses 
at their hospital simply by making different choices 
about their health insurance plans.  For example, in 
communities where Medicare Advantage plans are pay-
ing low amounts for services and denying large numbers 
of claims, the Medicare beneficiaries who have chosen 
those plans may not be aware that low payments for 
services from the plans are helping to force the local 
hospital out of business.  In these situations, choosing a 
different Medicare Advantage plan or choosing “Original 
Medicare” instead of a Medicare Advantage plan could 
help the hospital reduce its losses.  Similarly, employers 
in the community may not be aware that the commercial 
insurance plan they have chosen for their employees 
pays less than what it costs to deliver the services their 
employees need, or that the plan is denying or delaying 
payments for needed services.  If the employers chose a 
different plan that paid adequately for services, it could 
avoid closure of the community hospital.  However, this 
can only be successful if there is at least one plan avail-
able that pays adequately for services. 

What is “adequate payment?”  Answering that question 
requires understanding how much it costs to deliver ser-
vices at a small, rural hospital, which will be addressed 
in Chapter III.  Payers will also want to know how to en-
sure that, if their payments are increased sufficiently to 
be adequate, the hospitals will deliver services in the 
most efficient way possible; this will be addressed in 
Chapters IV-V.   

FIGURE 2-57 
Contributions to Total Margin by Each Payer 
at Rural Hospitals <$20M Total Expenses 

Median for 2016-18 for rural hospitals located in each state. 
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A. The Major Categories of Expenses in 
Small Rural Hospitals 

1. Direct Service Costs vs. Overhead Costs 

Most hospital expenses fall into two major categories: 

• Direct Service Costs.  These are the costs associated 
with personnel who provide the services individual 
patients receive, such as the nurses in the inpatient 
unit, the physicians and nurses in the emergency de-
partment, and the technicians in the laboratory, as 
well as the costs of the equipment and supplies these 
personnel use to deliver services to patients. 

• Overhead Costs.  These are the costs associated with 
personnel who do not provide services directly to or 
for patients, such as the hospital’s accounting and 
billing departments, the human resources depart-
ment, medical records, information systems, and 
maintenance.  This also includes the costs of building 
and maintaining the hospital’s facilities. 

A third and much smaller category consists of the direct 
costs of non-patient service activities, such as a gift 
shop, parking lot, or housing for staff. 

As shown in Figure 3-1, about 60% of the total expens-
es of small rural hospitals consists of direct service 
costs, and about 35% consists of overhead costs.  Non-
patient service activities (“Other Costs”) represent less 
than 5% of total expenses at most hospitals. 

2. The Largest Categories of  
Direct Service Costs 

As shown in Figure 3-2, a core group of six services con-
stitute the majority of patient service costs at small 
rural hospitals:  

(1) the Emergency Department,  

(2) inpatient services,  

(3) the laboratory,  

(4) radiology,  

(5) drugs and medical supplies, and  

(6) the Rural Health Clinic (if the hospital operates an 
RHC). 

At the very smallest hospitals, these six core services 
represent nearly 80% of the hospital’s total direct pa-
tient service costs.  Larger hospitals are more likely to 
offer other services, such as surgery and maternity care 
and to have larger numbers of patients receiving those 

THE COST OF DELIVERING SERVICES 
IN SMALL RURAL HOSPITALS 

III. 
KEY POINTS 

Most spending at small rural hospitals is for delivery of six essential services:   
(1) the Emergency Department, (2) inpatient services, (3) the laboratory, (4) radiology, (5) drugs and medical supplies, and 
at most hospitals, (6) one or more Rural Health Clinics.  It is difficult for a small rural hospital to reduce expenses signifi-
cantly without affecting the quality of care in these areas. 

The cost of an Emergency Department visit is inherently higher at small rural hospitals than at larger hospitals.  At least 
one physician needs to be available around the clock in order to respond to injuries and medical emergencies quickly and 
effectively, regardless of how many patients actually visit the ED.  Since this “standby capacity” cost will not decrease even 
if fewer patients visit the ED, the average cost per ED visit will be higher in a smaller community.   

The cost of inpatient care, laboratory tests, imaging studies, primary care visits, and most other essential services is also 
inherently higher at small rural hospitals.  For almost every type of service the hospital delivers, there is a minimum level of 
staffing and equipment required to deliver the service.  As a result, the average cost per service will be higher in a smaller 
community where fewer services are needed.   

Use of fee-for-service payments increases the likelihood of financial losses at small rural hospitals.  Under current fee-for-
service payment systems, the hospital receives the same fee for delivering a service regardless of how many times the hos-
pital delivers that service.  When fewer services are delivered, fee-for-service revenues decrease, even though the costs at 
a small rural hospital will not decrease.  As a result, a hospital will be financially penalized if it helps the residents of its 
community stay healthy and they need fewer services.  

Eliminating inpatient care would harm both the hospitals and their communities rather than preventing closures.  In most 
cases, the revenues generated by inpatient care at a small rural hospital exceed the direct costs of delivering that care, so 
the hospital would be worse off financially if it no longer received those revenues.  Moreover, the smallest rural hospitals 
have many patients receiving inpatient rehabilitation and/or long-term nursing care in their licensed beds in addition to 
individuals receiving acute inpatient care.  Closure of the inpatient unit would deprive the residents in the community of all 
of these services.   
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services, so a smaller share of total costs at larger hos-
pitals will be associated with the six core services, but 
the core services still represent two-thirds or more of 
direct patient service costs. 

3. Categories of Overhead Costs 

As shown in Figure 3-3, about half of overhead costs are 
for general administration of the hospital.  This encom-
passes a broad range of activities, including accounting, 
human resources, billing, information systems, etc.  
Many small rural hospitals have had to spend large 
amounts of money to purchase and maintain an Elec-
tronic Health Record (EHR) system, and this contributes 
to the large share of costs in this category. 

Not surprisingly, the second largest categories of costs 
are capital and maintenance costs, since it is expensive 
to build and maintain hospital facilities.  On average, 
this represents nearly 30% of the total overhead costs 
at small hospitals. 

The remaining 20% of overhead costs are associated 
with a variety of smaller functions, such as nursing man-
agement, medical records, housekeeping, dietary, and 
laundry services. 

Since every hospital will need a minimum level of admin-
istrative services such as accounting, human resources, 
billing, etc. regardless of how many patients the hospital 
treats, one might expect that economies of scale would 
result in significantly lower administrative costs at the 
larger hospitals.  However, the proportion of total ex-
penses used for administrative costs is only slightly low-
er at larger hospitals. 

4. Service Line Costs After Allocation  
of Overhead Costs 

Hospitals are only paid for the services they provide to 
patients, so the payments the hospital receives for 
those services have to be adequate to cover not only the 
direct costs of the services, but also the overhead costs 
of the hospital.  As a result, in order to set its charges for 
services, each hospital needs to allocate its overhead 
costs among the service lines.   

FIGURE 3-1 
Spending on Direct Services vs. Overhead Costs 

in Small Rural Hospitals 

Median for rural hospitals, 2016-18 

FIGURE 3-4 
Total Costs for Patient Services  

Including Allocated Overhead Costs 

Median for rural hospitals, 2016-18 

FIGURE 3-2 
Direct Costs for Patient Services  

in Small Rural Hospitals 

Median for rural hospitals, 2016-18 

FIGURE 3-3 
Types of Overhead Costs in Small Rural Hospitals 

Median for rural hospitals, 2016-18 
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Since direct service costs represent about 60% of total 
hospital expenses, and overhead costs represent 35%, 
the total cost of each service line will, on average, need 
to be about 60% higher than the direct costs.  Since 
some services are more dependent on certain overhead 
cost centers than others, the percentages of overhead 
allocated to different service lines differ.  For example, 
the inpatient unit is generally the largest user of the hos-
pital’s dietary services, so a higher share of dietary costs 
is allocated to inpatient services.   

5. The Impact of Changes in the Number of 
Service Lines on Costs of Services 

If a hospital is able to add an additional service line with 
little or no increase in administrative and overhead 
costs, the cost of all of the existing service lines will de-
crease.  This is because the hospital’s overhead costs 
are allocated across all of the hospital’s service lines, 
and so, all else being equal, the more service lines there 
are, the smaller the amount of overhead that will need 
to be allocated to each individual service line.  As a re-
sult, the cost of a service line may differ at two hospitals 
not because of differences in the number of patients 
receiving the services, or differences in the staffing lev-
els or wages paid to the staff, but because of how many 
other types of services each hospital offers. 

An important corollary is that if a hospital eliminates a 
particular service line: 

• the hospital’s total expenses will decrease by less 
than the total cost of the service line, because only a 
portion of the total cost allocated to the service line 
represents the direct costs of delivering that service; 
the rest represents a portion of the hospital’s general 
overhead expenses.  While it may be possible for the 
hospital to make some reductions in one or more 
central administration cost centers when a service 
line is eliminated if the service line was a heavy user 
of those cost centers, in general, most of the hospi-
tal’s overhead costs will remain unchanged. 

• The cost of every other service at the hospital will 
increase, because most of the overhead costs that 
had previously been allocated to the terminated ser-
vice line now have to be recovered from the remain-
ing service lines.   

6. The Key Role of the Core Services on the 
Financial Viability of Small Rural Hospital  

Figure 3-4 shows that after allocation of overhead costs, 
the six core service categories still represent 60-75% of 
the total expenses at most small hospitals.  Because 
these services represent such a large proportion of the 
hospital’s total expenses, it will be difficult for a small 
hospital to be profitable if it does not receive payments 
for each of these core services that are adequate to 
cover the costs of those service lines and if it cannot 
reduce the costs of the services to match the payments 
it is able to receive.   

The following sections examine the factors affecting the 
costs of each of these core services in greater detail.  
 

B. The Cost of Delivering Rural  
Emergency Department Services 

The single most essential service that rural hospitals 
provide is a 24/7 Emergency Department.  Although 
emergency departments at small rural hospitals do not 
have the capability to treat severe trauma cases and 
emergencies that require highly-specialized services, 
neither do many urban hospital EDs.  The primary roles 
all EDs perform are to quickly and accurately diagnose 
health problems, provide any necessary treatment to the 
patients, and transfer the small set of patients who need 
specialized care to a trauma center, stroke center, etc.  
Residents of rural communities who do not have access 
to an Emergency Department may be more likely to die 
or experience complications that could have been pre-
vented. 

This section will examine the costs involved in operating 
Emergency Departments at small, rural hospitals.  The 
focus in this section will be on the basic ED visit itself, 
not on any additional services a patient may receive dur-
ing the visit that are delivered by other hospital depart-
ments, such as a laboratory test or an imaging study.  
The costs of delivering those other services will be exam-
ined in later sections of this chapter.   

1. The Number of ED Visits  
at Small Rural Hospitals  

It is reasonable to expect that the cost of an Emergency 
Department will depend on how many visits the ED has.  
Rural hospitals that have a small number of inpatient 
admissions seem less small when one counts ED visits.  
Rural hospitals with fewer than 15 acute inpatients per 
day had an average of 7,000 ED visits in 2017, i.e., one 
visit every 60-90 minutes.112  However, there is also con-
siderable variation in the volume of ED visits among 
these hospitals; 25% of small rural hospitals had more 
than 10,000 ED visits in 2017, while 9% had less than 
1,000.  As shown in Figure 3-5, most of the smaller rural 
hospitals (those with less than $30 million in total annu-
al expenses) have fewer than 10,000 visits per year, and 

ED Visits are for 2017.  Total Expense is the median for each hospital in 2016-18. 
Box shows 1st quartile, median, and 3rd quartile.  Whiskers show 5th/95th percentile. 

FIGURE 3-5 
Emergency Department Visits  

in Small Rural Hospitals 
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most hospitals with less than $10 million in annual ex-
penses have fewer than 2,000 ED visits per year.   

The large variation in the number of visits is due to a 
variety of factors, including the size of the community 
the hospital serves, the age and health status of the 
residents in the community, the number of businesses 
and workers in the community, the number of tourists 
who visit the community, and the community’s proximity 
to an interstate highway.  Importantly, the number of ED 
visits will also depend on the availability of primary care 
in the community.  For example, a hospital with no Rural 
Health Clinic will likely have more ED visits than a hospi-
tal that has an RHC because, without easy access to a 
primary care practice, more residents of the community 
will need to use the ED for non-emergency care. 

2. The Cost of Operating an ED  
With 10,000 Visits Per Year 

Each hospital’s cost report includes information on the 
total cost of operating its emergency department, but it 
is impossible to determine why some EDs are more ex-
pensive than others, even with the same number of vis-
its, because there is very little information on the individ-
ual components of that cost.  In particular, personnel 
costs would be expected to be the single largest compo-
nent of the cost of an ED, but there is no information 
available on the number of physicians, nurses, or other 
staff who work in the ED, the number of hours they 
work, or the wage rates they are paid.113  However, 
since the ED needs to deliver high-quality care to pa-
tients who come with a wide range of problems at un-
predictable times, one can estimate the level of staffing 
that a hospital would likely need in order to provide that 
care and how the staffing would change based on the 
volume of ED visits the ED receives.   

Physician Staffing 

An Emergency Department that has 10,000 visits per 
year will see an average of one new patient every hour.  
Although not every patient who comes to the ED will 
need to see a physician, the ED will need to have a phy-
sician available in case they do, so there will have to be 
at least one physician on duty at all times.   

The volume of visits will generally be higher at certain 
times of the day, days of the week, and months of the 
year.  For example, hospitals in communities with a 
large number of seasonal businesses, such as those in 
agriculture and tourism, will have higher volumes of ED 
visits during some months than others.  However, since 
productivity standards for Emergency Departments gen-
erally assume that an ED physician can manage 2-3 
visits per hour, it will generally not be necessary for an 
ED with 10,000 visits per year to have any more than 
one physician on duty at a time except during exception-
al circumstances.114   

However, since the ED is a 24/7 operation, the hospital 
will have to employ or contract with at least 4 full-time 
equivalent (FTE) physicians in order to have one physi-
cian in the ED at all times.115  (The exact number of phy-
sicians will depend on the number of shifts each physi-
cian is willing and able to work each week, the amount 
of time the physicians need to spend in continuing edu-

cation, vacation days, etc.  Some rural hospitals have to 
hire or contract with multiple physicians, each of whom 
come to the community for a short period of time, in or-
der to have one “full-time equivalent physician.”)116   

A hypothetical hospital that employs 4 FTE physicians to 
staff its ED will need to spend about $1.2 million to do 
so if it pays the physicians a salary of $120/hour with 
benefits equivalent to 20% of the salary.  However, the 
actual cost of employing emergency physicians can vary 
significantly from community to community and from 
year to year depending on a hospital’s ability to attract 
and retain physicians.  If a physician retires or resigns, a 
hospital will often need to hire a temporary physician to 
fill in while a permanent replacement is found, and the 
hourly cost of the temporary physician will generally be 
significantly higher than the cost of a permanent employ-
ee.  Many rural hospitals contract with national ED staff-
ing companies in order to eliminate the burden of main-
taining a full staffing complement and to make the cost 
of staffing the ED more predictable117, but this can in-
crease the overall cost of the ED because the staffing 
company has to be paid more than the physicians them-
selves receive.   

Nursing Staff 

In addition to a physician, the ED will also need at least 
one Registered Nurse (RN) around the clock to help in 
triaging, treating, and discharging patients.  Since a 
nurse will generally need to spend more time with each 
patient than the physician does, it is possible that one 
nurse will be insufficient if multiple patients come to the 
ED at the same time or if the patients have more serious 
conditions.  Small rural hospitals will typically deal with 
multiple visits or more serious cases by having a nurse 
from the inpatient unit come to the ED to provide assis-
tance.  (The need for this backup coverage will affect the 
nurse staffing levels the hospital will need in the inpa-
tient unit, as discussed in a later section.)  If the higher 
volumes occur at predictable times, the hospital may 
need to have two nurses on those shifts.   

In order to have at least one nurse in the ED at all times, 
a hospital will have to employ as many as 5 FTE RNs.118  
If the hypothetical hospital pays RNs $38/hour and pro-
vides benefits equal to 20% of salary, the total cost for 
the year will be more than $400,000.  Here again, 
though, the cost of employing nursing staff will vary 
across communities and over time based on the ability 
of individual hospitals to attract and retain nurses and 
how much it costs them to fill vacancies temporarily 
while permanent replacements are being recruited. 

Other Staff 

The hospital will likely also need at least one non-clinical 
staff member to check patients in, help family members, 
etc. so that the physician and nurses can focus on 
providing clinical services to the patients.  In order to 
have such a staff member in the ED at all times, the hos-
pital will need to employ 4-5 FTEs.  Assuming a $16/
hour wage and 20% benefits, this will cost the hypothet-
ical hospital an additional $170,000 per year. 
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Other Direct Costs 

Almost all of the direct costs of operating an Emergency 
Department are associated with the physicians, nurses, 
and other staff.  The costs of any medications used and 
other supplies that are billed to a patient separately are 
ordinarily assigned to a separate hospital cost center 
(these costs will be discussed separately in a later sec-
tion), so non-personnel direct costs for the ED itself will 
generally be relatively small.   

Indirect Costs 

Finally, the operation of the ED also depends on the 
hospital providing space and utilities, maintenance for 
equipment, housekeeping, billing for patient visits, pay-
roll and benefits for staff, medical records, etc.  Conse-
quently, a portion of the hospital’s costs for those activi-

ties must be allocated to the ED to properly represent 
the total cost of operating the ED.  Typically, these indi-
rect costs increase the total cost of an ED by about 50% 
beyond the personnel and other direct costs discussed 
above.119   

Total Cost 

As shown in Figure 3-6, these five components together 
imply that it will likely cost the hypothetical hospital 
nearly $3 million to deliver services to 10,000 ED pa-
tients during the year.   

3. The Cost of Operating an ED  
with More or Fewer Visits Per Year 

How does the cost differ for an ED with more or fewer 
visits? 

• For a hospital ED with 7,500 visits per year (i.e., 25% 
fewer than the 10,000 visits discussed above), there 
will still be almost one visit every hour, so this ED will 
also need one physician, one nurse, and a third staff 
member on duty round the clock.  Other direct costs 
will be slightly lower with fewer patients and the indi-
rect costs assigned to the ED may also be lower.  As 
shown in Figure 3-7, using the same assumptions 
about wage and benefit rates as for the hypothetical 
hospital discussed above, the total cost of the ED will 
be 96%-97% of the cost of the 10,000 visit ED, even 
though there are 25% fewer visits. 

• Even if a hospital ED has only 5,000 visits per year, it 
will generally need to have a physician and nurse on 
duty around the clock, since it would have more than 
one visit every two hours on average.  It is possible 
that the ED might be able to avoid using a third, non-
clinical staff member during certain times of the day 
or week when the volume of visits is low, particularly if 
there is someone working in a different department at 
the hospital who can perform the same functions 
when needed, but this would only reduce the person-
nel costs by a relatively small amount.  As shown in 
Figure 3-7, the total cost of an ED this size would like-

FIGURE 3-6 
Cost of Emergency Department 

at a Hypothetical Small Rural Hospital 

  ED VISITS 

  10,000 

Cost Component Unit Cost FTEs Cost 

Physicians $120/hour 4.0 $994,000 

RNs $38/hour 5.0 $397,000 

Other Staff $16/hour 4.2 $140,000 

Total Wages   $1,531,000 

Benefits 20% of Wages  $306,000 

Other Direct   $65,000 

Total Direct   $1,902,000 

Indirect Cost 50% of Direct  $950,000 

Total Cost   $2,852,000 

FIGURE 3-7 
Cost of Hypothetical Emergency Departments with Different Numbers of Visits 

 ED VISITS ED VISITS ED VISITS ED VISITS ED VISITS 

 5,000 7,500 10,000 12,500 15,000 

Cost Component FTEs Cost FTEs Cost FTEs Cost FTEs Cost FTEs Cost 

Physicians 4.0 $994,000 4.0 $994,000 4.0 $994,000 4.0 $994,000 6.0 $1,498,000 

RNs 5.0 $397,000 5.0 $397,000 5.0 $397,000 7.5 $593,000 7.5 $593,000 

Other Staff 2.0 $66,000 4.2 $140,000 4.2 $140,000 4.2 $140,000 4.2 $140,000 

Total Wages  $1,457,000  $1,531,000  $1,531,000  $1,727,000  $2,230,000 

Benefits  $291,000  $306,000  $306,000  $345,000  $446,000 

Other Direct  $50,000  $60,000  $65,000  $70,000  $75,000 

Total Direct  $1,798,000  $1,897,000  $1,902,000  $2,142,000  $2,751,000 

Indirect Cost  $899,000  $948,000  $950,000  $1,071,000  $1,178,000 

Total Cost  $2,697,000  $2,845,000  $2,852,000  $3,213,000  $3,929,000 
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ly still be more than 90% as much as the cost of the 
7,500-visit ED, even though there are 33% fewer vis-
its. 

• If the ED has 12,500 visits per year (25% more than 
the 10,000 visits at the hypothetical hospital dis-
cussed earlier), it will have an average of 1.5 visits 
per hour, which can also generally be managed with a 
single physician on duty.  However, because of the 
greater potential for delays during peak times, a hos-
pital may choose to have an additional nurse on 
some shifts, which will increase the total number of 
nurses needed to staff the ED overall.  As a result, 
direct costs and indirect costs may be 13% higher 
than at the ED with 10,000 visits. 

• If the ED has 15,000 visits per year (50% more than 
the 10,000 visit ED), it will have an average of nearly 
2 visits every hour.  Because ED visits do not occur at 
a constant rate throughout the day and week, it is 
likely that the ED will have more than 3 visits per hour 
during its busiest times, which is more than a single 
physician can safely handle.  Consequently, the hospi-
tal will likely need to hire additional physicians in or-
der to have two physicians on duty during the high-
volume shifts, in addition to a larger number of nurs-
es.  As shown in Figure 3-7, this would increase the 
cost of operating the ED by 45% over the cost at the 
10,000 visit level, although this increase is still small-
er than the 50% increase in visits. 

4. The Cost of Operating an ED  
with Even Fewer Visits 

Many small rural hospitals have fewer than 5,000 visits 
per year.  If the number of visits is less than about 10 
per day (i.e., less than one visit every 2-3 hours), the 
hospital may be able to staff the ED differently, at least 
during some shifts.  However, its ability to do so will de-
pend on what other services the hospital offers, the 
availability of other physicians in the community and 
their willingness to help staff the ED, and the availability 
of remote support services from larger hospitals: 

• If the hospital operates a Rural Health Clinic in or next 
to the facility where the ED is located, the physicians, 
nurse practitioners, or physician assistants who work 
in the clinic could leave the clinic and go to the ED to 
see a patient who comes to the ED during normal 
clinic hours.120 

• At a hospital with an RHC, the RHC physicians/
clinicians could also provide on-call coverage during 
night or weekend shifts when visit volumes are lower.  
If there are other primary care physicians in the com-
munity, they may also be willing to provide on-call 
coverage for the ED. 

• A very low-volume ED could potentially use emergency
-trained nurses to staff the ED if the hospital can ar-
range for telemedicine support from emergency phy-
sicians at a larger hospital.121 

• If the nursing staff in the hospital’s inpatient unit is 
large enough (e.g., because the hospital has a large 
number of swing-bed patients), if the inpatient unit is 
close enough to the ED, and if the volume of ED visits 

FIGURE 3-8 
Cost of Hypothetical Emergency Departments with On-Call Staff 

  ED VISITS ED VISITS 

  1,000 2,500 

Cost Component Unit Cost FTEs Hours Cost FTEs Hours Cost 

Clinician Time        

Physician Visits $130/hour  330 $43,000  938 $122,000 

NP/PA Visits $60/hour  170 $10,000  313 $19,000 

On-Call $60/hour  8,260 $496,000 4.0 7,510 $450,000 

RN Time        

Dedicated ED RN  0.0  $0 2.0  $158,000 

Shared w/Inpatient   1,000 $38,000  1,389 $53,000 

Other Staff $16/hour 0.0  $0 2.0  $67,000 

Total Wages    $587,000   $869,000 

Benefits 20% of Wages   $117,000   $174,000 

Other Direct    $10,000   $25,000 

Total Direct    $714,000   $1,068,000 

Indirect Cost 50% of Direct   $357,000   $533,000 

Total Cost    $1,071,000   $1,601,000 
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is low enough, the hospital could rely on the inpatient 
unit nurses to staff the ED when a patient arrives, 
either during some shifts or all shifts, rather than hav-
ing a nurse assigned exclusively to the ED. 

Figure 3-8 shows what the cost might be to operate a 
hypothetical ED that has 1,000 visits per year.  This rep-
resents an average of fewer than 3 visits per day or less 
than one visit every 8 hours.  The hospital where this ED 
is located is assumed to also operate a Rural Health 
Clinic staffed by both a physician and a Nurse Practition-
er (NP), and the physician and the NP take responsibility 
for seeing patients who come to the ED during clinic 
hours.  In addition, the Rural Health Clinic clinicians and 
other physicians in the community are assumed to be 
willing to contract with the hospital to provide on-call 
support, i.e., they would agree to come to the ED quickly 
if and when a patient arrives.  The example also as-
sumes that there would be no dedicated nurses in the 
ED, and that one of the nurses from the hospital’s inpa-
tient unit would go to the ED when a patient arrives.  The 
total cost of this arrangement is just over $1 million.  
This is still about 40% of the cost of the ED with 10,000 
visits, even though there are only one-tenth as many 
visits.   

A hospital with 2,500 visits per year (about 6 visits per 
day) might still be able to rely on physicians at the Rural 
Health Clinic and in the community to diagnose and 
treat patients.  However, it would be more problematic 
to rely solely on nurses from the inpatient unit to staff 
the ED, particularly during busier times, so it might need 
to employ additional nurses for this purpose.  As shown 
in Figure 3-8, the total cost might be about $1.6 million.  

5. Variation in Costs for EDs of Similar Size 

The cost estimates for the hypothetical EDs described 
above are based on multiple assumptions about the 
availability and cost of staff in the ED and other costs in 
the hospital, some or all of which may not be realistic for 
hospitals in every community.  As a result, the actual 
costs in individual hospitals will vary significantly from 
community to community; moreover, costs can change 

from year to year for reasons beyond the control of the 
hospital.  For example: 

• A small hospital may have difficulty finding primary 
care physicians who are willing to provide on-call cov-
erage for the ED, in which case the hospital would 
have to hire dedicated physicians for the ED.   

• A hospital located in a more remote area may have 
greater difficulty attracting and retaining physicians to 
staff the ED, and may need to pay physicians more to 
work there. 

• If a physician resigns or retires, the hospital will often 
need to engage a locum tenens physician until a re-
placement is found, and it will generally need to pay a 
much higher hourly rate for the temporary physician, 
for their travel costs, etc. 

• A hospital with large seasonal differences in the num-
bers of ED visits may need to have higher staffing 
levels during a portion of the year that cannot be off-
set by smaller staffing levels during the remainder of 
the year.122   

• A hospital that does not have easy access to a part-
time nursing workforce may need to employ a larger 
complement of nurses in order to ensure it has ade-
quate coverage for illnesses, vacations, training, etc. 

• A hospital located in an area where health insurance 
is more expensive will incur higher benefit costs for its 
employees. 

• A hospital that offers a limited array of services will 
need to assign a larger portion of its administrative 
costs to the ED than a hospital with a larger and more 
diverse set of services.  For example, if the hospital 
operates a Rural Health Clinic, a portion of its general 
administrative costs will be allocated to the RHC in 
addition to the ED. 

In some cases, favorable and unfavorable differences in 
different aspects of cost may offset each other, but it is 
more likely that hospitals experiencing higher costs in 
one component of costs will also have higher costs in 
other areas.  Figure 3-9 shows an example of how the 

FIGURE 3-9 
Impact of Variations in Unit Costs on Total Emergency Dept. Cost 

 HOSPITAL A HOSPITAL B  

 5,000 ED Visits DIFFERENCE 5,000 ED Visits 

Cost Component Unit Cost FTEs Cost Unit Cost FTEs Cost  

Physicians $115/hour 4.0 $953,000 $125/hour 4.5 $1,170,000 +23% 

RNs $37/hour 5.0 $386,000 $39/hour 5.0 $407,000 +5% 

Other Staff $15/hour 2.0 $62,000 $17/hour 2.0 $71,000 +13% 

Total Wages   $1,401,000   $1,648,000 +18% 

Benefits 18% of Wages  $252,000 22% of Wages  $362,000 +44% 

Other Direct   $40,000   $60,000 +50% 

Total Direct   $1,693,000   $2,070,000 +22% 

Indirect Cost 48% of Direct  $813,000 52% of Direct  $1,077,000 +32% 

Total Cost   $2,506,000   $3,147,000 +26% 
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total cost of two EDs with similar numbers of ED visits 
can differ dramatically due to the combined effects of 
multiple small differences in staffing levels, wage rates, 
benefit rates, and overhead allocations.  Hospital A and 
Hospital B have the same number of ED visits and they 
each have one physician, one nurse, and one other staff 
member on duty at any given time.  However, Hospital B 
needs slightly more physicians and nurses in order to 
achieve this level of staffing, it has to pay the employees 
more than Hospital A, and it has fewer service lines 
overall, so it has to allocate a higher share of adminis-
trative costs to the ED.  The combined result is that Hos-
pital B’s overall cost for the ED is 26% higher than the 
cost at Hospital A. 

Because the unit costs can vary for many reasons be-
yond the control of a small rural hospital, the staffing 
and compensation levels for the hypothetical hospital 
EDs shown in Figures 3-7 and 3-8 do not represent what 
any individual hospital ED should cost or what the differ-
ences in costs between EDs of different sizes should be.  
However, the cost models for the hypothetical hospitals 
do provide useful insights into what it can costs to oper-
ate small rural hospital EDs and the potential magnitude 
of differences based on size.   

Figure 3-10 shows that the amounts calculated above 
for the hypothetical EDs are very similar to the median 
actual costs of Emergency Departments at small rural 
hospitals, after adjusting the estimates downward to 
reflect inflation between 2016-18 and 2020.123  It also 
shows that there is significant variation in the actual 
amounts that small rural hospitals spend to operate 
Emergency Departments with similar numbers of visits, 
much of which is likely due to the kinds of factors de-
scribed above. 

6. Differences in the Cost of an ED Visit  
at Different Hospitals 

The total cost of operating an ED is generally not directly 
proportional to the number ED visits because the same 
level of staffing is needed for a wide range in the num-
ber of visits.  This means that the average cost per visit 

in the ED will be significantly lower at a hospital with 
more ED visits.  As shown in Figure 3-11, while the esti-
mated total cost of operating the hypothetical ED with 
12,500 visits was 13% more than the cost of an ED with 
7,500 visits, the cost per visit at the 12,500-visit ED is 
32% lower because there are 67% more visits.  The aver-
age cost per visit at the hypothetical ED with 1,000 visits 
is over $1,000, more than 4 times the average cost per 
visit at the hypothetical ED with 12,500 visits, because 
the total cost of the ED is only 1/3 as much even though 
there are only 10% as many visits.   

However, once the number of visits reaches a certain 
level, the cost per visit begins to stabilize because more 
of the total cost represents the “semi-variable” cost of 
additional physicians and nurses needed to handle addi-
tional visits, rather than the fixed cost of the minimum 
capacity to handle even a small number of visits.  For 
example, as shown in Figure 3-11, even though the total 
cost of the ED with 15,000 visits is 45% higher than the 
cost of the ED with 10,000 visits, the cost per visit is 
only slightly less. 

Figure 3-12 shows that the actual cost per visit at rural 
hospitals follows this pattern.  The median cost per ED 
visit at hospitals with small number of visits is double, 

FIGURE 3-11 
Cost Per ED Visit at Hypothetical EDs 

Annual  
ED Visits 

Estimated  
Annual Cost 

Cost Per  
ED Visit 

1,000 $1,071,000 $1,071 

2,500 $1,601,000 $640 

5,000 $2,697,000 $539 

7,500 $2,845,000 $379 

10,000 $2,852,000 $285 

12,500 $3,213,000 $257 

15,000 $3,929,000 $262 

FIGURE 3-12 
Cost Per ED Visit in Small Rural Hospitals 

Values shown are for rural hospitals <$30M total expenses.  ED Visits are from 2017.  
ED cost is the median for each hospital in 2016-18.  

FIGURE 3-10 
Actual vs. Estimated Costs of Small Rural EDs 

Actual amounts are for rural hospitals with less than $30 million in total expenses in 
2016-18.  Estimates (dotted line) are from Figures 3-7 and 3-8.  Adjusted values (solid 
line) are the estimated values reduced to reflect inflation between 2017 and 2020. 
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triple, or even more than quadruple the median cost per 
visit at hospitals with larger number of visits.   

Figure 3-12 also shows there is much greater variation 
in the cost per visit among the smallest hospitals, which 
likely reflects the variety of challenges in staffing such 
EDs in different communities.124   

The cost models of the hypothetical EDs in Figures 3-7 
and 3-8 make it clear that the primary reason smaller 
hospitals have higher costs per visit than larger hospi-
tals is not because the smaller hospitals are 
“inefficient” in delivering services, but because they 
have to incur a minimum level of fixed costs in order to 
operate an ED regardless of how many visits the ED ac-
tually receives.  As a result, any effort to evaluate the 
relative efficiencies of hospitals based solely on differ-
ences in their average cost per ED visit will lead to erro-
neous conclusions.   

7. Impact of Changes in Volume  
on the Cost Per Visit 

Because the cost of operating an ED is not directly pro-
portional to the number of visits, the average cost per 
visit at a hospital ED will vary from month to month and 
year to year based on the number of people who happen 
to visit the ED during that particular period of time. 

For example, Figure 3-13 shows a hypothetical hospital 
with 5,000 ED visits; the total estimated cost of operat-
ing the ED is $2.7 million, using the same assumptions 
about staffing and unit costs shown earlier in Figure 3-7.  
If the hospital has exactly 5,000 visits, its average cost 
per visit will be $540. 

If the hospital happens to get only 4,500 visits during 
the year instead of 5,000, it will not be possible to re-
duce the staffing in the ED, so the cost of operating the 
ED will not change.  However, dividing the same cost by 
10% fewer visits causes the average cost per visit to 
increase by $59, a more than 11% increase.   

Similarly, if the hospital ED happens to receive 5,500 
visits during the year instead of 5,000, no additional 
physicians, nurses, and other staff will be needed, so 
the cost of operating the ED will not change.  But with 
10% more visits, the average cost per visit will decrease 
by $50, a reduction of more than 9%. 

As a result, the average cost per visit at any hospital will 
vary from year to year, not because the hospital has 
become more or less efficient in delivering services, but 
simply due to the inherently random nature of the num-
ber of ED visits. 

8. The Problems Caused by Visit-Based Fees 

Although the cost of operating a hospital ED is not di-
rectly proportional to the number of ED visits, the hospi-
tal’s revenue usually is.  Most of the revenue hospitals 
use to cover ED costs comes from a fee paid each time 
a patient visits the ED.  As a result, when the number of 
visits increases, revenue increases proportionally, and 
when the number of visits decreases, so does reve-
nue.125  (Separate fees are paid for the other services 
the patients receive, such as lab tests or x-rays, and 
those will be discussed in a later section in conjunction 
with the costs of those services.)   

This approach to payment causes two serious problems 
for small rural hospital EDs:  

Fees for ED visits that are adequate for larger hos-
pitals will cause losses at small rural hospitals.   

Figure 3-12 shows that for EDs with 7,000 visits, the 
median cost per visit was $400, with much higher costs 
per visit at smaller EDs.  But as shown in Chapter II, the 
median payments by private health plans for ED visits at 
small rural hospitals ranged from under $200 to $350 
in the states examined.  If the payment per visit is $200 
- $350 when the cost per visit is $500 - $700 or more, 
the hospital will be unable to cover more than half of 
the cost of operating the Emergency Department. 

Figure 3-14 shows that if every hos-
pital in Figure 3-12 was paid $350 
per ED visit126, the hospitals with 
8,000 or more visits would have 
made a profit on every visit, where-
as almost every hospital with less 
than 4,000 visits would have lost 
money on every visit.  Most of the 
hospitals with the largest numbers 
of visits could have covered their 
costs or made a small profit even 
with a payment of $250 per visit, 
but a payment that low would have 
increased the size of the losses at 
the smallest hospitals and caused 
additional small hospitals to have 
losses. 

Some small hospitals will have larg-
er losses than others, even if they 
receive the same payment per visit 
and have the same number of visits, 
if they have to pay more to attract 
and retain an adequate number of 

FIGURE 3-13 
Changes in Cost Per Visit When Number of Visits Changes 

 ED VISITS FEWER VISITS MORE VISITS 

 5,000 4,500 5,500 -10% +10% 

Cost Component FTEs Cost Cost Change FTEs Change 

Physicians 4.0 $994,000 $994,000 0% $994,000 0% 

RNs 5.0 $397,000 $397,000 0% $397,000 0% 

Other Staff 2.0 $66,000 $66,000 0% $66,000 0% 

Total Wages  $1,457,000 $1,457,000 0% $1,457,000 0% 

Benefits  $291,000 $291,000 0% $291,000 0% 

Other Direct  $50,000 $50,000 0% $50,000 0% 

Total Direct  $1,798,000 $1,798,000 0% $1,798,000 0% 

Indirect Cost  $899,000 $899,000 0% $899,000 0% 

Total Cost  $2,697,000 $2,697,000 0% $2,697,000 0% 

COST PER VISIT  $539 $599 +11% $490 -9% 
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physicians and nurses in the community where they are 
located.  In the example shown in Figure 3-9, even 
though Hospital A and Hospital B have the same number 
of ED visits and the same level of staffing in the ED on 
any given day, Hospital B would lose far more than Hospi-
tal A if they were both paid the same amount for a visit. 

An unexpected illness or resignation of physicians or 
nurses will generally require the hospital to hire tempo-
rary physicians or nurses.  This is far more likely at a 
small rural hospital because the smaller staff provides 
less capacity to cover temporary vacancies and because 
it takes longer to fill vacancies.  Moreover, the higher cost 
of a temporary employee combined with the cost required 
to recruit a new employee will cause a larger percentage 
increase in personnel costs at a hospital that has a small 
number of employees to begin with.  As a result, a visit 
fee that appeared to be adequate at the beginning of the 
year may no longer cover costs, and the hospital would 
experience losses by the end of the year. 

The adequacy of any visit fee amount depends on 
how many patients actually have emergencies.   

The problem with ED visit fees is not just the amount of 
payment, but the method of payment.  Because revenues 
change in direct proportion to the number of visits when 
visits increase or decrease but costs barely change at all, 
even small changes in the number of ED 
visits can result in larger or smaller losses 
or profits.   

Figure 3-15 shows that for the hypothetical 
hospital shown previously in Figure 3-13, if 
the ED receives 5,000 visits, a payment of 
$540 per visit would be just enough to 
cover the costs of the ED.  However, if the 
fee is set at that level and the hospital only 
receives 4,500 visits (10% fewer than ex-
pected), the reduction in revenue would 
result in an 10% loss.  Conversely, if the 
hospital happened to experience a 10% 
increase in the number of ED visits, it 
would receive a windfall profit of 10%.   

It is impossible to predict exactly how many ED visits any 
hospital will have, so even if the visit fee appears ade-
quate at the beginning of the year, it may well turn out to 
be inadequate by the time the year ends. 

9. Tradeoffs Between Quality, Affordability, 
and the Financial Viability of Services 

The problems with current payments mean that many 
small rural hospitals face problematic choices between 
delivering the highest-quality care at an affordable cost 
and avoiding financial losses.  For example:  

Financial Penalties for Using Full-Time  
Emergency Physicians vs. Part-Time Providers 

A patient experiencing an emergency will receive much 
faster care if there is a physician present in the ED at all 
times than if a physician has to be called in to the ED 
from home.  Moreover, an emergency physician will have 
more training and experience in handling a wide range 
of emergencies than most primary care physicians.  Con-
sequently, it is preferable for the hospital to have emer-
gency physicians on duty around the clock than to rely 
on on-call coverage from primary care providers.   

However, the cost will likely be much higher to employ 
full-time emergency physicians than to rely on on-call 
providers, and it will often be more difficult and expen-
sive to attract and retain full-time emergency physicians 
to work in an ED where they will only spend a fraction of 
their time actually treating patients.  The increase in the 
median cost per visit between 3,000 and 4,000 visits 
that can be seen in Figure 3-12 is probably at least par-
tially due to the fact that some hospitals with 3,000 vis-
its have the ability to use part-time providers who are not 
emergency physicians to staff their ED, whereas hospi-
tals with more visits will need to use full-time physicians, 
and it is much more expensive to do the latter than the 
former.   

Because of the higher cost, a hospital will have to 
charge more in order to employ full-time emergency phy-
sicians instead of using only part-time providers, and 
this will cause higher financial burdens on patients and 
increase the hospital’s bad debt.  If patients’ health in-
surance plans refuse to pay the higher charges, the hos-
pital will lose money.   

FIGURE 3-15 
Impact on Margin When Number of Visits Changes 

 BASELINE FEWER VISITS MORE VISITS 

   Change  Change 

Number of Visits 5,000 4,500 -10% 5,500 +10% 

Payment Per Visit $540 $540 0% $540 0% 

      

Revenues $2,700,000 $2,430,000 -10% $2,970,000 +10% 

Expenses $2,697,000 $2,697,000 0% $2,697,000 0% 

Margin $3,000 
0% 

($267,000) 
-10% 

 $273,000 
+10% 

 

FIGURE 3-14 
Profit/Loss Per Visit With $350 ED Visit Fee 

Values shown are the ED cost per visits amounts from Figure 3-12 subtracted from 
$350. 
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Financial Penalties for Improving  
Care Management and Preventive Care 

Many patients come to an ED for treatment of a problem 
that could have been prevented through better manage-
ment of a chronic disease or better preventive care.  For 
example, patients with asthma or COPD may experience 
exacerbations and breathing problems if they fail to take 
the appropriate medications, and individuals are more 
likely to get sick if they are not properly vaccinated for 
influenza or pneumonia. 

However, the hospital is paid when the patient comes to 
the ED and it is not paid if the patient has no problems, 
so the hospital is penalized financially if the residents of 
the community are healthier.  If primary care practices in 
the community or the hospital’s own Rural Health Clinic 
provide better care management and preventive care 
for their patients, the hospital ED could lose revenues as 
a result. 

Financial Penalties for Charging Affordable Prices  

As shown in Figure 3-16, the median charge for an ED 
visit is generally between $600 - $900 at both smaller 
and larger rural hospitals.  Based on the cost per visit 
data in Figure 3-12, if the hospitals were actually paid 
that amount, it would be more than adequate to cover 
the costs of an ED visit at all but the very smallest hospi-
tals.  However, that charge would be unnecessarily high 
at hospitals with larger numbers of visits.   

However, Figure 3-16 also shows that the charges for 
ED visits vary dramatically among hospitals.  Most 
health insurance plans demand that hospitals, physi-
cians, and other healthcare providers provide large dis-
counts on their standard prices in order to contract with 
the health plan.  In order to give a discount, a hospital 
has to charge far more for a service than the cost of 
delivering the service so that the actual amount of pay-
ment the hospital receives for the service is sufficient to 
cover the cost.  Typical commercial contract discounts 
are 50%, 67%, 75% or an even higher percentage of the 
charge, so the hospital has to set the charge at 2, 3, 4, 
or more times what the service actually costs.   

However, these high charges make the hospital’s ser-
vices unaffordable for patients who do not have insur-
ance, and this can discourage patients from getting care 
that they need.  If patients receive services but cannot 
afford to pay what the hospital charges, the hospital will 
have large amounts of patient bad debt and the patients 
could face bankruptcy.   

If the hospital charges lower amounts for its services 
that patients could afford to pay, the discounts demand-
ed by health insurance companies could result in 
“allowed amounts” that are lower than hospital’s cost of 
delivering services.  Since there are far more patients 
with insurance than without, there is a strong financial 
incentive for the hospital to set charges as high as pos-
sible.  Since the cost per visit is higher at the smaller 
hospitals, the charges have to be even higher there, 
making care even less affordable for patients without 
insurance. 

C. The Cost of Inpatient Care  
in Small Rural Hospitals 

An emergency department alone is not enough to qualify 
a facility as a “hospital;” the facility must also offer inpa-
tient care.127  This section will examine the costs in-
volved in delivering inpatient care in small, rural hospi-
tals.  The focus here will be solely on the general nursing 
care and “bed and board” services a patient receives 
during an inpatient stay, not laboratory tests, imaging 
studies, therapy, surgery, or other services that may be 
delivered by other hospital departments during their 
stay.  The costs of delivering those other services will be 
examined in the next section of this chapter.   

As with the ED, hospital cost reports include information 
on the total cost of operating the inpatient unit, but it is 
impossible to determine why some units are more ex-
pensive than others because there is very little infor-
mation on the individual components of that cost.  It is 
possible to estimate the level of staffing that a hospital 
would likely need to provide high-quality inpatient care, 
but this will depend not only on the number of patients 
who receive inpatient care, but how sick they are and 
what kinds of services they will need.   

1. The Different Types of Inpatient Care at 
Small Rural Hospitals  

Acute Inpatients 

The focus of this report is on small rural hospitals, i.e., 
hospitals with an average daily acute inpatient census 
of less than 15 patients, with a particular focus on the 
hospitals which had total annual expenses less than 
$20-$30 million (during 2016-18), since they have been 
experiencing the greatest financial challenges.  Virtually 
every rural hospital with less than $30 million in total 
expenses in 2018 had less than 15 acute inpatients per 
day, but most had many fewer than that.  96% had few-
er than 10 acute inpatients per day, and the majority 
(58%) had fewer than 3 acute inpatients per day on av-
erage.   

FIGURE 3-16 
Estimated Charge Per ED Visit  

at Small Rural Hospitals 

Amounts shown are estimated using median charges for 2016-18 and ED visits in 2017 
for rural hospitals with less than $30 million in total expenses.  
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Three patients may seem like a very small number, but 
in order to have an average of 3 acute patients in the 
hospital each day, a hospital will generally have to admit 
over 400 patients during the course of a year.  A hospi-
tal that has an average of 10 patients receiving acute 
inpatient care every day will have more than 1,000 ad-
missions per year.   

Moreover, annual averages can mask enormous varia-
tions from month to month and day to day.  Although 
there are no national data available on the daily num-
bers of admissions to hospitals, individual small rural 
hospitals report that the monthly acute inpatient census 
can vary from 50% to 200% of the annual average.  For 
example, a hospital with an annual average daily acute 
census of 2 may have an average of 4 patients in the 
hospital each day during some months, and an average 
of only 1 patient per day in other months.  

Swing Bed Patients 

However, small rural hospitals do not use their inpatient 
beds solely for patients with an acute illness.  At almost 
all small rural hospitals, some or all of the inpatient 
beds are classified as “swing beds.”  A swing bed can be 
used either for an acute patient (i.e., a patient who is 
sick enough to require admission to a hospital for treat-
ment or observation), or for a non-acute patient who 
needs daily skilled nursing care.  Swing beds allow rural 
hospitals to provide two types of services:   

• Post-Acute Rehabilitation Services.  Many patients 
cannot return home immediately after discharge from 
a hospital and need a period of rehabilitation that 
may last several days or several weeks.  Some of the 
patients receiving post-acute care in rural hospital 
swing beds are the same individuals who just com-
pleted an inpatient stay at the same hospital, but 
many are patients who received surgery or medical 
treatment at a hospital in a larger community and 
then return to the rural hospital to receive rehabilita-
tion care closer to home.  

• Long-Term Nursing Care.  Three-fourths of small rural 
hospitals also have long-term nursing patients in their 
swing beds.  These are patients who have medical 

conditions or physical limitations that require a level 
of nursing care and personal care that they cannot 
receive at home. 

In larger communities, these types of services are gener-
ally provided by Skilled Nursing Facilities (SNFs), but 
many rural communities are too small to support a sepa-
rate SNF, particularly in states with low Medicaid pay-
ments for long-term nursing care, and the only way resi-
dents of the community can receive these services local-
ly is if the hospital provides them through swing beds.   

A Rural Hospital’s Total Inpatient Census is Larger 
Than Its Acute Census 

Because a rural hospital’s inpatient unit(s) have both 
acute patients and swing bed patients, the total inpa-
tient census in the hospital will generally be larger than 
its acute census, and often significantly larger.  As 
shown in Figure 3-17, the total number of inpatients in 
the smallest hospitals is 2-3 times as large as what the 
acute census would suggest. 

Most rural hospitals use swing beds primarily for post-
acute rehabilitation services, and they have at most one 
or two long-term nursing patients on any given day.  Ru-
ral hospitals are not restricted to providing rehabilitation 
services to patients from the local community, so some 
hospitals with very small numbers of acute patients will 
have patients from a broader geographic area in their 
swing beds.  Figure 3-17 shows that the majority of hos-
pitals with an average of less than 1 acute inpatient per 
day have a much higher total census due to patients in 
swing beds who are receiving short-term rehabilitation.   

In a subset of hospitals, primarily those located in small 
isolated communities, the majority of patients in the 
hospital’s inpatient beds are long-term nursing care pa-
tients.  5% of the smallest rural hospitals have an aver-
age of 8 long-term nursing care patients in their inpa-
tient swing bed unit, and 2% have more than 15.  In fact, 
some of the rural hospitals with the smallest number of 
acute inpatients have more total patients in their inpa-
tient unit on any given day than many larger hospitals do 
because of the large number of nursing care patients in 
their swing beds.  As shown in Figure 3-18, among hospi-

FIGURE 3-17 
Average Daily Acute and Total Inpatient Census  

in Small Rural Hospitals 

Average daily census and total expense is the median for 2016-18.  Acute includes both 
acute inpatient and observation stays.  Total includes acute and swing bed patients. 

FIGURE 3-18 
Types of Inpatients in Rural Hospitals 

with Very Small Acute Census 

Numbers shown are only for rural hospitals with an average of less than one acute 
inpatient or observation patient per day in 2016-18. 
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tals with less than 1 acute patient per day on average, 
the largest 10% of the hospitals have more than 15 pa-
tients in total, and the majority of those patients are 
receiving long-term nursing care.   

2. The Cost of Delivering Inpatient Care in 
Small Rural Hospitals 

Most patients who are admitted to small rural hospitals 
are there for treatment of a common acute medical con-
dition (e.g., pneumonia or cellulitis) or an exacerbation 
of a chronic disease (such as COPD or heart failure), not 
for treatment of complex conditions or invasive proce-
dures.  (Even if a small rural hospital delivers babies or 
performs orthopedic procedures, maternity care and 
surgical cases will generally represent a small fraction of 
the total acute inpatients.)  The patients who are admit-
ted may be too sick to safely return home immediately 
after they are diagnosed and treated in the emergency 
department, or they may need a type of treatment that 
they cannot receive at home, such as intravenous fluids 
or antibiotics.  It is a significant advantage for a patient 
to be able to receive that kind of care in their own com-
munity rather than having to be transported to a hospi-
tal in a distant community, but this is only feasible if the 
hospital can financially sustain an inpatient.  

The Cost for Inpatient Care for a Small Number of 
Acute Patients 

The very smallest hospitals (those with total annual ex-
penses under $10 million) have a median total daily 
census of 3 in their inpatient unit; the majority of these 
patients will generally be acute inpatients, with the rest 
receiving SNF-level rehabilitative care or possibly long-
term care in swing beds.   

In order to staff such a unit safely, the hospital will likely 
want to have two nurses on duty during each 12-hour 
shift.  This might seem like a very high nurse:patient 
ratio to those familiar with staffing patterns for medical 
inpatient units, where the staffing ratios would be more 
like 1 nurse for every 5-7 patients.  However, there are 
several reasons why the staffing ratio has to be higher in 
a small rural hospital: 

• Variability in Patient Census.  The fact that the aver-
age census is 3 does not mean that the census is 3 
every day.  The daily census can vary significantly 
because of the inherently random nature of when 
patients get sick and need to be admitted to the hos-
pital, so on any given day, the number of patients 
receiving inpatient care could be twice as high or 
more.  One analysis estimated that a hospital with an 
average daily census of 5 or less would need to staff 
for twice as many patients in order to have even a 
95% assurance of adequate staffing during peak 
times.128 

• Variability in Nursing Time Per Patient.  Even if there 
are only two acute patients on the unit during the day, 
both patients could need hands-on nursing care at 
the exact same time, making it unsafe to have only 
one nurse available.  Similarly, if a nurse on duty were 
to be injured or become ill, it would be unsafe if there 
were no backup nurse available.  In a larger hospital, 
a nurse from another inpatient unit could be called on 

to help in such a situation, but in a small rural hospi-
tal, there is no “other unit.”  In fact, because the nurs-
es on the inpatient unit may be the only nurses in the 
hospital, they may be called on to help with peak de-
mand in the ED or if someone experiences a medical 
problem while visiting another outpatient department, 
and so two nurses will be needed in order to provide 
that capacity. 

• Multiple Nursing Tasks Per Patient.  In contrast to a 
larger hospital, there is no separate set of nurses re-
sponsible for admitting or discharging patients; the 
nurses on the inpatient unit will need to perform 
these tasks as well as direct patient care.  Because 
the average length of stay is only 2-3 days and some 
patients will only be in the hospital for a day, there will 
likely be 1-2 admissions or discharges every day129, 
and it would be impossible for a single nurse to do 
this as well as provide constant supervision of the 
patients who have been admitted. 

In order to have two nurses on duty at all times during 
the day, every day of the year, the hospital will have to 
employ more than two nurses in total.  As discussed in 
the previous section with respect to the Emergency De-
partment, in order to have a nurse present around the 
clock, a hospital will have to employ 4-5 nurses in total.  
So, on an inpatient unit, in order to have two nurses for 
each of the two 12-hour shifts each day, the hospital will 
need to employ as many as 10 nurses in total.  Because 
of the cost and difficulty of attracting and retaining Reg-
istered Nurses (RNs), many hospitals will likely use a 
combination of an RN and a Licensed Practical Nurse 
(LPN) on some or all shifts.130 

If the hospital pays $38/hour for RNs, $26/hour for 
LPNs, and provides benefits equivalent to 20% of wages, 
it would need to spend over $800,000 on nursing staff 
for an inpatient unit with this many patients. 

In addition to the nurses, a hospital will also be likely to 
employ additional staff to directly support the inpatient 
unit, such as: 

• A Nursing Assistant on each shift, who could carry out 
a variety of patient care duties to enable the nurses to 
focus on tasks requiring nursing skills. 

• A Unit Secretary/Coordinator, at least on the day shift, 
to handle calls, visitors, paperwork, and other tasks. 

Most of the direct costs of the inpatient unit will be asso-
ciated with the nurses and other staff.  As with the Emer-
gency Department, the costs of any medications and 
other supplies that are billed separately will ordinarily 
assigned to a separate hospital cost center (these costs 
will be discussed separately in the next section), so non-
personnel costs for the inpatient unit will generally be a 
small proportion of the total direct cost.   

However, the inpatient unit will depend on the hospital 
providing space and utilities, maintenance, housekeep-
ing, dietary services, laundry, billing for patient visits, 
payroll and benefits for staff, medical records, etc., and 
a portion of the hospital’s costs for those activities must 
be allocated to the inpatient unit to properly represent 
the total cost of inpatient care.  Typically, the indirect 
costs will increase the total cost of an inpatient unit by 
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100% beyond the personnel and other direct costs dis-
cussed above.131   

Figure 3-19 shows that the total cost could be expected 
to be about $2.4 million for an inpatient unit with this 
level of staffing at a hypothetical hospital. 

The Cost of Inpatient Care  
for a Smaller Number of Acute Patients 

A hospital will still likely want a similar level of nurses 
even if the average daily census is lower than 3.  Even if 
the hospital has only 1 or 2 patients per day on average 
instead of 3, the random nature of admissions and the 
seasonality in admission rates means that it will still 
have 2, 3, or even more patients on some days and it 
needs to be prepared for that.  Moreover, many hospi-
tals with small numbers of admissions also have small 
emergency departments that rely on the nurses on the 
inpatient unit to help with ED visits as well as provide 
care on the inpatient unit, so it would be unsafe to have 
only one nurse available.  A hospital would be less likely 
to have a nursing assistant or other staff if the total cen-
sus was very low, but very few hospitals have a total 
daily census below 2.   

The Cost of Inpatient Care  
for a Larger Number of Acute Patients 

Because the nursing staffing levels described above are 
designed to handle variations in the number of patients, 
there will be no need to change the staffing levels if the 
average daily census is slightly higher than 3.  If a hospi-
tal has a significantly larger number of patients every 

day, it will need to have additional nurses and potential-
ly other staff on the unit, but the number of staff will not 
be directly proportional to the number of patients.  For 
example:  

• If the average daily census is closer to 6 than to 3, 
the hospital will likely want 3 nurses on duty on some 
or all shifts instead of 2 nurses, particularly if a high 
proportion of the patients are acute admissions ra-
ther than patients receiving rehabilitation or long-
term care in swing beds.  

• If the average daily census is closer to 9 and most of 
the patients are receiving acute care, the hospital will 
likely want another nurse on the day shift because of 
the higher workload during the day than at night.   

• If there are an average of 14 patients on the unit, 
most of whom are acute patients, the inpatient unit 
begins to look more like an inpatient unit at a larger 
hospital, except that the staffing will still need to be 
higher than at a larger hospital because there are no 
other units at the small hospital to provide backup 
support and no other nurses to perform admission 
and discharge tasks, so the hospital may have 4 
nurses on every shift. 

Figure 3-20 shows estimated costs for hypothetical hos-
pitals with these levels of staffing, wages, and benefits 
for the different levels of inpatient census.   

Actual vs. Estimated Costs 

The estimates shown for the hypothetical hospitals in 
Figure 3-20 do not represent what any individual hospi-
tal inpatient unit should cost or what the differences in 
costs between inpatient units of different sizes should 
be.  For example: 

•  the exact number and types of nurses the hospital 
employs, and the amounts it pays those nurses, will 
depend heavily on the hospital’s ability to attract and 
retain nurses in the community.  Hospitals in isolated 
areas are less likely to have a pool of nurses in the 
community who are able and willing to work part-
time, so a hospital in these areas may need to em-
ploy more nurses on a full-time basis in order to en-
sure that it will have adequate coverage for all shifts.   

• a hospital in a more isolated area may also need to 
pay more to hire nurses than a hospital in an area 
that is closer to an urban center.   

• if a nurse retires or resigns, the hospital will likely 
have to hire a “traveling” nurse to temporarily fill the 
vacancy, and this will increase the hospital’s person-
nel costs in the year in which the vacancy occurs.   

• if outpatient surgical procedures are performed at a 
small hospital, there will likely not be enough proce-
dures to support a separate nursing staff for that, 
and so the nurses on the inpatient unit will spend a 
portion of their time assisting with the procedures 
and the patients’ recovery.  The portion of the inpa-
tient nurses’ time that is assigned to the surgical cost 
center will reduce the cost of the inpatient unit, but 
the hospital may also need a higher number of nurs-
es on the days when surgical procedures are per-
formed than if the nurses were only caring for inpa-
tients.  

FIGURE 3-19 
Cost of Inpatient Unit at a  

Hypothetical Small Rural Hospital 

  
AVG. INPATIENTS  

PER DAY 

   2.0 Acute 

   1.0 Swing SNF 

   0.0 Swing NF 

   3.0 Total 

Cost Component Unit Cost Per Shift FTEs Cost 

RNs $38/hour 1.0 5.0 $395,000 

LPNs $26/hour 1.0 5.0 $271,000 

Nursing Assistant $15/hour 1.0 5.0 $156,000 

Other Staff $16/hour 0.5 2.5 $83,000 

Total Wages    $905,000 

Benefits 20% of Wages   $181,000 

Other Direct    $130,000 

Total Direct    $1,216,000 

Indirect Cost 100% of Direct   $1,216,000 

Total Cost    $2,432,000 
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Nonetheless, the cost models provide useful insights 
into what it can cost to operate inpatient units at small 
rural hospitals and the potential magnitude of differ-
ences based on size.  As shown in Figure 3-21, the esti-
mated costs described earlier are similar to the median 
costs for rural hospitals, but there is also considerable 
variation for individual hospitals.132 

The Cost of Inpatient Care  
with Large Numbers of Swing Bed Patients 

As discussed earlier, some small rural hospitals have a 
small number of patients receiving acute care but a 
large number of long-term nursing care patients in swing 
beds.  These hospitals may have the same total number 
of patients in inpatient beds each day as other hospi-
tals, but the average acuity level of the patients will be 
lower, so the number and types of staff needed will like-
ly be somewhat different.  For example, although the 
hospital will still need to have at least 2 nurses, includ-
ing one RN, to handle the work associated with the 
acute patients, they may have more LPNs and more 
nursing assistants for the patients in swing beds than if 
those patients were acute patients.  Figure 3-22 shows 
what the costs might look like with hypothetical levels of 
staffing and wages for different numbers of patients.   

Here again, the exact number and types of nurses and 
other staff that a hospital employs, and the amounts 
that it pays those employees, will depend heavily on the 
ability of the hospital to attract and retain nurses and 
other staff in the community.  As shown in Figure 3-23, 
the costs at the hypothetical hospitals above are similar 
to the median costs at hospitals with those numbers 
and types of patients, but there is considerable variation 
among individual hospitals. 

This shows that another reason for variation in inpatient 
costs across different hospitals is the difference in the 
types of patients at those hospitals.  Even if two hospi-
tals have the same average number of acute inpatients, 
the cost of the inpatient unit will be higher if it also has 
a large number of patients in swing beds.  Conversely, if 

FIGURE 3-21 
Actual vs. Estimated Costs of Inpatient Units 

at Small Rural Hospitals 

Actual amounts are for rural hospitals with less than $30 million in total expenses in 
2016-18.  Estimates (dotted line) are from Figure 3-20.  Adjusted values (solid line) are 
the estimated values reduced to reflect inflation between 2017 and 2020. 

FIGURE 3-20 
Cost of Hypothetical Inpatient Units With Different Numbers of Patients 

 
AVG. INPATIENTS  

PER DAY 
AVG. INPATIENTS  

PER DAY 
AVG. INPATIENTS  

PER DAY 
AVG. INPATIENTS  

PER DAY 

 2.0 Acute 4.0 Acute 7.0 Acute 10.0 Acute 

 1.0 Swing SNF 2.0 Swing SNF 2.0 Swing SNF 4.0 Swing SNF 

 0.0 Swing NF 0.0 Swing NF 0.0 Swing NF 0.0 Swing NF 

 3.0 Total 6.0 Total 9.0 Total 14.0 Total 

Cost Component FTEs Cost FTEs Cost FTEs Cost FTEs Cost 

RNs 5.0 $395,000 10.0 $790,000 10.0 $790,000 12.0 $948,000 

LPNs 5.0 $271,000 5.0 $271,000 7.5 $406,000 7.5 $406,000 

Nursing Assistant 5.0 $156,000 5.0 $156,000 5.0 $156,000 7.5 $234,000 

Other Staff 2.5 $83,000 2.5 $83,000 5.0 $166,000 5.0 $166,000 

Total Wages  $905,000  $1,300,000  $1,518,000  $1,754,000 

Benefits  $181,000  $260,000  $304,000  $351,000 

Other Direct  $130,000  $135,000  $140,000  $150,000 

Total Direct  $1,216,000  $1,695,000  $1,962,000  $2,255,000 

Indirect Cost  $1,216,000  $1,695,000  $1,962,000  $2,255,000 

Total Cost  $2,432,000  $3,390,000  $3,924,000  $4,510,000 
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FIGURE 3-25 
Cost Per Inpatient Day at 

Small Rural Hospitals 

Values are the medians in 2016-18 for rural hospitals <$30M total expenses where 
swing NF patients represented less than 5% of all inpatient days. 

FIGURE 3-23 
Actual vs. Estimated Costs of Inpatient Units at  

Small Rural Hospitals With Many Swing Bed Patients 

Actual amounts are for rural hospitals with less than $30 million in total expenses in 
2016-18.  Estimates (dotted line) are from Figure 3-22.  Adjusted values (solid line) are 
the estimated values reduced to reflect inflation between 2017 and 2020. 

FIGURE 3-22 
Cost of Hypothetical Inpatient Units With Different Types of Patients 

 
AVG. INPATIENTS  

PER DAY 
AVG. INPATIENTS  

PER DAY 
AVG. INPATIENTS  

PER DAY 
AVG. INPATIENTS  

PER DAY 

 0.5 Acute 0.5 Acute 1.5 Acute 2.0 Acute 

 1.0 Swing SNF 1.5 Swing SNF 1.5 Swing SNF 2.0 Swing SNF 

 1.5 Swing NF 4.0 Swing NF 6.0 Swing NF 10.0 Swing NF 

 3.0 Total 6.0 Total 9.0 Total 14.0 Total 

Cost Component FTEs Cost FTEs Cost FTEs Cost FTEs Cost 

RNs 5.0 $395,000 5.0 $395,000 5.0 $395,000 5.0 $395,000 

LPNs 5.0 $271,000 5.0 $271,000 7.5 $406,000 7.5 $406,000 

Nursing Assistant 5.0 $156,000 5.0 $156,000 7.5 $234,000 10.0 $312,000 

Other Staff 0.0 $0 0.0 $0 2.5 $83,000 2.5 $83,000 

Total Wages  $822,000  $822,000  $1,118,000  $1,196,000 

Benefits  $164,000  $164,000  $224,000  $239,000 

Other Direct  $250,000  $250,000  $250,000  $250,000 

Total Direct  $1,236,000  $1,236,000  $1,592,000  $1,685,000 

Indirect Cost  $1,236,000  $1,236,000  $1,592,000  $1,685,000 

Total Cost  $2,472,000  $2,472,000  $3,184,000  $3,370,000 

FIGURE 3-24 
Differences in Cost Per Inpatient Day  

 Number of Inpatients Per Day  

Acute 2.0 4.0 7.0 10.0 

Swing SNF 1.0 2.0 2.0 4.0 

Swing NF 0.0 0.0 0.0 0.0 

Total 3.0 6.0 9.0 14.0 
 

    

Total Cost $2,432,000 $3,390,000 $3,924,000 $4,510,000 

Cost Per Day $2,221 $1,548 $1,195 $883 
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two hospitals have the same number of total inpatients, 
the cost of one inpatient unit will be higher if a higher 
proportion of the patients are acute admissions. 

3. Differences in the Average Cost Per Patient 
Between Different Hospitals 

Although the total cost of operating an inpatient unit will 
generally be higher for inpatient units with more pa-
tients, the analysis above shows that the differences in 
costs will not be proportional to the differences in the 
number of patients.  The estimated cost in Figure 3-20 
for a hospital with an average daily census of 6 is only 
39% higher than the estimated cost for a hospital with 
an average census of 3, even though there are twice as 
many patients on an average day.  On the other hand, 
the total cost may not differ at all for hospitals that have 
only small differences in the number of patients; in the 
example in Figure 3-20, the same staffing would likely 
be appropriate whether the average daily census is 2.5, 
3.0, or 3.5, and so the cost could be the same even 
though the number of patients differs by as much as 
33%.   

This means that the average cost per patient day will be 
significantly lower at hospitals with higher numbers of 
patients.  As shown in Figure 3-24, the average cost per 
patient day at the hypothetical hospital with an average 
daily census of 3 is $2,221, while the average cost per 
patient day for the hypothetical hospital with an ADC of 
6 is $1,548, i.e., 30% less.  At the high end of the range, 
the cost per day at the hospital with an average of 14 
patients per day is $883, which is less than half the cost 
at the hospital with an average of 3 patients. 

Figure 3-25 shows that the actual cost per day at rural 
hospitals follows this pattern.  The median cost per day 
at hospitals with small numbers of inpatients is double, 
triple, or even quadruple the median cost per day at 
hospitals with larger numbers of patients.   

The fact that some hospitals have higher costs per day 
than hospitals with a smaller census does not neces-
sarily represent inefficiency; in some cases, it is simply 
due to variations from community to community in the 
ability to attract and retain nurses and other staff. 

The average cost per patient at a hospital will depend 
on not only the average cost per patient day, but also 
the average length of stay for the patients.  The average 
length of stay for acute inpatients at small rural hospi-
tals is about 3 days, so the total cost of an inpatient stay 
will generally be hundreds or thousands of dollars high-
er at hospitals with fewer patients.133 

4. The Problems Caused by Per Diem and  
Per Case Payments 

Although the cost of operating an inpatient unit is not 
directly proportional to the number of patients, the hos-
pital’s revenue usually is.  Hospitals are generally paid 
for inpatient care either through a per-diem fee (i.e., a 
payment for each day that a patient spends in the hospi-
tal) or a single case rate (a payment for the entire hospi-
tal stay regardless of how long the patient is in the hos-
pital).  As a result, when the number of patients admit-
ted to the hospital increases, the hospital’s revenue 

increases proportionally, and when the number of ad-
missions decreases, so does revenue.134   

This approach to payment causes the same kinds of 
problems for the inpatient services delivered by small 
rural hospitals that fees for ED visits cause for the emer-
gency department:  

Payments for hospitalizations that are adequate 
for larger hospitals will cause losses at small rural 
hospitals.   

Figure 3-25 shows that for inpatient units with a total 
daily census above 9, the median cost per day was un-
der $1000, so a per diem payment of $1,000 would be 
sufficient to cover the cost of the nursing care for those 
patients.  However, a $1,000 per diem payment would 
cause significant losses at hospitals with fewer patients.  
Those hospitals that have to pay more to attract and 
retain an adequate number of nurses and other staff will 
also have greater losses if they are paid the same 
amount per patient as other hospitals of similar size.   

Even if the per-diem or case rate amounts appear ade-
quate to cover the costs of inpatient services when the 
year begins, if unexpected vacancies occur in the nurs-
ing staff that require the hospital to hire temporary nurs-
es, the cost of the inpatient unit will increase and the 
payments may no longer be adequate.   

The adequacy of any payment amount depends on 
how many patients are actually admitted.   

As with visit-based fees in the emergency department, 
the problem with per diem and per admission payments 
for inpatient care is not just the amount of payment, but 
the method of payment.  Because revenues change in 
direct proportion to the number of admissions when ad-
missions increase or decrease, but costs barely change 
at all, even small changes in the number of patients ad-
mitted can result in larger or smaller losses or profits.   

Figure 3-26 shows that for the hypothetical hospital with 
an average total census of 6.0 that was shown previous-
ly in Figure 3-20, an average per diem payment of 
$1,600 would be large enough to cover the costs of the 
inpatient unit and make a small profit.  However, if it 

FIGURE 3-26 
Impact of Changes in Patient Admissions 

on Cost Per Inpatient Day 

 Number of Inpatients Per Day  

Acute 3.6 4.0 4.4 

Swing SNF 2.0 2.0 2.0 

Swing NF 0.0 0.0 0.0 

Total 5.6 6.0 6.4 

    

Total Cost $3,390,000 $3,390,000 $3,390,000 

    

Cost Per Day $1,659 $1,548 $1,451 
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turns out that the hospital has 10% fewer acute patients 
than expected, resulting in an average total census of 
only 5.6, the total cost of the inpatient unit would still be 
the same, but the cost per day would increase by 7%.  
As a result, a $1,600 per diem would result in a more 
than 4% loss.  Conversely, if the hospital happened to 
experience a 10% increase in the number of acute ad-
missions, the same average per diem would create a 
windfall profit of 10%. 

It is impossible to predict exactly how many patients will 
be admitted to a hospital over the course of a year, so 
even if the payment appears adequate at the beginning 
of the year, it may well turn out to be inadequate by the 
time the year ends. 

Hospitals face tradeoffs between quality,  
affordability, and the financial viability of services 

Payments for inpatient care create the same kinds of 
problematic tradeoffs between quality, affordability, and 
financial viability for hospitals that were described in the 
previous section with respect to the emergency depart-
ment:   

• Patients on an inpatient unit can receive more individ-
ualized attention if there are more nurses and other 
staff working on the unit, but it will cost more to have 
more staff, and the hospital may not be able to 
charge or be paid enough to cover the higher cost. 

• Better chronic care management and preventive care 
can not only reduce ED visits, they can also reduce 
the number of patients who need to be admitted to 
the hospital.  However, the hospital is paid if the pa-
tient is admitted and it is not paid for inpatient care if 
the patient does not need to be admitted, so the hos-
pital is penalized financially if the residents of the 
community are healthier.   

• In order to receive payments for hospital admissions 
from private insurance plans that are sufficient to 
cover the costs of the inpatient unit, the hospital will 
have to set its charges several times higher than the 
cost, which will make hospital care less affordable for 
people without insurance. 

5. Differences in Costs and Payments for 
Acute Admissions vs. Swing Bed Patients 

The problems associated with mismatches between 
payments and costs for inpatient services are magnified 
in small rural hospitals because of the use of swing 
beds.  In general, patients admitted for acute care will 
require more nursing time than patients in swing beds, 
so it would be inappropriate for the hospital to charge or 
be paid the same per diem or per patient amount for an 
acute patient as is paid for a swing bed patient.  Similar-
ly, many swing bed patients receiving post-acute care 
will have more intensive nursing care needs than long-
term care patients, so payments for the post-acute care 
patients should, in principle, reflect that difference.   

If the payments for rehabilitation or long-term care pa-
tients in swing beds are below the cost of delivering care 
to them, that will exacerbate the losses caused by low 
payment for acute patients.  Medicare and most com-

mercial insurance plans do not pay at all for long-term 
nursing care, and Medicaid payments for long-term care 
are generally less than what it costs to deliver that care 
either in a hospital or a separate nursing facility, so loss-
es for a rural hospital can be particularly high if the hos-
pital happens to have fewer acute or rehabilitation pa-
tients and more long-term nursing patients in swing beds 
during a particular period of time. 

D. The Cost of Ancillary Services  
in Small Rural Hospitals 

1. The Number and Types of Ancillary Services 
in Small Rural Hospitals 

Many of the patients who come to a rural hospital’s 
Emergency Department will need a laboratory test or an 
imaging study to assist in diagnosis of their condition.  
Patients who are admitted to the hospital will typically 
need laboratory testing and potentially imaging studies 
to monitor their condition during their stay.  Patients who 
receive rehabilitation in a swing bed will need therapy 
services (physical therapy, occupational therapy, speech 
therapy) in addition to nursing care.   

These “ancillary” services are not delivered by nurses 
but by laboratory technicians, radiology technicians, and 
therapists who have specialized training, and they re-
quire the use of specialized laboratory, radiology, and 
therapy equipment and supplies.  As a result, the grand 
total of the costs associated with a patient’s emergency 
department visit or an inpatient stay is higher than the 
costs associated with the ED and inpatient unit de-
scribed in the previous sections. 

However, the majority of patients who receive these an-
cillary services are not patients in the hospital ED or in-
patient unit; they are patients in the community who 
need a lab test, imaging study, or therapy in conjunction 
with ambulatory care they are receiving from a primary 
care physician or specialist.  As discussed in Chapter I, 
the availability of these services is an important way that 
rural hospitals help the residents of their community stay 
healthy.   

Since different patients receive different numbers and 
types of ancillary services, a charge for each service 
must be billed to a patient and their health insurance 
plan.  Medications given to patients and medical sup-
plies used during an inpatient stay or emergency depart-
ment visit are also treated as ancillary services and they 
are billed separately to patients and health plans.  Many 
small rural hospitals deliver one or more ancillary ser-
vices beyond laboratory, radiology, therapy, drugs, and 
medical supplies, such as surgery or maternity care, but 
as discussed in the initial section of this chapter, these 
other services represent a relatively small part of the 
total costs for most small rural hospitals.  (Indeed, many 
hospitals that are larger in terms of total expenses are 
larger not only because they serve larger communities, 
but because they offer a broader array of ancillary ser-
vices.) 

Although hospitals report their total charges for each 
category of ancillary services on their cost reports, they 
do not report exactly how many and what types of lab 



 54 Saving Rural Hospitals and Strengthening Rural Healthcare 

tests, imaging studies, therapy services, drugs, etc. they 
provided, and there are no other good sources of data 
on this.  This is partly because there is no easy way to 
measure the volume of ancillary services in a compara-
ble way across hospitals.  For example, there are hun-
dreds of different laboratory tests, some of which are 
very simple while others are much more complex (e.g., a 
“comprehensive metabolic panel” is generally ordered 
and billed as one test, but it is actually a collection of 
several separate tests), so knowing that one hospital 
delivered “more laboratory tests” than another hospital 
is not very helpful.  Due to variation in the amounts hos-
pitals charge for individual tests, imaging studies, and 
other services, differences between hospitals in the to-
tal charges they bill for a group of services do not give 
any reliable indication as to the difference in the volume 
or types of services delivered at the hospitals.  Although 
there is a system of “relative value units” (RVUs) as-
signed to different services that Medicare and other 
payers use for setting payment amounts, the difference 
in costs is not necessarily proportional to the difference 
in RVUs at a small hospital, so even if one knew that 
one hospital delivered more RVUs than another, that 
would still not allow clear conclusions to be drawn about 
whether its costs should be higher.   

2. The Cost of Laboratory Services  
in Small Rural Hospitals 

Because each type of ancillary service is delivered by 
different types of staff with different types of equipment 
and supplies, the costs associated with each type of 
service are tracked in separate cost centers.  In most 
hospitals, the laboratory is the largest ancillary service 
in terms of total cost, partly because of the large num-
ber of residents in any community who will need a lab 
test for some purpose during the course of a year.   

There are three primary components of the cost of oper-
ating a hospital laboratory: (1) laboratory technicians, 
(2) laboratory equipment, and (3) the materials and 
chemicals used for individual tests.  The hospital cost 
reports do not provide information on these separate 
components, but it is possible to estimate what the 
costs would be in laboratories of different sizes.   

Laboratory Technicians   

Even the smallest hospital will need at least one full-
time laboratory technician (lab tech) with the training 
needed to perform the minimum set of tests needed for 
immediate diagnosis and treatment of patients, such as 
urine tests, blood tests, and pregnancy tests.135  Alt-
hough a single lab tech working a 40 hour week might 
have the capacity to process all of the tests at a very 
small hospital136, there could be problematic delays 
when multiple tests are needed quickly at the same 
time.  The lab tech would also have to be on call to 
come to the hospital at night or on weekends if a patient 
comes to the ED and needs a test that can’t be per-
formed by the ED staff, or if an inpatient experiences a 
problem during the night that requires a test to diag-
nose.  Moreover, employing a single laboratory techni-
cian provides no coverage for illnesses, vacations, etc. 
and places all of the on-call burden on one individual.  
As result, except for the very smallest communities, a 

rural hospital will likely want to have at least two full-
time laboratory technicians.137 

The higher the volume of testing, the more lab techs the 
hospital will need in order to provide timely processing of 
tests.  However, in contrast to the inpatient unit, where 
each increment in the nursing staffing level requires 4-5 
additional FTE employees, staffing in the laboratory can 
be increased in increments of a single FTE.  The more 
ED visits the hospital has, particularly at night, the more 
important it will be to have round-the-clock staffing in 
the laboratory rather than expecting the daytime lab 
techs to be on call.  However, since the majority of tests 
will not be for emergency visits, most of the testing work 
can be scheduled to occur during the daylight shift on 
weekdays, which enables more efficiency and flexibility 
in staffing.138   

Equipment and Supplies 

Every hospital will need the minimum level of laboratory 
equipment required to perform the most commonly used 
tests; this will require not only purchasing or leasing the 
equipment, but also ongoing costs for maintenance and 
calibration of the equipment.  The more tests that are 
performed, the more equipment that will be needed, but 
since a single piece of laboratory testing equipment can 
be used across multiple shifts and not every test uses 
the same testing device, the increment of testing volume 
that triggers the need for additional equipment may be 
larger than the increments that trigger an increase in 
laboratory technicians.  On the other hand, with a higher 
total volume of testing, the hospital will also be more 
likely to have requests for less common tests that can 
only be performed if the hospital has additional types of 
equipment, and meeting that demand will increase the 
cost of equipment acquisition and maintenance at a 
hospital with higher volumes of testing.  

The laboratory will also need an inventory of the supplies 
and chemicals required to perform the tests on the 
equipment.  The more tests that are performed, the 
higher spending will be on non-reusable supplies and 
chemicals. 

Indirect Costs  

The operation of the laboratory depends on the hospital 
providing space and utilities, maintenance for equip-
ment, housekeeping, billing for tests performed, payroll 
and benefits for staff, and medical records.  Conse-
quently, a portion of the hospital’s costs for those activi-
ties must be allocated to the laboratory to properly rep-
resent the total cost of operating the laboratory.  Typical-
ly, these indirect costs increase the total cost of a labor-
atory at a small hospital by 40-45% beyond the direct 
cost associated with personnel, equipment, and sup-
plies. 

Total Cost of Small Hospital Laboratories 

Figure 3-27 shows what the total cost of hypothetical 
hospital laboratories of different sizes could be, using 
assumptions about the number of lab techs, the wage 
rates they are paid, and the cost of equipment and sup-
plies.   
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As with the hypothetical estimates for emergency de-
partments and inpatient units described in previous 
sections, these cost estimates for hypothetical laborato-
ries are not intended to represent what the cost of a 
laboratory at any individual hospital should be, or exact-
ly how large the differences in costs between laborato-
ries of different sizes should be.  The ability of a small 
rural hospital to hire laboratory technicians and the 
wage rate and benefits it will need to pay to do so will 
vary from community to community; hospitals will have 
to spend more when they need to replace older equip-
ment, and hospitals in communities where the popula-
tion is older or less healthy will need to perform more 
and different kinds of tests. 

Figure 3-28 shows actual laboratory costs for small rural 
hospitals.  Since there are no data on the actual number 
of tests performed in different hospitals, the cost esti-
mates are grouped by the estimated population of their 
service area.139  Most laboratory testing will be done to 
support general healthcare services for residents of the 
community, not for ED visits or patients admitted to the 
hospital.  As a result, it is reasonable to expect that the 
volume of laboratory testing in a hospital will be more 
closely correlated with the size of the community than 
the inpatient or ED volume.   

Although Figure 3-28 shows there is considerable varia-
tion in actual costs at each population level, the medi-
ans of the actual costs are very similar to the hypothet-
ical costs for similar-size communities shown in Figure 3-
27.  This can be seen more clearly in Figure 3-29, which 
compares the actual costs for a subset of the service 
area population categories with the hypothetical esti-
mates for various levels of staffing that would likely be 
used by many hospitals in communities of those siz-
es.140   

The Impact of Testing Volume on the  
Cost Per Laboratory Test  

Most of the cost of operating the laboratory is associated 
with the cost of the employees and the laboratory equip-
ment.  As a result, at any given level of staffing, the total 
cost of operating the laboratory will be essentially the 
same regardless of the exact number of tests the labora-
tory performs.  This means that the cost per test will be 
lower if more tests are performed within the range of 
volume that the employees and equipment can handle.  
However, if the volume of tests at a hospital increases to 
the point where the hospital needs to add an additional 
lab tech and equipment, the cost per test will increase.   

FIGURE 3-27 
Cost of Laboratories at Hypothetical Small Rural Hospitals 

  POPULATION POPULATION POPULATION 

  1,500 5,000 7,000 

Cost Component Unit Cost FTEs Cost FTEs Cost FTEs Cost 

Laboratory Tech $28/hour 2.0 $117,000 4.0 $232,000 5.0 $291,000 

On-Call Time   $33,000  $0  $0 

Total Wages   $150,000  $232,000  $291,000 

Benefits 20% of Wages  $30,000  $46,000  $58,000 

Equip./Supplies   $187,000  $290,000  $364,000 

Total Direct   $367,000  $568,000  $713,000 

Indirect Cost 45% of Direct  $165,000  $256,000  $321,000 

Total Cost   $532,000  $824,000  $1,034,000 

 

  POPULATION POPULATION POPULATION 

  9,000 15,000 20,000 

Cost Component Unit Cost FTEs Cost FTEs Cost FTEs Cost 

Laboratory Tech $28/hour 6.0 $349,000 7.0 $408,000 8.0 $466,000 

Benefits 20% of Wages  $70,000  $82,000  $93,000 

Equip./Supplies   $437,000  $510,000  $583,000 

Total Direct   $856,000  $1,000,000  $1,142,000 

Indirect Cost 45% of Direct  $385,000  $449,000  $513,000 

Total Cost   $1,241,000  $1,449,000  $1655,000 
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To illustrate this, assume hypothetically that a laboratory 
technician can perform a maximum of 8 tests per hour.  
That means that two technicians, each working 2,000 
hours during the year (i.e., a 40-hour week for 50 
weeks), could perform as many as 32,000 tests during 
the year.  Assuming the total cost of the laboratory with 
two technicians is what is estimated in Figure 3-27, if 
the lab actually performed 30,000 tests during the year, 
the average cost per test would be $17.74.  However, if 
the lab only had orders for 25,000 tests, the lab would 
still need the same number of lab technicians and the 
total cost would be essentially the same, but the aver-
age cost per test would now be $21.29.  If the hospital 
only had 15,000 test orders, it would still likely have the 
same staffing and costs for the reasons described earli-
er, but the average cost per test would now be $35.48, 
double the average cost for 30,000 tests, because there 
would only be half as many tests performed.   

If the laboratory had more than 32,000 tests, it would 
need to hire an additional technician and possibly addi-

tional equipment, and this would increase the cost per 
test by a small amount, but if there were 40,000 or 
45,000 tests, the average cost per test would be lower.   

As shown in Figure 3-30, the average cost per test will 
likely varies within a relatively narrow range once the 
volume of tests exceeds a minimum level.  However, the 
cost per test will be much higher for laboratories in 
smaller communities that do not have as many patients 
who need tests. 

3. The Cost of Radiology Services  
in Small Rural Hospitals 

Radiology services are similar to laboratory services in 
that the cost to the hospital is driven primarily by the 
number of radiology technicians and the cost of the im-
aging equipment.  Although a physician will need to in-
terpret each image generated by the technicians and 
equipment, this will generally be done by a radiology 
practice that bills health insurance plans directly for its 
services, rather than the hospital itself employing radiol-
ogists. 

Radiology services are also similar to laboratory services 
in that the majority of imaging studies will be for commu-
nity residents, not for patients in the ED or inpatient unit.  
The total volume of imaging studies at a hospital will 
generally be much lower than the volume of laboratory 
tests141, so small hospitals will be likely to have fewer 
radiology technicians than laboratory technicians.  On 
the other hand, much of the testing equipment in the 
radiology department is large and expensive; although 
the smallest hospitals may only be able to offer x-rays, 
most hospitals will want to offer CT scans, sonograms, 
and potentially MRIs.  In addition, because of the greater 
space needed to house the equipment, the shielding 
required due to radiation, and the high electrical power 
usage, the indirect costs assigned to radiology services 
will general be higher than for a laboratory. 

Figure 3-31 shows what the total cost of hypothetical 
hospital radiology departments of different sizes could 
be, using assumptions about the number of radiology 
technicians, the wage rates they are paid, and the cost 

FIGURE 3-30 
How Changes in Laboratory Testing Volume 

Impact the Average Cost Per Test 

Values shown are based on the  estimated laboratory costs at hypothetical hospitals 
and an estimate of the number of tests that laboratory technicians can perform. 

FIGURE 3-29 
Actual vs. Estimated Costs of Laboratories  

at Small Rural Hospitals 

Actual amounts are for rural hospitals <$30 million total expenses in 2016-18.   
Estimates (dotted line) are from Figure 3-27.  Adjusted values (solid line) are the  
estimated values reduced to reflect inflation between 2017 and 2020. 

FIGURE 3-28 
Laboratory Costs in Small Rural Hospitals 

Total cost of laboratory at rural hospitals with less than $30 million in total expenses.  
Amounts shown are the median for each hospital in 2016-18. 
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FIGURE 3-33 
Actual vs. Estimated Costs of Radiology Department 

at Small Rural Hospitals 

Actual amounts are for rural hospitals <$30 million total expenses in 2016-18.   
Estimates (dotted line) are from Figure 3-31.  Adjusted values (solid line) are the  
estimated values reduced to reflect inflation between 2017 and 2020. 

FIGURE 3-32 
Radiology Costs in Small Rural Hospitals 

Total cost of radiology services at rural hospitals with less than $30 million in total 
expenses.  Amounts shown are the median for each hospital in 2016-18. 

FIGURE 3-31 
Cost of Radiology Departments at Hypothetical Small Rural Hospitals 

  POPULATION POPULATION POPULATION 

  1,500 5,000 7,000 

Cost Component Unit Cost FTEs Cost FTEs Cost FTEs Cost 

Radiology Tech $28/hour 1.0 $58,000 3.0 $175,000 4.0 $233,000 

On-Call Time   $10,000  $0  $0 

Total Wages   $68,000  $175,000  $233,000 

Benefits 20% of Wages  $14,000  $35,000  $47,000 

Equip./Supplies   $81,000  $227,000  $279,000 

Total Direct   $163,000  $437,000  $559,000 

Indirect Cost 55% of Direct  $89,000  $240,000  $308,000 

Total Cost   $252,000  $677,000  $867,000 

 

  POPULATION POPULATION POPULATION 

  9,000 15,000 20,000 

Cost Component Unit Cost FTEs Cost FTEs Cost FTEs Cost 

Radiology Tech $28/hour 5.0 $291,000 6.5 $379,000 8.0 $466,000 

Benefits 20% of Wages  $58,000  $76,000  $93,000 

Equip./Supplies   $321,000  $416,000  $466,000 

Total Direct   $670,000  $871,000  $1,025,000 

Indirect Cost 55% of Direct  $368,000  $479,000  $564,000 

Total Cost   $1,038,000  $1,350,000  $1,589,000 
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of equipment and supplies.  Once again, these are not 
intended to represent what the cost of radiology ser-
vices at any individual hospital should be, or exactly how 
large the differences in costs between laboratories of 
different sizes should be, since the cost of hiring radiolo-
gy techs and purchasing/leasing/maintaining equip-
ment will vary from community to community. 

Figure 3-32 shows the actual costs of radiology services 
for small rural hospitals in the U.S., and Figure 3-33 
shows that the estimated costs in Figure 3-31 at various 
levels of staffing are consistent with the costs for actual 
hospitals.142 

The cost per imaging study will be much higher in a very 
small hospital that only performs a small number of 
such studies, since the numerator (the staffing and 
equipment costs) will be the same, but the denominator 
(the number of studies) will be lower.  At any given level 
of staffing and equipment, the more tests that are per-
formed, the lower the average cost per test, and the 
higher the profit for any given amount of payment for 
the service.   

4. Drugs and Medical Devices and Supplies 

As part of the care patients receive during ED visits and 
inpatient admissions, physicians and nurses administer 
medications and use a variety of medical devices and 
supplies, and the hospital charges patients and their 
health insurance plans separately for these drugs, devic-
es, and supplies.   

Primarily Variable vs. Fixed Costs 

The cost of the drugs and supplies to the hospital is pri-
marily driven by the amount the hospital has to pay a 
manufacturer or wholesaler for each drug or supply 
item.  The hospital may employ staff to purchase and 
manage the inventory of pharmaceuticals and supplies, 
and it may need to purchase and maintain equipment 
needed to store the drugs and supplies safely, but the 
cost of the employees and equipment is generally very 
small relative to what is spent to acquire the drugs and 
supplies.   

This is very different from laboratory tests and radiology 
studies, which the hospital “manufactures” itself using 
its own staff and equipment.  Once a hospital selects a 
particular level of staffing and equipment, most of the 
cost of the laboratory or radiology department is a “fixed 
cost,” i.e., it doesn’t change if more or fewer tests and 
imaging studies are performed during a particular period 
of time.  In contrast, the cost of drugs and supplies is 
almost entirely a “variable cost,” i.e., it will change in 
direct proportion to how many patients the hospital 
treats and what types of drugs and supplies the patients 
receive.   

Causes of Differences in Costs Between Hospitals 

Because there are many different types of drugs, devic-
es, and supplies, and some individual drugs and other 
items are far more expensive than others, the cost to the 
hospital will depend heavily on exactly what conditions 
patients are treated for and what treatments are used.  
At hospitals with a small number of patients, a single 
patient who needs an expensive medication can cause a 
big increase in the hospital’s total costs for drugs, devic-
es, and supplies from one year to the next. 

In addition, two different hospitals can pay different 
amounts for the same drugs and supply items depend-
ing on the discounts and rebates they receive from man-
ufacturers.  Since many discounts and rebates are tied 
to the volume of drugs and products used, smaller hospi-
tals are likely to receive smaller discounts than larger 
hospitals, and so their costs may be higher even if they 
treat similar patients in similar ways. 

The 340B Program 

Most small rural hospitals participate in the federal 
“340B” program.  This program enables hospitals that 
have large numbers of low-income patients to purchase 
drugs from the manufacturers at very large discounts.  
Although the program is intended to assist low-income 
patients, hospitals are not required to use the drugs they 
purchase solely for such patients. 

The Hospital’s Margins for Drugs  
Will Depend on How It is Paid  

Since a small hospital has little control over the cost of 
the drugs and medical supplies needed for care of its 
patients, impact of the drugs/devices/supplies on the 
hospital’s margin will depend on whether the hospital 
can charge or be paid more than what it cost the hospi-
tal to acquire the drugs and supplies.  For hospitals oth-
er than Critical Access Hospitals, Medicare “bundles” 
payment for drugs and supplies used during inpatient 
stays and many outpatient procedures together with the 
payment for the nursing care and other services, or it 
pays pre-defined fees for the drugs.  Either approach can 
result in larger losses for small rural hospitals if their 
cost for acquiring the drugs or devices is higher than 
other hospitals.  If a private insurance plan pays the hos-
pital a percentage of charges for drugs as well as other 
services, the hospital may be forced to charge multiple 
times the acquisition cost in order to receive payments 
that cover the cost.   

Hospitals that participate in the 340B program are not 
required to charge Medicare or health plans less for 
drugs even though the hospital can purchase them at a 
discount.  As a result, the 340B program has enabled 
hospitals to generate higher profits on drugs adminis-
tered to patients than they would otherwise be able to 
receive. 
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5. The Cost of Other Ancillary Services 

In addition to laboratory tests, imaging studies, drugs, 
and medical supplies, most hospitals provide one or 
more other ancillary services, such as physical and oc-
cupational therapy or surgery.  The same kind of analy-
sis shown above can be done to determine the costs for 
these other ancillary services.  The results will have both 
similarities and differences depending on the following 
key factors. 

• Fixed, Semi-Variable, and Variable Costs.  As dis-
cussed in the previous section, most of the hospital’s 
cost for drugs and medical supplies is a variable cost, 
i.e., the cost will vary in proportion to the number of 
patients being treated.  In contrast, most of the cost 
of laboratory and radiology services is fixed, at least 
in the short run, based on whatever decision has 
been made about the number of staff and equipment.  
It is actually more accurate to describe the costs as 
“semi-variable,” because the hospital will need to add 
more staff and more equipment if the volume of test-
ing/imaging increases sufficiently, and it can reduce 
staff and equipment if volume decreases sufficiently, 
but these changes only occur with large changes in 
volume and they cannot be made instantaneously.   

• Number of Patients Needing the Service.  Most ancil-
lary service costs are semi-variable rather than either 
variable or completely fixed, which means that the 
total cost will depend on how large of a community 
the hospital is trying to serve.  However, differences in 
cost will not be directly proportional to differences in 
the number of patients, so the average cost for indi-
vidual services will be higher when there are fewer 
patients, as shown earlier for laboratory and radiology 
services as well as for the ED and inpatient unit.   

• Urgency of the Service.  Laboratory testing has to be 
done quickly on a round-the-clock basis because it is 
an essential service for patients in the Emergency 
Department and the inpatient unit.  As a result, staff 
and equipment need to be available on site on a 
24/7 basis.  In contrast, non-urgent outpatient ser-
vices could be offered only on certain days and cer-
tain times, which can facilitate the ability of multiple 
hospitals to offer the service through use of a shared 
contractor.  For example, physical and occupational 
therapy (PT/OT) are optional services for a small hos-
pital since they are not used for emergency patients 
and they are only essential for inpatients if the hospi-
tal is offering rehabilitative services in swing beds.  
This enables many hospitals to contract with external 
therapy providers who deliver outpatient PT/OT ser-
vices at the hospital on specific days and times.  A 
small rural hospital can’t provide trauma services 
because it is unlikely to have round-the-clock access 
to a surgeon, but it can offer elective surgeries on 
specific days if there is a surgeon who is willing and 
able to travel to the hospital to do surgeries on those 
days. 

• Minimum Staffing and Equipment.  The minimum cost 
to provide an ancillary service in a small community 
will depend on the minimum number of staff and 
pieces of equipment that are needed to deliver the 
service at all.  For example, the hospital has to have a 
lab technician and basic laboratory equipment and 

supplies if it is going to perform even a single lab test, 
so the hospital cannot spend any less than the cost of 
that lab technician and equipment.  If a physical ther-
apist or surgeon needs a minimum number of cases 
to justify coming to the hospital to deliver their ser-
vices, then the hospital will only be able to offer those 
services if at least that many patients in the commu-
nity need those services. 

• Maximum Capacity of Staff and Equipment.  The 
greater the capacity of individual staff and equipment, 
the wider the range in the number of patients that 
can be served with the same staffing and equipment.  
However, this means that the cost per service will 
differ significantly between hospitals with service vol-
umes at the low end of the available capacity com-
pared to hospitals with volumes near the maximum 
capacity.   

• Unit Costs of Staff, Equipment, Drugs, and Supplies.  
Finally, the same number and type of staff, equip-
ment, drugs, etc. will cost different amounts at differ-
ent hospitals depending on how much those hospitals 
have to pay to attract and retain staff and what kinds 
of discounts the hospital can receive on equipment 
and supplies from manufacturers and suppliers. 

6. The Profitability of Ancillary Services 

Hospitals are paid for ancillary services through fees for 
each individual service delivered, similar to the way they 
are paid for ED visits and inpatient stays.  However, in 
contrast to the losses they typically incur for the ED and 
inpatient unit, most small rural hospitals view ancillary 
services as profitable.  A study of ten small rural hospi-
tals in Washington State found that the hospitals lost 
money on every service except for ancillary services, and 
the profits on ancillary services offset a portion of the 
losses they experienced on the emergency department, 
inpatient unit, clinic, and other services.143  As shown in 
Chapter II, hospitals that offer surgery have smaller over-
all losses or higher profits than those that do not offer 
surgery. 

There are several reasons for the profitability difference:   

• Low minimum cost to deliver the service.  The mini-
mum cost of operating an ancillary service is much 
less than the minimum cost of operating an ED or 
inpatient unit; for example, the cost of hiring two la-
boratory technicians and buying or leasing the associ-
ated laboratory equipment is much less than the cost 
of employing ED physicians and nurses.  As a result, 
the average cost per service is much lower.  

• Ability to set charges much higher than costs.  The 
profitability of a service line is based on whether the 
payment for each service is higher than the average 
cost of the service.  As discussed in the section on ED 
visits, many insurance plans pay hospitals 
“discounted charges,” so the profitability of a service 
line will depend on how high the hospital sets its 
charges for the services.  Because the average cost of 
most ancillary services is relatively low, it is easier for 
the hospital to set charges at a higher multiple of 
costs.  As shown in Figure 3-34, most small rural hos-
pitals charge much more for ancillary services relative 
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to the cost of those services than they do for ED visits 
and acute inpatient care. 

• High volume of services.  A small amount of profit for 
each service can translate into a large aggregate prof-
it for the service line if there are a large number of 
services delivered.  For example, small hospital labor-
atories will deliver thousands or tens of thousands of 
tests each year, so each dollar of profit on one labora-
tory service translates into thousands or tens of thou-
sands of dollars in overall profit for the hospital. 

7. The Problems Caused by  
Ancillary Service Fees 

However, as discussed in earlier sections, the problem 
with fee-for-service payment is not just the amount of 
payment, but the method.  The fact that laboratory and 
radiology services are profitable for many small hospi-
tals does not eliminate the problematic incentives creat-
ed by fee-for-service payments:  

• Hospitals are rewarded financially for ordering and 
delivering unnecessary ancillary services.  At each 
level of staffing and equipment, the profitability of an 
ancillary service line will be higher if more services 
are delivered.  This creates a financial incentive to 
order more tests and imaging studies as part of an 
ED visit or hospital admission.   

• Hospitals are penalized financially when patients stay 
healthier.  If better chronic care management and 
preventive care results in fewer patients coming to 
the ED or requiring a hospital admission, not only will 
revenues for ED visits and hospital admissions de-
crease, fewer ancillary services will be needed and 
ancillary service revenues will also decrease. 

• Patients have to pay more in order for the hospital to 
avoid losses.  If a hospital charges more in order to 
generate profits on ancillary services, a portion of 
those charges will be paid partly or fully by patients.  
Patients without insurance will have to pay the full 
charge for a lab test, x-ray, or therapy service, and 
patients with high-deductible health plans will have to 
pay the discounted charge for the service.  This can 

discourage patients from receiving tests and services 
that they need to diagnose and manage their health 
problems. 

E. The Cost of Delivering Rural Health 
Clinic and Primary Care Services 

The same factors that make it difficult to financially sus-
tain a hospital in a rural community make it difficult for a 
primary care physician to establish and maintain a prac-
tice in the community.  There is widespread recognition 
that the typical amounts paid by health plans for primary 
care services are not sufficient to cover the costs of op-
erating small primary care practices.  In a small, rural 
community, those payments will fall even farther below 
the costs of operating a primary care practice because 
there are fewer patients who need primary care services.  
This has contributed to the shortage of primary care 
practices in many rural communities.  

One of the steps taken by Congress to try and address 
this problem was to require that Medicare and Medicaid 
pay differently for primary care services when they are 
delivered through a primary care practice designated as 
a Rural Health Clinic (RHC).  Moreover, Medicare pay-
ments for a Rural Health Clinic can be significantly high-
er if the RHC is part of a hospital with less than 50 beds 
than if it is a “freestanding” clinic.  As a result, the major-
ity of small rural hospitals operate a Rural Health Clinic.  
Most (55%) operate a single RHC, but 23% operate two 
RHCs, 13% operate three, and 9% operate four or more 
in order to make the clinics more accessible to residents 
living in different parts of the hospital’s service area. 

While these Rural Health Clinics provide a very valuable 
service in the communities served by the hospitals, as 
shown in Chapter II, they generally create or exacerbate 
financial problems for the hospitals because of the low 
payments from private health insurance plans.  Although 
Medicare payments for RHCs are “cost-based,” the pay-
ments are still less than the cost of services at RHCs 
(this is discussed in more detail in the next chapter), and 
Medicaid payments are not required to be based on cur-
rent costs.144   

Understanding the reasons for these losses and how to 
address them requires an understanding of what it costs 
to deliver primary care in a rural community and what it 
costs to operate a Rural Health Clinic.   

1. The Volume of Services  
at Rural Health Clinics 

The vast majority of revenue for any primary care prac-
tice comes from the fees paid for patient visits.  In a typi-
cal primary care practice, Medicare and most other pay-
ers pay more for a visit with a new patient than for a 
follow-up visit with an established patient, and the pay-
ment is higher for a visit that is longer or involves multi-
ple health problems.  If a nurse practitioner or physician 
assistant sees the patient instead of a physician, the 
payment is lower.  Clinicians can also bill separately for 
additional services they deliver beyond the basic visit; 
for example, if the doctor sutures a wound or removes a 
suspicious mole during the visit, they will be paid extra 
for those procedures.   

FIGURE 3-34 
Differences in Markup of Charges Over Cost 

 by Service Line in Small Rural Hospitals 

Service line charges divided by costs (inverse of the cost-to-charge ratio) in rural hospi-
tals with less than $30 million in total expenses.  Values are medians for 2016-18. 
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Although private insurance companies typically pay 
RHCs in the same way they pay other primary care prac-
tices, Medicare and Medicaid pay Rural Health Clinics 
almost exclusively through a visit-based payment, with 
the same amount (the “All Inclusive Rate”) paid for each 
visit.  The payment is the same regardless of whether 
the patient is new or has been seen previously, regard-
less of the length or complexity of the visit, and regard-
less of whether any procedures are performed during 
the visit.  As a result, the principal measure of volume at 
a Rural Health Clinic is the number of patient visits.   

As shown in Figure 3-35, RHCs at the very smallest hos-
pitals (those with less than $10 million in total expens-
es) generally have between 2,500 and 10,000 RHC vis-
its each year, but most larger hospitals have more than 
10,000 visits, and some have 20,000 or more. 

The volume of RHC visits varies significantly from hospi-
tal to hospital for several reasons: 

• The population of the community.  The more people 
who live in the community, the more people there are 
who need primary care.   

• The age and health status of the population.  Older 
individuals and people with chronic diseases will 
need to visit an RHC or primary care practice more 
often than younger and healthier patients. 

• The availability of other primary care options.  The 
more people there are in the community who need 
primary care, the more feasible it will be for physi-
cians to sustain a private primary care practice in the 
community, which will reduce the number of residents 
who need or want to use a hospital’s RHC. 

• The accessibility of the clinic.  Many small rural hospi-
tals serve a very large geographic area, and even 
though the hospital is much closer than any alterna-
tive hospital or clinic, some residents of the area still 
have to travel a long distance to reach the hospital.  
Some hospitals operate one or more clinics at a sepa-
rate location in order to make clinic services more 
accessible to people who live in different parts of the 
service area. 

• The cost to the patient.  Although Medicare will pay 
more for a visit to an RHC than to other primary care 
providers, patients may also have to pay higher cost-
sharing, which could discourage them from using the 
clinic.   

2. The Cost of Operating a Rural Health Clinic 

There are five primary components that make up the 
cost of operating a Rural Health Clinic at a rural hospital: 
(1) primary care clinicians (physicians, nurse practition-
ers, or physician assistants), (2) other clinicians (e.g., 
clinical psychologists), (3) nurses, (4) other staff, and (5) 
overhead costs for facilities, equipment, maintenance, 
and billing.  Medicare cost reports provide much more 
detailed information on the components of costs at Rural 
Health Clinics than for most other hospital services, 
which makes it easier to quantify how staffing and costs 
vary based on the volume of clinic visits and the 
amounts the RHC has to pay for staff and supplies.   

Primary Care Clinicians 

Every Rural Health Clinic will need at least one primary 
care clinician who can see and treat patients.  The RHC 
does not need to be open for patient visits at night or on 
weekends, and it does not even need to be open every 
weekday, so the hospital has greater flexibility in staffing 
the RHC than it does in staffing the Emergency Depart-
ment, inpatient unit, or laboratory. 

In a very small community, a part-time clinician might be 
sufficient to handle the total number of visits the RHC 
expects to receive.  However, the hospital may still need 
to hire a full-time clinician if it cannot find anyone who is 
available to work in the clinic on a part-time basis or if 
the cost of using such an individual would be higher than 
the cost of a full-time employee.145  A hospital that oper-
ates two RHCs may be able to hire one clinician to staff 
each clinic on a part-time basis, but that still requires 
hiring at least one full-time clinician.   

If the RHC needs only one clinician, that clinician will 
have to be a nurse practitioner or physician assistant, 
not a physician, because Medicare regulations require 
that every RHC have at least one nurse practitioner or 
physician assistant on staff, that at least one nurse prac-
titioner or physician assistant be an employee of the clin-
ic, not a contractor, and that a nurse practitioner or phy-
sician assistant be available to provide patient care ser-
vices at least 50% of the time the RHC is open for patient 
visits, even if there is a physician present during the 
same period of time.   

However, even if a part-time or full-time nurse practition-
er or physician assistant would be sufficient to see all of 
the patients who visit the clinic, the RHC will still need to 
employ or contract with a physician on at least a part-
time basis because Medicare regulations also require 
that every Rural Health Clinic have at least one physician 
on staff (in addition to a nurse practitioner or physician 
assistant) to supervise care delivery.  The regulations 
allow for the physician to work under contract or be em-
ployed, which enables an RHC to contract with a physi-
cian located in a different geographic area to provide 
supervision remotely using telecommunications. 

FIGURE 3-35 
Number of Rural Health Clinic Visits in 

Small Rural Hospitals 

Total number of visits at rural hospitals with rural health clinics.  Amounts shown are the 
median number of visits for each hospital in 2016-18. 
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The more patient visits the RHC expects to receive, the 
more primary care clinicians it will need in the clinic.  
Here again, unless the RHC is able to find clinicians able 
to work in the clinic on a part-time basis at a reasonable 
cost, it will need to add clinicians in one-FTE increments.   
Most RHCs with multiple clinicians have a mix of physi-

cians and NPs/PAs, and the mix differs from hospital to 

hospital, for three reasons: 

• It is generally harder to recruit and retain physicians 
than NPs/PAs in rural areas; 

• As shown in Figure 3-36, it costs an RHC two to three 
times as much or more to employ a physician as an 
NP or PA.  

• In order to receive full payment from Medicare for 
RHC visits, the RHC clinicians must meet a productivi-
ty standard established by the Centers for Medicare 
and Medicaid Services (CMS), and the standard is 
higher for physicians than for NPs and PAs.  Each 
physician FTE is expected to have at least 4,200 pa-
tients visits per year, whereas each NP/PA FTE is only 
expected to have 2,100 patients visits per year.  If a 
clinic wants to employ two clinicians, at least one will 
need to be an NP/PA to meet the Medicare regulatory 
requirements described earlier.  If the clinic hires a 
full-time physician in addition to the NP/PA, it would 
have to have at least 6,300 visits to meet the produc-
tivity standard, but if it hires an additional NP/PA, it 
would only need to have 4,200 visits.   As a result, a 
clinic that only expects to have 5,000 visits will be 
financially penalized for hiring a physician whereas a 
clinic with 7,000 visits will not.  Similarly, if a clinic 
has 11,000 visits, it could meet the productivity 
standard by employing 1 physician and 2-3 FTE nurse 
practitioners, or 2 physicians and 1 FTE nurse practi-
tioner, but if it employs more than 2 FTE physicians, it 
would likely experience a financial penalty from Medi-
care. 

Figure 3-37 shows that hospital-based RHCs have ap-
proximately one additional FTE clinician for every addi-
tional 4,000 visits.  In the majority of larger clinics, 40-

50% of the clinicians are physicians and the remainder 
are a combination of NPs and PAs. 

Other Clinicians 

Medicare and Medicaid will also pay for visits with clini-
cal psychologists and clinical social workers if the Rural 
Health Clinic employs or contracts with one or more of 
these clinicians to work at the RHC.  However, generally 
only RHCs in larger communities will have psychologists 
or social workers because there are not enough patients 
in smaller communities to justify hiring them. 

Nurses 

The majority of RHCs employ one or more nurses to 
complement the services provided by the physicians 
and NPs/PAs working in the clinic.  The clinic generally 
cannot be paid for a visit unless the patient sees one of 
the clinicians for a medically necessary reason, but the 
clinicians can see a larger number of patients if a nurse 
can provide a portion of the services to patients, includ-
ing things such as answering phone calls with ques-
tions, requests for medication refills, etc.   

A common arrangement is to have one FTE nurse for 
each FTE clinician, although clinics in smaller communi-
ties may have fewer nurses or no nurses at all, both 
because there are fewer patients to support the cost of 
a nurse and because it is difficult to attract and retain 
nurses to work in a small clinic in a rural area. 

RHCs are permitted to have nurses provide home care 
visits to patients, but only if there is no licensed home 
health agency serving the community.  Since most com-
munities are included in the official service area of a 
home health agency, most RHCs do not provide this 
service, even if the home health agency does not have 
adequate capacity to meet the need.  

Medicare and a growing number of payers are paying 
RHCs (and other primary care providers) for care man-
agement services to patients, and these services are 
most often delivered by nurses.  In some cases, the 

FIGURE 3-36 
Cost of Rural Health Clinic Clinicians 

in Small Rural Hospitals 

Total cost of clinicians divided by number of FTEs, for clinics with more than 0.5 FTEs of 
that type of clinician, at rural hospitals <$30 million total expenses.  Median 2016-18. 

FIGURE 3-37 
Number of Clinicians and Clinic Visits, 

Rural Health Clinics at Small Rural Hospitals 

Total number of FTE (full time equivalent) physicians, nurse practitioners, and physician 
assistants at RHCs operated by rural hospitals <$30M total expenses. Median 2016-18. 
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RHC’s existing nurses may have already been providing 
these case management services or they may be able to 
provide them in addition to their other duties, but in oth-
er cases, the RHC may need to hire one or more addi-
tional nurses in order to provide care management. 

Other Staff 

Most RHCs will also employ one or more medical assis-
tants or other types of staff to support patient care in 
the clinic. 

Other Costs 

The clinic will also require space, equipment, utilities, 
maintenance, supplies, etc.  If the clinic is not located in 
the same facility as the hospital, it may have to pay 
some or all of these costs directly, whereas if it is part of 
the hospital, it will generally be allocated a share of the 
hospital’s overall facility costs.  The clinic will also need 
to rely on the hospital’s central human resources, medi-
cal records, billing, and other services, and so a portion 
of the hospital’s costs for those services will be allocat-
ed to the clinic. 

Total Cost 

Figure 3-38 shows what the total cost could be at hypo-
thetical Rural Health Clinics with different numbers of 
visits, using assumptions about the number of clini-
cians, nurses, wage rates, benefit levels, and indirect 
costs that are based on the levels typically seen in small 
Rural Health Clinics.  These estimates are not intended 
to represent what the cost of any individual Rural Health 
Clinic should be nor are they intended to indicate what 
the differences in costs should be for RHCs with differ-
ent numbers of visits.  As discussed above, RHCs in dif-
ferent communities will have different numbers and 
types of clinicians and they will need to pay different 
amounts to their clinicians based on the RHC’s ability to 
recruit and retain clinicians in the community.   

Figure 3-39 shows that the hypothetical estimates in Fig-
ure 3-38 are similar to the actual median costs in 2016-
18 for RHCs with those numbers of visits.146  However, 
there is significant variation in the costs of RHCs.  Part of 
the variation is due to differences in the types of clini-
cians used, but much of it is due to variation in the 
amounts paid per clinician, as shown in Figure 3-36.   

FIGURE 3-39 
Actual vs. Estimated Costs of Rural Health Clinics  

at Small Rural Hospitals 

Actual amounts are for RHCs at rural hospitals <$30 million total expenses in 2016-18.   
Estimates (dotted line) are from Figure 3-38.  Adjusted values (solid line) are the  
estimated values reduced to reflect inflation between 2017 and 2020. 

FIGURE 3-38 
Cost of Rural Health Clinics at Hypothetical Rural Hospitals 

  RHC Visits RHC Visits RHC Visits RHC Visits 

  2,500 6,500 15,500 10,500 

Cost Component Unit Cost FTEs Cost FTEs Cost FTEs Cost FTEs Cost 

Physicians $165/hour 0.1 $34,000 1.0 $343,000 1.5 $515,000 2.0 $686,000 

NPs and PAs $70/hour 1.0 $146,000 1.0 $146,000 1.5 $218,000 3.0 $437,000 

RNs $32/hour 1.0 $67,000 2.0 $133,000 3.0 $200,000 5.0 $333,000 

Other Staff $17/hour 1.0 $35,000 1.0 $35,000 2.0 $71,000 4.0 $141,000 

Total Wages   $282,000  $657,000  $1,003,000  $1,597,000 

Benefits 20% of Wages  $56,000  $132,000  $201,000  $320,000 

Other Direct   $25,000  $50,000  $100,000  $150,000 

Total Direct   $363,000  $839,000  $1,304,000  $2,067,000 

Indirect Cost 70% of Direct  $254,000  $587,000  $913,000  $1,447,000 

Total Cost   $617,000  $1,426,000  $2,217,000  $3,514,000 
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3. The Average Cost Per Visit  
in Rural Health Clinics 

Since Rural Health Clinics are typically paid a fee for each 
visit to the clinic, the adequacy of the fee will depend on 
the average cost per visit in the clinic.  In the hypothetical 
examples shown in Figure 3-38, the average cost per visit 
ranges from $211 to $247.  The differences are primarily 
due to the differences in the numbers of physicians vs. 
non-physician clinicians.  Although physicians see a larger 
number of patients on average than NPs and PAs, the 
higher number of visits is generally not enough to offset 
the higher wages for physician shown in Figure 3-36.  As a 
result, all else being equal, an RHC with a higher ratio of 
physicians to NPs/PAs will tend to have a higher cost per 
visit.   

Figure 3-40 shows that the actual aver-
age cost per visit in most RHCs in 2016-
18 was generally between $175 and 
$275.  There is significant variation be-
cause of the significant variations in staff-
ing and wage rates. 

As with other services at small rural hos-
pitals, the average cost per visit is gener-
ally higher at hospitals with the smallest 
number of clinic visits.  However, be-
cause of the large degree of variation in 
the cost per visit, some hospitals with 
small numbers of visits have a lower av-
erage cost per visit than many hospitals 
with larger numbers of visits.  

4. Impact of Changes in Volume 
on the Cost Per Visit 

At an individual Rural Health Clinic, the 
average cost per visit can change signifi-
cantly over the course of a year depend-
ing on how the number of visits changes.  
The number of visits the clinic receives 
will vary from year to year and month to 
month based on the weather, the health 

of the population, the level of unemployment in the com-
munity, when patients have reached the deductibles in 
their insurance plans, etc.  However, since the clinic staff-
ing cannot be adjusted in small increments, the cost of 
the clinic will typically change very little when the number 
of visits changes by small amounts.  This means that the 
cost per visit will increase when the number of visits de-
creases, and the cost per visit will decrease when the 
number of visits increases. 

For example, Figure 3-41 shows the hypothetical RHC 
with 2 clinicians that was previously shown in Figure 3-
38.  If patients make the 6,500 visits the clinic expected 
to receive, the average cost per visit will be $219.  How-
ever, if the clinic receives 10% fewer visits, it still needs 2 
clinicians to handle that volume of patients, so its costs 
will stay the same, and the cost per visit will increase by 
11% to $244.  If 10% more patients come to the RHC 
than expected, the existing physician and nurse practi-
tioner will likely be able to handle that increase in volume, 
so no change in staffing will be needed, and the average 
cost per visit will decrease by 9% to $199.   

5. The Problems Caused by Visit-Based Fees 

The standard fees for visits to primary care practices that 
are paid by Medicare, Medicaid, and commercial health 
plans are far below the average costs per visit shown in 
Figure 3-40.  Although Medicare pays RHCs operated by 
small rural hospitals based on their actual cost per visit, 
not based on the standard Medicare physician fee sched-
ule, private health plans typically pay standard fees for 
primary care visits regardless of whether they are deliv-
ered by a Rural Health Clinic or a small physician practice.  
Payments from private insurance plans are typically 
based on the relative values in the Medicare fee schedule 

FIGURE 3-41 
Cost of Rural Health Clinics at Hypothetical Rural Hospitals 

 RHC Visits RHC Visits RHC Visits 

 Baseline -10% +10% 

 6,500 5,850 7,150 

Cost Component FTEs Cost FTEs Cost FTEs Cost 

Physicians 1.0 $343,000 1.0 $343,000 1.0 $343,000 

NPs and PAs 1.0 $146,000 1.0 $146,000 1.0 $146,000 

RNs 2.0 $133,000 2.0 $133,000 2.0 $133,000 

Other Staff 1.0 $35,000 1.0 $35,000 1.0 $35,000 

Total Wages  $657,000  $657,000  $657,000 

Benefits  $132,000  $132,000  $132,000 

Other Direct  $50,000  $50,000  $50,000 

Total Direct  $839,000  $839,000  $839,000 

Indirect Cost  $587,000  $587,000  $587,000 

Total Cost  $1,426,000  $1,426,000  $1,426,000 

Cost Per Visit  $219  $244 
+11% 

 $199 
-9% 

FIGURE 3-40 
Cost Per Visit at Rural Health Clinics 
Operated by Small Rural Hospitals 

Total RHC cost divided by total RHC visits in 2016-18 at rural hospitals with less than 
$30 million in total expenses. 
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but may be higher or lower than the Medicare amounts.  
Medicare payments for Level 3 and Level 4 Evaluation & 
Management Office Visit for established patients, which 
are the most common types of visits in primary care 
practices, were $74 and $109 in 2018.  This means 
that a private payer would have to pay 2-3 times the 
Medicare standard fees in order to cover the average 
cost per visit at most RHCs in that year.147   

In addition, as discussed in earlier sections, the problem 
with fee-for-service payment is not just the amount of 
payment, but the method.  In the case of Rural Health 
Clinics, tying payments almost exclusively to the number 
of face-to-face visits with clinicians is problematic in a 
rural area where it can be difficult or even dangerous for 
a patient to travel to the clinic.  If the clinicians working 
at the RHC can provide the help a patient through a 
phone call or an email, thereby avoiding the need for the 
patient to actually come to the clinic, the clinic is finan-
cially penalized because it is not paid unless the patient 
comes to the clinic.  In the example shown in Figure 3-
41, if the clinic were to be paid an average of $219 per 
visit, it would be able to cover its costs, but if it helped 
10% of the patients without the need for a visit, it would 
lose 10% of its revenue and no longer be able to cover 
its costs.   

F. The Impact of  
Eliminating Inpatient Care 

It is often assumed that small rural hospitals would be 
financially better off if they did not have to provide inpa-
tient care.  This has led to proposals to increase Medi-
care payments for outpatient services at rural hospitals 
if they close their inpatient units.  For example, legisla-
tion has been introduced in Congress to allow rural hos-
pitals to convert to “Rural Emergency Medical Cen-
ters,”148 and the Medicare Payment Advisory Commis-
sion (MedPAC) has recommended that rural hospitals be 
given additional subsidies if they stop providing inpa-
tient services.149 

Eliminating Inpatient Care Would Harm Hospitals 
Financially 

However, eliminating inpatient care would actually make 
most small rural hospitals worse off financially.  There 
are three reasons for this: 

• Even though inpatient care is the most expensive 
service the hospital delivers on a per-patient basis, it 
is also the service the hospital delivers least frequent-
ly.  As a result, the cost of operating an inpatient unit 
is a small part of the hospital’s overall expenses.  As 
shown in Figure 3-2 earlier, the inpatient unit repre-
sents only 13-25% of the direct patient service costs 
at small rural hospitals, and since direct expenses are 
only 60% of the hospital’s total cost, the direct cost of 
the inpatient unit represents only about 8-15% of the 
hospital’s total expenses.   

• The payments the hospital receives for inpatient care 
cover not only the direct cost of the inpatient unit, but 
a portion of the hospital’s administrative costs and 
other overhead.  As shown in Figure 3-4, both the 
direct and indirect costs assigned to inpatient units 

represent 15-30% of the total expenses at small rural 
hospitals.  While some of the hospital’s overhead 
costs would decrease if there were no longer an inpa-
tient unit (particularly functions such as laundry and 
dietary services), most of the administrative costs will 
not change (for example, the hospital will still need 
accounting staff, billing staff, and maintenance staff 
for its outpatient units).  If there is no longer an inpa-
tient unit, the administrative costs that had been allo-
cated to it will have to be reallocated to the outpatient 
services the hospital delivers, and the hospital will 
have to try and recover those costs through higher 
charges for the outpatient services.  Even if Medicare 
would increase its payments for outpatient services at 
a hospital that stops delivering inpatient services, it is 
unlikely that private health plans would, so the hospi-
tal will likely lose more money on outpatient services 
than it does with the inpatient unit in operation. 

• When a patient is admitted to the hospital, the hospi-
tal is not only paid for the nursing care on the inpa-
tient unit, but also for any ancillary services the pa-
tient receives during their stay in the hospital, such as 
lab tests, imaging studies, etc.  Those payments help 
to cover the fixed costs of the ancillary services, so if 
the hospital no longer has inpatients, it will no longer 
receive those payments, and it will incur even higher 
losses on the ancillary services.   

Figure 3-42 shows that even at the smallest rural hospi-
tals, the hospital would lose far more in revenue by clos-
ing the inpatient unit than it would save from terminating 
the nursing staff that provided inpatient care and elimi-
nating other related costs.150  As a result, most hospitals 
would see their financial margins decrease, rather than 
improve.  Even significant increases in payments from 
Medicare for outpatient services would not be enough to 
offset these losses. 

Eliminating Inpatient Care Could  
Harm Rural Residents 

In addition to the negative impact on the hospitals’ fi-
nances, closing the inpatient units at most small rural 
hospitals would also have a negative impact on the rural 

FIGURE 3-42 
Financial Impact of Eliminating Inpatient Services 

at Small Rural Hospitals 

Amounts shown are medians for 2016-18 based on estimated reduction in costs and 
revenues for inpatient care at rural hospitals. 
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communities they serve, particularly for Medicare bene-
ficiaries.  Most of the inpatient admissions at small rural 
hospitals are senior citizens, and they are admitted for 
common acute medical conditions, such as cellulitis, 
pneumonia, and urinary tract infections, and for exacer-
bations of chronic diseases such as COPD, diabetes, 
and heart failure.  Although better primary care will help 
to reduce the frequency of these admissions, there will 
always be some patients who have a problem that re-
quires a short inpatient stay before they can be sent 
home safely, particularly if they live alone.  When a sen-
ior citizen or other community resident needs to be ad-
mitted to a hospital for a few days to address one of 
these conditions and there are no serious complica-
tions, it will be better for the patient to be admitted to 
the local hospital than to be transferred to a hospital in 
another city.  At the local hospital, their regular physi-
cian can care for them and their family and friends can 
more easily visit and support them, and it is likely they 
will receive good care at the local hospital as well as at a 
large, busy urban hospital. 

Moreover, as discussed earlier, most small rural hospi-
tals do not just provide acute care in their inpatient 
units; they also provide inpatient rehabilitation and/or 
long-term care services in the swing beds.  Closure of 
the inpatient unit would result in the loss of these ser-
vices for the community.  Since many small rural com-
munities do not have any Skilled Nursing Facilities sepa-
rate from the hospital, this means the residents of the 
community would have to go to facilities in other com-
munities for rehabilitation or long-term care, again sepa-
rating them from their community physicians and fami-
lies. 

G. Why Fee-for-Service Payment Will 
Never Sustain Rural Hospitals 

The analyses above make it clear that for every essential 
service that a hospital delivers, it will cost more to deliv-
er that service to the residents of a small rural communi-
ty than it would cost to deliver the same service in larger 
communities.  Consequently, the average payments per 
service or per patient at a small rural hospital will have 
to be higher than the amounts a larger hospital would 
need to receive for the same service lines.   

This does not necessarily mean that payments to small 
rural hospitals should be higher than what larger hospi-
tals currently do receive for those services, particularly 
from private health plans.  The data in Chapter II showed 
that many private health plans are paying small rural 
hospitals less than large hospitals for the same services, 
and that the majority of large hospitals receive payments 
from private health plans that are much higher than the 
costs of delivering services and in many cases higher 
than is necessary to offset losses from other payers.   

While increasing the fees paid for services at small rural 
hospitals could reduce or eliminate financial losses in 
the short run, fee for service payment will never be an 
effective solution in the long run because of a funda-
mental mismatch between the way fee-for-service pays 
for services and the way small hospitals incur costs for 
delivering services.  Most of the hospital’s costs in virtu-
ally every service line are either fixed or semi-variable, so 
as shown in Figure 3-43, when patients need fewer ser-
vices, revenues will decrease more than the cost of de-
livering the services will decrease, causing greater loss-
es for the hospital.  Conversely, if the volume of services 
increases, revenues will increase more than costs, creat-
ing profits for the hospital.  This creates an undesirable 
incentive to deliver unnecessary services to patients.  
Even if fees were increased sufficiently to cover current 
costs, any reduction in the volume of services could 
push the hospital back into the red, so the hospital will 

want find ways to deliver 
more services in order to 
create a financial cushion 
against losses. 

Consequently, a better  
method of paying hospitals 
is needed in addition to 
simply increasing the 
amounts of payments.  
Chapters IV-VI examine 
three different approaches 
have been used or proposed 
for paying rural hospitals– 
cost-based payment, global 
budgets, and shared sav-
ings – to determine how 
well they solve the problems 
of fee-for-service payment. 

 

FIGURE 3-43 



67 © Center for Healthcare Quality and Payment Reform (www.CHQPR.org) 

A. Cost-Based Payment as an  
Alternative to Fees for Services 

1. The History of Cost-Based Payment  
for Rural Hospitals in Medicare 

The financial problems small rural hospitals experience 
when they are paid the same amounts as larger hospi-
tals are not new; they have existed for more than three 
decades.  The primary approach used to date to address 
the problems has been to pay small, isolated hospitals 
using “cost-based payment” rather than standard fees 
for each service.   

When the Medicare program was first created in 1965, 
it paid all hospitals based on their “reasonable costs” of 
delivering services, and most private insurance plans 
paid the same way.  This enabled small rural hospitals 
to receive higher payments to cover higher costs.  How-
ever, because of the rapid growth in hospital spending 
that occurred under this system, Congress created the 
Inpatient Prospective Payment System (IPPS) in 1983 in 
an effort to control the cost of inpatient care.151  Under 
IPPS, hospitals began receiving predetermined fees 
(case rates) for inpatient admissions based on the 
health conditions treated and the procedures per-
formed, rather than the costs that were actually in-
curred.152   

Although the IPPS was generally viewed as successful in 
controlling Medicare spending on hospitals without 

harming patients, there were serious concern about the 
negative impact the IPPS system was having on small 
rural hospitals.  By the fourth year of the IPPS, most rural 
hospitals were losing money on their Medicare patients, 
while most urban hospitals were making profits on 
them.153 From 1985-1988, 140 rural hospitals had 
closed, most of which had less than 50 beds.154  A study 
by the U.S. General Accounting Office found that one-
third of the smallest rural hospitals that closed lost more 
money on Medicare patients than on other patients.155 

To address this problem, Congress created the Medicare 
Rural Hospital Flexibility Program156 in 1997.  States 
were permitted to designate rural hospitals as “Critical 
Access Hospitals” if they met certain criteria, and Medi-
care was required to pay Critical Access Hospitals (CAHs) 
for both their inpatient and outpatient services based on 
the reasonable cost of providing those services. 

2. The Impact of Cost-Based Payment  
on Critical Access Hospitals 

Today, the majority of rural hospitals are designated as 
Critical Access Hospitals, and over 80% of the smallest 
rural hospitals (those with less than $30 million in total 
expenses) are Critical Access Hospitals.  Although Critical 
Access Hospitals generally lose less money on services 
to their Medicare patients than other rural hospitals be-
cause of cost-based payment, most are not profitable on 
patient services overall.  Figure 4-1 shows that Critical 
Access Hospitals do only slightly better financially than 
other small rural hospitals in terms of their overall mar-

THE STRENGTHS AND WEAKNESSES 
OF COST-BASED PAYMENT 

IV. 
KEY POINTS 

Most small rural hospitals receive “cost-based payment” for services to Original Medicare beneficiaries.  Most of the small-
est rural hospitals are designated as “Critical Access Hospitals,” which enables them to receive payments for patients with 
Original Medicare based on the actual cost of the hospital’s services instead of receiving standard Medicare fees.  
(Medicare Advantage plans are not required to pay Critical Access Hospitals using cost-based payments or standard Medi-
care fees.)  Rural Health Clinics operated by small rural hospitals are also eligible for cost-based payment from Medicare.   

Payments under Medicare’s cost-based payment system are less than the actual costs of delivering services.  Not all ser-
vices are eligible for cost-based payment, and not all of the costs of services are included when payments are calculated.  
In addition, although Critical Access Hospitals were originally paid 101% of their eligible costs and Rural Health Clinics were 
paid 100% of their eligible costs, federal sequestration rules have reduced payments to only 99% and 98% of eligible costs 
since 2013. 

Medicare beneficiaries have to pay more for services at Critical Access Hospitals than at other hospitals of similar size.  
Medicare’s cost-based payments to a Critical Access Hospital (CAH) will generally be higher than Medicare fee-for-service 
payments, which is financially beneficial to the hospital.  However, Medicare rules require that the cost-sharing amounts 
paid by beneficiaries increase even more than the increase in Medicare payments, which makes services less affordable 
for patients. 

Critical Access Hospital status does not and cannot prevent rural hospitals from closing.  One-third of the rural hospital clo-
sures over the past decade have been Critical Access Hospitals.  Although Critical Access Hospitals generally lose less mon-
ey on Medicare patients than they would under standard Medicare fee-for-service payments, Critical Access Hospital status 
does nothing to prevent losses on patients with other kinds of insurance or on uninsured patients.   
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gins on patient services.  Two-thirds of Critical Access 
Hospitals lose money on patient services overall, com-
pared to 71% of non-Critical Access Hospitals.   

Moreover, Critical Access Hospital status has not pre-
vented rural hospitals from closing.  One-third of the 
rural hospital closures over the past decade have been 
Critical Access Hospitals, with higher percentages in 
some years, as shown in Figure 4-2. 

An obvious question is whether the failure of Critical 
Access Hospital status to prevent financial problems 
and closures is because of problems with the cost-
based payment methodology used or because other 
payers do not use it. 

B. How Cost-Based Payment  
for Rural Hospitals Works 

1. Why Cost-Based Payments  
Do Not Cover All Costs 

People who do not understand the complexities of Medi-
care’s cost-based payment system often inappropriately 
describe it as “cost-plus” payment, assuming that Medi-
care simply reimburses a rural hospital for any costs it 
incurs.  However, the reality is very different.  The 
amount of cost-based payment that a hospital receives 
under this system will almost always fall short of the 
hospital’s total costs because of four components of the 
payment methodology: 

1. Not all services and costs are eligible for cost-based 
payment.  Not every service the hospital delivers is 
eligible for cost-based payment.  For example, if the 
hospital operates an ambulance service, the hospi-
tal receives standard Medicare fees for that service, 
not a cost-based payment.  Moreover, even if a ser-
vice is eligible for cost-based payment, not every 
aspect of cost is eligible.  For example, the time an 
ED physician spends in the ED waiting for patients to 
arrive is considered an eligible cost, but the time the 
physician spends with ED patients is not.  (The hos-
pital receives a standard Medicare fee for each phy-
sician visit to pay for the time spent with patients, 
and this may or may not be more than the portion of 
the physician’s compensation that is allocated to 
patient visits.) 

2. Only the portion of the total eligible cost that is at-
tributable to Medicare patients is eligible for cost-
based payment.  Within each service line that is eli-
gible for cost-based payment, Medicare determines 
the proportion of the eligible costs that is attributa-
ble to Medicare patients.  Different formulas are 
used to determine this fraction for different types of 
services, but the basic concept is that if Medicare 
beneficiaries received x% of the services delivered in 
a service line, then Medicare pays for x% of the eligi-
ble costs of the service line.  Medicare does not pay 
for any of the costs associated with other patients, 
regardless of whether they are uninsured or whether 
the payments from their health plans are less than 
the cost of services.157 

3. Medicare’s payment is reduced by the patient’s cost-
sharing amount.  In the Medicare program, every 
beneficiary has to meet a deductible before Medi-
care will pay for a service, and beneficiaries are also 
required to pay co-insurance on all outpatient ser-
vices.  The total amount of cost-based payment the 
hospital is eligible to receive is reduced by the re-
quired amount of cost-sharing in order to determine 
the amount Medicare pays.  The hospital must then 
get the balance from the patient.  Because the cost 
of services at small rural hospitals is higher than 
what Medicare typically pays for services, the cost-
sharing amount for the beneficiaries is also higher.  
Although many Medicare beneficiaries have supple-
mental insurance plans that pay for their required 
cost-sharing, most do not.  If the patient cannot pay 
the cost-sharing, Medicare will pay 65% of the cost 
of the patient’s bad debt, but not the full amount. 

FIGURE 4-1 
Patient Service Margins at Critical Access Hospitals 

and Other Small Rural Hospitals 

Financial margin on patient services for rural hospitals with <$30 million in total  
expenses.  Values are the medians for each hospital from 2016-18. 

FIGURE 4-2 
Closures of Critical Access Hospitals 

and Other Rural Hospitals 

Source:  University of North Carolina, Cecil G. Sheps Center for Health Services Research 
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4. Sequestration reduces the Medicare payment.  The 
federal statute that created the cost-based payment 
system specifies that the total Medicare payment 
(including the patient cost-sharing amount) will be 
101% of the eligible cost.  However, under seques-
tration rules, all Medicare payments are reduced by 
2%, so in actuality, the hospital will only receive 
about 99% of its eligible costs.158   

2. Specific Issues with Cost-Based Payments 
for Outpatient and Ancillary Services 

For ED visits and for ancillary services such as lab tests 
and imaging studies (including ancillary services deliv-
ered to patients during an inpatient stay), the fraction of 
the eligible cost in the service line that is attributable to 
Medicare patients is determined based on the percent-
age of the hospital’s total charges for the services that 
were billed to Medicare beneficiaries.  For example, if 
50% of the hospital’s total charges for lab tests were 
billed to Medicare beneficiaries, then Medicare pays for 
50% of the eligible costs of the laboratory. 

For outpatient services such as ED visits and ancillary 
services, a Medicare beneficiary is generally responsible 
for paying co-insurance equal to 20% of the fee that 
Medicare pays for an outpatient service, and then Medi-
care pays the remainder (i.e., 80%) to the hospital.  At a 
rural hospital that is designated as a Critical Access Hos-
pital, beneficiaries are also required to pay co-insurance 
for these services, but the co-insurance amount is calcu-
lated differently.  Medicare beneficiaries are responsible 
for paying 20% of the amount the Critical Access Hospi-
tal charges for each service they receive, not 20% of the 
amount that Medicare pays.  This co-insurance amount 
is deducted from the cost-based amount calculated in 
the second step, and Medicare is then responsible for 
paying the balance to the hospital.  Since hospitals ordi-
narily will charge significantly more for an outpatient 
service than what it costs to deliver the service (since 
the hospital will be required to “discount” the charge by 
private insurance plans), this means that Medicare ben-
eficiaries will pay more than 20% of the cost of the ser-
vice, and Medicare will pay less than 80%. 

3. Specific Issues with Cost-Based Payment 
for Inpatient Services 

There are two differences in the way the cost-based pay-
ment for nursing care on an inpatient unit is deter-
mined: 

• The estimated cost of long-term nursing care in swing 
beds is excluded.  Since acute care and inpatient re-
habilitation are services covered by Medicare but long
-term nursing care is not, the cost of providing long-
term nursing care in swing beds has to be excluded 
from the total cost of the inpatient unit before calcu-
lating Medicare’s share of the cost.  However, it is 
impossible to precisely determine a small hospital’s 
cost for delivering long-term nursing care in swing 
beds because the long-term nursing care patients are 
generally on the same inpatient unit at the same time 
as patients who are receiving acute care or inpatient 
rehabilitation, and all of the patients are receiving 
care from the same nurses and nursing assistants.  

To address this, Medicare estimates the cost of the 
long-term nursing care using the per diem amount 
that the state Medicaid program pays for long-term 
nursing care.  For example, if the state Medicaid pro-
gram pays $180 per day for long-term care in a nurs-
ing facility, and if the hospital provided 1,000 days of 
long-term care in its swing beds during the year, then 
CMS will subtract $180,000 from the total cost of the 
inpatient unit in order to determine the cost of inpa-
tient acute and rehabilitative care.   

• Medicare’s share of costs is based on days of service 
rather than charges.  Medicare’s share of the estimat-
ed inpatient acute and rehabilitative cost is based on 
the number of days of inpatient care Medicare benefi-
ciaries receive rather than the hospital’s charges for 
those days.  The estimated cost of inpatient acute 
and rehabilitative care that was determined in the 
previous step is divided by the total number of days of 
inpatient acute and rehabilitative care provided on 
the inpatient unit to estimate the cost per day for in-
patient acute and rehabilitative care.  That estimated 
cost per day is then multiplied by the number of days 
of inpatient acute and rehabilitative care received by 
Medicare beneficiaries to determine the Medicare 
share of the cost.  Even if the Medicare beneficiaries 
are receiving higher-intensity care than other patients, 
unless the hospital has a separate Intensive Care 
Unit, the hospital will receive the same payment from 
Medicare for every day of patient care.  There is also 
no distinction made between how many patients re-
ceived acute care vs. rehabilitative care in swing 
beds. 

Using the Medicaid payment rate to estimate the cost of 
long-term nursing care in swing beds rather than the 
amount the hospital charges for that care means that 
the Medicare program is paying for a portion of the cost 
of long-term nursing care in Critical Access Hospitals if 
the Medicaid payment rate is below the actual average 
cost of providing long-term nursing care.  The subsidy is 
larger in states that have lower Medicaid payment rates.  
This may be the only way that residents of a small rural 
community can have access to long-term care services 
in the community, since it may be impossible for either 
the hospital or any other entity to operate a Skilled Nurs-
ing Facility with the standard amounts paid by Medicare 
for rehabilitation services and the standard payments 
from Medicaid for long-term services.  However, this 
Medicare subsidy is only available if there is at least one 
Medicare beneficiary receiving acute inpatient care in 
the hospital.  If the hospital were to no longer offer inpa-
tient acute care, the community would likely also lose 
the ability to support long-term care services. 

4. Specific Issues with Cost-Based Payment 
for Clinic and Rural Health Clinic Services 

If a Critical Access Hospital operates a clinic that is not 
designated as a Rural Health Clinic, even if the clinic is 
providing primary care services, Medicare will not pro-
vide cost-based payment for the physicians, nurse prac-
titioners, or physician assistants who work in the clinic, 
it will only provide cost-based payment for other costs 
such as nurses or equipment.  The cost of the compen-
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sation paid to clinicians has to be supported through 
standard Medicare fees.   

However, if the clinic is designated as a Rural Health 
Clinic, the hospital can receive cost-based payment for 
the clinicians as well as other costs.159  In fact, any rural 
hospital with less than 50 beds can receive cost-based 
payment for Rural Health Clinics.160   

The process for determining the Medicare payment for a 
Rural Health Clinic is similar to what is used for other 
services at Critical Access Hospitals, but there are sever-
al important differences:   

• As noted above, the salaries paid to physicians and 
other clinicians are considered eligible costs at an 
RHC, including all of the time they spend with pa-
tients.   

• At an RHC, the portion of costs attributable to Medi-
care beneficiaries is based on the percentage of total 
clinic visits they make, rather than on the percentage 
of total clinic charges, i.e., if Medicare beneficiaries 
make 50% of the visits to the clinic, then Medicare 
will generally pay 50% of the cost of operating the 
clinic, regardless of whether the Medicare patients 
spent more time in the clinic during their visits or re-
ceived more services during their visits than other 
patients.   

• Medicare reduces the share of the RHC’s cost that it 
supports if the clinicians fail to meet the Medicare 
productivity standards described in Chapter III.  The 
formula for determining the Medicare share of cost 
for RHC visits has three steps:  

 the total actual number of visits at the RHC is com-
pared to the total number of visits there would 
have been if each FTE physician had 4,200 visits 
and each FTE nurse practitioner or physician assis-
tant had 2,100 visits.  If the actual number of visits 
is lower than the minimum number required by the 
productivity standards, the minimum number of 
visits is used for calculating costs rather than the 
actual number of visits.  For example, if the RHC 
had 1 FTE physician and 1 FTE NP who saw a total 
5,000 patients during the year, that would be be-
low the productivity standard of 6,300 visits (4,200 
visits per FTE physician + 2,100 visits per FTE NP), 
so the clinic would be treated as though it had 
6,300 visits rather than 5,000.   

 the total eligible cost at the RHC is divided by the 
total number of visits determined in the previous 
step in order to calculate an adjusted cost per visit.  
In the example above, the adjusted cost per visit 
would be lower than the actual average cost per 
visit because the total cost is divided by 6,300 vis-
its rather than the actual number of 5,000. 

 the adjusted cost per visit calculated in the previ-
ous step is multiplied by the actual number of visits 
made by Medicare beneficiaries to determine the 
total amount of cost that Medicare supports.   

• At an RHC, the full “allowed amount” from Medicare 
is based on 100% of the eligible cost, not 101% as 
with other services at a Critical Access Hospital.   

• The Medicare beneficiary is responsible for paying co-
insurance equal to 20% of the clinic’s charge for the 

visit, but unlike Critical Access Hospital services, the 
beneficiary’s actual co-insurance payment is not de-
ducted from the Medicare payment.  Instead, Medi-
care pays 80% of what it has determined as the Medi-
care share of cost, regardless of whether the patient 
co-insurance payments are higher or lower than 20% 
of that amount.   

• The actual Medicare payment is then reduced by 2% 
because of sequestration, so the Medicare share of 
the payment is less than 80% of the actual costs.   

C. Examples of How Cost-Based  
Payment Affects Hospital Margins 

The implications of the many complex details in Medi-
care’s cost-based payment methodology can be seen 
more clearly by examining how cost-based payment 
would support the services in the hypothetical hospitals 
described in the previous chapter. 

1. Cost-Based Payment  
for Emergency Department Services 

Figure 4-3 shows the revenues and costs for an Emer-
gency Department at a hypothetical Critical Access Hos-
pital that has 5,000 total visits per year.  It is staffed 
identically to the example that was shown in Figures 3-7 
and 3-13 in Chapter III, so it has a total cost of $2.7 mil-
lion and an average cost per visit of $539.  In addition, 
at this hypothetical ED, it is assumed that: 

• 50% of the patients are Medicare beneficiaries (who 
are in the “Original Medicare” program, not a Medi-
care Advantage plan), 5% are uninsured, and the re-
mainder have an insurance plan (Medicaid, Medicare 
Advantage, or commercial insurance) that pays fees 
for services. 

• For each visit to the ED, the hospital charges the pa-
tient a total of $850 ($750 for the hospital services 
and $100 for the physician’s time), which is 50% 
more than the average cost of a visit.   

• Insurance plans other than Medicare are assumed to 
only pay an average of $400 for a visit ($240 for the 
facility fee and $160 for the physician), i.e., less than 
50% of the amount the hospital charges.  The hospital 
has to accept this as payment in full if it accepts the 
patients’ insurance.  

• The amounts that Medicare pays the hospital are:  

 a $178 physician fee for each visit.161   

 a cost-based payment for the hospital’s average 
cost per visit, which includes the cost of employing 
the physicians, except for the time the ED physi-
cians actually spend with patients.  In this hypo-
thetical ED, it is assumed that the ED physicians 
spend an average of 30 minutes with each patient. 

• Uninsured patients are unable to pay anything for a 
visit.   

The result is a loss of nearly $180,000 for the hospital.  
Even though the ED is receiving cost-based payment 
from Medicare, the fees paid by other payers are below 
the average cost per visit, and so total revenues fall 7% 
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FIGURE 4-3 
Revenue and Costs for the ED at a Hypothetical Critical Access Hospital 

 ED Visits Visit Charges % of Total Fee Per Visit $ 

Facility Payments       

 Medicare (Cost-Based) 2,500 $1,875,000 50%  $1,174,000 

 Other Payers (Fee-Based) 2,250 $1,688,000 45% $240 $540,000 

 Uninsured 250 $187,000 5%  $0 

 Subtotal 5,000 $3,750,000 100%  $1,714,000 

Physician Payments       

 Medicare (Fee-Based) 2,500   $178 $445,000 

 Other Payers (Fee-Based) 2,250   $160 $360,000 

 Uninsured 250    $0 

 Subtotal 5,000    $805,000 

Total Revenue      $2,519,000 

Cost      

 Facility Cost     $2,357,000 

 Physician Visit Time Cost     $340,000 

Total Cost     $2,697,000 

 

Profit/Loss (Margin)  
    

($178,000) 
-7% 

FIGURE 4-4 
Revenue and Costs for an Critical Access Hospital ED With More Visits 

 ED Visits Visit Charges % of Total Fee Per Visit $ 

Facility Payments       

 Medicare (Cost-Based) 6,250 $2,500,000 50%  $1,179,000 

 Other Payers (Fee-Based) 5,625 $2,250,000 45% $120 $675,000 

 Uninsured 625 $250,000 5%  $0 

 Subtotal 12,500 $5,000,000 100%  $1,854,000 

Physician Payments       

 Medicare (Fee-Based) 6,250   $178 $1,113,000 

 Other Payers (Fee-Based) 5,625   $60 $338,000 

 Uninsured 625    $0 

 Subtotal 12,500    $1,451,000 

Total Revenue      $3,305,000 

Cost      

 Facility Cost     $2,362,000 

 Physician Visit Time Cost     $851,000 

Total Cost     $3,213,000 

 

Profit/Loss (Margin)  
    

$92,000 
+3% 
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short of the amount needed to pay for the total cost of 
the ED.   

It is virtually impossible for the hospital to eliminate this 
loss by trying to reduce the cost in the ED.  The ED has 
the bare minimum staffing to manage patients that ar-
rive every 2 hours on average, so it cannot reduce staff 
without negatively affecting the quality of care.  Even if 
the hospital was able to reassign a portion of the over-
head costs to other departments, the payment from 
Medicare would decrease when the total cost is re-
duced, and the hospital would still lose money on the 
operation of the ED. 

Figure 4-4 shows an ED with many more visits – 12,500 
per year instead of 5,000.  The cost of operating this ED 
will be somewhat higher; it is assumed to be staffed the 
same as the example of an ED with 12,500 visits shown 
in Figure 3-7, so it has a total cost of $3.2 million.  Be-
cause of the much larger number of visits, its average 
cost per visit is only $257 – less than half as much as 
the smaller ED.  As a result, the hospital might only 
charge $500 per visit ($400 for the hospital services 
and $100 for the physician services).  Even if the hospi-
tal is only paid $180 by insurance plans other than Med-
icare, less than half as much as in the previous exam-
ple, Figure 4-4 shows that the hospital will have a small 
positive margin on the ED. 

Cost-based payment from Medicare does not prevent 
the smaller ED from having losses, and the profitability 
of the larger ED is primarily due to the higher volume of 
visits, not because of cost-based payments.162 

2. Cost-Based Payment for Inpatient Care 

Figure 4-5 shows the revenues and costs for an inpa-
tient unit at a hypothetical Critical Access Hospital.  The 
hospital has an average daily census of 9 patients, con-
sisting of an average of 1.5 acute patients per day, 1.5 
inpatient rehabilitation patients in swing beds each day, 
and 6 patients per day receiving long-term nursing care 
in a swing bed.  It is staffed identically to the example 
that was shown in Figure 3-22 in Chapter III, so it has a 
total cost of $3.2 million.  In addition, it is assumed that: 

• 50% of the patients receiving acute care or inpatient 
rehabilitation are Medicare beneficiaries (who are in 
the “Original Medicare” program, not a Medicare Ad-
vantage plan).  The remainder have health insurance 
plans (Medicaid, Medicare Advantage, or commercial 
insurance) that pay an average of $3,000 per day for 
acute care and $800 per day for inpatient rehabilita-
tion. 

• 50% of the patients receiving long-term nursing care 
in swing beds are Medicaid patients, and the Medi-
caid program pays $180 per day for this care.  The 
remainder are private-pay patients and the hospital 
charges them $300 per day. 

As shown in the figure, the result is a loss of over 
$230,000 for the hospital.  Even though Medicare is 
paying over $2,500 per day for both acute and inpatient 
rehabilitation, which is more than double the average 
cost per day on the inpatient unit, most of the patients 
are not Medicare patients, and the revenues from the 

other payers fall far short of the amount needed to cover 
the cost of the inpatient unit.   

It is virtually impossible for the hospital to eliminate this 
loss by reducing costs in the inpatient unit.  The unit has 
the bare minimum staffing to safely provide care for an 
average of 9 patients per day, so it cannot reduce staff.  
Even if the hospital reduced its overhead costs or reas-
signed a portion of the overhead cost to other depart-
ments, the hospital could still lose money on the opera-
tion of the inpatient unit and/or lose money hospital-
wide.163   

It might appear that the loss is primarily due to the low 
payments from Medicaid for the long-term nursing pa-
tients on swing beds.  However, the hospital has a lower 
average cost per day than it otherwise would because of 
the large number of patients receiving long-term nursing 
care, and under the formula used to determine the Med-
icare share of costs, the hospital gets higher Medicare 
payments because of those patients.   

Figure 4-6 shows what would happen if the hospital had 
no long-term nursing patients at all and solely provided 
care for the acute and inpatient rehabilitation patients.  
Even though the hospital’s average daily census would 
drop by 2/3 without the nursing patients, the hospital’s 
staffing would not decrease proportionally, since the 
hospital still has to have two nurses on the unit at all 
times.  (The staffing level in Figure 4-5 is the same as 
what was shown in Figure 3-20 in Chapter III for a hospi-
tal with an average daily census of 3.)  The net result is 
still a large loss for the hospital.   
 

3. Cost-Based Payment for a  
Rural Health Clinic 

Figure 4-7 shows the revenues and costs for a hypothet-
ical Rural Health Clinic that has 9,000 total visits per 
year.  It is staffed identically to the example that was 
shown for a 10,500-visit clinic in Figure 3-38 in Chapter 
III, so it has a total cost of $2.2 million.  In addition, at 
this hypothetical RHC, it is assumed that: 

• 50% of the visits are made by Medicare beneficiaries 
(who are in the “Original Medicare” program, not a 
Medicare Advantage plan), 5% of the patients are 
uninsured, and the remainder have an insurance plan 
that pays fees for services. 

• For each visit to the clinic, the hospital charges an 
average of $250, just slightly more than the average 
cost of a visit.   

• Insurance plans other than Medicare pay an average 
of $100 for a visit, and uninsured patients are unable 
to pay anything for a visit.   

The result is a loss of almost $700,000 for the hospital.  
The fees paid by payers other than Medicare, while they 
are similar to the amounts typically paid for primary care 
visits, are far below the hospital’s cost per visit.  Medi-
care pays less than the average cost per visit because 
9,000 visits is below the minimum that Medicare’s 
productivity standard requires for full cost-based pay-
ment.  Altogether, revenues fall 33% short of the amount 
needed to cover the clinic’s costs.   
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FIGURE 4-5 
Revenue and Costs for the Inpatient Unit at a Hypothetical CAH 

 Avg. Census # of Days Payment Per Day $ 

Acute Patient Revenue     

 Medicare (Cost-Based)  274 $2,521 $690,000 

 Other Payers (Fee-Based)  274 $3,000 $821,000 

 Subtotal 1.5 548  $1,511,000 

Swing SNF Patient Revenue     

 Medicare (Cost-Based)  274 $2,521 $690,000 

 Other Payers (Fee-Based) 1.5 274 $800 $219,000 

 Subtotal  548  $909,000 

Swing Nursing Patient Revenue     

 Medicaid (Fee-Based)  1,095 $180 $197,000 

 Private Pay (Fee-Based)  1,095 $300 $329,000 

 Subtotal 6.0 2, 190  $526,000 

Total Revenue 9.0 3,285  $2,946,000 

 

Total Cost    $3,184,000 

 

Profit/Loss (Margin) 
   

$238,000 
-7% 

FIGURE 4-6 
Inpatient Revenue and Costs with Only Acute and Rehabilitation Patients 

 Avg. Census # of Days Payment Per Day $ 

Acute Patient Revenue     

 Medicare (Cost-Based)  274 $2,198 $602,000 

 Other Payers (Fee-Based)  274 $3,000 $821,000 

 Subtotal 1.5 548  $1,423,000 

Swing SNF Patient Revenue     

 Medicare (Cost-Based)  274 $2,198 $602,000 

 Other Payers (Fee-Based) 1.5 274 $800 $219,000 

 Subtotal  548  $821,000 

Swing Nursing Patient Revenue     

 Medicaid (Fee-Based)  0 $180 $0 

 Private Pay (Fee-Based)  0 $300 $0 

 Subtotal 0.0 0  $0 

Total Revenue 3.0 1,096  $2,244,000 

 

Total Cost    $2,432,000 

 

Profit/Loss (Margin) 
   

$188,000 
-8% 



 74 Saving Rural Hospitals and Strengthening Rural Healthcare 

Even if the clinic used fewer physicians and more nurse 
practitioners, which would reduce the cost of the clinic 
and avoid the Medicare productivity penalty, the clinic 
would still lose money.  The only way for the clinic to be 
profitable is for other payers to pay more for visits to the 
clinic than the amounts typically paid for primary care 
visits. 

D. The Many Problems with  
Cost-Based Payment 

1. Cost-Based Payment from Medicare Does 
Not Solve Hospitals’ Financial Problems 

The previous section makes it clear that cost-based pay-
ment from Medicare does not and cannot eliminate the 
financial losses that small rural hospitals experience.  
As discussed in Chapter II, although Medicare patients 
represent a large portion of the patients at rural hospi-
tals, the majority of the patients are insured by payers 
that do not pay hospitals based on their actual costs:   

• Medicare Advantage plans are not required to pay 
Critical Access Hospitals or Rural Health Clinics based 
on their costs.  In fact, Chapter II showed that Medi-
care Advantage plans pay small rural hospitals signifi-
cantly less than the costs of services in two states 
where data are available. 

• Commercial insurance plans typically pay for hospital 
services based on a standard fee schedule or a per-
centage of the hospital’s charges, not based on the 
hospital’s actual costs.  As shown in Chapter II, com-
mercial insurance plans generally pay the same 

amount or less for hospital services at small hospitals 
as they pay larger hospitals, even though the costs at 
the smaller hospitals are higher, and the health plans 
pay small hospitals less than Medicare pays.   

• Commercial insurance plans typically pay for visits 
with primary care clinicians based on standard fees, 
regardless of whether the visits are made to an RHC 
or a physician practice.  Chapter II showed that hospi-
tals with Rural Health Clinics lose more on privately 
insured patients than those without an RHC. 

• Some state Medicaid programs pay Critical Access 
Hospitals based on their costs, but most do not.164   

• State Medicaid programs are not required to pay Ru-
ral Health Clinics based on their current costs; Medi-
caid payments are based on an amount calculated 
based on the costs at the RHC in the past with an 
adjustment for inflation.  The inflation-based increas-
es are often inadequate to cover the actual increases 
in the costs of employing clinicians and other staff.  
Although Medicaid payments are supposed to be 
“rebased” periodically to better reflect actual costs, 
this is often not done because of the higher payments 
that would be required. 

Although Critical Access Hospitals generally receive a 
higher amount from Medicare under cost-based pay-
ment than they would have under standard Medicare 
payment systems, the hospital still receives less than 
the actual cost of care because, under sequestration 
rules, the Medicare payment is no more than 99% of the 
actual costs.  However, even if the hospital received 
101% of its costs, a 1% margin would not be sufficient 
to offset the losses a typical hospital experiences on 

FIGURE 4-7 
Revenue and Costs for the Rural Health Clinic at a Hypothetical Rural Hospital 

 
RHC 
Visits Visit Charges 

% of 
Total 

Fee  
Per Visit $ 

Revenue      

 Medicare (Cost-Based) 4,500 $1,125,000 50%   

 Medicare (80% Adj. Cost):    $188 $845,000 

 Patient (20% of  Charge):    $54 $243,000 

 Total Medicare:    $238 $1,088,000 

 Other Payers (Fee-Based) 4,500 $1,215,000 50% $100 $450,000 

Total Revenue  9,000 $2,250,000 100%  $1,538,000 

 

Total Cost     $2,217,000 

 

Profit/Loss (Margin)  
    

($680,000) 
-31%. 

COST PER VISIT   Visits Per Visit  

Actual Cost Per Visit   9,000 $246  

Adjusted Cost Per Visit Minimum Visits: 9,450 $235  
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uninsured patients, much less on low payments from 
insured patients. 

2. Cost-Based Payment Penalizes Hospitals  
for Keeping Patients Healthy 

As discussed in Chapter III, the problem with fee-for-
service payment is not just that the amounts paid are 
generally lower than the costs of services at small hospi-
tals, but the payment system rewards hospitals for deliv-
ering unnecessary services and it penalizes hospitals for 
efforts to keep patients healthy and to make services 
more affordable for patients.  Cost-based payment from 
Medicare does not eliminate these problems.   

As shown in Chapter III, when the hospital is paid for ED 
services with visit-based fees, the hospital will lose mon-
ey if fewer patients need to visit the ED, and the hospital 
will benefit financially if more patients have emergen-
cies or use the ED as source of care.  The same problem 
exists under cost-based payment.  Because the Medi-
care payment is based on the proportion of ED charges 
billed to Medicare patients, if fewer Medicare patients 
come to the ED, Medicare’s payment will decrease.  Fig-
ure 4-8 shows what happens to the ED in Figure 4-4 if 
10% fewer Medicare patients make visits.  The cost-
based payment from Medicare decreases, so the ED 

now experiences a loss.  Conversely, if Medicare benefi-
ciaries made more visits to the ED, Medicare’s share of 
the ED cost would increase, and the profit in the ED 
would increase.  If visits by all types of patients de-
creased proportionally, Medicare’s share of costs would 
remain the same, and its payments for the ED would 
remain the same.  However, the fee-for-service pay-
ments from other insurers would decrease because 
there were fewer visits, so the hospital would still lose 
money. 

As a result, cost-based payment from Medicare creates 
the same perverse incentives as fee-for-service pay-
ment.  For example, if the hospital created more effec-
tive care management and preventive care services for 
patients that reduced the number of ED visits, the hospi-
tal would be penalized through greater financial losses 
in the ED.  The same thing would happen if the hospital 
reduced the number of Medicare beneficiaries needing 
inpatient care, lab tests, or other services. 
 

FIGURE 4-8 
Revenue and Costs for a CAH ED With a Reduction in Medicare Visits 

 BASELINE  CHANGE IN VISITS 

 
ED 

Visits 
% of 
Total $ 

ED 
Visits 

% of 
Total $ Change 

Facility Payments         

 Medicare (Cost-Based) 6,250 50% $1,179,000 5,625 47% $1,116,000 -5% 

 Other Payers (Fee-Based) 5,625 45% $675,000 5,625 47% $675,000 0% 

 Uninsured 625 5% $0 625 5% $0  

 Subtotal 12,500 100% $1,854,000 11,875 100% $1,791,000 -3% 

Physician Payments         

 Medicare (Fee-Based) 6,250  $1,113,000 6,250  $1,002,000 -10% 

 Other Payers (Fee-Based) 5,625  $338,000 5,625  $338,000 0% 

 Uninsured 625  $0 625  $0  

 Subtotal 12,500  $1,451,000 12,500  $1,340,000 -8% 

Total Revenue    $3,305,000   $3,131,000 -5% 

 

Cost        

 Facility Cost   $2,362,000   $2,404,000 +2% 

 Physician Visit Time Cost   $851,000   $809,000 -5% 

Total Cost   $3,213,000   $3,213,000 0% 

 

Profit/Loss (Margin)  
  

$92,000 
+3% 

  
($62,026) 

-2% 
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3. Medicare Beneficiaries  
Pay More for Outpatient Services  
Under Cost-Based Payment 

A Critical Access Hospital is paid more than other hospi-
tals for delivering a service if the cost of the service is 
higher than the standard Medicare payment.  Since 
Medicare beneficiaries are required to pay 20% co-
insurance on outpatient services, this means the benefi-
ciary will also pay more for services at Critical Access 
Hospitals than at other hospitals.   

Moreover, the percentage difference in payment is typi-
cally greater for the beneficiary than for the Medicare 
program, because the beneficiary is required to pay 20% 
of the hospital’s charge for the service, not 20% of the 
cost of the service.  A hospital cannot possibly break 
even on a service line if it does not charge more than 
the cost of services, since it has to make enough profit 
to cover bad debt and uninsured patients, and it gener-
ally has to set charges much higher than costs in order 
to give discounts to private insurance plans.  To the ex-
tent that the charge is higher than the cost, the co-
insurance for the Medicare beneficiary is also higher.   

For example, in the hypothetical ED shown in Figure 4-3, 
the hospital’s charge for the facility component of the 
visit is $750, which is about 60% more than the average 
$471 cost per visit.  Medicare beneficiaries are required 
to pay 20% of that charge, or $150, not 20% of the 
$471 cost, which would be $94.  Since the combined 
payment from both the beneficiary and Medicare is lim-
ited to the hospital’s cost, the beneficiary is actually 
contributing almost one-third of the total Medicare pay-
ment, rather than just 20%.   

The discounts demanded by most insurance plans re-
quire that hospitals set charges well above the actual 
cost of most services.  These plans usually pay less than 
50% of charges, so unless the hospital’s charge for a 
service is at least twice the cost of delivering the ser-
vice, it will lose money.  As shown in Chapter III, the 
charges for laboratory and radiology services at small 
hospitals are typically several times the average cost of 
the service.  If the hospital’s charge for a service is 2 
times the cost, a Medicare beneficiary who pays 20% of 
that charge is actually paying 40% of the cost of the ser-
vice (200% x 20% = 40%), and if the charge is 3 times 
the cost, the Medicare beneficiary is paying 60% of the 
cost.  An analysis by the HHS Office of Inspector General 
in 2014 found that Medicare beneficiaries pay nearly 
half of the costs of outpatient services at Critical Access 
Hospitals.165 

Medicare beneficiaries living in rural areas do not have 
higher incomes than beneficiaries living in urban areas, 
and they generally have lower incomes, so the higher co-
insurance amounts create more of a financial burden 
for them.  If they are unable to pay the full co-insurance 
amount, the hospital will have a higher loss from bad 
debt.  Unlike private insurance plans, Medicare reim-
burses hospitals for 65% of bad debt on Medicare pa-
tients, but it does not cover the full amount, so more 
bad debt due to higher co-insurance payments will 
mean larger losses for hospitals. 

4. Cost-Based Payment Creates a  
Much More Complex Payment System  
for Small Hospitals 

Fee-for-service payment is often criticized for its com-
plexity, but cost-based payment is even more complex:  

• The hospital still has to submit a claim for each indi-
vidual service delivered to Medicare beneficiaries.  
However, estimating the amount of payment it will 
receive for the claims requires determining the eligi-
ble costs of each service line, apportioning those 
costs to Medicare based on how many patients with 
other types of insurance received the service, deter-
mining patient cost-sharing based on the charge in-
stead of the payment, and many other steps.   

• The initial payment the hospital receives is based on 
the estimated costs of services in the current year.  
Medicare then reconciles the initial payments against 
the actual costs to determine the final payment.  This 
can result in the hospital having to repay Medicare if 
the estimated costs were higher than the actual 
costs.   

• In states that use Medicaid Managed Care Organiza-
tions (MCOs), the MCOs are only required to pay RHCs 
the standard fees they pay primary care practices, so 
the state has to make separate “wrap-around” pay-
ments to the RHC to make up the difference between 
those fees and the amounts the Medicaid agency is 
required to pay.  This requires the hospital to submit 
two separate bills for each clinic visit – one to the 
MCO and one to the state Medicaid agency. 

This greater complexity might be acceptable if cost-
based payment produced better results for rural hospi-
tals and their patients than fee-for-service, but as dis-
cussed above, rural hospitals can still lose large 
amounts of money on core services even with cost-
based payments from Medicare.  Moreover, if the hospi-
tal has to hire more staff or pay more to consultants in 
order to successfully manage this complexity, it will in-
crease administrative costs at the hospital and increase 
its financial losses. 

5. Does Cost-Based Payment  
Increase the Cost of Care? 

The obvious concern about cost-based payment is that it 
will encourage inefficiency and result in higher-cost care, 
which is why Medicare changed from a cost-based pay-
ment system to the IPPS in 1983.  However, the cost-
based payments from Medicare for Critical Access Hos-
pitals do not reward the hospitals for being inefficient, 
for several reasons: 

• If a hospital were to increase the amount it spends on 
a service line unnecessarily, e.g., by hiring unneces-
sary staff, or paying wages higher than necessary to 
fill positions, it would be worse off financially because 
only Medicare would pay more, and the higher pay-
ment from Medicare would not cover the increase in 
costs.  For example, if Medicare beneficiaries receive 
half of the services at the hospital, and if the hospi-
tal’s total cost increases by 10%, then the cost-based 
payment from Medicare would increase by 10%, but 
that higher revenue would cover at most 50% of the 
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higher cost.  Since other payers do not pay based on 
costs, the hospital’s revenue from other payers would 
not change, and profits would decrease or losses 
would increase by the amount of the increase in costs 
that is not assigned to Medicare patients.   

• If the hospital increased its charges in an effort to 
cover more of the increased costs, Medicare benefi-
ciaries would have to pay higher co-insurance pay-
ments (since their co-insurance is 20% of the hospi-
tal’s charge), which could increase the hospital’s bad 
debt and discourage beneficiaries from seeking ser-
vices from the hospital.  That could result in less Med-
icare revenue than expected, increasing losses. 

• Under sequestration rules, Medicare only pays 99% of 
costs, so if costs increase, the hospital also loses 
more on Medicare patients.   

While the cost-based payments from Medicare do not 
encourage inefficiency, neither do they encourage effi-
ciency.  If a hospital reduces its cost in a service line, 
Medicare payments will decrease proportionally.  The 
reduction in cost will improve the hospital’s margin for 
non-Medicare patients, but not for Medicare patients. 

E. Cost-Based Payment Doesn’t Solve 
Rural Hospital Problems 

For most very small rural hospitals, cost-based payment 
from Medicare will result in lower operating losses than 
standard Medicare payments because the cost per ser-
vice at those hospitals is higher than standard Medicare 
payment amounts.  As shown in Chapter II, small rural 
hospitals that are not designated as Critical Access Hos-
pitals have significantly higher losses on their Medicare 
patients than those which receive cost-based payments. 

However, as shown in Figure 4-1, most Critical Access 
Hospitals still lose money on patient services overall.  
Cost-based payment from Medicare can reduce losses 
at a hospital but it cannot eliminate them because there 
are no profits on the Medicare patients that can offset 

losses on other patients.  As shown in Figure 4-9, no mat-
ter whether the hospital delivers more services or fewer 
services, the hospital still loses money. 

Even if federal sequestration reductions were eliminated 
for Critical Access Hospitals, a 1% profit margin on ser-
vices to Medicare patients would not be enough to offset 
the significant losses most small rural hospitals experi-
ence on uninsured patients, Medicaid patients, and pa-
tients with Medicare Advantage or commercial insurance 
plans.  Proposals to expand the number of hospitals that 
quality for Critical Access Hospital status would likely only 
prevent closures of hospitals that have unusually high 
percentages of Medicare patients or that have high pay-
ments from private insurance plans. 

As shown in Chapter II, the biggest cause of financial 
problems at most small rural hospitals is low payments 
from private payers.  If private health plans that currently 
pay less than the cost of services at Critical Access Hospi-
tals began paying amounts equal to 101% of the cost of 
care for patients insured by those plans, losses would be 
reduced significantly for those hospitals, and some would 
become profitable overall.  Moreover, cost-based payment 
for all patients would reduce or eliminate the problematic 
incentives created by fee-for-service payment discussed 
earlier.  For example, if a hospital created a care manage-
ment program for individuals with chronic diseases that 
reduced the frequency with which those patients made 
ED visits or were admitted to the hospital, the hospital 
would no longer lose money simply because fewer pa-
tients needed services.   

Although cost-based payment from private payers in addi-
tion to Medicare would have many benefits for small rural 
hospitals compared to current payment systems, it has a 
fatal flaw.  As noted earlier, the reason that cost-based 
payment from Medicare does not result in significant inef-
ficiency at hospitals is because other payers do not pay 
based on costs.  If every payer paid a hospital at least 
100% of its share of the hospital’s costs, there would no 
longer be any incentive for efficiency.  A hospital could 
hire unnecessary employees, pay employees higher-than-
necessary salaries, purchase unnecessary equipment and 
supplies, etc. with no concern about losing money be-

cause the cost-based payments 
would increase sufficiently to pay for 
those higher costs.  If some payers 
paid 101% or more of costs, then 
the hospital could actually make 
higher profits by spending more 
money, which would result in higher 
spending by both patients and insur-
ance plans with no corresponding 
improvement in the quality of care.   

Although small rural hospitals need 
a different payment system from 
private payers, it cannot be the cost-
based payment system used by 
Medicare.  Moreover, because of the 
problems with the Medicare system, 
small rural hospitals also need a 
better payment system from Medi-
care.  Alternatives are needed that 
provide the benefits of cost-based 
payment without the problems.  

 

FIGURE 4-9 
Impact of Volume Changes on Hospital Margins Under Cost-Based Payment 
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Over the past several years, there has been growing 
discussion about using “global budgets” as a way of 
reducing financial problems for rural hospitals and pre-
venting closures.  Under a global budget, a hospital’s 
revenue is no longer based on the number of services 
that it delivers, so the hospital will not lose revenue if it 
delivers fewer services because of either a decline in 
population in the local community or improved health of 
the residents.   

Although various forms of global budgets for hospitals 
have been used in a number of other countries for dec-
ades, they have been used only rarely in the United 
States.  However, the State of Maryland now requires 
the use of global budgets for all hospitals in the state, 
and the CMS Center for Medicare and Medicaid Innova-
tion (CMMI) has funded a demonstration project in 
Pennsylvania under which several hospitals are receiv-
ing a portion of their payments based on a global budget 
model.  Interest in global budgets increased in 2020 
because many hospitals experienced significant reduc-
tions in revenue due to the lower volume of elective 
healthcare services during the coronavirus pandemic, 
and some or all of those revenue losses could have 

been prevented if the hospitals had been paid through 
a global budget.  In August 2020, CMMI announced the 
“Community Health Access and Rural Transformation 
(CHART) Model;” the CHART “Community Transfor-
mation Track” includes a component in which hospitals 
in up to 15 regions can receive payments under global 
hospital budget model. 

In contrast to fee-for-service payments and the cost-
based payments described in the previous chapter, 
there is no standard way of defining a global budget or 
paying a hospital based on one.  The impact of a global 
budget on a small rural hospital will depend heavily on 
the details of how the budget is designed, and also on 
the size and characteristics of the community the hospi-
tal serves.  The approach being used in Maryland is very 
different from the approaches being used in Pennsylva-
nia and in the CHART Model, and all three of those are 
different from the payment models used for hospitals in 
other countries.  Importantly, the primary goal of the 
global budget programs both in the U.S. and other 
countries has been to limit or reduce the amount of 
spending on hospitals, not to reduce financial losses 
and prevent closures of small, rural hospitals.   

THE STRENGTHS AND WEAKNESSES 
OF GLOBAL BUDGETS 

V. 
KEY POINTS 

The primary goal of most global hospital budget programs has been to reduce hospital spending, not to prevent closure of 
small hospitals.  Although “global hospital budgets” have been proposed as a way of helping small rural hospitals, most 
global budget programs were created in order to limit or reduce payments to hospitals, not to address shortfalls in payment 
or prevent closure of small rural hospitals.  Although Maryland’s global budget program has been cited as an example of 
how rural hospitals can benefit from this approach, the smallest rural hospital in Maryland closed in 2020 despite operat-
ing under the global budget system.   Under the Pennsylvania Rural Health Model, hospitals receive global budgets that are 
based on the amount of revenues they received in the past, and there is no assurance the budgets will cover the current 
cost of delivering essential services.  Under the CMS CHART Model, hospitals receive less revenue than they have received 
in the past, even if past revenues were insufficient to cover the costs of services. 

Hospital global budget programs are far more complex than they seem.  In Maryland, a state agency regulates the fees 
each hospital is paid for each individual services, and it uses complex formulas to establish an annual budget for each hos-
pital.  The hospital has to adjust its service fees during the year in order to stay within the budget, unless the state ap-
proves a modification to the budget.  In Maryland, all payers are required to pay the hospital the fees approved by the state, 
including Medicare and Medicaid.   

Some rural hospitals could benefit from a global budget program in the short run, but most would likely be harmed finan-
cially.  Hospitals in communities that are experiencing significant population losses or that deliver unnecessary services 
could benefit from a global budget program, at least in the short run, because revenues would no longer decrease when 
the volume of services decreases.  However, hospitals that experience higher costs or higher volumes of services due to 
circumstances beyond their control would likely be harmed, since their revenues would no longer increase to help cover the 
additional costs. 

Access to care for patients could be harmed by a global budget.  Under a global budget, a hospital receives the same 
amount of revenue regardless of how many services it delivers.  This can result in delays in patients receiving the services 
they need.  For example, Maryland has the longest emergency department wait times of any state in the country. 

Other countries have moved away from using global budget systems.  Global hospital budgets have been used for many 
decades outside of the U.S.  However, because of concerns about long waiting times for services, many countries have 
modified or replaced global budgets with “activity-based” payment systems, similar to some of the fee-for-service payment 
systems used in the U.S. 



79 © Center for Healthcare Quality and Payment Reform (www.CHQPR.org) 

A. Global Budgets in Maryland 

1. How Global Budgets Work in Maryland 

Since 2014, no hospital in Maryland has been permitted 
to receive more revenue for inpatient and outpatient 
services during a year than the amount of “Approved 
Regulated Revenue” the state has approved in advance.  
This revenue amount is determined through the state’s 
Global Budget Revenue program and is commonly re-
ferred to as the hospital’s “global budget.”   

The global budget is, in fact, a budget, not a payment.  A 
hospital is still paid a fee for each individual service it 
delivers, and that fee is paid by the individual health 
insurance plan that insures the patient who received the 
service.  The way the hospital stays within the budget is 
by changing the fees that it charges for services.  If the 
hospital’s revenue exceeds its budget, it must cut the 
fees that it charges for individual services.  If the hospi-
tal’s revenue falls short of its budget, it is permitted to 
increase its fees to make up the difference.   

Maryland can ensure that a hospital receives no more 
and no less than the global budget amount because the 
state has a power no other state has – it regulates the 
fees that hospitals charge for inpatient and outpatient 
services and every payer is required to pay the hospital 
those fees.  This includes payments for services deliv-
ered to Medicare beneficiaries, because Maryland is the 
only state in the country that has been given authority by 
Congress to determine the amounts that the Medicare 
program will pay for hospital services in the state.   

As a result, if a hospital has to charge more for services 
in order to get the full amount of revenue specified in 
the global budget, all health insurance plans, Medicaid, 
and Medicare must pay the higher fees.  Conversely, if 
the hospital needs to cut its fees in order to stay within 
the budget, the state can require that it do so.  A hospi-
tal is permitted to increase or decrease its fees by up to 
5% during the year in order to stay within the budget, 
and it can increase or decrease fees by as much as 10% 
if it receives approval from the state to do so.  If the hos-
pital’s actual revenue during the year ends up being 
higher or lower than the approved budget, then the hos-
pital’s fees have to be increased or decreased during 
the following year to make up the difference.166 

In contrast to other states, where there are typically 
large differences in the amounts paid for the same ser-
vice by Medicare, Medicaid, and different health insur-
ance plans, in Maryland, all payers pay essentially the 
same amount for each individual service.167  Moreover, 
the amounts payers pay are set at levels the state views 
as sufficient to cover the hospital’s cost of caring for 
uninsured patients. 

Both fees for individual services and the global budget 
amounts are determined by the Maryland Health Ser-
vices Cost Review Commission (HSCRC), an independ-
ent state commission led by 7 gubernatorially-appointed 
commissioners.  The Commission was created in 1971 
and it has been setting hospital rates for both Medicare 
and private payers since 1977.  The Commission sets 
rates for 47 acute general hospitals, 3 specialty hospi-
tals, and 3 psychiatric hospitals.  It has over 40 staff, 

and its budget is funded through an assessment on hos-
pitals rather than through general state tax revenues.168   

The HSCRC only regulates the prices of inpatient and 
outpatient hospital services.  It does not control the 
amounts that physicians and other providers are paid 
for the services they deliver, nor does it regulate other 
services that hospitals offer.  The formal name for the 
global budget is “Approved Regulated Revenue” be-
cause only the revenue for the services whose prices are 
regulated by HSCRC is included. 

2. The History and Goals of the  
Maryland Global Budget System  

Maryland’s global budget system was not created to 
solve financial challenges facing small or rural hospitals 
in the state.  The state’s rate regulation system already 
allowed it to ensure that a hospital received enough rev-
enue to cover its costs, since the state could authorize 
rate increases that all payers would have to pay.   

The problem Maryland was trying to address was over-
utilization of hospital services.  As shown in Figure 5-1, 
Maryland had the highest rate of hospital readmissions 
for Medicare beneficiaries in the country in 2010, and it 
also had one of the highest rates of hospital admissions.  
The global budgets were explicitly intended to serve as a 
“revenue constraint and quality improvement system” to 
“provide hospitals with strong financial incentives to 
manage their resources efficiently and effectively in or-
der to slow the rate of increase in health care costs and 
improve health care delivery processes and out-
comes.”169   

When hospitals are paid based on how many hospital 
admissions they have, they are financially penalized if 
they reduce avoidable hospital admissions and readmis-
sions.  Maryland’s rate regulation authority gave it the 
ability to eliminate that penalty by allowing a hospital to 
charge more for services when utilization decreased.  
However, doing this threatened to violate the terms of 
the federal waiver that allowed the state to set Medicare 
payment amounts.  The waiver was conditional on pay-
ments per admission for Medicare beneficiaries in Mary-

FIGURE 5-1 
Medicare Hospital Readmission Rates by State, 2010 

Source: Medicare Geographic Variation Public Use File. US = National average. 
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land increasing at a slower rate than the amounts Medi-
care paid in the rest of the country.  Even if total Medi-
care spending on hospital admissions in Maryland de-
creased because the number of hospital admissions 
decreased by more than the payment per admission 
increased, the state’s waiver was based solely on how 
much the Medicare payment per admission increased.   

To avoid this, Maryland entered into a revised agree-
ment with CMS in 2014 that held the state accountable 
for controlling Medicare spending on hospital services 
per beneficiary rather than the amount spent per admis-
sion.  Under what was known as the Maryland All-Payer 
Model, in return for continued ability to set hospital pay-
ment rates for Medicare, Maryland agreed to do the fol-
lowing things over a 5-year period:  

• Limit annual all-payer per capita inpatient and outpa-
tient hospital cost growth to the previous 10-year 
growth in gross state product (3.58%).  

• Generate $330 million in “savings” to Medicare 
based on the difference in the Medicare per-
beneficiary total hospital cost growth rate between 
Maryland and that of the nation overall.170  

• Reduce the 30-day readmission rate to the unadjust-
ed national Medicare average.  

• Reduce the rate of potentially preventable complica-
tions by nearly 30 percent.  

• Limit the annual growth rate in per-beneficiary total 
cost of care (TCOC) for Maryland Medicare beneficiar-
ies to no greater than one percentage point above the 
annual national Medicare growth rate in that year.  

• Limit the annual growth rate in per-beneficiary TCOC 
for Maryland Medicare beneficiaries to no greater 
than the national growth rate in at least 1 of any 2 
consecutive years.  

• Submit an annual report demonstrating performance 
on various population health measures.  

3. How Global Budgets in Maryland Are Set 

The process of setting global budgets for each hospital 
in Maryland is very complex.  In order to encourage re-
ductions in hospitalization and to satisfy the terms of 
the new Medicare waiver, a multi-step process is used 
to determine the global budget for each hospital.  Each 
year, the HSCRC determines a new budget for a hospital 
using the following factors:171 

• the amount of the hospital’s global budget in the pre-
vious year; 

• inflation in costs of drugs, supplies, and wages; 

• the hospital’s performance in improving quality, re-
ducing readmissions, reducing hospital-acquired con-
ditions, and reducing other types of potentially avoid-
able utilization; 

• changes in the amount of uncompensated care at the 
hospital; 

• changes in insurance coverage in the state that affect 
utilization of services; 

• changes in the size and composition of the population 
served by the hospital; 

• unanticipated events that significantly increase utiliza-
tion of hospital services (e.g., a natural disaster or 
epidemic); 

• changes in the hospital’s market share among Mary-
land residents (but only for services that are not 
deemed to represent “potentially avoidable utiliza-
tion”); 

• changes in the number of out-of-state residents using 
a hospital’s services; 

• the hospital’s efficiency in delivering services relative 
to other hospitals; 

• shifts in the delivery of services to unregulated set-
tings (e.g., ambulatory surgery centers or physician 
practice offices); 

• transfers of patients from one hospital to another; 

• amounts the hospital is required to pay the state un-
der various tax/assessment programs; 

• the variance between actual and approved revenue in 
the prior year; 

• the extent to which the state has generated the total 
amount of statewide savings in Medicare spending 
promised as part of the state’s agreement with CMS;  

• the growth in total hospital spending in Maryland rela-
tive to the state economy; and 

• changes requested by the hospital to support new 
service lines, capital needs, etc. 

Not only is the overall process complex, the calculations 
for many of the individual steps make it even more com-
plex.  For example, the budget is adjusted for changes in 
the population of the hospital’s service area using a De-
mographic Adjustment Factor determined through the 
following steps: 

1. A Virtual Patient Service Area (VPSA) is defined for 
each hospital based on the communities where the 
hospital’s patients live.  In more rural areas, the VPSA 
is defined in terms of counties, whereas in the rest of 
the state, it is defined in terms of zip codes.   

2. Each hospital is assigned a portion of the population 
of the VPSA as follows: 

 For each hospital, the number of Equivalent Case 
Mix Adjusted Discharges (ECMADs) is calculated for 
six separate age cohorts (0-14, 15-54, 55-64, 65-
74, 75-84, and 85+) in each county or zip code in 
the VPSA.  The ECMAD includes both inpatient and 
outpatient services; outpatient visits are converted 
to equivalent inpatient discharges using the ratio of 
average inpatient charges per discharge to the av-
erage outpatient charge per visit.  The case mix 
adjustments are determined for inpatient charges 
using the 3M APR-DRG grouper and for outpatient 
charges using the 3M EAPG (Enhanced Ambulatory 
Outpatient Groups) grouper.172   

 In each VPSA, estimates are made of the number of 
residents in each of the six separate age cohorts 
for the base year and the current year.   
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 The hospital is assigned a proportion of the base 
year population in each age cohort and county/zip 
code based on the number of ECMADs the hospital 
delivered to residents of that county/zip code in 
that age cohort relative to the total ECMADs deliv-
ered by all hospitals to residents of that county/zip 
code in that age cohort.  For example, if there are 
1,000 individuals ages 55-64 living in zip code X, if 
there were 20 Equivalent Case Mix Adjusted Dis-
charges of 55-64 year-old residents of zip code X at 
all hospitals in the base year, and if Hospital A de-
livered 10 of those discharges, then Hospital A 
would be assigned 50% (10/20) of the 1,000 55-
64 residents in zip code X. 

 The hospital’s assigned population in each age 
cohort and each county/zip code in the VPSA are 
summed to determine the hospital’s total base 
year service population. 

3. The age-adjusted population growth rate for the hos-
pital’s service population is determined as follows: 

 A relative cost weight is determined for each age 
cohort by taking the total statewide hospital charg-
es per capita for patients in each age cohort and 
dividing by the total statewide hospital charges per 
capita for all ages.  For example, if the average 
total charge per patient for patients age 55-64 is 
1.5 times the overall average charge per patient, 
then the age 55-64 cohort is assigned a weight of 
1.5. 

 In each age cohort in each county/zip code, the 
percentage growth in the number of residents be-
tween the base year and the projection year is esti-
mated.   

 The population growth rate in each age cohort and 
county/zip code is multiplied by the relative cost 
weight for that age cohort and county/zip code.  
For example, if the number of 55-64-year-olds liv-
ing in a particular zip code is estimated to have 
increased by 10% and the cost weight for 55-64-
year-olds is 1.5, then the adjusted growth rate for 
that age cohort is 15%. 

 The adjusted growth rate in each age cohort and 
county/zip code is multiplied by the hospital’s as-
signed population in that age cohort and county/
zip code, and the products are summed over all 
age cohorts and counties/zip codes in the VPSA 
and divided by the hospital’s total base year ser-
vice population to determine the hospital’s age-
adjusted projected population-related growth.    

4. A Demographic Adjustment Factor for the hospital is 
determined from the age-adjusted population growth 
rate for the hospital’s service area as follows: 

 The percentage of the hospital’s revenue that is 
determined to have resulted from Potentially Avoid-
able Utilization (PAU) is calculated.  PAU is deter-
mined by using computer programs to examine 
each of the hospital’s discharges and outpatient 
services and categorize them as either PAU or not.  
This includes:173 

 30-day, all-cause, all-hospital inpatient readmis-
sions, excluding planned readmissions; 

 Prevention quality indicator overall composite 
measure (PQI #90) as defined by the Agency for 

Healthcare Research and Quality (AHRQ) except for 
PQI 02 (Perforated Appendix) and PQI 09 (low birth 
weight); 

 65 potentially preventable conditions (PPCs) deter-
mined by 3M software; and 

 Outpatient rehospitalizations in the emergency 
room or observation occurring between 1 to 30 
days of an inpatient admission. 

 The hospital’s age-adjusted population growth rate 
is reduced by the PAU percentage.  For example, if 
the hospital’s age-adjusted population growth rate 
is 5% and if 20% of the hospital’s revenue was 
determined to be potentially avoidable, the growth 
rate would be reduced to 4%. 

 An “efficiency adjustment” may then be applied to 
this rate if the PAU/age-adjusted growth rates for 
all hospitals would result in total statewide hospi-
tal spending that exceeds the overall target popu-
lation increase allowance.  For example, if the total 
statewide increase in hospital spending would be 
2% but the target growth rate is 1%, then a 50% 
efficiency adjustment would be applied to every 
hospital’s PAU/age-adjusted rate to determine its 
final Demographic Adjustment Factor.  

Since many patients will have a choice of two or more 
hospitals for some or all of the services they need, ad-
justments have to be made to hospital budgets if pa-
tients begin using different hospitals for their services.  
A complex methodology is used to distinguish an in-
crease in a hospital’s market share from an increase in 
the number of services the hospital delivers to the 
same patients; the key steps are: 

1. The number of inpatient and outpatient services that 
each hospital delivers to patients living in a specific 
zip code or county is determined.  The number of 
admissions is calculated separately for each of 47 
service lines (defined by groups of APR-DRGs), and 
the number of outpatient services is calculated sep-
arately for 11 different service lines.   

2. Any inpatient or outpatient services that are deter-
mined to represent Potentially Avoidable Utilization 
are excluded from the totals.  This is designed to 
avoid giving a hospital credit for treating a patient 
who may not have needed the service and to avoid 
penalizing a hospital for not treating such a patient.  
In addition, a series of highly-specialized services 
such as organ transplants are excluded. 

3. The growth in volumes at hospitals with utilization 
increases is compared to the decline in volumes at 
hospitals with utilization decreases. The lesser of 
the total volume gains and losses is determined, 
and each hospital then receives its relative propor-
tion of that total. 
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4. The Impact of Maryland’s System  
on Small Rural Hospitals 

Maryland has no Critical Access Hospitals, and it had 
only one rural hospital that was as small as the hospi-
tals discussed in earlier sections of this report – the 
Edward W. McCready Memorial Hospital, located in the 
town of Crisfield on Maryland’s Lower Eastern Shore.  In 
2018, McCready Hospital had total operating expenses 
of $17.8 million and an average daily acute census of 
1.9 patients.  It was the only hospital in Somerset Coun-
ty, Maryland and served a population of about 7,000.  
As shown in Figure 5-2, the next closest hospital is the 
Peninsula Regional Health System in Salisbury, which is 
a 50-minute drive from Crisfield. 

Despite participating in the global budget program, 
McCready Hospital lost money every year from 2014 to 
2018.  As shown in Figure 5-3, losses were about -4% 
from 2015-2017, and then increased to more than -5% 
in 2018, and the hospital’s current net assets (current 
assets minus current liabilities) decreased every year as 
a result. 

Because of the losses, McCready was forced to close as 
a free-standing hospital in 2020.  Peninsula Regional 
Health System, which operates Peninsula Regional Med-
ical Center (the largest hospital on the Eastern Shore 
with 266 beds) and Nanticoke Memorial Hospital (a 139
-bed hospital in Seaford, Delaware), acquired the hospi-
tal’s facilities and it has stated that it plans to continue 
operating the emergency department and primary care 
clinic and providing laboratory/imaging services at the 
same site until it builds a new outpatient facility several 
miles away.  Inpatient and surgical services will no long-
er be delivered in Crisfield. 

A 2017 case study174 describing McCready Hospital 
stated that the HSCRC rate setting process was a 

“complicated and lengthy negotiation” that was “rarely 
finalized by the start of the fiscal year when it takes ef-
fect” and required hiring a consultant for “guidance in 
completing the complex rate-setting worksheet.”  The 
case study noted that because of the impact of utiliza-
tion variability on the hospital’s margins, the hospital 
staff had to continuously review revenues in order to 
make adjustments in fees to stay within the global budg-
et, and because of the hospital’s small size, it was diffi-
cult to make fee changes that would offset changes in 
utilization.  In a year when the hospital experienced sig-
nificant and unexpected growth in the volume of surger-
ies, the state reportedly worked with the hospital to in-
crease the global budget.  Moreover, changes in fees 
made during the year in order to stay within the global 
budget meant that patients could pay different amounts 
for the same test during the same year.  The case study 
also reported that McCready Hospital was able to open 
an urgent care center in a town 14 miles away because 
revenue from services delivered there would not be in-
cluded under the global budget.175 

5. The Impact of Maryland’s System  
on Larger Rural Hospitals 

Almost all of the hospitals in Maryland are in urban are-
as.  Only six of the hospitals that have participated in the 
global budget program were located in a rural communi-
ty, and the smallest of those (McCready Hospital) closed 
in 2020.  The five rural hospitals that are still open are 
large in size relative to rural hospitals in other parts of 
the country; all of them have more than $30 million in 
total annual expenses, and one spends over $200 mil-
lion per year.  However, despite participating in the glob-
al budget program, the majority of the hospitals had op-
erating losses in 2018. 

Several studies176 have examined the impact of the Mar-
yland global budget system on “rural hospitals,” but five 
of the eight hospitals examined in these studies are ac-
tually large hospitals that are not federally-designated as 
rural hospitals, while three of the six Maryland hospitals 
that are located in a rural area were not included in the 
analyses.177  The eight hospitals in these studies are 

FIGURE 5-3 
Total Margin and Net Current Assets 

Prior to Closure 
Edward W. McCready Hospital, Maryland 

McCready Hospital closed in 2020. 

FIGURE 5-2 
Edward W. McCready Hospital, Maryland 

Map shows the Lower Eastern Shore of Maryland.  The red line shows the most direct 
driving route from McCready Hospital to the next-closest hospital and the estimated 
travel time. 
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those where HSCRC implemented its initial version of 
the global budget methodology (the Total Patient Reve-
nue system, or “TPR”) in 2010.  The TPR hospitals are 
described as “rural” by HSCRC because each is the only 
hospital located in its community; HSCRC began imple-
mentation of global budgets at these hospitals because 
there was less need to make adjustments for changes 
in hospital market share than in areas that have multi-
ple hospitals.  Two of the other rural hospitals in the 
state (including the smallest hospital, McCready Hospi-
tal) began participating in a global payment arrange-
ment with HSCRC before 2010, and the studies exclud-
ed those two from the analyses because of that. 

The TPR hospitals are much larger and deliver far more 
inpatient care than most rural hospitals in other states.  
The median acute census of the TPR hospitals was 57 
in 2018, whereas the median number of acute patients 
in rural hospitals nationally was 7.  The median total 
expense of the TPR hospitals was $170 million in 2018, 
more than five times the median of $33 million for rural 
hospitals nationally.   

As shown in Figure 5-4, expenses in all of the core ser-
vice lines are much higher at the Maryland “rural” hospi-
tals than they are at most rural hospitals in other states.  
The difference is particularly large for inpatient care, 
which is consistent with the fact that Maryland has had 
much higher rates of hospital utilization than other 
states.  However, this difference means that the Mary-
land hospitals had much bigger opportunities to reduce 
inpatient admissions and spending than rural hospitals 
in other states would have, and the financial losses at 
the hospitals from such reductions would be much 
greater in Maryland than in other states in the absence 
of the global budget system. 

Since the primary goal of creating the global budgets 
was to encourage reductions in unnecessary hospital 
admissions and outpatient services, the primary focus 
of all of the studies has been determining whether the 
number of services delivered at the hospitals increased 
or decreased.  Three of the studies178 found there was 
no reduction in hospital admissions or readmissions at 
the TPR hospitals compared to similar hospitals that 
were not participating in the global payment arrange-

ment, but a fourth study found that inpatient admis-
sions decreased.179  Three of the studies found large 
reductions in outpatient services such as clinic visits 
and surgeries, but no significant change in Emergency 
Department visits.180  However, all of these studies only 
examined changes during the first few years after the 
global budgets and none examined changes in utiliza-
tion or spending after 2013.   

In 2014, the global budget program was expanded to 
include all hospitals in Maryland.  CMS conducted an 
evaluation of the impacts of the overall program that 
examined changes in utilization and spending through 
2018.181  This study found that there had been reduc-
tions in spending on hospital care and overall 
healthcare services for Medicare beneficiaries, but not 
for commercial insurance patients.  While the study 
found there were reductions in inpatient admissions for 
Medicare, Medicaid, and commercial insurance pa-
tients, the reductions were only statistically significant 
for Medicare patients.  The study authors reported that 
they did not find any consistent differences in the im-
pacts for rural vs. urban residents, but they defined 
“rural” as living in non-metropolitan areas, which includ-
ed urban areas as well as rural areas.   

6. The Impact of Maryland’s System  
on Patient Access to Services 

One of the principal concerns about a global budget 
system is whether it will be more difficult for a patient to 
obtain services.  If a hospital’s revenue is no longer tied 
to the number of services it delivers, then it no longer 
experiences any financial penalty if patients are denied 
services or if they have to wait to receive them, and it no 
longer has the ability to generate the additional revenue 
needed to pay for expanded service capacity.   

Many countries that have used global budgets for hospi-
tals have national systems for monitoring the amount of 
time that patients have to wait to receive services, but 
the U.S. has no such system because there have not 
been concerns about delays in service under fee-for-
service or cost-based payment systems.   

FIGURE 5-4 
Service Line Costs in Maryland TPR Hospitals 

and U.S. Rural Hospitals 

Values shown are median costs for 2016-18.  TPR = Maryland Total Patient Revenue 

FIGURE 5-5 
Median Time Spent Waiting in ED Before Being Seen 

Source: CMS Hospital Compare, 2017 data.  Red bar is Maryland. 
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As part of its Hospital Compare program, CMS does col-
lect information on the amount of time patients spend 
waiting to be seen in Emergency Departments and the 
amount of time patients who need to be admitted wait 
in the ED for a hospital bed.  As shown in Figure 5-5, 
patients in Maryland waited longer to be seen in the ED 
than in any other state in 2017.  In addition, patients in 
Maryland who needed to be admitted had a median wait 
of over 6 hours for a hospital bed, the second highest of 
any state.182 

The evaluation of the Maryland model conducted by 
CMS did not look at the issue of wait times for services.  
The study found that patients reported their experience 
in Maryland hospitals was worse than patients reported 
for comparison hospitals on nearly every experience 
measure examined, but the experience measures in 
Maryland did not worsen under the global budgets.  The 
study did find that Medicare beneficiaries were more 
likely to obtain services from physician’s offices than 
from hospital outpatient departments after the global 
budgets were put in place.183   

B. The Pennsylvania  
Rural Health Model 

1. The History and Goals of the  
Pennsylvania Rural Health Model 

The Pennsylvania Rural Health Model is a demonstra-
tion project that was created in 2017 by the CMS Center 
for Medicare and Medicaid Innovation (CMMI) specifical-
ly for rural hospitals in Pennsylvania.  It is designed to 
test whether paying rural hospitals a fixed, predeter-
mined amount for all hospital-based inpatient and out-
patient services (i.e., a “global budget”) will enable the 
hospitals “to invest in quality and preventive care, and 
to tailor their services to better meet the needs of their 
local communities.”184   

The Pennsylvania Rural Health Model is not designed to 
increase payments to rural hospitals in order to elimi-
nate or prevent financial losses; in fact, it is required to 
reduce the total amount that Medicare spends on hospi-
tal services for Medicare beneficiaries who live in the 
communities served by rural hospitals.  This includes 
both the Medicare payments to the rural hospitals under 
the global budget and payments to any other hospitals 
that provide services to the residents of the rural hospi-
tal’s service area, regardless of where those other hospi-
tals are located.  Pennsylvania is expected to achieve a 
cumulative total of $35 million in Medicare savings on 
hospital services for residents of the rural hospitals’ 
service areas by the end of the project.  “Savings” are 
calculated by comparing what Medicare actually spent 
on hospital services to a projection of what would have 
been spent if spending had increased at the rate that 
Medicare hospital spending increased in rural areas 
nationally.  In addition, the project is monitored to deter-
mine whether Medicare spending on all services, not 
just hospital services, has increased more than in other 
states. 

In order to receive the global budget payments, hospi-
tals are required to prepare a “Rural Hospital Transfor-

mation Plan,” which must be approved by both the state 
and CMMI.  CMMI is providing $25 million in grant fund-
ing to the state to create a Rural Health Redesign Center 
Authority to oversee the program, but there is no funding 
for the individual hospitals.  No information has been 
released about what would be contained in these Trans-
formation Plans or how they would be expected to re-
solve financial problems at hospitals that have been 
experiencing losses. 

The Pennsylvania Rural Health Model (PRHM) is not a 
permanent program.  Hospitals will only receive global 
budget payments for a period of either four or six years.  
During the fourth year of the program, CMS will assess 
the performance of the program during the first three 
years, and it will then decide whether to continue the 
program for a fifth and sixth year.  If the program is con-
tinued for six years, changes in Medicare payment will 
end after the 6-year period unless an evaluation shows 
that spending has been reduced and CMS agrees the 
program should be continued.   

The hospital global budgets were originally supposed to 
begin in January 2018, but due to difficulties in recruit-
ing hospitals to participate, the first hospitals did not 
begin participating until 2019.  The Pennsylvania Rural 
Health Redesign Center Authority was supposed to be 
established by January 2018, but the Pennsylvania Gen-
eral Assembly did not enact the enabling legislation until 
November 2019.   

2. How Global Budgets Work in Pennsylvania 

The global budgets used in the Pennsylvania Rural 
Health Model work very differently from those in Mary-
land: 

• Budgets are Payer-Specific, not truly “Global.”  In Mar-
yland, hospitals have a single global budget for their 
inpatient and outpatient revenue from all payers, and 
each payer’s share of the budget may differ from year 
to year depending on how many of that payer’s mem-
bers received services during the year and what kinds 
of service they received.  In Pennsylvania, a hospital 
has a separate budget amount for each payer, and 
there is no requirement that those budgets change in 
proportion to the relative numbers and types of ser-
vices received by each payer’s insured patients.   

• Hospitals Receive Periodic Budget Payments, Rather 
Than Fees for Services.  In Maryland, hospitals contin-
ue to get paid fees for individual services; the global 
budget is a mechanism for forcing the fee amounts to 
increase or decrease so that total revenue stays with-
in the global budget amount.  In Pennsylvania, Medi-
care and participating payers no longer pay fees to a 
participating hospital for individual services delivered; 
instead, they pay the hospital a predetermined 
amount regardless of the number of services the hos-
pital delivers to patients insured by that payer.   

• Pennsylvania Has No Authority to Ensure Budgets Are 
Adequate to Support Costs of Services for Insured 
and Uninsured Patients.  In Maryland, the HSCRC has 
the power to regulate the amounts that every payer, 
including Medicare, pays each hospital for its ser-
vices, and it can use that power to ensure that a hos-
pital’s total revenue is adequate to support the costs 



85 © Center for Healthcare Quality and Payment Reform (www.CHQPR.org) 

of services, including the costs of serving uninsured 
patients, and that each hospital receives revenues 
equal to its global budget.  Although the new Pennsyl-
vania Rural Health Redesign Center Authority is sup-
posed to determine what the global budgets for hos-
pitals should be, it cannot force Medicare or any 
health insurance plan to pay hospitals based on 
those budgets.   

• Not All Pennsylvania Hospitals Are Eligible to Partici-
pate.  In contrast to Maryland, where all hospitals are 
required to participate in the global budget system, 
participation in the Pennsylvania Rural Health Model 
is limited to hospitals in counties designated as 
“rural” by the Center for Rural Pennsylvania.   

• Participation by Hospitals in Pennsylvania is Volun-
tary.  Whereas all hospitals in Maryland are required 
to be paid under a global budget, participation in the 
Pennsylvania Rural Health Model is voluntary, and 
continued operation of the program is contingent on a 
minimum number of hospitals agreeing to participate.  
The agreement between CMMI and Pennsylvania re-
quired that a minimum of 6 hospitals participate in 
the program during the first year and that a minimum 
of 18 hospitals participate during the second year.  
However, only 5 hospitals agreed to participate in the 
first year and only 13 hospitals signed up for the sec-
ond year (2020), even though a total of 67 hospitals 
were eligible to participate (two of the eligible hospi-
tals closed since the program was first created).   

• Participation by Payers in Pennsylvania is Voluntary.  
In Maryland, all payers are required to participate in 
the global budget structure, but payer participation in 
the Pennsylvania Rural Health Model is voluntary.  
Not all commercial plans in the state are participat-
ing, including several large national payers.  The 
agreement between CMMI and Pennsylvania required 
that at least 90% of hospitals’ revenues come from 
payers who are participating in the program, but no 
information has been released as to whether that has 
happened. 

• Patient Cost-Sharing is Not Controlled in Pennsylva-
nia.  Maryland regulates the amounts paid by all pay-
ers, which includes the prices charged to individual 
patients who do not have insurance; moreover, by 
regulating the prices charged to insurance compa-
nies, Maryland also indirectly controls the cost-
sharing amounts paid by insured patients.  However, 
in Pennsylvania, the amounts that Medicare and oth-
er payers pay the hospital under the global budget 
represent only the insurer’s share of the payment for 
services.  The hospital still bills for individual services, 
and patients are still required to pay their share of 
those bills –patients without insurance are responsi-
ble for 100% of the hospital’s charge, and patients 
with insurance are responsible for the cost-sharing 
required under their insurance plan.   

Because of these differences, the impacts of the Penn-
sylvania Rural Health Model on hospitals, patients, and 
payers will likely be very different from the impacts seen 
under the Maryland system.  For example: 

• In Pennsylvania, a hospital’s total revenue will still 
increase or decrease based on changes in the volume 

of services delivered to patients whose insurance 
plans are not participating in the model.  If a hospital 
delivers fewer services to these patients, the hospi-
tals will experience financial losses. 

• In Pennsylvania, a participating payer could unilater-
ally reduce the size of its global budget at a hospital 
regardless of whether patients are receiving fewer 
services, and it could refuse to increase the size of 
the budget even if the hospital’s costs have increased 
for reasons beyond its control.  A payer whose mem-
bership decreases in the community served by a hos-
pital could decide to reduce the budget amount it 
contributed, while a payer that had an increase in 
membership could refuse to increase its contribution.  
These kinds of changes could lead to financial losses 
at participating hospitals. 

• In Pennsylvania, a hospital could still increase its total 
revenue by increasing the amounts it charges pa-
tients for services, since there is no global budget for 
the revenues the hospital receives directly from pa-
tients.  Pennsylvania does not regulate the prices 
hospitals charge, and an insurance plan participating 
in the global budget program would no longer have 
any reason to negotiate the amounts paid for individ-
ual services because the insurance company is pay-
ing the same amount in total regardless of what the 
hospital charges for individual services.  Consequent-
ly, patients could pay significantly more for services 
than they did prior to use of the global budget regard-
less of whether the volume of services decreases.   

• In Pennsylvania, if patients begin going to non-
participating hospitals to receive services instead of 
participating hospitals, the hospitals delivering the 
services will receive more revenue, since those hospi-
tals would be paid through standard fees for ser-
vices.185  Since the Pennsylvania Rural Health Model 
is required to limit the growth in total Medicare hospi-
tal spending, an increase in the number of services 
delivered by non-participating hospitals would mean 
that the global budgets at the participating hospitals 
would have to be reduced, potentially causing finan-
cial losses for the hospitals.186 

In addition to the above differences, the Pennsylvania 
Rural Health Redesign Center Authority is being funded 
entirely with federal funds under a grant from CMMI, 
whereas the HSCRC in Maryland is funded through an 
assessment on the hospitals in the state.  Although the 
Pennsylvania General Assembly enacted legislation cre-
ating the Pennsylvania Rural Health Redesign Center 
Authority, it did not appropriate any state funds to sup-
port it nor did it provide any other mechanism for it to 
generate funding.  Consequently, there is no assurance 
that it will continue operating after the federal grant 
funds run out. 

3. How Global Budgets in Pennsylvania  
Are Set 

In the first year that a hospital participates in the Penn-
sylvania Rural Health Model, its global budget payment 
from Medicare is determined using a simple formula.  
The global budget is supposed to be equal to the greater 
of: 1) the hospital’s Medicare revenue from the most 
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recent fiscal year for which complete claims data are 
available or 2) the average of the revenue in the three 
prior years.  Although there is a presumption that a simi-
lar methodology will be used by other payers, there is no 
requirement that they do so. 

Even if a hospital has been losing money with current 
fee-for-service or cost-based payment amounts, there is 
no explicit provision for increasing the initial global 
budget amounts to ensure they are individually or collec-
tively adequate to cover the cost of delivering services.  
The presumption is that the flexibility provided by the 
global budget will enable the hospital to modify its ser-
vices in some fashion to reduce its costs without harm-
ing the quality of care for patients. 

Most payment model demonstrations developed by the 
CMS Center for Medicare and Medicaid Innovation have 
set the initial payment amounts for participants at a 
level below the amount they would otherwise have ex-
pected to receive in order to produce savings for the 
Medicare program.  Presentations by CMMI about the 
global budget concept being used in Pennsylvania have 
indicated that some kind of “discount” will be applied to 
the global budget payments, either initially or after sev-
eral years, in order to reduce spending for payers, so 
depending on the amounts and timing of these reduc-
tions, they could potentially create financial losses for 
hospitals that have not had losses to date and they 
could increase current losses rather than reduce them. 

In subsequent years, the hospital’s global budget 
amount for Medicare is to be determined by adjusting 
the prior year’s budget for inflation, demographic shifts, 
service line changes, shifts in patient volume between 
hospitals, the hospital’s performance on quality 
measures and population health outcome measures, 
expected reductions in potentially avoidable admissions, 
and other factors.  However, no details on how these 
adjustments will be made have been publicly released, 
so it is unclear whether and how it will differ from the 
Maryland methodology described in the previous sec-
tion. 

There is a provision in the Pennsylvania Rural Health 
Model for increasing a hospital’s global budget amount 
from Medicare in later years if (1) there has been a re-
duction in Medicare’s total spending for patients living 
in the hospital’s service area and (2) the overall pro-
gram has been successful in achieving at least two of 
three population health goals: a) increasing access to 
primary and specialty care, b) reducing rural health dis-
parities through improved chronic disease management 
and preventive screenings, and c) decreasing deaths 
from substance use disorder and improving access to 
treatment for opioid abuse.  However, there is no explicit 
mechanism for increasing the global budget amount to 
provide the participating hospitals with additional re-
sources to achieve those goals.  Here again, there is an 
implicit presumption that the flexibility provided by the 
global budgets will enable participating hospitals to real-
locate their resources in a way that will result in better 
outcomes. 

4. Hospital Participation in the  
Pennsylvania Rural Health Model 

To date, most of the hospitals that have agreed to par-
ticipate in the Pennsylvania Rural Health Model are not 
small, rural hospitals.  Because the program defines 
“rural” differently than other federal programs, one-third 
(4) of the 13 participating hospitals are not classified as 
rural hospitals under standard CMS or HRSA definitions, 
and some rural hospitals were not eligible to participate. 
Of the 9 participating hospitals that are located in rural 
areas, the majority (5) had total expenses of more than 
$30 million in 2018, and two had total expenses of 
$100 million or more.  Only 4 hospitals are the kinds of 
small rural hospitals that are having the most serious 
problems nationally. 

The four small rural hospitals that are participating in 
the program had been losing money when they agreed 
to join, but as shown in Figure 5-6, the primary causes 
of the losses differ from those experienced by small ru-
ral hospitals in other parts of the country.  The losses for 
the four small rural hospitals in the Pennsylvania Rural 
Health Model are primarily coming from low Medicaid 
payments and patient bad debt (which likely represents 
either uninsured or underinsured patients).  Unlike most 
small rural hospitals across the country (and unlike oth-
er small rural hospitals in Pennsylvania), the small rural 
hospitals that are participating in the Pennsylvania pro-
gram have not been losing money on their private pay 
patients.  Since the Pennsylvania program is not de-
signed to increase Medicaid payments and since private 
payers appear to already have been paying more than 
the cost of services, it is not clear whether and how the 
global budget payments in the program will help the 
hospitals reduce their financial losses. 

FIGURE 5-6 
Components of Total Hospital Margin at Small 

Rural Hospitals in Pennsylvania Rural Health Model 

Median for 2016-18.  Margin for payer is divided by hospital’s total expenses. 
Includes only rural hospitals <$30 million total expenses in PA Rural Health Model. 
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C. The CMS CHART Model 

In August 2020, the CMS Center for Medicare and Medi-
caid Innovation (CMMI) announced the “Community 
Health Access and Rural Transformation (CHART) Mod-
el.”187  The “Community Transformation Track” of the 
CHART Model includes a component in which rural hos-
pitals can be paid by Medicare, Medicaid, and potential-
ly other payers through a global hospital budget ap-
proach.188   

The CHART Community Transformation Track has some 
similarities to the Pennsylvania Rural Health Model, but 
it also differs in significant ways:189  

• Only Hospitals in 15 Rural Communities Will Be Eligi-
ble to Participate.  Hospitals will only be eligible to 
participate if they are located in (or provide services 
to) one of 15 rural “Communities” across the country 
that are selected by CMMI based on an application 
submitted by the state Medicaid agency or another 
eligible “Lead Organization.”  A Community consists of 
one or more counties or census tracts, all of which 
are classified as rural by the Federal Office of Rural 
Health Policy.  (Counties and census tracts do not 
need to be contiguous.)   

• Most Small Rural Hospitals Will Not Be Able to Partici-
pate Individually.  A rural county or group of counties 
can only qualify as a rural Community if a minimum of 
10,000 Medicare FFS beneficiaries (i.e., individuals 
insured by Original Medicare) live in those counties.  
Less than 10% of small rural hospitals (i.e., those with 
less than 15 acute patients per day) are located in a 
county that has 10,000 or more residents on Original 
Medicare, and only 5% of very small rural hospitals 
(i.e., those with less than $20 million in total expens-
es) are located in a county with 10,000 or more resi-
dents on Original Medicare.  In most cases, multiple 
counties would have to be included in the rural Com-
munity and all or most of the hospitals in those coun-
ties would need to participate in order for any of the 
small rural hospitals to participate. 

• Participating Hospitals Must Agree to Make Changes 
in Services.  Even if a hospital is located in an area 
large enough to qualify as a rural Community and that 
area is selected by CMS for the CHART Model, the 
hospital can only participate if it agrees to change its 
services in accordance with a “Transformation Plan” 
developed by the Lead Organization.  The Transfor-
mation Plan, which has to be approved in advance by 
CMMI, must include requirements for expanded use 
of telehealth and methods of addressing population 
health disparities.   

• Participating Hospitals Will Receive a Fixed Amount of 
Revenue Instead of Current Payments for Services.  A 
participating hospital will receive a lump sum 
“Capitated Payment Amount” (CPA) instead of fees (or 
instead of cost-based payment for Critical Access 
Hospitals) for inpatient and outpatient services.  Alt-
hough the amount is calculated for a full year, the 
hospital will receive payments during the course of 
the year, similar to the Pennsylvania Rural Health 
Model.   

• Payments Will Only Change for a Subset of Hospital 
Services.  The Capitated Payment Amount applies 
only to inpatient hospital services, outpatient hospital 
services, and swing bed services at Critical Access 
Hospitals.  There is no change in payments for physi-
cian services and other professional services, Rural 
Health Clinic services, swing bed services at non-
Critical Access Hospitals, home health services, hos-
pice services, ambulance services, or inpatient reha-
bilitation services outside of swing beds.   

• Private Payers Are Not Required to Participate.  Un-
like the Pennsylvania Rural Health Model, there is no 
requirement that private health plans participate in 
the program.  Although the state Medicaid program is 
required to participate, no more than 75% of Medi-
caid payments to the hospitals have to be provided 
through a capitated payment arrangement.   

• Payments Will Be Reduced Below Inflation-Adjusted 
Revenues.  The methodology for calculating the Capi-
tated Payment Amount requires that the hospital’s 
payment be reduced below the amount of revenue 
the hospital would have based on inflationary adjust-
ments to previous years’ revenues.  The payment 
provided by Medicare would be reduced by a 0.5% 
“discount” during the first year, by 1.0 % in the sec-
ond year, and by between 1.0% and 4.0% in subse-
quent years compared to what the hospital would 
have expected to have received if prior revenues had 
increased by the amounts that would otherwise have 
been expected.  The reduction in payment is explicitly 
included “in order for payers to realize savings.”  CMS 
states that “it is expected that Participant Hospitals 
can achieve savings, despite the presence of a dis-
count, through reductions in avoidable utilization.”   

• Reductions in Payments Will Be Much Larger for 
Smaller Rural Hospitals and Smaller Rural Communi-
ties.  The size of the reduction in the hospital’s pay-
ment will be based on the total amount of Medicare 
revenue included under the Capitated Payment Ar-
rangement.  The reduction in payment to the hospital 
is larger if the total amount of Medicare revenue in-
volved is smaller.  By the sixth year of the program, 
the Capitated Payment Amount will be reduced by 4% 
if the hospitals in the community receive less than 
$15 million in Medicare payments for the services 
covered by the Capitated Payment Amounts.  (85% of 
small rural hospitals (i.e., rural hospitals with less 
than 15 acute patients per day) receive less than 
$15 million per year in Medicare payments and all 
rural hospitals with less than $30 million in total ex-
penses receive far less than that amount.)  The dis-
count is at least 3% if Medicare payments are less 
than $45 million per year; virtually all small rural hos-
pitals receive less than this amount, so they would all 
be subject to a reduction of 3-4% in their payments.  
In a community where more than $300 million in 
Medicare revenues are included, the reduction in 
payment is only 1%.  CMS states that the higher dis-
counts are intended to provide “an incentive for Com-
munities to recruit more hospitals to participate” and 
to increase “the likelihood that the [program] will 
yield savings that meet or exceed the amount of the 
cooperative funding.” 
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• Payments Will Be Reduced if the Community Popula-
tion Decreases.  The Capitated Payment Amount will 
be reduced if the number of Original Medicare benefi-
ciaries living in the rural Community decreases, even 
if the overall population of the community is decreas-
ing.   

• Payment Changes May Only Last for Six Years.  This is 
a demonstration project implemented by CMMI, and it 
is scheduled to end after six years.  The enabling leg-
islation for CMMI prohibits it from continuing demon-
stration projects unless they are expected to reduce 
Medicare spending or to improve quality without in-
creasing spending, so it would not be known until well 
into the program’s initial years of operation whether 
the payment changes would continue beyond six 
years. 

• Lead Organizations Could Provide Some Grant Fund-
ing to Hospitals.  A Lead Organization will be eligible 
to receive a grant of up to $2 million during the first 
year of the program, and an additional grant of up to 
$500,000 each year afterward for up to six years if 
their participation has been deemed “satisfactory” 
and if there has been an increase each year in the 
number of hospitals participating or the amount of 
revenue included in the capitated payments.  The 
Lead Organization is permitted to share these grant 
funds with participating hospitals to support care de-
livery redesign or the Lead Organization can agree to 
accept a smaller amount of funds in return for a lower 
discount factor for the participating hospitals. 

• The CHART Payments Are Not a True Global Budget.  
Although paying Capitated Payment Amounts instead 
of standard fees is similar to the approach used in 
the Pennsylvania Rural Health Model, the CHART 
Model represents less of a true “global budget” mod-
el than the Pennsylvania model, and far less than in 
Maryland.  In the CHART model, unless private health 
plans agree to participate, it is likely that less than 
50% of the hospital’s revenues would be replaced by 
the Capitated Payment Amounts, since they would 
only replace payments for a subset of services to Orig-
inal Medicare beneficiaries and a portion of Medicaid 
payments. 

D. Will a Global Budget Help  
a Small Rural Hospital? 

The Maryland and Pennsylvania programs provide little, 
if any, useful information about whether global budgets 
would help or hurt small rural hospitals in other states:   

• The only small rural hospital in Maryland closed while 
it was participating in the global budget program, but 
that may or may not be indicative of what would hap-
pen to other small rural hospitals if a similar program 
were created in their states.   

• There are only four small rural hospitals participating 
in the Pennsylvania program, and as discussed in the 
previous section, these hospitals differ in significant 
ways from small rural hospitals in other states.  Not 
only is the Pennsylvania program very different from 
the Maryland model, it has not been operating long 
enough to draw any conclusions about its impacts, 
and the impacts that occur during 2020 will not be 
indicative of what would happen in non-pandemic 
years.   

1. Factors Affecting the Impact of a  
Global Budget on a Rural Hospital 

The impact of a global budget on a rural hospital will 
depend on at least six factors:  

1. whether the hospital has been profitable, and which 
payers and services have contributed profits and 
losses; 

2. the extent to which the hospital can and should re-
duce, expand, or modify the types of services it is 
delivering;  

3. the year-to-year variability in the community’s need 
for services;  

4. the year-to-year variability in the hospital’s ability to 
attract and retain staff and the amounts it has to pay 
for staff, equipment, and supplies;  

5. whether the hospital’s global budget for the year will 
be adequate to cover the minimum costs the hospital 
will have to incur to deliver services, and whether 
and how the budget can be modified to respond to 
changes in community needs, the amounts the hos-
pital has to pay for personnel, equipment, drugs, etc.; 
and  

6. how the hospital will be paid for the services it deliv-
ers, and how the budget affects those payments. 

Since hospitals differ significantly on the first two fac-
tors, a global budget program could benefit some hospi-
tals while harming others.  Because the third and fourth 
factors change from year to year, a hospital could bene-
fit from the global budget in some years, but be harmed 
in other years.  And because there is no one standard 
approach for determining the amounts of global budgets 
and for ensuring hospitals receive the amount specified 
in the budget, a hospital that benefits under one ap-
proach to global budgets could be harmed under anoth-
er. 
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2. Impacts of a Global Budget  
Under Different Scenarios 

The only way to fully understand whether and when a 
small rural hospital would do better or worse under a 
global budget than fee-for-service or cost-based pay-
ment is to compare what its profits or losses would be 
under different scenarios about the volume of services 
and the cost of delivering those services.   

a. The Impact of a Global Budget  
on Emergency Department Services 

Figure 5-7 shows a hypothetical Emergency Department 
at a Critical Access Hospital under four different scenari-
os.  In the Status Quo scenario, the ED has 12,500 vis-
its, and the staffing and other costs for the ED are the 
same as those used in the example in Figure 4-4.  Also, 
as in Figure 4-4, it will be assumed that payers other 
than Medicare (i.e., Medicaid, Medicare Advantage, 
commercial insurance plans, and self-insured patients) 
pay an average of $180 per ED visit ($120 for the hospi-
tal and $60 for the physician), which is enough to gener-
ate a small (3%) profit for the ED.  Assuming that current 
payments are high enough to cover the costs of the ED 

enables the relative impacts of the global budget in dif-
ferent scenarios to be seen more easily.   

Three scenarios are used to show the impact on the hos-
pital when the number of visits changes: 

• In Scenario A, the number of visits decrease by 10%, 
so fee-based revenues decrease.  The cost-based 
payment from Medicare increases slightly because, 
with fewer visits, the physicians spend a smaller pro-
portion of their time seeing patients, which means 
that a larger share of the physicians’ compensation 
will be treated as a hospital cost (which is eligible for 
cost-based payment) rather than a professional ser-
vice (which is supposed to paid for using Medicare 
physician fees).  However, this increase in the cost-
based payment does not offset the reduction in fee-
based revenues, and the hospital now has a 2% loss 
in the service line. 

• In Scenario B, the number of visits increases by 10%, 
the cost-based payment decreases slightly, fee-based 
revenues increase, and the net result is an 8% profit 
for the hospital. 

• In Scenario C, the number of visits increases signifi-
cantly, and it is assumed that the volume of visits dur-

FIGURE 5-7 
ED Margins Under Cost-Based Payment With Changes in Visits 

 STATUS QUO 
SCENARIO A 
Fewer Visits 

SCENARIO C 
More Visits + Cost 

SCENARIO B 
More Visits 

 
ED 

Visits $ 
ED 

Visits $ 
ED 

Visits $ 
ED 

Visits $ 

Facility Payments          

 Medicare (Cost-Based) 6,250 $1,179,000 5,625 $1,220,000 6,875 $1,138,000 7,500 $1,459,000 

 Other (Fee-Based) 5,625 $675,000 5,063 $607,000 6,188 $742,000 6,750 $810,000 

 Uninsured 625 $0 563 $0 688 $0 750 $0 

 Subtotal 12,500 $1,854,000 11,250 $1,827,000 13,750 $1,880,000 15,000 $2,269,000 

Physician Payments          

 Medicare (Fee-Based) 6,250 $1,113,000 5,625 $1,002,000 6,875 $1,225,000 7,500 $1,336,000 

 Other (Fee-Based) 5,625 $338,000 5,063 $304,000 6,188 $371,000 6,750 $405,000 

 Uninsured 625 $0 563 $0 688 $0 750 $0 

 Subtotal 12,500 $1,451,000 11,250 $1,306,000 13,750 $1,596,000 15,000 $1,741,000 

Total Revenue   $3,305,000  $3,133,000  $3,476,000  $4,009,000 

 

Cost         

 Facility Cost  $2,362,000  $2,447,000  $2,277,000  $2,908,000 

 Physician Visit Time  $851,000  $766,000  $936,000  $1,021,000 

Total Cost  $3,213,000  $3,213,000  $3,213,000  $3,929,000 

 

Profit/Loss (Margin)  
 

$92,000 
+2.9% 

 
($80,000) 

-2.5% 
 

$263,000 
+8.2% 

 
$72,823 

+1.9% 

Cost Per Visit  $257  $286  $234  $262 
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ing certain times is sufficiently high that the hospital 
needs to hire 2 additional FTE physicians in order to 
have two physicians on the high-volume shifts instead 
of one.  Since the cost of operating the ED increases 
(the amount shown in Figure 5-7 is the same as the 
cost shown in Figure 3-7 for an ED with 15,000 vis-
its), the cost-based payment from Medicare increases 
to covers Medicare’s share of this.  Since the number 
of visits increases, the hospital receives more fee-
based revenue.  The net result is that the hospital ED 
remains profitable.  (The profitability will vary depend-
ing on exactly how much the total number of visits 
increases.) 

Figure 5-8 shows the same ED if the hospital receives a 
global budget for hospital services from Medicare and 
also from one-half of the non-Medicare payers.  It is as-
sumed here that the global budget amount allocated to 
the ED for each payer is the same as what the hospital 
would have received from that payer under the cost-
based and fee-based payments shown in Figure 5-7.  
Although the global budget is “global” and the hospital 
does not need to allocate the same proportion of reve-
nue to the ED as it did before, allocating more (or less) 

of the global budget to the ED would simply increase (or 
reduce) losses elsewhere.   

It is assumed that participation by payers in the global 
budget program is voluntary, and that half of the non-
Medicare payers continue to pay fees for each visit.  
Moreover, since hospital global budgets only constrain 
or replace revenues for hospital services, not physician 
services, the hospital continues to receive fees from all 
payers for the time the physicians spend with pa-
tients.190   

Under this payment arrangement: 

• In the status quo scenario, the hospital makes a 
small profit on the ED that is identical to what it re-
ceived under current payment systems because the 
costs and revenues are the same. 

• In Scenario A, fewer visits are made to the hospital 
ED.  The revenue for hospital services from Medicare 
does not change because it is coming from the global 
budget.  In contrast, the hospital would have received 
more revenue under cost-based payment (because a 
larger share of the physician compensation would be 

FIGURE 5-8 
ED Margins Under Global Payment With Changes in Visits 

 STATUS QUO 
SCENARIO A 
Fewer Visits 

SCENARIO C 
More Visits + Cost 

SCENARIO B 
More Visits 

 
ED 

Visits $ 
ED 

Visits $ 
ED 

Visits $ 
ED 

Visits $ 

Facility Payments          

 Medicare (Global) 6,250 $1,179,000 5,625 $1,179,000 6,875 $1,179,000 7,500 $1,179,000 

 Other Payers (Global) 2,813 $338,000 2,531 $338,000 3,094 $338,000 3,375 $338,000 

 Other (Fee-Based) 2,813 $337,000 2,531 $303,000 3,094 $371,000 3,375 $405,000 

 Uninsured 625 $0 563 $0 688 $0 750 $0 

 Subtotal 12,500 $1,854,000 11,250 $1,820,000 13,750 $1,888,000 15,000 $1,921,000 

Physician Payments          

 Medicare (Fee-Based) 6,250 $1,113,000 5,625 $1,002,000 6,875 $1,225,000 7,500 $1,336,000 

 Other (Fee-Based) 5,625 $338,000 5,063 $304,000 6,188 $371,000 6,750 $405,000 

 Uninsured 625 $0 563 $0 688 $0 750 $0 

 Subtotal 12,500 $1,451,000 11,250 $1,306,000 13,750 $1,596,000 15,000 $1,741,000 

Total Revenue   $3,305,000  $3,126,000  $3,484,000  $3,662,000 

 

Cost         

 Facility Cost  $2,362,000  $2,447,000  $2,277,000  $2,908,000 

 Physician Visit Time  $851,000  $766,000  $936,000  $1,021,000 

Total Cost  $3,213,000  $3,213,000  $3,213,000  $3,929,000 

 

Profit/Loss (Margin)  
 

$92,000 
+2.9% 

 
($87,000) 

-2.7% 
 

$271,000 
+8.4% 

 
($267,000) 

-6.8% 

Cost Per Visit  $257  $286  $234  $262 
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eligible for cost-based payment).  The revenue for 
hospital services from the subset of other payers that 
are participating in the global budget also stays the 
same, whereas that revenue would have decreased 
under fee-based payment.  The global budget does 
nothing to stop the loss of fee-based revenues from 
the payers that are not participating in the global 
budget program, and it does nothing to stop the loss 
of fee-based revenues from Medicare and other pay-
ers for physician services since those services are not 
part of the global budget.  The net effect is that the 
hospital experiences a larger reduction in revenue 
under the global budget than under the current pay-
ment system.  Since the total cost of the ED is the 
same, this means a bigger financial loss for the hospi-
tal. 

• In Scenario B, where visits increase, the opposite ef-
fect occurs.  The hospital receives more revenue, but 
a smaller increase than it would have under the cur-
rent system, so its profit increases by a smaller 
amount. 

• In Scenario C, the hospital incurs higher costs be-
cause it is employing additional physicians, but 
whereas the Medicare payment for hospital services 
would have increased under cost-based payment to 
cover a portion of the higher cost, the Medicare pay-
ment stays unchanged under the global budget.  The 
hospital has significantly more visits, but since half of 
the non-Medicare payers are paying based on a fixed 
global budget, revenues increase less than they 
would under the current payment system.  The net 
result is that the hospital experiences a significant 
loss.  

Although it is possible that the hospital would receive a 
higher global budget if the increase in ED visits was due 
to growth in the local population, it is also possible that 
the hospital would receive a lower global budget if the 
population decreased but the number of ED visits in-
creased due to more health problems among the re-
maining residents or reduced access to primary care 
services in the community. 

The side-by-side comparison of margins under the two 
payment systems in Figure 5-9 shows that under most 
of the different scenarios, the hospital is worse off finan-
cially under the global budget model than under the 
current payment system, and no better off under any of 
them.  The impacts would only be slightly different if the 
hospital were receiving all of its revenue for hospital 
services through a global budget, since less than 20% of 

the hospital component of revenues is coming from fees.  
If the hospital had a global payment for both hospital 
services and professional services, it would be even 
worse off under all of the scenarios, since the profes-
sional services component is more profitable for the hos-
pital than the hospital services component. 

Obviously, the impacts depend on the scenario, and it is 
certainly possible to construct scenarios in which the 
hospital would be better off under global payment than 
under current payment systems.  However, it is equally 
possible to construct scenarios in which there would 
even more negative impacts than what is shown in Fig-
ure 5-9.   

As noted above, the status quo scenario was construct-
ed assuming that the hospital’s current payments would 
be high enough to cover the cost of operating the ED, so 
that if the hospital received the same amount of revenue 
under a global budget, it would also be able to cover the 
cost.  Most small rural hospitals do not receive payments 
that are higher than their costs, so their actual margins 
under all of these scenarios would be much lower than 
those shown in Figure 5-9.  However, the relative differ-
ences between the scenarios and the differences be-
tween a global budget and cost-based payment in each 
scenario would still be similar to those shown in the fig-
ure.  For example, if the hospital had a loss of 5% under 
the current payment system, then it would also have a 
5% loss under the global budget, it would lose more than 
3% under Scenario A, its profit would be less than 8% 
under Scenario B, and it would lose even more than 5% 
under Scenario C.  The hospital would still lose more 
under Scenarios A and C under a global budget than it 
would under the current system. 

b. The Impact of a Global Budget on Inpatient Care  

Figure 5-10 shows a hypothetical inpatient unit at a Criti-
cal Access Hospital under four different scenarios.  For 
simplicity, it is assumed that the hospital only has acute 
inpatients (i.e. no swing beds), that half of the patients 
are Medicare beneficiaries, and all of the others have 
health insurance.  In the Status Quo scenario, the unit 
has an average daily census of 3.0, and the staffing and 
other costs are the same as what was used in Figure 4-6 
for an inpatient unit with an ADC of 3.   

Under current payment systems, the hospital would re-
ceive a cost-based payment for the Medicare beneficiar-
ies, and it would be paid fees for each admission or inpa-
tient day by other payers.  For purposes of this example, 

FIGURE 5-9 
ED Margins Under Cost-Based Payment vs. Global Budget 

  

STATUS QUO 
SCENARIO A 
Fewer Visits 

SCENARIO B 
More Visits 

SCENARIO C 
More Visits + 
Higher Cost 

ED Visits: 12,500 11,250 13,750 15,000 

Profit/Loss on ED:     

 Cost-Based + FFS +2.9% -2.5% +8.2% +1.9% 

 Global Budget +2.9% -2.7% +8.4% -6.8% 
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FIGURE 5-10 
Inpatient Margins Under Cost-Based Payment With Changes in Admissions 

 

STATUS QUO 
Acute Census: 3.0 

SCENARIO A 
Fewer Admissions 
Acute Census: 2.5 

SCENARIO B 
More Admissions 
Acute Census: 6.0 

SCENARIO C 
Higher Cost 

Acute Census: 3.0 

 Days $ Days $ Days $ Days $ 

Revenues         

 Medicare (Cost-Based) 548 $1,203,000 456 $1,203,000 1,095 $1,441,000 548 $1,263,000 

 Other Payers (Per Diem) 548 $1,314,000 456 $1,095,000 1,095 $2,628,000 548 $1,314,000 

Total Revenue   $2,517,000  $2,298,000  $4,069,000  $2,577,000 

 

Total Cost  $2,432,000  $2,432,000  $2,911,000  $2,552,000 

 

Profit/Loss (Margin)  
 

$86,000 
3.5% 

 
($134,000) 

-5.5% 
 

$1,158,000 
+39.8% 

 
$25,000 

+1.0% 

 

Cost Per Day  $2,221  $2,665  $1,329  $2,330 

Other Payer Per Diem Fee  $2,400  $2,400  $2,400  $2,400 

FIGURE 5-11 
Inpatient Margins Under Global Budget With Changes in Admissions 

 

STATUS QUO 
Acute Census: 3.0 

SCENARIO A 
Fewer Admissions 
Acute Census: 2.5 

SCENARIO B 
More Admissions 
Acute Census: 6.0 

SCENARIO C 
Higher Cost 

Acute Census: 3.0 

 Days $ Days $ Days $ Days $ 

Revenues         

 Medicare (Global) 548 $1,203,000 456 $1,203,000 1,095 $1,203,000 548 $1,203,000 

 Other Payers (Global) 274 $657,000 228 $657,000 548 $657,000 274 $657,000 

 Other Payers (Per Diem) 274 $657,000 228 $548,000 548 $1,314,000 274 $657,000 

Total Revenue   $2,517,000  $2,408,000  $3,174,000  $2,517,000 

 

Total Cost  $2,432,000  $2,432,000  $2,911,000  $2,552,000 

 

Profit/Loss (Margin)  
 

$86,000 
3.5% 

 
($24,000) 

-1.0% 
 

$263,000 
+9.1% 

 
($34,000) 

-1.3% 

 

Cost Per Day  $2,221  $2,665  $1,329  $2,330 

Other Payer Per Diem Fee 
 $2,400  $2,400  $2,400  $2,400 
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it is assumed that payers other than Medicare pay an 
average of $2,400 per day for inpatient care, which is 
enough to generate a small (3.5%) profit for the inpa-
tient unit.  (The payment amounts here are assumed to 
be higher than in the examples in the previous chapters 
in order to better show the relative impact of using a 
global budget to pay for services.) 

Three scenarios are used to show the impact of changes 
in acute admissions: 

• In Scenario A, the average daily acute census de-
creases to 2.5, with the reduction equally split be-
tween patients on Medicare and other types of insur-
ance.  The Medicare cost-based payment does not 
change because the cost of the unit does not change 
and Medicare beneficiaries still represent 50% of 
patients.  However, revenues from the other payers 
decrease because there are fewer patients, so the 
hospital now experiences a loss.   

• In Scenario B, the average daily census doubles, and 
it is assumed the hospital needs to double the num-
ber of nurses on the unit.191  Because the costs have 
increased, Medicare pays a higher amount, and be-
cause there are more non-Medicare patients, fee-for-
service revenues increase, and the hospital’s profit 
on the unit increases significantly.  The hospital could 
even reduce the amount it charges for inpatient care 
significantly and still make a profit on the unit. 

• In Scenario C, the average daily census stays the 
same, but the cost of operating the unit increases, 
perhaps because one of the nurses became ill and 
the hospital had to hire a temporary nurse to fill the 
position at a higher cost.  Although the Medicare pay-
ment increases because of the higher cost, that only 
covers 50% of the increase (since only half of the pa-
tients are Medicare beneficiaries), and the hospital 
now has a small loss on the unit. 

Figure 5-11 shows what would happen under the same 

scenarios if the hospital was receiving a global payment 

instead of cost-based payment from Medicare and a 

global payment instead of per diem payments from half 

of the other payers.   

• The global payments are assumed to be identical to 
what the hospital would have received under current 
payment systems, so the cost, revenue, and margin in 
the Status Quo scenario is the same.   

• In Scenario A, the global payments stay the same 
when the inpatient census decreases, and the hospi-

tal’s revenues only decrease for the payers who are 
not using a global budget.  As a result, the hospital 
loses money, but the loss is smaller than under the 
current payment system. 

• In Scenario B, the cost of operating the inpatient unit 
increases but the Medicare payment stays the same 
because it is no longer tied to the actual cost of the 
unit.  The number of patients on the unit increases, 
but revenues only increase for the subset of payers 
that are not using a global budget.  However, because 
the average cost per day decreases but payment per 
admission remains the same, the increase in reve-
nues for the remaining fee-for-service patients ex-
ceeds the increase in the cost of services, and the 
hospital makes a higher profit on the unit, but much 
less than it would have made under the current pay-
ment system, and it would not be able to reduce the 
fees it charges for patient care. 

• In Scenario C, the cost of caring for the same number 
of patients increases, but none of the hospitals’ reve-
nues are based on actual cost, so the hospital loses 
money and the loss is larger than it would have been 
under the current payment system. 

The side-by-side comparison in Figure 5-12 shows that 
under two of the three scenarios, the hospital is worse 
off financially under the global budget model than under 
the current payment system.  Under Scenario A, alt-
hough the hospital is better off than it would have been 
under the current payment system, it still experiences a 
loss from reducing hospital admissions or readmissions.  
Scenario C shows that the stable, predictable revenue 
provided by the global budget is not an advantage for a 
hospital that experiences unexpectedly higher costs. 

If the hospital were receiving all of its revenue for hospi-
tal services through a global budget, there would be no 
loss under Scenario A, but the loss would be greater un-
der Scenario B since there would be no increase in reve-
nue at all to offset the higher costs required to care for 
additional patients.   

Here again, the impacts depend on the scenario.  Under 
different scenarios, the hospital would be better off un-
der a global budget in some scenarios and worse off in 
others.  The impacts also depend on the hospital, since 
changes in patient volume affect costs differently at dif-
ferent hospitals, and different hospitals face differing 
degrees of variability in their costs from year to year.   

FIGURE 5-12 
Inpatient Margins Under Cost-Based Payment vs. Global Budget 

  

STATUS QUO 
SCENARIO A 

Fewer Admissions 
SCENARIO B 

More Admissions 
SCENARIO C 
Higher Cost 

Acute Census 3.0 2.5 6.0 3.0 

Profit/Loss on Inpatient Unit:     

 Cost-Based + FFS +3.5% -5.5% +39.8% +1.0% 

 Global Budget +3.5% -1.0% +9.1% -1.3% 
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c. The Impact of a Global Budget on  
Ancillary Services 

The impact of a global budget on a hospital’s ability to 
deliver ancillary services such as laboratory tests, radiol-
ogy studies, drugs, and medical supplies depends heavi-
ly on the proportion of fixed, semi-variable, and variable 
costs in each service line.  In the ED and inpatient exam-
ples above, almost all of the costs are fixed costs or 
semi-variable costs, so the cost of the service line does 
not change with small changes in volume.  In those cas-
es, the biggest problem with the global budget arises 
when the volume of services increases by a large 
enough amount that the hospital has to increase its 
staffing, because the hospital’s cost increases but reve-
nue under the global budget stays the same.  (Even if 
there is an increase in the global budget the next year 
based on inflation, that would only cover higher costs 
due to inflation-based increases in wages, not the high-
er cost due to a higher staffing level.) 

In many other service lines, however, the hospital’s cost 
can change by large amounts even with small changes 
in volume because a higher proportion of the costs are 
variable costs.  For example, if the number of patients 
admitted to the hospital increases or decreases during 
the year, the hospital’s spending on medical supplies 
will generally increase or decrease proportionately, even 
if the staffing on the inpatient unit remains the same.  
Since the global budget does not change, the hospital 
will profit when the number of patients decreases and it 
will experience losses when the number of patients in-
creases.  

The biggest problems arise where (1) the cost of the 
service depends not only on how many patients receive 
a service, but on the specific type of service they need, 
and (2) where the cost to the hospital of the materials 
used to deliver the service can change significantly dur-
ing the course of the year.  For example, the amount 
that a hospital spends on drugs depends on how many 
patients it treats, what types of drugs are used for the 
treatments, and the price the hospital has to pay to ac-
quire the drugs.  Under both cost-based payment and 
fee-for-service payment, the hospital will receive more 
revenue when it uses more drugs or more expensive 
drugs, and under cost-based payment, it will also re-
ceive more revenue if the price of drugs increases sud-
denly during the year.  Conversely, the hospital will re-
ceive less revenue if it uses fewer drugs or less expen-
sive drugs.  However, under a global budget, the hospi-
tal receives the same revenue during the year regard-
less of how much it ends up having to spend on drugs, 
so it could experience large losses if the prices of drugs 
increase or if patients need particularly expensive drugs. 

d. The Impact of a Global Budget on  
Patients’ Access to Quality Care  

Because the hospital’s total expenses will increase by 
some amount when more patients receive services, but 
its revenue would remain the same under a global budg-
et, the hospital is financially penalized when more pa-
tients need services, and it is financially rewarded if it 
helps fewer patients.  Similarly, it is penalized when pa-
tients receive tests or treatments that involve more ex-

pensive supplies or drugs, and rewarded when it avoids 
using new and more expensive treatments. 

Although this creates a desirable incentive for the hospi-
tal to avoid delivering unnecessary services and unnec-
essarily expensive services, it creates a very undesirable 
financial incentive to limit or withhold access to neces-
sary services and to avoid using more expensive treat-
ments that achieve better outcomes for patients.  While 
some services are “high value” because they achieve 
better outcomes at a lower cost, others deliver high val-
ue because the better outcomes justify the higher cost.  
The incentives created by the global budget reward the 
hospital for delivering more of the first group but penal-
ize it for delivering more of the second. 

e. The Impact of a Global Budget on  
Affordability of Care for Patients 

A global budget does not guarantee that the cost of indi-
vidual services or the total spending on patients’ care 
will be lower.  The Maryland global budget model has 
been touted as having “reduced” the cost of hospital 
care, but this only means that the growth in spending in 
Maryland was lower than the growth in other states.  
Spending on hospital services did not actually decrease, 
and spending per patient (both on hospital services and 
all healthcare services) remained higher in Maryland 
than in other states.192  It is much easier to have below-
average increases in spending when baseline levels of 
spending are already above average.   

Moreover, Medicare pays far more for individual services 
in Maryland than it does in other states.  The evaluation 
conducted by CMS found that the payments for outpa-
tient services were 58-66% higher in Maryland than they 
would have been under standard Medicare payments 
and 33-44% higher for inpatient admissions.193  Since 
Medicare beneficiaries are responsible for 20% of the 
amount Medicare pays for outpatient services, the high-
er prices for outpatient services means Medicare benefi-
ciaries in Maryland pay more for those services than 
Medicare beneficiaries in other states.   

Private insurance plans and uninsured patients pay less 
for hospital services in Maryland than in other states, 
but this is not because either prices or revenues are 
constrained; it is due to the fact that Medicare, Medi-
caid, and Medicare Advantage plans are required to pay 
94% of the amounts that commercial insurance plans 
pay (i.e., a difference of 6%).  The evaluation of the Mar-
yland model conducted by CMS found that payments for 
commercial insurance payments for inpatient admis-
sions were 11-15% lower in Maryland than in a compari-
son group.  However, the evaluators reported that these 
lower payments did not fully offset the 33-44% higher 
payments from Medicare for inpatient admissions; i.e., 
overall prices for inpatient care were higher in Maryland.  
(The study did not examine private insurance payments 
for outpatient services.) 

In addition, the Maryland global budget model assures 
that a hospital receives no less than the full budget 
amount by allowing the hospital to increase the fees it 
charges for individual services.  This means that if the 
hospital delivers fewer services, patients will pay more 
for any services they receive until their deductible is met 
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and they will pay more for any services where cost-
sharing is proportional to the fee or charge for the ser-
vice.  Medicare and health insurance plans will collec-
tively pay no more than they would have otherwise be-
cause their total payments are constrained by the global 
budget, but individual patients could pay significantly 
more than they would have otherwise because of the 
higher prices for individual services. 

The amounts paid by patients could increase even more 
under the version of global budgets used in the Pennsyl-
vania Rural Health Model, because the global budgets in 
Pennsylvania constrain the portion of revenue that 
comes from the insurance plan but not the amount that 
comes from the patient, and because there is no con-
straint on the amount that comes from self-insured pa-
tients.  As a result, a hospital could still increase its rev-
enue by increasing charges for services, and all of that 
increase would come from patients. 

3. Ability of Global Budget Revenues  
to Sustain Rural Hospital Operations 

The scenarios discussed above examine the impacts of 
changes in service volumes and costs that occur during 
the course of a year under a global budget that has al-
ready been established for that year.  However, all of the 
scenarios assumed that (1) the amount of payment the 
hospital would receive under current payment systems 
was adequate to cover the cost of the services in the 
“status quo scenario,” and (2) the hospital would re-
ceive the same amount under the global budget as it 
would have received under current payment systems in 
the status quo scenario. 

The first assumption was used in an effort clearly show 
the impacts of the global budget payment method on 
the hospital’s finances under different scenarios, but 
the amount of the budget is also critical.  As shown in 
Chapter II, the payments most small rural hospitals are 
receiving from most payers are not adequate to cover 
their costs, so a global budget based on the amount of 
revenue they receive under current payment systems 
would not prevent them from closing. 

In the Maryland and Pennsylvania systems and in global 
budgets used in other countries, the hospital’s global 
budget for the year is not determined based on what the 
hospital would have received under fee-for-service or 
cost-based payment systems for a particular volume 
and mix of services.  The global budget for the year is 
based primarily on what the global budget was for the 
prior year.  Although formulas are used to make adjust-
ments for inflation, changes in the population of the 
community, and other factors, there is no assurance 
that these formulas will result in a budget that is ade-
quate to cover the hospital’s costs of delivering high-
quality services to patients.  In the CMS CHART Model, 
the increase in the discount factor every year would 
make it less likely that payments would be adequate to 
cover costs. 

There is also the potential that the global budget formu-
las will result in some hospitals receiving more revenues 
than they would have received under current payment 
systems, and potentially even more revenues than they 
need to cover the cost of services.  The possibility of this 

has been one of the attractions of the global budget 
concept for some hospitals.  Hospitals that have experi-
enced declining revenues because there are fewer peo-
ple living in their community, because the residents are 
healthier, or because the residents are more reluctant 
to receive elective services would have more stable rev-
enues under the global budget than under fee-for-
service or cost-based payment.  Under a global budget, 
hospitals that have the ability to eliminate services 
could reduce their costs without experiencing a loss in 
revenues, thereby reducing or eliminating financial loss-
es. 

The extent to which an individual hospital will benefit or 
suffer over time will vary, depending on the adequacy of 
the hospital’s revenues when it first began receiving a 
global budget, the way that its services and costs 
change over time, and the formula used to adjust the 
global budgets over time.   

Figure 5-13 shows the change in the patient service 
margin that all of the small rural hospitals in the U.S. 
would have experienced in 2015-2018 if they had be-
gun receiving all of their patient service revenues based 
on a global budget beginning in 2015.  The initial budg-
et in 2015 is based on the formula used in the Pennsyl-
vania Rural Health Model, i.e., the hospital receives the 
same amount in 2015 as the hospital’s revenue in 
2014 or the average of its 2012-2014 revenues, which-
ever is greater.  The budget in each subsequent year is 
then increased by the rate of growth in the GDP that 
year (which ranged between 3% and 5% in the 2016-18 
period).   

As shown in Figure 5-13, some hospitals would experi-
ence very large increases in their margins each year, 
while others would experience very large reductions.  
Overall, the majority of hospitals would have lower mar-
gins in each year than they would have had under their 
existing payment systems.  Although some individual 
hospitals would do worse in some years and better in 
other years, the negative impacts would outweigh the 
positive changes, and the cumulative change would be 
negative for the majority of hospitals.  If the budgets 
were to increase by amounts smaller than the GDP 

FIGURE 5-13 
Impact of Global Budget on Small Rural Hospitals 

Values are the change from actual patient service margins to estimated margins if a 
global budget based on 2012-14 revenues had been in effect starting in 2015 for 
rural hospitals with less than $30 million in total expenses in 2015. 
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growth, more hospitals would experience even greater 
losses.    

These projections are based on a very simplistic meth-
odology – increasing the prior year’s budget by an infla-
tion factor.  As noted earlier, the budgets in Maryland 
are also adjusted each year using a complex methodolo-
gy intended to capture changes in the size, demographic 
characteristics, and healthcare utilization of the commu-
nity, and to create incentives for reducing avoidable utili-
zation.  The Pennsylvania system is supposed to make 
similar types of adjustments.  These adjustments could 
reduce some of the projected losses shown in Figure 5-
13, but they could also increase them.  

Figure 5-14 shows an estimate of the impact of the CMS 
CHART model on very small rural hospitals if it had been 
in place during this period of time, if all of the hospital’s 
payers had been participating.194  Here again, some 
hospitals could have much higher margins, and some 
could have much larger losses, but the majority would 
likely have lower margins than they would under current 
payment systems. 

It is important to emphasize that these are retrospective 
analyses, based on how the hospitals’ costs and reve-
nues actually changed.  For many hospitals, it is unlikely 
that they could have predicted their costs and revenues 
multiple years into the future with sufficient accuracy to 
determine prior to participation in a global budget model 
whether they would be better off or worse off financially.  
Moreover, these analyses are based on one specific 
period in time.  Because small hospitals can experience 
significant year-to-year variations in revenues, the 
amount of revenues they receive under these global 
budget models could vary significantly depending on 
which base year is used to calculate the initial budget 
amount. 
 

4. The Difficulty of Expanding Services  
Under a Global Budget  

Although the stability of revenues under the global budg-
et can be an advantage if a hospital wants to scale back 
or eliminate a service line, it is a disadvantage if the 
hospital wants to expand the services it delivers to the 
residents and businesses in its community.  The initial 
revenue under the global budget is based on the set of 
services that the hospital was delivering when the global 
budget program began, and the global budget in each 
subsequent year is based primarily on the revenue the 
hospital received the prior year.   

As a result, under a global budget, if a rural hospital 
wants to deliver a new type of service, it would have to 
seek and receive permission for an increase in its global 
budget.  While this could discourage delivering unneces-
sary or duplicative services, it could also delay or pre-
vent delivering necessary services.  Many small rural 
hospitals would like to deliver behavioral health ser-
vices, care management services, and other types of 
beneficial services to the residents of their communi-
ties, but they have been unable to do so because of 
losses they are experiencing on other services.  They 
may still be unable to deliver these services under a 
global budget.   

In contrast, under a cost-based payment system, a hos-
pital would automatically receive higher payments for 
the new hospital service based on the cost of delivering 
that service.  Under a fee-for-service system, the hospi-
tal would also automatically receive additional revenues 
from the fees paid for the new services, although the 
feasibility of delivering the service would depend on the 
amount that the hospital could charge and the volume 
of services it would deliver. 

Under the Maryland global budget system, if a hospital 
wants to add a service line, it needs approval from the 
state Health Services Cost Review Commission to in-
crease its global budget; if the Commission approves 
the increase, it can also authorize the hospital to charge 
fees for its services that will generate the higher level of 
revenue.  In contrast, under the Pennsylvania system, 
each individual payer would need to agree to increase 
the global budget amount that it pays, and there is no 
assurance that any increases they did agree to would 
collectively provide sufficient revenue to cover the cost 
of delivering the new service.  Although the Pennsylva-
nia Rural Health Redesign Center Authority could recom-
mend changes in all of the payers’ global budget 
amounts that would be sufficient, it cannot require them 
to make those changes. 

A frequently-cited advantage of global budgets is the 
flexibility they give a hospital to pay for the costs of a 
new service by reducing avoidable services in existing 
service lines.  However, the hospital’s ability to do this 
depends on whether it can, in fact, reduce the cost of a 
service line when the volume of services decreases.  At 
small rural hospitals, the level of staffing in each service 
line is often already at or near the bare minimum need-
ed to deliver any services at all, and so there is no way 
to reduce the cost even if fewer services are delivered.   

FIGURE 5-14 
Impact of CHART Model on Small Rural Hospitals  

Values are the change from actual patient service margins to estimated margins if 
CHART capitated payments based on 2012-13 revenues had been in effect starting in 
2015 for rural hospitals with less than $30 million in total expenses in 2015. 
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Moreover, the hospital’s ability to reduce readmissions 
and other avoidable services usually depends on wheth-
er the hospital can deliver alternative types of services 
to the patients.  For example, providing care manage-
ment services to patients with chronic diseases can re-
duce avoidable hospital admissions and readmissions.  
However, a hospital would have to deliver the improved 
care management services first in order to reduce ad-
missions.  If the hospital is currently losing money and 
the global budget provides no additional funds beyond 
the revenues received in the past, the hospital would 
not have any additional resources to invest in expanded 
care management services until after hospital admis-
sions had been reduced.   

For example, as shown in Figure 5-14:  

• even if a small hospital had a 20% readmission rate, 
cutting the readmission rate in half would only reduce 
the total number of patients by 8%, and that would 
not be enough to justify staffing changes in a small 

hospital.  If the hospital had started with an average 
daily census of 6 patients, a 50% reduction in readmis-
sions would only have reduced the census to 5.5 pa-
tients, and the same number of nurses and other staff 
would be needed on the inpatient unit.  Even if the hos-
pital were able to eliminate readmissions entirely, it 
would likely still need the same level of staffing.   

• However, if the hospital had hired a nurse care manag-
er to improve discharge planning and follow-up after 
discharge in order to reduce readmissions, that would 
increase the hospital’s costs, with no increase in reve-
nue to pay for it.   

• Moreover, to the extent that the hospital was receiving 
fee-for-service payments for any of the readmitted pa-
tients from payers not participating in the global budg-
et system, reducing readmissions for these patients 
would reduce the hospital’s revenues. 

The net result is that improving care for patients makes 
the hospital worse off financially, even under a global 
budget.195 

FIGURE 5-14 
Inpatient Margins Under Global Budget with Program to Reduce Readmissions 

 Baseline Reduced Readmissions No Readmissions 

     

Readmission Rate 20% 10% 0% 

Inpatient Census  

 Initial Admissions 5.0 5.0 5.0 

 Readmissions 1.0 0.5 0.0 

 Total Acute Admissions 6.0 5.5 5.0 

 

 Days $ Days $ Days $ 

Revenues       

 Medicare (Global) 1,095 $1,673,000 1,004 $1,673,000 913 $1,673,000 

 Other Payers (Global) 548 $876,000 502 $876,000 456 $876,000 

 Other Payers (Per Diem) 548 $876,000 502 $803,000 456 $730,000 

Total Revenue  2,190 $3,435,000 2,008 $3,352,000 1,825 $3,279,000 

 

Costs       

  $3,380,000  $3,380,000  $3,380,000 Baseline Cost 

  $0  $95,000  $95,000 New Care Manager 

Total Cost  $3,380,000  $3,475,000  $3,475,000 

 

Profit/Loss (Margin)  
 

$45,000 
+1% 

 
($123,000) 

-4% 
 

($196,000) 
-6% 

 

Cost Per Day  $1,543  $1,731  $1,904 

Other Payer Per Diem Fee  $1,600  $1,600  $1,600 
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5. Winners and Losers Under a Global Budget 

What is clear from the above analysis is that a global 
budget system will be better than the current payment 
system for some hospitals but worse for others.  Alt-
hough the exact impacts will depend on both the specif-
ic characteristics of the hospital and the structure of the 
global payment system, a few general observations can 
be made about which hospitals will be “winners” and 
which will be “losers” under a global budget system. 

Winners:  

• Hospitals that are currently profitable and have no 
difficulties attracting and retaining staff at competi-
tive wages.  Under a global budget, these hospitals 
could receive a predictable revenue stream that in-
creases with inflation and it could maintain its margin 
by holding wage increases for its personnel to similar 
or lower amounts. 

• Hospitals in communities that are experiencing signif-
icant population losses.  Under a global budget, these 
hospitals would no longer experience reductions in 
revenue due to the declining number of residents in 
the community.   

Short-Term Winners:  

• Hospitals with formerly profitable service lines that 
are no longer financially viable and that are not 
viewed as essential for the community.  Under a glob-
al budget, these hospitals could eliminate the service 
line and its associated cost while retaining the reve-
nues it had been receiving for the services for at least 
some period of time.  However, Medicare and other 
payers will likely want to reduce payments to a hospi-
tal if it is delivering fewer services, so this benefit may 
only last for a short time. 

Losers:  

• Communities with hospitals where current revenues are 
lower than the cost of delivering patient services.  Un-
der a global budget, revenues would be similar to previ-
ous years, so these hospitals would likely continue to 
receive inadequate revenues.  

• Communities whose populations have increasing health 
needs that will result in the need for more services.  
Under a global budget, the hospitals in these communi-
ties would have no additional revenues to support hiring 
additional staff to provide additional services unless the 
global budget formula identifies the changes in the 
community’s health needs and adjusts for them ade-
quately. 

• Communities that have difficulties recruiting physicians, 
nurse practitioners, physician assistants, nurses, and/
or other staff.  Although the global budget could protect 
the hospital from loss of revenue during periods when it 
does not have staff available to deliver services, most 
hospitals will hire temporary employees until vacancies 
are filled, and there will be no additional revenue under 
the global budget to cover the higher cost of the tempo-
rary workers.  Similarly, if the hospital has to pay more 
to attract employees, this may increase its expenses 
more than any annual adjustment in the global budget. 

• Communities that want to establish new service lines to 
reduce the need for residents to travel long distances 
for care.  As discussed earlier, under a global budget, 
the hospital would have to get approval from a regulato-
ry agency and/or multiple payers in order to do this. 

Since it is impossible to predict exactly what will happen in 
a small rural community in the future, it is also impossible 
to say whether and for how long an individual hospital 
would be a “winner” or “loser.”  A global budget model 
that would help a hospital next year may harm it the fol-
lowing year.  In Maryland, the HSCRC receives many re-
quests from hospitals each year to adjust the global budg-
ets determined by the agency’s formulas because of cir-
cumstances that are not captured by those formulas.   

FIGURE 5-15 
Impact of Volume Changes on Hospital Margins Under a Global Budget 
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E. The Shift Away from Hospital  
Global Budgets in Other Countries 

Global hospital budgets have been used for far longer 
periods of time in other countries than anywhere in the 
U.S.196  This is partly because hospitals in other coun-
tries were traditionally more likely to be government-run 
than in the United States, and partly because it was eas-
ier for countries with single-payer health insurance sys-
tems to create and enforce a truly “global” budget for a 
private hospital since all of the payments for the hospi-
tal’s services were coming from a single government 
agency.   

However, other countries’ greater experience with global 
budgets has also given them a better understanding of 
their limitations.  Although global budgets have generally 
been viewed as effective in controlling hospital costs, 
many hospitals have placed limits on admissions or ser-
vices in order to stay within their budgets, and this has 
resulted in waiting lists for patients to receive services.  
Moreover, there is an incentive for hospitals to use the 
lengths of their waiting lists as justification for receiving 
higher budgets.197   

In order to encourage greater efficiency and reduce wait 
times for services at hospitals, a number of countries 
that had used global budget systems have modified or 
replaced them with “activity-based” systems that tie all 
or part of the hospital’s revenues to the volume and 
complexity of services delivered.198  An “activity-based” 
payment is really just a different name for “fee for ser-
vice” payment; in fact, many of the systems in the other 
countries use case rate payments similar to the DRG-

based payments in the Inpatient Prospective Payment 
System created by Medicare in 1983.   

Evaluations of these changes have found both positive 
and negative impacts.199  Long waiting times for services 
continue to be a priority concern for most countries even 
under the modified versions of global budget systems.200  
Many countries have had to provide higher funding levels 
to increase capacity in order to reduce or avoid increases 
in waiting times, but a recent study found that waiting 
times for elective services had begun increasing again in 
2019 before the coronavirus pandemic began.201 

Clearly, simply using a global budget to pay hospitals 
does not achieve better results than using a fee-for-
service or cost-based payment system if the payments 
are not adequate to support the cost of delivering high-
quality care to patients. 
 

 

For several decades, the large provinces in Canada funded hospitals using global budgets.202  This was viewed as a ma-
jor improvement over the previous system in which hospital budgets were reviewed and approved on a line item-by-line 
item basis.203  The total amount of funding for hospital services and the allocations of that funding among hospitals was 
determined at the beginning of each year, and the proportions allocated to each hospital typically changed little from 
year to year.204   

However, serious concerns developed about overcrowding of hospitals and long wait times under this system.205  In 
2010, the same year that the state of Maryland began implementing its global budget system in the U.S., Canadian prov-
inces began developing ways to reduce the reliance on global budgets and to make greater use of “activity-based fund-
ing” for hospitals.206   

For example, in 2011, the Ontario Ministry of Health and Long Term Care began a multi-year implementation of a new 
“patient-based” payment system for hospitals.  Under this system, two new funding components partially replaced global 
budgets: the “Health Based Allocation Method” (HBAM) and “Quality-Based Procedures” (QBP).207  Under the Quality-
Based Procedures component, hospitals began receiving a portion of their funding based on the number of patients they 
treat for select procedures, using standard prices for each procedure that are established by the government.  The initial 
procedures were hip replacement, knee replacement, dialysis, and cataract surgery. 

Hospital revenues in Ontario and other provinces are still based primarily on a global budget methodology, and the 
changes that have been made have not been sufficient to address concerns about inadequate hospital capacity and 
waiting times.  A 2017 survey of 11 countries found that Canada had the highest percentages of patients waiting two 
months or more for specialist appointments and elective surgery, 4-5 times as many as in the United States.208  A 2019 
study of what is described as “hallway healthcare” in Ontario found that on any given day, at least 1,000 people are be-
ing treated in Ontario hospital hallways rather than in hospital rooms because of inadequate hospital capacity.209  At the 
beginning of 2020, the hospitals in Ontario requested an increase of nearly $1 billion in funding in order to address ca-
pacity issues.210   

Example: Hospital Payments in Canada 
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A. The Promise and Problems of ACOs 

Many small rural hospitals have been told that their best 
and perhaps only path to sustainability is to form or join 
an “Accountable Care Organization” (ACO), because of 
the potential to receive higher payments for delivering 
high-quality, efficient care than they can receive under 
standard fee-for-service or cost-based payment systems.   

The Affordable Care Act defined an ACO as a group of 
providers that work together to manage and coordinate 
care for their patients and that are willing to be account-
able for the quality, cost, and overall care of those pa-
tients.211  It might seem that a small rural hospital that 
operates one or more Rural Health Clinics would be ide-
ally suited to serve as an ACO, since it delivers primary 
care and the most commonly-used outpatient services 
to the residents of its community, as well as inpatient 
and post-acute care for common medical conditions and 
chronic diseases.  Moreover, if participation in the ACO 
could result in higher payments for the rural hospital, it 
could improve the hospital’s financial status, helping it 
to continue delivering existing services to the community 
and potentially even to improve and expand those ser-
vices. 

The problem is that the “shared savings” and “two-sided 
risk” payment systems used by Medicare and other pay-
ers to pay ACOs can actually make a small rural hospital 

worse off financially than it would be under current pay-
ment systems.  Although it is possible that a small rural 
hospital could improve its financial margin by forming or 
joining an ACO that is paid in these ways, it is more likely 
that the hospital will receive no financial benefit at all or 
even be penalized financially for being part of the ACO.  
Moreover, because current ACO programs have failed to 
generate significant savings for payers, the payment 
methodologies are being changed in ways that will make 
it even more difficult for rural hospitals to benefit in the 
future and more likely that they will be financially 
harmed.   

B. How “Shared Savings”  
Actually Works 

A shared savings program sounds simple and attractive.  
Physicians and hospitals are told that if they form an 
ACO and if they are able to deliver high-quality health 
care to patients while reducing the amount that the pa-
tients’ health insurance plans spend on their care, they 
will receive a bonus payment based on a share of the 
savings that the payer has received.  The devil is in the 
details, however, particularly in the way determinations 
are made about which patients the ACO is accountable 
for, when savings have occurred, and how much of the 
savings should be shared.   

THE PROBLEMS WITH ACOs, SHARED 
SAVINGS, AND GLOBAL PAYMENTS 

VI. 
KEY POINTS 

Most small rural hospitals are unlikely to benefit from forming an Accountable Care Organization (ACO) or participating in 
shared savings programs.  Under the Medicare Shared Savings Program, the only way a hospital can receive more money is 
by reducing Medicare spending by a sufficient amount, and the majority of the ACOs in the program have been unable to do 
that.  It is particularly difficult for small rural ACOs to receive shared savings bonuses because they have to achieve a bigger 
percentage reduction in spending to qualify for a bonus than larger ACOs, and the rates of service utilization are generally 
lower in small rural communities so there are fewer opportunities to generate savings.  

Many small rural hospitals could be harmed financially by participation in shared savings programs.  If a hospital hires addi-
tional staff or consultants to help it succeed in the shared savings program, it will increase its costs with no guarantee of 
receiving any additional payments to offset the higher expenses.  If the hospital reduces the number of services it delivers 
to patients, it will create savings for payers but it will also reduce its own revenues by more than any shared savings bonus 
it would receive.   

Small rural hospitals could be particularly harmed if they accept “downside risk.”  In the future, ACOs will be required to pay 
penalties if total healthcare spending for their patients increases.  Small rural hospitals do not deliver and cannot control 
many of the most expensive services their residents may need, and a requirement that the rural hospital pay penalties 
when rural residents need expensive services at urban hospitals would worsen the rural hospitals’ financial problems.  
There are also serious problems with the methodologies used for risk adjustment and setting of spending targets that could 
particularly harm small ACOs in rural areas. 

Residents of rural communities could be harmed by the incentives in shared savings and downside risk programs.  The 
primary goal of these incentive programs is to reduce spending for payers, not to improve the quality of care for patients.  
Bonuses and penalties based on changes in payer spending create a financial incentive for ACO participants to withhold 
services that patients need, to discourage patients from receiving high-cost services, and to avoid providing care to patients 
who have serious health problems.  The limited number of quality measures in shared savings programs cannot prevent 
this from occurring. 
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The Medicare Shared Savings Program uses the follow-
ing methodology to make those determinations:212 

• CMS determines what subset of the Original Medicare 
beneficiaries in the community are “assigned” to the 
ACO.  This is based on whether a beneficiary has re-
ceived most of their primary care services at the hos-
pital’s clinic or from primary care practices in the 
community who have agreed to be part of the ACO.  A 
beneficiary can also be assigned to the ACO if they 
explicitly notify CMS that the clinic or affiliated prac-
tice is responsible for coordinating their overall care.  
An ACO is only eligible to participate in the Medicare 
Shared Savings Program if it has one or more affiliat-
ed primary care clinics/practices and if there will be 
at least 5,000 Medicare beneficiaries assigned to 
those clinics/practices. 

• When the rural hospital or any other provider delivers 
a service to a Medicare beneficiary who has been 
assigned to the ACO, CMS pays the exact same 
amount for that service as it does currently.  There 
are no payments for services that the hospital or clin-
ic provide if they cannot currently be paid for them. 

• At the end of each year, CMS calculates the total 
amount it has paid for all healthcare services to the 
assigned beneficiaries during the year.  CMS com-
pares that actual amount of spending to a 
“benchmark” amount that represents what CMS pro-
jects it would have spent during the year if the ACO 
had not existed.  The benchmark is calculated by tak-
ing the average total per-patient spending on the 
ACO’s patients in previous years, risk-adjusting that 
amount, and then inflating that based on the amount 
that risk-adjusted per-beneficiary spending increased 
in other parts of the country during the previous year.  
Medicare spending on the beneficiaries assigned to 
the ACO does not have to actually decrease in order 
for the ACO to be credited with “savings;” spending on 
the assigned beneficiaries merely has to increase 
less than what CMS projects would have happened in 
the absence of the ACO. 

• If (and only if) the actual spending on the ACO’s pa-
tients is lower than this benchmark amount by more 
than the “Minimum Savings Rate” (MSR) established 
by CMS, the ACO is potentially eligible to receive a 
bonus payment.  The Minimum Savings Rate that 
must be achieved is higher for smaller ACOs because 
of the concern that small ACOs could appear to have 
savings that are simply due to random variations in 
spending from year to year.  CMS requires that for an 
ACO with 5,000 beneficiaries, actual spending must 
be at least 3.9% below the projected benchmark in 
order to qualify for a bonus, whereas an ACO with 
60,000 beneficiaries only needs to have spending 
that is 2.0% lower. 

• Assuming this minimum savings level is achieved, the 
maximum bonus that the ACO can receive is equal to 
a percentage of the difference between the bench-
mark and the actual spending.  The percentage is 
either 40%, 50%, or 75% depending on the specific 
“Track” in the Medicare Shared Savings Program in 
which the ACO is participating. 

• The actual bonus (the “earned performance pay-
ment”) is determined by reducing the maximum bo-
nus amount based on the ACO’s “quality score.”  The 
quality score is determined by calculating the perfor-
mance of the hospital, clinic, and other providers who 
are part of the ACO on 23 quality measures and com-
paring their performance to national percentiles.  If 
the quality score is too low, there will be no bonus at 
all. 

• If the ACO does qualify for a quality-adjusted bonus, 
the amount is reduced by 2% to meet Congressional 
sequestration requirements.  If the amount of savings 
is so large that it exceeds a maximum percentage of 
the benchmark expenditures established by CMS, the 
bonus is capped at the maximum. 

In order to receive a higher percentage of any savings, a 
subset of ACOs have agreed to accept “two-sided risk,” 
which means that in addition to receiving bonuses when 
savings occur, they are required to pay penalties if actu-
al spending exceeds the benchmark spending level by 
more than a “Minimum Loss Rate.”  When this occurs, 
the penalty is based on a percentage of the difference 
between the actual and benchmark spending, up to a 
maximum amount.  Under revisions to the program an-
nounced in 2019, all ACOs will ultimately have to accept 
two-sided risk.213 

Other payers use variations on this same approach, but 
private health plans generally do not make the details of 
their shared savings methodologies publicly available, 
so it is difficult to determine whether it is easier or hard-
er for physicians and hospitals to receive shared savings 
bonuses from them. 

C. Why Shared Savings Programs 
Don’t Fix the Problems With  
Current Payment Systems 

Under a Shared Savings program, a hospital receives 
bonuses and pays penalties based on how spending 
changes for payers, regardless of whether and how 
much costs change for the hospital and whether the 
hospital’s revenues are adequate to support those 
costs.  Since the majority of costs are fixed for small 
hospitals, and the majority of costs are fixed in the short 
run for all hospitals, small changes in the number of 
services delivered will generally change the hospitals’ 
revenues more than its costs.  Tying the hospital’s pay-
ments solely to whether payers spend more or less does 
not ensure that the revenues will match the hospital’s 
costs. 

For example, Figure 6-1 shows an Emergency Depart-
ment at a hypothetical hospital that has 12,500 visits in 
the base year and has operating costs similar to what is 
shown in the previous examples in Figures 4-4 and 5-8.   
For simplicity, it is assumed that all payers are paying a 
$278 fee for each ED visit, which is sufficient to pro-
duce a 3% margin for the ED.   

It is assumed that all of the payers are participating in a 
shared savings payment model in which the hospital 
receives a bonus equal to 50% of the savings if spend-
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ing by the payer is reduced, but the hospital has to pay a 
penalty of 50% for any increase in spending.214 

The three scenarios shown are the same as those 
shown in previous chapters.  In order to illustrate the 
impacts of the shared savings model, it is assumed here 
that only ED visits change, and all other types of spend-
ing remain the same. 

• In Scenario A, the number of ED visits decreases by 
10%.  The hospital’s ED revenue also decreases by 
10% because revenue is tied to fees for each visit, 
and that does not change under the Shared Savings 
model.  The decrease in the hospital’s revenue repre-
sents savings for the payers, so the hospital receives 
a bonus payment equal to 50% of the savings.  The 
bonus is only half of what the hospital lost in fee reve-
nue, however, so the hospital now incurs a loss on 
the ED.   

• In Scenario B, the number of ED visits increases by 
10%.  The hospital’s fee revenue increases by 10%, 
but since this represents an increase in spending for 
payers, the hospital has to pay a penalty equal to 
50% of this increase.  Despite paying the penalty, the 
hospital still receives more revenue than it would 
have otherwise, and since there is no change in the 
cost of operating the ED, the hospital makes a higher 
profit. 

• In Scenario C, the number of ED visits increases suffi-
ciently that the hospital has to hire more ED physi-
cians (the increase in cost is the same as what was 
shown in Figure 5-8.)  The additional revenue the hos-
pital receives from the visit fees would be sufficient to 
cover the higher cost, but because the increase in fee 
revenues represents an increase in spending for the 

payers, the hospital has to pay a penalty of 50% of 
that increase.  Because of the penalty, the hospital’s 
net revenue does not increase sufficiently to cover 
the higher costs, and the hospital incurs a loss on the 
ED. 

The result is that the hospital is still penalized for reduc-
ing ED visits despite receiving shared savings bonuses.  
If it is required to accept downside risk, it can also be 
penalized when it experiences an increase in ED visits 
for reasons beyond its control and it needs the revenue 
from those additional visits to support increases in ca-
pacity that are needed to deliver the care patients need. 

If there is a reduction in services delivered by other hos-
pitals or physicians, rather than in the services delivered 
by the hospital, the hospital could receive a shared sav-
ings bonus without any corresponding decrease in its 
own revenues.  However, if there is an increase in ser-
vices delivered by other hospitals and physicians, the 
hospital could have to pay a penalty without any in-
crease in its own revenues.   

The fundamental flaws in the shared savings approach 
became particularly apparent during the 2020 corona-
virus pandemic:   

• Hospitalization rates increased because of the large 
number of patients infected with the virus, but the 
increases differed dramatically from community to 
community depending on the rate of infection and the 
susceptibility of the population to infection.  The 
Shared Savings Program’s risk-adjustment methodol-
ogy does not adjust for changes or differences in the 
rate at which patients experience acute conditions, so 
ACOs in communities with high infection rates could 

FIGURE 6-1 
ED Margins Under Shared Savings With Changes in Visits 

 STATUS QUO 
SCENARIO A 
Fewer Visits 

SCENARIO B 
More Visits 

SCENARIO C 
More Visits + Cost 

 
ED 

Visits $ 
ED 

Visits $ 
ED 

Visits $ 
ED 

Visits $ 

Revenues         

 Fees ($278/visit) 11,875 $3,304,000 10,688 $2,974,000 13,063 $3,634,000 14,250 $3,964,000 

 Shared Savings    $165,000  $0  $0 

 Downside Risk    $0  ($165,000)  ($330,000) 

 Uninsured 625 $0 562 $0 687 $0 750 $0 

Total Revenue  12,500 $3,304,000 11,250 $3,139,000 13,750 $3,469,000 15,000 $3,634,000 

 

Total Cost  $3,213,000  $3,213,000  $3,213,000  $3,929,000 

 

Profit/Loss (Margin)  
 

$91,000 
+2.8% 

 
($74,000) 

-2.3% 
 

$256,000 
+8.0% 

 
($295,000) 

-7.5% 

 

Payer Savings    $330,000  ($330,000)  ($660,000) 
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be penalized because spending on inpatient care 
increased by a higher amount. 

• Many patients who were not infected by the virus de-
layed or avoided receiving other healthcare services, 
including services that they may have needed to pre-
vent more serious conditions and avoid the need for 
more expensive treatments.  Under the Shared Sav-
ings Program methodology, this reduction could be 
treated as “savings” in 2020, but if patients have 
simply deferred the services until 2021, or if they end 
up needing even more services because they avoided 
preventive care, then spending will increase in 2012, 
reducing or eliminating the potential for a shared sav-
ings bonus and potentially subjecting ACOs to penal-
ties.  Although every community will have experienced 
these problems to some degree, bonuses and penal-
ties in the Shared Savings Program are based on the 
relative changes in spending between communities, 
so different ACOs will likely be affected differently by 
this. 

• Suspending the Shared Savings program during the 
pandemic in order to avoid unfair penalties for ACOs 
would also prevent ACOs from obtaining shared sav-
ings bonuses that they needed to offset the cost of 
care management or other services they had imple-
mented using their own resources. 

D. Why Shared Savings Programs  
Are Particularly Problematic  
for Small Rural Hospitals 

Both the general approach and the details of the meth-
odology used by Medicare make the shared savings 
model particularly problematic for small rural hospitals: 

• The smallest rural hospitals are too small to partici-
pate.  A hospital, clinic, or other group of providers is 
only eligible to participate in the Medicare Shared 
Savings Program if they will have at least 5,000 as-
signed Medicare beneficiaries.  The majority of coun-
ties in the country have less than 5,000 Medicare fee
-for-service beneficiaries215, which means that even if 
every one of the beneficiaries living in the county was 
assigned to the ACO, the ACO would not be large 
enough to participate.216  80% of the smallest rural 
hospitals (those with less than $30 million in total 
expenses) are located in counties with fewer than 
5,000 Medicare beneficiaries.  In general, the only 
way for a small rural hospital to participate in an ACO 
is if a large hospital is also participating or if multiple 
small rural hospitals and clinics join together to cre-
ate an ACO that spans a large enough geographic 
area to ensure that at least 5,000 Medicare fee-for-
service beneficiaries will be assigned. 

• There is no additional revenue for the hospital unless 
the payer determines there have been savings, and 
there is no permanent change in payment.  The 
shared savings program is just a pay-for-performance 
system added on top of the standard payment sys-
tems.  A hospital still receives the same fee for each 
individual service it delivers; in the Medicare program, 
a Critical Access Hospital or Rural Health Clinic still 
receives the same cost-based payment as it would 

otherwise.  If the hospital does receive a shared sav-
ings bonus, it is only for one year, and there is no 
guarantee that the hospital will qualify again the fol-
lowing year.  The Medicare Shared Savings Program 
does nothing to increase payments for existing ser-
vices to ensure the payments are adequate to cover 
the cost of delivering those services. 

• Most ACOs have not been able to qualify for shared 
savings payments, and fewer have qualified in multi-
ple years.  As shown in Figure 6-2, only 37% of ACOs 
participating in the Medicare Shared Savings Program 
received a shared savings bonus in 2018.  Only half 
of them had achieved a shared savings bonuses in 
any year they had participated (the average length of 
participation was 3.4 years) and only 14% had re-
ceived a shared savings bonus in every year that they 
participated.217   

• It is particularly difficult for small rural ACOs to re-
ceive a shared savings payment.  There are a number 
of aspects of the Medicare Shared Savings Program 
and the methodology it uses to calculate spending 
and bonuses that can make it much more difficult for 
an ACO formed by a small rural hospital to qualify for 
a shared savings bonus, including: 

 Rates of service utilization are already below aver-
age in many counties where small rural hospitals 
are located.  In 2018, Medicare beneficiaries living 
in counties served by small rural hospitals had few-
er inpatient days, hospital readmissions, ED visits, 
laboratory tests, and imaging studies than those 
living in counties served by larger rural or urban 
hospitals.218  It is harder for a rural hospital ACO to 
reduce spending when rates of service utilization 
are already below average compared to other com-
munities.  The Shared Savings Program gives no 
credit to an ACO for having kept spending low in 
the past; it only gets credit for reducing spending in 
the future. 

 Risk-adjustment can make spending in rural coun-
ties appear higher than it really is.  The CMS meth-
odology risk-adjusts spending amounts in order 
avoid penalizing an ACO for higher spending be-
cause its patients are sicker.  However, the risk-

FIGURE 6-2 
Shared Savings Bonuses Received by ACOs 

in the Medicare Shared Savings Program in 2018 

Includes only Accountable Care Organizations participating during 2018.  “Any year” and 
“all years” represent 2018 and any prior year in which the ACO was part of MSSP. 
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adjustment methodology CMS uses fails to accu-
rately measure the true differences in patients’ 
health because it uses Hierarchical Condition Cate-
gory (HCC) scores.  HCC scores are only based on 
past chronic conditions, not acute conditions or 
new chronic conditions, so there is no adjustment 
for patients who have injuries, who develop pneu-
monia or other acute conditions, or who are newly 
diagnosed with diabetes, cancer, or other serious 
chronic conditions.  Moreover, the risk scores are 
based only on diagnosis codes that have been rec-
orded on claims forms submitted when services 
are delivered.  Since Critical Access Hospitals are 
not paid using diagnosis-based DRGs and because 
Rural Health Clinics receive a single payment for 
each visit rather than separate fees for individual 
services, the diagnosis codes recorded in claims 
files for patients in rural areas are generally not as 
complete or accurate as those submitted by larger 
hospitals and primary care practices.219  This can 
make the rural patients appear less sick than pa-
tients in other communities, which in turn makes 
risk-adjusted spending appear higher, increasing 
the potential for penalties. 

 Reducing avoidable services at Critical Access Hos-
pitals does not necessarily create savings for Medi-
care or shared savings bonuses for the hospital.  At 
most hospitals, a reduction in emergency depart-
ment visits or hospital readmissions would result in 
lower spending for Medicare (as well as less reve-
nue for the hospital).  However, at small hospitals, 
a reduction in the number of services delivered 
may not enable the hospital to eliminate any costs, 
and because Critical Access Hospitals receive cost-
based payment, the hospital may receive the same 
revenue from Medicare as it did before, making it 
more difficult to achieve a minimum level of sav-
ings. 

 Increasing patient utilization of primary care ser-
vices in rural areas can increase spending more 
than in urban areas.  Medicare pays much more for 
a visit to a Rural Health Clinic operated by a small 
hospital than it does for visits to primary care prac-
tices in urban areas, so if the rural ACO encourages 
residents to obtain primary care, Medicare spend-
ing would likely increase more than it would at 
ACOs in other areas.   

 Home care services are less likely to be available 
in rural areas.  One of the primary ways that ACOs 
have achieved savings is by reducing the use of 
inpatient rehabilitation services for patients who 
have been hospitalized.  Many patients who cur-
rently go to a Skilled Nursing Facility (SNF) follow-
ing discharge from an acute inpatient stay could 
instead go home with appropriate home health 
care and other home supports, and this can not 
only reduce spending but improve outcomes for 
many patients.  However, home health care is more 
difficult and expensive to provide in rural areas, so 
rural ACOs do not have the same home care op-
tions available to them that larger ACOs do. 

 The rural hospital and clinic have little or no control 
over the services they do not deliver directly.  Ex-
pensive, frequently-used treatments such as chem-
otherapy and percutaneous coronary interventions 

(i.e., stents and angioplasties) represent a large 
share of total healthcare spending, and so the de-
cisions made about whether to use those treat-
ments on individual patients will have a significant 
impact on how much spending increases or de-
creases.  Most small rural hospitals and clinics do 
not deliver these treatments nor do they employ 
the specialists who order them, so the rural hospi-
tal will have limited, if any, ability to control those 
aspects of spending. 

 A small number of patients with serious health 
problems can eliminate any savings.  In a large 
ACO, a small number of patients who need unusu-
ally expensive services or an unusually large num-
ber of services will only affect total spending by a 
small amount.  In a small ACO, however, even a 
few patients who need expensive services can 
eliminate the chance of reaching the minimum 
level of savings needed to qualify for a shared sav-
ings bonus.  For example, the rate of new lung can-
cer diagnoses is about 300 per 100,000 Medicare 
beneficiaries, which means that in an ACO with 
5,000 assigned beneficiaries, there might be an 
average of 15 new lung cancer cases per year.  
However, the actual number will likely vary signifi-
cantly from year to year in a small community.  
Since treatment for lung cancer can cost as much 
as $100,000 per patient, if there were 10 new 
cases in the community in one year and 20 case 
the next year, spending would increase by $1 mil-
lion (10 additional cases x $100,000 per case).  
That increase would likely cause the total spending 
attributed to the ACO to increase by 2%.220  Since 
the ACO has to reduce the growth in spending by 
3.9%, the increased spending on cancer treatment 
would mean that spending on other services has to 
be reduced by an average of 6%.  This could elimi-
nate the chance of the ACO receiving a shared sav-
ings bonus, even though the increase in spending 
on cancer treatment could not and should not have 
been prevented by the ACO.   

• Receiving a shared savings bonus does not neces-
sarily mean the hospital has received more revenue 
in total.  If the rural hospital ACO is able to reduce 
spending by reducing ED visits, unnecessary hospital 
admissions, readmissions, inpatient rehabilitation, 
and other avoidable services, many of those services 
would have been delivered by the rural hospital itself.  
In a Shared Savings Program, there is no change in 
the way the hospital is paid for individual services, so 
if the hospital delivers fewer fee-based services, it will 
receive less revenue.  That reduction in revenue will 
count as “savings” for Medicare or other payers, and 
if the reduction exceeds the Minimum Savings Rate, 
the hospital may receive a shared savings payment 
equal to a fraction of the savings.  However, by defini-
tion, the shared savings payment will be less than the 
amount the hospital would have been paid for its ser-
vices, so the net effect will be a reduction in the hos-
pital’s total revenue, as shown in Figure 6-1.  This is 
particularly true for small rural hospitals with swing 
beds.  When large hospitals reduce the use of Skilled 
Nursing Facilities, the SNFs experience the reduction 
in revenue, not the hospitals.  But in a small rural 
hospital, the inpatient rehabilitation often occurs in 
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the hospital swing bed, not a separate SNF facility, so 
if inpatient rehabilitation decreases, the hospital 
would lose all or part the revenue.221 

• A shared savings bonus may not offset the higher 
costs required to manage the ACO.  The rural hospital 
could receive an increase in revenue if there is a suffi-
cient reduction in the number or types of services 
local residents receive at other hospitals or physician 
practices that are not part of the ACO.  In general, 
however, in order achieve that, the hospital that is 
managing the ACO will need to obtain analytic infor-
mation on all of the services the assigned beneficiar-
ies are receiving (not just the hospital’s own services), 
and it will likely need to invest in care management 
staff and other services in order to try and reduce use 
of specialty services, readmission rates, ED visits, and 
other avoidable services.  There is no direct funding 
available through the Shared Savings Program to sup-
port the additional costs of doing these things, nor is 
there any guarantee that if a shared savings bonus is 
earned, it would be sufficient to cover the additional 
costs.  Consequently, the hospital would have to draw 
on its own reserves to pay the upfront costs and if it 
does not qualify for a bonus greater than that invest-
ment, its financial situation would be worse. 

It is certainly possible for an ACO formed by one or more 
small rural hospitals to receive shared savings pay-
ments that will actually improve their financial margins.  
However, all of the many factors above make that un-
likely, particularly in any consistent way that the hospital 
could rely on.   

Some organizations are encouraging multiple rural hos-
pitals, even hospitals located in different states, band 
together to form ACOs that have a large enough number 
of beneficiaries to qualify for the lowest Minimum Sav-
ings Rate and to reduce the chances of having to pay 
penalties if the ACO is required to accept two-sided risk.  
However, the bonuses or penalties for each rural hospi-
tal would then be dependent on how well all of the other 
rural hospitals control spending in their communities 

while maintaining or improving quality.  This also creates 
the potential for a “free-rider” problem – any individual 
hospital participating in such a large ACO could decide 
to do nothing at all to reduce spending or improve quali-
ty, while still sharing in any benefits produced by the 
other hospitals.   

E. How Shared Savings Programs  
Can Harm Patients 

Although the primary goal of an Accountable Care Or-
ganization should be to improve healthcare and health 
outcomes for patients, the primary goal of a shared sav-
ings program is to save money for Medicare or other 
payers: 

• There are no changes in payments for individual ser-
vices that would enable the providers in the ACO to 
deliver new high-value services that would benefit 
patients.   

• There is no bonus for an ACO if it successfully im-
proves the quality of care for patients more than other 
providers, no matter how large the improvement is.  
The ACO only receives a bonus if it reduces spending 
compared to other providers by a large amount.   

• There is no penalty for an ACO that reduces the quali-
ty of care; the only penalty occurs if total spending 
increases. 

• If an ACO reduces spending sufficiently to qualify for a 
shared-savings bonus, the bonus will be reduced if its 
providers deliver lower-quality care than other provid-
ers; this is the only “penalty” for poor quality care, and 
it only exists if the ACO has also reduced spending 
sufficiently.  There is no comparable reward for deliv-
er better quality care; even if the ACO qualifies for a 
shared savings bonus, the bonus will not be in-
creased regardless of whether the ACO delivers better 
quality care than others do; the bonus can only be 
reduced. 

FIGURE 6-3 
Impact of Volume Changes on Hospital Margins Under Shared Savings/Risk 
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Many of the ACOs in the Medicare Shared Savings Pro-
gram have made a variety of changes in service delivery 
that have improved care for patients in very desirable 
ways.  However, the ACOs made these changes because 
the hospitals and physicians who formed the ACO were 
large enough and had access to enough resources to 
make investments in better care, not because the 
Shared Savings Program enabled them to do so.  Many 
hospitals that have formed ACOs have reported that 
they have actually reduced their financial margins as a 
result of these changes because the shared savings 
payments they have received, if any, were less than the 
costs they incurred to deliver improved services.  Small 
rural hospitals are unlikely to have the ability to do this. 

Because of the single-minded focus on achieving sav-
ings, a shared savings program creates problematic 
financial incentives that have the potential to harm rural 
hospitals, physicians, and other providers that are part 
of an ACO paid through shared savings: 

• a financial incentive to withhold services or discour-
age patients from receiving high cost services.  Deliv-
ering fewer services to patients will reduce spending, 
and that reduction in spending is counted as savings 
whether the patients needed the services or not.  As a 
result, while the shared savings program creates a 
financial incentive to avoid ordering or delivering un-
necessary services, it also creates a financial incen-
tive to avoid ordering and delivering services that pa-
tients need.  The quality measures in the program do 
not prevent this because there are no measures ap-
plicable to many types of patients and many aspects 
of care.  For example, cancer, rheumatoid arthritis, 
and other conditions are expensive to treat properly, 
but there are no measures of whether patients in the 
ACO who have these conditions are receiving appro-
priate care.  If there is a choice of two drugs to treat a 
health condition, one of which has a lower cost but is 
more likely to cause undesirable side effects for pa-
tients, an ACO is more likely to qualify for a bonus if 
its physicians prescribe the lower-cost drug, and no 
quality measure would be affected if patient side ef-
fects increase as a result.  In fact, none of the data 
that are available about ACOs enables patients to 
determine whether ACOs are achieving savings by 
reducing unnecessary services versus reducing nec-
essary care. 

• a financial incentive to avoid providing primary care 
to patients who have serious health problems.  A resi-
dent of the community with serious health problems 
who had not been receiving primary care would likely 
benefit from receiving primary care services from the 
hospital’s clinic or a primary care practice that is part 
of the ACO.  However, once the individual begins com-
ing to the clinic or PCP, the patient would be assigned 
to the ACO, and all of the healthcare spending associ-
ated with the services that patient is receiving from 
any providers would be counted toward the ACO’s 
spending level.  Because of the flaws in the risk ad-
justment methodology used in the shared savings 
program, the more patients with serious health prob-
lems who are assigned to the ACO, the less likely the 
ACO will be to qualify for a shared savings bonus and 
the more likely it will be subject to a penalty under a 
shared risk agreement.   

• a financial incentive to identify patients’ health prob-
lems but not to treat them.  Because spending will 
appear lower if the ACO’s patients have higher risk 
scores, an ACO is more likely to qualify for a shared 
savings bonus if its patients have more diagnosis 
codes appearing in claims data.  ACOs can potentially 
receive a greater financial return by investing in efforts 
to improve diagnosis coding than by investing in better 
services to treat the patients’ health problems.  

F. Greater Risk for Hospitals 
≠ Better Quality Care for Patients 

1. The Phase-Out of Shared Savings  
in Favor of Downside Risk 

Although the Medicare Shared Savings Program was de-
signed specifically to achieve savings for Medicare, it 
actually caused Medicare spending to increase in its first 
four years.  Per-beneficiary spending increased above the 
benchmark levels in more than one-third of ACOs from 
2012-2016.  Only about one-third of ACOs reduced 
spending enough to receive a shared savings bonus, but 
those bonuses were greater than the small amount net 
savings CMS received due to the overall changes in 
spending, so paying the bonuses increased total Medi-
care spending.  In 2017 and 2018, Medicare did save 
more than it paid out in bonuses, but the net savings was 
very small – net savings to the Medicare program only 
amounted to $36 per beneficiary in 2017 and $75 in 
2018, less than 1% of total spending.   

CMS did not attribute the lack of significant savings in 
the Shared Savings Program to the many problems in the 
payment methodology.  Instead, CMS said that ACOs did 
not have enough “financial risk” and announced that the 
program’s “upside only” track would be phased out.  All 
ACOs will ultimately be required to accept “downside 
risk,” i.e., to pay penalties if spending increases beyond 
the benchmark established by CMS.   

However, there is no evidence that simply increasing the 
financial risk for the hospitals, physicians, and other pro-
viders in an ACO will result in greater savings for Medi-
care.  Moreover, requiring all ACOs to pay penalties when 
spending increases by more than arbitrary thresholds will 
make the program even more problematic for small rural 
hospitals and rural communities:   

• Greater financial risk creates greater financial harm 
for rural hospitals.  The factors described above that 
reduce the likelihood of ACOs receiving shared savings 
bonuses also increase the likelihood that they will 
have to pay penalties.  Unlike large hospitals, rural 
hospitals are not making large profits on non-Medicare 
patients that can be used to pay penalties to Medi-
care, nor do they have financial reserves that would 
enable them to afford to pay penalties that are caused 
by random variations in spending. 

• Greater financial risk encourages stinting on patient 
care.  The problematic financial incentives in the 
shared savings program to stint on patient care would 
be even stronger if a rural hospital is trying to avoid 
paying a penalty to Medicare rather than merely trying 
to qualify for a bonus payment. 
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2. The Problems with Global Payment  
Programs 

A number of large physician practices, independent 
practice associations, and health systems have with-
drawn from the Medicare Shared Savings Program or 
have refused to participate at all because of the prob-
lematic structure of the program and the fact that it 
makes no actual changes in the way healthcare provid-
ers are paid for services.  They have called for Medicare 
to pay ACOs using a “global payment” or “population-
based payment” instead.  Many of these organizations 
already have capitation contracts with Medicare Ad-
vantage plans and commercial HMO plans that pay 
them in similar ways.   

In response, CMS has created a new demonstration 
program called “Direct Contracting” in which entities 
called “Direct Contracting Entities (DCEs)” could take 
financial risk for the total Medicare spending on a group 
of assigned beneficiaries and receive capitation pay-
ments instead of fees for some or all of the services 
they provide.222 

Whether one calls this “global payment,” “population-
based payment,” “capitation,” or “direct contracting,” 
and whether one calls the entity receiving the payment a 
DCE, ACO, or something else, the basic concept is the 
same:  

• a group of healthcare providers (the DCE/ACO) re-
ceives a monthly payment for each Medicare benefi-
ciary who is assigned to the group;  

• the providers in the DCE/ACO no longer receive sepa-
rate fees for the individual services they deliver to the 
assigned beneficiaries; 

• if a provider who is not a member of the DCE/ACO 
delivers a service to one of the beneficiaries who is 
assigned to the DCE/ACO, that provider is paid a fee 
for that service by Medicare, but the monthly pay-
ments to the DCE/ACO are reduced by the amount of 
that fee. 

• as a result, the total amount that Medicare spends on 
the assigned beneficiaries is equal to the monthly 
payments to the DCE/ACO to which those beneficiar-
ies are assigned.   

This arrangement provides far more flexible payment for 
the providers in the DCE/ACO than they receive under 
the Shared Savings Program, since the monthly pay-
ments are not tied to how many or what types of ser-
vices are delivered.  However, it also creates greater 
financial risk for the providers in the DCE/ACO than un-
der the shared savings program.  This risk is managea-
ble for a large physician organization or health system 
that orders and delivers most of the services that the 
assigned beneficiary receives, but it is not manageable 
for a small rural hospital and clinic that only order and 
deliver a fraction of those services. 

Moreover, a global payment system not only retains 
many of the same problems as the shared savings pro-
gram for both patients and hospitals, it also has some of 
the same kinds of problems associated with hospital 
global budgets that were described in the previous 
chapter.  Perhaps most importantly, there is no assur-

ance that the global payment amounts will be sufficient 
to cover the cost of delivering high-quality care to pa-
tients either when the program first begins or over time, 
nor is there any assurance that even if the payments are 
adequate, patients will actually receive the services they 
need.  Capitation payment systems were widely used in 
the 1980s but then discontinued in most communities 
because of these problems.   

The risks and problems associated with global payments 
far outweigh any benefits for small provider organiza-
tions.  Consequently, global payments are not a solution 
for the problems facing rural hospitals and their commu-
nities. 
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A. Goals for Rural Hospital Payment 

How should a small rural hospital be paid?  A good pay-
ment system would achieve three key goals: 

1. Ensure availability of essential services in the com-
munity.  A rural community needs to have assurance 
that the hospital emergency department and basic 
diagnostic and treatment services will be available to 
deliver high-quality services at all times.  As dis-
cussed in Chapter III, there is a minimum cost in-
volved in providing this capacity in a small communi-
ty, and the hospital needs to have sufficient revenue 

to cover that cost, regardless of how many people 
actually have emergencies or illnesses requiring 
treatment. 

2. Enable safe and timely delivery of the services pa-
tients need at prices they can afford to pay.  When 
residents have a health problem, payments should 
enable the hospital to provide safe, timely, and ap-
propriate diagnostic and treatment services in the 
most efficient way possible.  There should be no fi-
nancial incentive for the hospital to either provide 
unnecessary services or to withhold or delay neces-
sary and effective care.  A patient and their insurance 

A BETTER WAY  
TO PAY RURAL HOSPITALS 

VII. 
KEY POINTS 

A good payment system for rural hospitals and clinics must achieve three key goals:  

(1) Ensure availability of essential services in the community;  

(2) Enable safe and timely delivery of the services patients need at prices they can afford; and  

(3) Encourage better health and lower healthcare spending.   

A Patient-Centered Payment System for rural hospitals and primary care clinics can achieve all three goals using the follow-
ing five components: 

• Standby Capacity Payments to support the fixed costs of essential services; 

• Service-Based Fees for diagnostic and treatment services based on marginal costs; 

• Patient-Based Payments for primary care management; 

• Accountability for quality and spending; and  

• Value-based cost-sharing for patients. 

Standby Capacity Payments would be based on the number of community residents, not the number of services delivered.  
A Standby Capacity Payment would be paid to a rural hospital by each health insurance plan (Medicare, Medicaid, Medi-
care Advantage, and commercial insurance) based on the number of members of that plan who live in the community, not 
based on the number of services the patients receive.  This ensures that the hospital has adequate revenues to support 
the minimum standby costs of the emergency department, inpatient unit, laboratory, etc. regardless of how many patients 
actually need services during any given month or year. 

Service-Based Fees would be much lower than current fees because they can be based on the marginal (incremental) cost 
of services rather than the average cost.  If the hospital is receiving Standby Capacity Payments that support the fixed costs 
of essential services, the fees for individual services only need to cover the small amount of additional costs incurred when 
additional services are delivered. 

Patient-Based Payments for primary care would be based on the number of patients enrolled for primary care, not the  
number of visits patients make to the clinic.  The Rural Health Clinic or primary care practice would receive a monthly  
Comprehensive Primary Care Payment from a health insurance plan for each insured member who enrolls with the clinic for 
ongoing primary care.  This payment would give the clinic the flexibility to deliver services in ways that work most effectively 
for patients, rather than being restricted to delivering only in-person visits at the clinic.  The clinic would receive higher pay-
ments for patients who have higher needs to ensure they can receive high-quality care. 

Payment amounts need to be adequate to support the cost of delivering high-quality care.  The method of payment in a 
Patient-Centered Payment system would avoid the serious problems associated with fee-for-service payments, cost-based 
payment, global budgets, and shared savings programs.  However, no payment system will sustain rural hospitals and clin-
ics unless the amounts of payment are large enough to cover the cost of delivering high-quality care in small rural hospi-
tals. 

Hospitals and clinics should accept accountability for delivering high quality care and controlling spending.  In return for 
receiving adequate, predictable, flexible payments to support essential services, rural hospitals and primary care clinics 
need to take accountability for delivering high-quality services and improving patient outcomes. 
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plan should expect to spend more on the patient’s 
care if the patient has more health problems or more 
serious problems, but not if the patient receives un-
necessary services or has to be treated for problems 
caused by poor-quality care.  Patients should be able 
to obtain the services they need at a price they can 
afford to pay.   

3. Encourage better health and lower healthcare 
spending.  Although it is important to treat health 
problems efficiently and effectively, it is even better 
to prevent problems from occurring in the first place.  
A good payment system would enable community 
residents to have access to effective primary care 
and other services that can help improve their 
health, reduce the need for expensive treatments, 
and avoid the use of unnecessary services. 

B. Effectiveness of Current Payment 
Systems in Achieving the Goals 

Some of the payment systems discussed in the previous 
chapters are better than others in advancing one or 
more of these goals, but as shown in Figure 7-1 and 
discussed below, none of the payment systems is effec-
tive in achieving all three goals:   

1. Ensuring Availability of Essential Services 

• Fee-for-Service Payment: Fee-for-service payment 
does the worst job of ensuring availability of essential 
services in a rural community, since fee amounts are 
typically lower than the cost of delivering the service, 
and even if fees are adequate, revenues can fall be-
low the minimum cost of operating the essential ser-
vices when the volume of services decreases.   

• Cost-Based Payment: A completely cost-based pay-
ment system would be the best at advancing this par-
ticular goal, because the hospital’s payment would 
match the actual cost of operating the Emergency 
Department and other essential services, regardless 
of how many actual ED visits, lab tests, etc. are deliv-
ered.  However, no rural hospital receives cost-based 
payment from all payers, and it would undesirable for 
all payers to use cost-based payment because of the 
inefficiencies universal cost-based payment could 
create.  

• Global Budget: A global budget prevents the hospi-
tal’s revenue from decreasing if the number of ED 
visits and other services declines, but there is no as-
surance that the budget amount will be adequate to 
cover the cost of delivering those essential services, 
particularly if it is based primarily on the amount of 
revenues the hospital has received in the past.   

• Shared Savings/Global Payment: Adding a shared 
savings program on top of fee-for-service payment 
can mitigate the reduction in revenues that occurs 
when the volume of services decreases, but it does 
not prevent revenues from falling below the minimum 
level needed to sustain essential services.  Under a 
full global payment system, the hospital could lose a 
significant portion of its revenue if patients receive 
expensive services at other hospitals. 

2. Enabling Safe, Timely, and Efficient  
Delivery of Needed Services 

• Fee-for-Service Payment: Fee-for-service payment has 
both strengths and weaknesses in supporting high-
quality, affordable care.  Since fee-for-service pay-
ment provides more revenue when more services are 
delivered, it encourages the delivery of needed ser-
vices as quickly as possible, but it also encourages 
delivery of unnecessary services.  Since the payment 
for each service is fixed, the hospital has an incentive 
to deliver individual services efficiently, but it also has 
an incentive to avoid delivering services that cost 
more than the amount of the fees.  The hospital re-
ceives a payment if a service is delivered, regardless 
of the quality or necessity of the service, and even if 
the service was needed to treat a problem the hospi-
tal itself caused.  The hospital can make a higher 
profit if it charges more for services, but the higher 
patient cost-sharing associated with higher charges 
can prevent patients from seeking and obtaining the 
services they need. 

• Cost-Based Payment: A cost-based payment system 
does the best job of ensuring payments are adequate 
to cover the cost of delivering high-quality services in 
a timely way, but it does the worst job of ensuring the 
services are delivered as efficiently as possible.  If 
payments are tied closely to the costs of services, 
there is no reward for delivering unnecessary ser-
vices, but there is also no penalty for failing to deliver 
necessary services, delaying the delivery of services, 
or delivering poor-quality services.   

• Global Hospital Budget: A global budget does the best 
job of ensuring that services are delivered as efficient-
ly as possible and that no unnecessary services are 
delivered, since the hospital’s profits will increase 
when its costs decrease.  However, a global budget 
also rewards the hospital for delaying or denying nec-
essary services, since delivering fewer services reduc-
es the hospital’s costs and increases its profits, and a 
global budget penalizes the hospital for improving the 
quality of a service if that increases the cost of the 
service.  Moreover, there is no assurance that the 
global budget will be adequate to cover the costs of 
delivering as many services as are needed in a high-
quality way, potentially forcing the hospital to either 
withhold services or deliver poor-quality care.  Pa-
tients may have to pay higher amounts for services 
because the focus of global budgets is controlling the 
amount spent by insurance plans, not the amounts 
patients pay for services. 

• Shared Savings/Global Payment: Shared savings and 
global payment models create a financial incentive for 
a hospital to deliver fewer services, regardless of 
whether the services are needed by patients.  Alt-
hough these payment systems make adjustments in 
payments based on performance on quality 
measures, there are no measures of the quality of 
most of the services that patients receive, the 
measures that are used do not require that every pa-
tient receive high-quality care, and only small adjust-
ments in payments are made even when performance 
is poor.  Savings achieved through reduced utilization 
is shared between insurance companies and 
healthcare providers, not with patients. 
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3. Encouraging Better Health and  
Lower Healthcare Spending 

• Fee-for-Service Payment: Fee-for-service payment 
does the worst job of encouraging better health and 
lower healthcare spending, because a hospital or pri-
mary care clinic is not paid at all if patients are 
healthy.  Healthcare providers are paid more for deliv-
ering more services, not for achieving better out-
comes; and their profits are generally higher when 
more services and more expensive services are deliv-
ered, even if fewer and lower-cost services would 
achieve similar or better results. 

• Cost-Based Payment: Cost-based payment does the 
best job of enabling a small rural community to sup-
port the cost of delivering primary care and preventive 
services.  However, since it covers the costs of deliv-
ering services regardless of their outcomes, it does 
nothing to encourage effective use of primary care 
and preventive care services instead of expensive 
treatment services. 

• Global Hospital Budget: Global hospital budgets have 
been limited to hospital inpatient and outpatient ser-
vices, and they do not change the way primary care 
services or Rural Health Clinic services are paid.  In 
theory, a hospital can use the flexibility under the 
global budget to reallocate money from hospital ser-
vices to primary care services and to pay for primary 
care services in innovative ways.  However, as dis-
cussed in Chapter V, the need for hospital services 
will only decrease after primary care services are ex-
panded/improved, so increasing spending on primary 
care would likely cause the hospital to lose money 
initially.  Healthcare spending will generally only be 
reduced if the global budget is reduced, but reducing 
the global budget when the need for services has not 

decreased would make it more difficult to sustain es-
sential hospital services.   

• Shared Savings/Global Payment: Under shared sav-
ings models, hospitals and primary care practices con-
tinue to be paid using fees for services, so the prob-
lems of fee-for-service payment still exist; the poten-
tial for a shared savings bonus reduces but does not 
eliminate these problems.  Under a global payment, a 
hospital would have the flexibility to reallocate funding 
from hospital services to primary care, but as with the 
narrower hospital global budget, the need for hospital 
services will only decrease after primary care services 
are delivered, so the hospital would likely lose money 
initially.  Moreover, there would be no reduction in 
overall spending under a global payment unless the 
amount of the payment is reduced (or is increased 
more slowly than would have otherwise occurred), and 
that could make it difficult to sustain primary care 
services in addition to essential hospital services. 

FIGURE 7-1 
Effectiveness of Alternative Approaches to Rural Hospital Payment 

   EFFECTIVENESS IN ACHIEVING GOALS 

GOAL Fee for Service 
Cost-Based 

Payment Global Budget Shared Savings 

1 
Ensure Availability of Essential 
Services in the Community 

Ineffective Effective Mixed Ineffective 

2 
Enable Safe, Timely, and  
Efficient Delivery of 
Needed Services 

    

  Safety/Quality Mixed Mixed Ineffective Harmful 

  Timeliness Effective Limited Harmful Harmful 

  Efficiency Mixed Harmful Mixed Limited 

  Appropriateness Mixed Limited Mixed Mixed 

3 
Encourage Better Health  
and More Affordable Care 

    

  Better Health Limited Limited Harmful Harmful 

  Lower Spending Harmful Harmful Mixed Limited 
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C. A Patient-Centered Payment  
System for Rural Hospitals & Clinics 

Clearly, a new and more effective payment system is 
needed for small rural hospitals.  A Patient-Centered 
Payment system that achieves all three goals would 
have five components: 

1. Standby Capacity Payments to Support the Fixed 
Costs of Essential Services.  Standby Capacity Pay-
ments would assure that the hospital receives the 
minimum amount of revenue it needs to adequately 
staff an Emergency Department and other essential 
service lines so it can be ready to deliver those ser-
vices to patients when they need them.   

2. Service-Based Fees for Diagnostic and Treatment 
Services Based on Marginal Costs.  When patients 
receive services, the hospital should receive Service-
Based Fees that provide sufficient revenue to cover 
the marginal costs of delivering additional services in 
a timely, high-quality, efficient manner.   

3. Patient-Based Payments for Primary Care Manage-
ment.  Rural Health Clinics and primary care practic-
es in the community should receive flexible Compre-
hensive Primary Care Management Payments for 
each patient instead of visit-based fees.  The pay-
ments should provide the clinic/practice with ade-
quate resources to help patients stay as healthy as 
possible and to effectively manage the health prob-
lems patients have. 

4. Accountability for Quality and Spending.  In order to 
receive adequate payments to support delivery of 
services, hospitals and primary care clinics should 
be required to deliver every service in a high-quality 
manner.  Hospitals and clinics should also be assist-
ed and encouraged to change care delivery in ways 
that improve patient outcomes and reduce avoidable 
healthcare spending. 

5. Value-Based Cost-Sharing for Patients.  The amounts 
that patients have to pay out of pocket for high-value 
services should be set at levels that the patient can 
afford, thereby enabling the patients to obtain the 
care they need to improve their health and avoid the 
need for more expensive services.   

More details on each of these five components are  
provided below. 

1. Standby Capacity Payment to Support the 
Fixed Costs of Essential Services 

a. The Need to Pay Directly  
for Hospital Standby Capacity 

The fee-for-service payment system includes separate 
fees for thousands of individual healthcare services, but 
there is no fee or other payment at all for what residents 
of a rural community would likely view as the most im-
portant service of all – the availability of a physician and 
emergency department to treat an injury or serious 
health problem if the resident experiences an injury or 
problem.  Having health insurance that pays fees for ED 
visits, laboratory tests, or treatments is of little value if 
there is no Emergency Department, laboratory, or treat-
ment capability in the community or if the ED and labora-
tory that do exist do not have adequate capabilities to 
diagnose and treat or stabilize patients.   

The hospital’s ability to deliver a service on short notice 
is often referred to as “standby capacity,” because a 
minimum level of personnel and equipment must be 
standing by in case a patient needs the service, even if it 
turns out that no patient actually does need it.  In most 
medium-sized and larger hospitals, there is little 
“standing by” in the ED, because patients are coming to 
the ED almost continuously around the clock, but ser-
vices such as cardiac catherization and trauma surgery 
do have to be on standby to ensure timely response for 
the subset of ED patients who are having a heart attack 
or have suffered a serious injury.  However, in a small 
rural hospital, the ED is not in continuous use, and there-
fore special efforts are needed to ensure the hospital 
has adequate standby capacity in the ED so that patients 
can be treated in a timely fashion when they do need 
care.  Similarly, in a small community, no laboratory tests 
may be needed on some nights, weekends, or even 
weekdays, but the laboratory must still have the ability to 
perform tests if they are needed in an emergency. 

The 2020 coronavirus pandemic made many people 
aware for the first time that current payment systems do 
not ensure that hospitals have enough standby capacity 
to handle unexpectedly large increases in patient needs, 
including very large hospitals.  The need for standby ca-
pacity is greatest, however, in small rural communities, 
because even a small increase in the number of patients 
represents a large percentage increase for the hospital if 
its average volume of cases is low.  Moreover, whereas 
large hospitals will typically have other hospital units that 
can be repurposed during an emergency, and sufficient 
financial reserves to bring in additional staff to handle 
unexpected increases in volume, the small size and low 
margins at small rural hospitals have not allowed them 
to create similar capacity and reserves. 

b. The Problems with Charging Higher Service 
Fees to Support Standby Capacity 

Hospitals have traditionally paid for standby capacity by 
charging higher amounts for individual services or charg-
ing separate “facility fees.” However, this approach is 
problematic for multiple reasons: 
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• Prices for services are higher than costs.  Charging 
more for a service to cover standby capacity costs 
makes the price of the service higher than the mar-
ginal cost of delivering it.  That increases the financial 
incentive for the hospital to deliver unnecessary ser-
vices and increases the financial penalties when it 
avoids unnecessary services.   

• Services are less affordable.  Charging more for a 
service makes the service less affordable for patients; 
that can either discourage them from getting needed 
services altogether, or encourage them to seek the 
service elsewhere, both of which reduce the hospi-
tal’s ability to sustain its services.  This problem is 
more severe at a small rural hospital than at larger 
hospitals because a higher proportion of the rural 
hospital’s costs are for standby capacity, so the high-
er fees needed to support the higher costs of services 
in rural areas become even higher in order to cover 
standby capacity costs. 

• Services are not being supported equitably by those 
who benefit from them.  Obtaining revenue only from 
those individuals who receive services means that 
healthy community residents are not paying at all to 
sustain the standby capacity that they want and need 
to have available in their community. 

c. Making Payments Specifically  
for Standby Capacity 

Healthcare is not the only area where standby capacity 
is needed in a community.  A community that needs an 
emergency department also needs a fire department 
and an emergency ambulance service, but these other 
services receive funding to support the standby capacity 
from all those who benefit from having the service avail-
able, not just those who happen to need or use the ser-
vice.  For example: 

• Communities do not force their fire department to 
support itself by charging high prices for extinguishing 
fires.  The residents of the community provide funding 
to the fire department to ensure it has adequate 
equipment to fight fires, and they provide either fund-
ing or in-kind resources (i.e., volunteer firefighters) to 
ensure the department has adequate personnel.   

• No emergency ambulance service can support itself 
solely based on the fees it receives for individual am-
bulance trips; the ambulance service also receives 
funding and/or in-kind support directly from the com-
munity to ensure that it has equipment and personnel 
standing by at all times. 

Small rural hospitals need to receive similar support for 
their standby capacity.  Rather than only receiving a pay-
ment for each patient who actually receives services 
from the ED during the month, the hospital needs to 
also receive a payment for each potential patient, i.e., 
each community resident who does not happen to need 
the ED during a particular month, but who benefits from 
having the ED and associated ancillary services availa-
ble in case they do.   

Standby capacity is an important healthcare service, 
because failure to provide it can result in worse out-
comes and higher healthcare spending for residents of 
the community.  Consequently, payments to support 

standby capacity should come from health insurance 
plans.223   

Support for standby capacity can be provided by paying 
the hospital a monthly Standby Capacity Payment (SCP) 
for each resident of the community in the following way:   

• Insurance Plans Pay Standby Capacity Payments for 
Each of Their Members Who Live in the Community 
Served by the Hospital.  For each resident of the hos-
pital’s service area who has health insurance, their 
insurance plan would pay the Standby Capacity Pay-
ment to the hospital each month.  A health insurance 
plan is receiving a monthly premium for each of its 
members to ensure they can receive the healthcare 
services they need, and a portion of that premium 
should be paid to the hospital to ensure that it is ready 
to deliver those services to the plan’s members when 
they need them.  This per-member payment would be 
paid by the insurance plan in addition to Service-
Based Fees for any individual services the individual 
receives if they go to the hospital for care; however, 
the Service-Based Fees for services in the essential 
service lines would be lower than typical fee for ser-
vice payments, as discussed in the next section.   

• Total Standby Capacity Payments Are Set at Levels 
Adequate to Support the Fixed Cost of Standby Capac-
ity.  In aggregate, the Standby Capacity Payments from 
all payers should be sufficient to support the fixed 
costs of adequate staffing and equipment for standby 
capacity for Emergency Department services, labora-
tory and radiology services, basic inpatient care, and 
other essential services, i.e., the cost that the hospital 
would have to incur even if only a small fraction of 
community residents actually need to use the services 
in any particular month.   

For Medicare or a health insurance plan, paying a 
Standby Capacity Payment to a hospital in this fashion is 
similar to the way that Global Budget payments are paid 
to the hospital on a biweekly or monthly basis under the 
Pennsylvania Rural Health Plan described in Chapter V, 
except that the hospital would continue to receive fees 
for individual services in addition to the Standby Capacity 
Payments. 

d. Standby Capacity Payments Must Be Specific to 
Individual Service Lines 

Separate Standby Capacity Payment amounts should be 
defined for each essential service line operated by small 
rural hospitals, for four reasons: 

• As discussed in Chapter III, the costs of operating a 
particular service line will vary from community to 
community for reasons beyond the control of the hos-
pitals.  The factors affecting this variation differ from 
service line to service line.  As a result, the relative 
costs of the different service lines will also differ from 
community to community, even if communities are of 
similar size and have similar demographic composi-
tions.  For example, it will likely not be equally easy or 
difficult to attract and retain emergency room physi-
cians, nurses, and lab techs in different communities, 
so the salary differentials between service line staffs 
and the need to pay for temporary staffing costs in 
each service line will differ from community to commu-
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nity.  The most effective way to ensure the hospital’s 
aggregate revenues match these differences in costs 
is to define separate Standby Capacity Payment 
amounts for each service line. 

• The service utilization rates of different demographic 
groups differ across service lines, so calculating sepa-
rate Standby Capacity Payments for each service line 
will enable costs to be equitably apportioned among 
each payer based on the characteristics of members 
they insure in the community.  

• Although even the smallest hospitals will operate the 
same core service lines (ED, acute inpatient, laborato-
ry, radiology), hospitals that are large enough or have 
access to the necessary resources may want to offer 
additional service lines that should appropriately be 
paid using a Standby Capacity Payment, such as labor 
and delivery services or inpatient psychiatric services.  
Similarly, if a hospital decided to discontinue a partic-
ular service line, the Standby Capacity Payment 
amount based on that service line could be eliminat-
ed while the payments for other service lines would 
continue.   

• If one hospital offers additional service lines such as 
maternity care or inpatient psychiatric services that 
are used by multiple communities, it would need to 
receive Standby Capacity Payments for those services 
from the residents of those other communities, not 
just for the residents of its immediate service area. 

A hospital does not need to receive separate checks 
from a health plan for each of these service line-specific 
Standby Capacity Payment amounts; they can be com-
bined into a single aggregate Standby Capacity Pay-
ment.  However, just as current payments to hospitals 
are based on individual fees for individual services, the 
total amount the hospital receives needs to be based on 
appropriate Standby Capacity Payment amounts for 
each essential service line.   

e. Focusing Standby Capacity Payments  
on Essential Services 

A hospital should not receive Standby Capacity Pay-
ments (through health insurance) for services that 
would not be considered essential to offer locally, or if 
there are other providers already offering adequate ac-
cess to that service in the same community.  For exam-
ple: 

• if a non-emergency specialty service (e.g., a rheuma-
tologist or dermatologist) is available in a nearby town 
and the subset of residents who need that service 
can obtain it either through a short drive or a tele-
health connection, there would not be any justifica-
tion for providing a Standby Capacity Payment to sub-
sidize offering that service directly within the commu-
nity itself.   

• if a community already has one or more providers of 
a service that have adequate capacity to meet the 
community’s needs, the hospital should not receive a 
Standby Capacity Payment for that service, although 
it could still operate the service and charge fees to 
pay for the services that are delivered.  For example, 
if a community has one or community pharmacies, 
the hospital should not receive a Standby Capacity 
Payment to operate its own outpatient pharmacy.  On 
the other hand, if the community has no community 
pharmacy because the number of patients is not suf-
ficient to sustain one, then it could be appropriate to 
pay a Standby Capacity Payment to the hospital in 
order to open an outpatient pharmacy. 

This approach is preferable to a hospital global budget 
that locks in a hospital’s past levels of revenue, thereby 
either providing continued subsidies for unnecessary 
services or failing to provide adequate support for nec-
essary services. 

If a community wants to enable delivery of a service 
locally where local access is desirable but not essential, 
it could choose to provide a subsidy similar to a Standby 

FIGURE 7-2 
Standby Capacity Payments Support Fixed Costs of Essential Services 
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Capacity Payment, but do so using funding sources oth-
er than payments from health insurance plans.  For ex-
ample, if residents of a community wanted to have a 
specialty service available locally without the need to 
travel or use telehealth connections, but if it would be 
impossible to financially sustain local delivery of the 
service using standard payments because of the small 
number of patients, the community could decide to pro-
vide funding to the hospital to support that service using 
monies from local tax revenues or voluntary contribu-
tions, rather than from health insurance plans.   

As discussed in Chapter II, many rural communities cur-
rently use local taxes to support their hospitals.  Howev-
er, in most cases, these taxes (or the majority of the tax 
revenues) are not used to support delivery of higher-
than-minimum levels of services, but to subsidize under-
payments by private health insurance plans for essential 
services.  These local tax levies could be reduced if the 
hospital receives adequate Standby Capacity Payments 
from health insurance plans funded by the premiums 
local residents have already paid for health insurance. 

f. Standby Capacity Payments Can Also Be Used 
With Larger Hospitals 

Standby Capacity Payments could be used to pay for 
standby capacity at larger rural hospitals and at urban 
hospitals, not just small rural hospitals.  The same prob-
lems with fee-for-service payment that make it difficult 
for a small rural hospital to sustain an Emergency De-
partment or laboratory also make it difficult for a larger 
hospital to sustain a Trauma Center, Stroke Center, and 
other service that needs to be ready to provide services 
on a round-the-clock basis but are not actually used con-
tinuously.  The residents of the region served by the larg-
er hospital benefit from having these services available, 
but they and their insurance plans provide no financial 
support for them unless they actually use them.   

Many hospitals charge high prices for all of their ser-
vices and justify doing so based on the need to maintain 
standby capacity, even though many of the services are 
not available on a 24/7 basis and even though the extra 
revenue generated through the higher charges may be 
far more than is needed to sustain the services that do 
need to be available on a round-the-clock basis.  Paying 
directly to support Standby Capacity at these hospitals 
would enable fairer pricing of services and more equita-
ble financial support from patients and payers.   

Moreover, it is much easier to define a Standby Capacity 
Payment for a specific service line at a larger hospital 
than it is to define a global budget for a large hospital.  If 
there are several hospitals in the community but only 
one is providing a particular type of service (e.g., a Level 
I Trauma Center), then a Standby Capacity Payment can 
be paid to that hospital for that specific type of service, 
and the payments can be made for each individual who 
lives in the geographic area that depends on that ser-
vice, including residents of a rural community that relies 
on having the service available so it can transfer local 
residents when they need it.  If two or more hospitals in 
the same community are providing a service that re-
quires standby capacity (e.g., two hospitals have emer-
gency departments and cardiac catheterization capabili-
ties), and there are not distinct geographic sub-areas 

served by each, then the amounts of the Standby Capac-
ity Payments for each hospital can be set based on the 
proportion of the residents who actually use the services 
for urgent needs.  Other services can then continue to 
be paid for using standard fee for service methods. 

2. Service-Based Fees for  
Diagnostic and Treatment Services  
Based on Marginal Costs 

a. The Problems with Fees Based  
on Average Costs 

In a fee-for-service payment system, a hospital will only 
break even financially on a service line if the fees paid 
for the services are equal to the average cost per ser-
vice.  However, as discussed in Chapter III, because a 
high proportion of the costs in most service lines are 
fixed or semi-variable in nature, the average cost per 
service changes whenever the number of services 
changes, so the fee amounts will always be either too 
high or too low.  If fee levels are set based on the aver-
age cost of services at a particular level of volume, the 
hospital will make higher profits when more services are 
delivered and it will lose money when the number of 
services decreases. 

b. Paying Separately for Variable  
and Semi-Variable Costs  

If a hospital receives Standby Capacity Payments to sup-
port the minimum cost of operating a service line, it will 
still need to charge fees for individual services to sup-
port any incremental costs associated with delivering 
more than a minimal number of services.  However, 
those fees can be lower than they are today because 
they will no longer need to cover the fixed costs of the 
service line that are paid through the Standby Capacity 
Payment.  Rather than basing fees on the average cost 
of services as is done under fee-for-service systems, 
Service-Based Fees under a Patient-Centered Payment 
System can and should be based on the marginal cost 
of delivering services, i.e., the additional cost the hospi-
tal incurs when it delivers additional services.  If fees for 
services are set at levels based on the marginal cost of 
additional services, then the hospital will not make sig-
nificant profits by delivering more services nor will it in-
cur significant losses when fewer services are delivered. 

As shown in Figure 7-3, using two different types of pay-
ments to support a service line – a Standby Capacity 
Payment based on fixed costs, and Service-Based Fees 
for individual services based on marginal costs – will do 
a much better job of matching the hospital’s revenues to 
its costs than either paying fees only when services are 
delivered, or paying a single global budget regardless of 
how many services are delivered.  Moreover, using two 
different payments (the Standby Capacity Payment and 
the Service-Based Fee) is a more equitable way of charg-
ing patients (and their health insurance plans) for ser-
vices than either traditional fees or global budgets, since 
patients who use more services will pay more but pa-
tients who need few services will still help support main-
taining the capacity needed for them to receive services 
when they do need them. 
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In most cases, it will be impossible to set Service-Based 
Fees that will exactly match the marginal cost of ser-
vices at every level of service volume.  As discussed in 
Chapter III, a significant portion of the costs in many 
service lines are neither truly fixed nor completely varia-
ble.  The third category of costs are the “semi-variable” 
costs.  They do not change when service volumes 
change by small amounts, but they increase significantly 
when the volume of services reaches a particular 
threshold.  For example, one emergency room physician 
per shift is adequate when there are at most 1-2 visits 
every hour, but when volumes increase beyond that, the 
ED will likely need an additional physician on those 
shifts.  That will increase the total cost of the ED signifi-
cantly, but the ED will then be able to handle even larger 
volumes of service without much additional increase in 
cost.  To address semi-variable costs, Service-Based 
Fees will need to be set based on the 
“average marginal cost,” with the average 
calculated over the likely range in volume 
expected in the service line in that commu-
nity. 

c. Higher Service-Based Fees for  
Non-Residents and Members of 
Non-Participating Insurance Plans 

Although most of a rural hospital’s standby 
services are provided to residents, some 
are provided to non-residents who work in 
the community and to tourists and other 
visitors.  The hospital will not receive 
Standby Capacity Payments for these non-
residents, so it is unfair to charge the non-
residents the same amount for a service 
as the amount charged when a resident 
receives a service.  Moreover, in communi-
ties that have a lot of non-resident workers 
or visitors (e.g., in agricultural communities 
or tourist areas), the hospital may need to 
provide additional standby capacity in or-

der to deliver the higher volume of services, and it 
would be inappropriate to charge the insurance plans of 
the residents more for this. 

To address this, the hospital would need to charge non-
residents a higher amount for each service than it 
charges a resident who receives the same service, with 
the amount for the non-resident based on the average 
cost of services rather than the marginal cost of ser-
vices.  However, this does not mean that the hospital is 
really charging two different prices for the same service; 
it is merely collecting payments in two different ways – a 
two-part payment for residents and a single payment for 
non-residents.  In effect, the hospital is giving a discount 
to the residents’ health insurance plans to reflect the 
Standby Capacity Payments they have made separately.  

FIGURE 7-4 
Standby Capacity Payments Allow Lower Fees for  
Services to Residents Who Need Emergency Care 

FIGURE 7-3 
Impact of Volume Changes on Hospital Margins Under Patient-Centered Payment 
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This is a more rational approach to providing discounts 
than the arbitrary, problematic, and secretive approach 
used today in contracting between health insurance 
plans and hospitals. 

A similar approach would need to be used for any resi-
dents of the community whose health insurance plans 
are unwilling to pay Standby Capacity Payments for their 
members.  These health plans would pay higher Service-
Based Fees for essential services that are delivered to 
their members than the amounts paid by other health 
plans.  This differential discounting is also more rational 
than the discounts used today.   

Residents of the community who could afford to pur-
chase health insurance but choose to “self-insure” could 
voluntarily agree to participate in the Patient-Centered 
Payment system by paying monthly Standby Capacity 
Payments to the hospital directly.  In return, they would 
pay much small Service-Based Fees to the hospital 
when they did need a service.  In effect, the individual 
would be “pre-paying” for a portion of their hospital care.  
This is actually the way that Blue Cross plans originally 
started – resident of the community made regular pay-
ments to the local hospital that ensured they could re-
ceive hospital care if they needed it, and the hospital 
received a more reliable stream of revenue than it would 
if it depended only on sick patients to pay the bills.224 

d. Cost-Based Payment for Drugs  
and Medical Supplies 

For drugs and medical supplies, a relatively small pro-
portion of the cost to the hospital represents a fixed or 
standby capacity cost; the fixed costs consist primarily 
of whatever staff or equipment are used to store and 
dispense drugs (many small hospitals may rely on an 
external pharmacy for much of this), and the cost of any 
expensive drugs or supplies that the hospital needs to 
keep in stock in case of emergencies but which may not 
be used before their expiration dates.  In addition, alt-
hough the remaining costs will vary based on how many 
patients need treatment, the primary driver of the varia-
tion will not be the number of patients treated but the 
specific types of drugs and devices the patients need 
and the amounts the hospital has to pay for them.   

While charging predetermined Service-Based Fees 
based on expected marginal costs is both feasible and 
desirable in other service lines, it is problematic for 
small rural hospitals to receive predetermined fees for 
drugs and supplies, or to have those payments bundled 
together with payments for other services as Medicare 
does in its payment systems.  Because of the small 
quantities of drugs and supplies small hospitals pur-
chase, they have little or no ability to negotiate low pric-
es from suppliers, particularly for expensive drugs that 
do not have generic equivalents.  Moreover, the need to 
use an unusually expensive drug or a large increase in 
the price of a drug can have a large financial impact on 
a small hospital. 

Consequently, the most appropriate approach to pay for 
marginal costs in these cases is to reimburse the hospi-
tal for its actual acquisition costs for the drugs and sup-
plies that are used.  This is similar to the cost-based 
payment approach used by Medicare to pay Critical Ac-

cess Hospitals, except that the cost-based payment 
would be limited to the direct costs of the drugs and sup-
plies, and all administrative and indirect costs would 
need to be supported through payments made on the 
hospital’s other service lines.   

e. Using Bundled Payments vs.  
Separate Fees for Individual Services 

The fees that hospitals currently charge for services are 
generally associated with relatively narrowly defined ser-
vices, i.e., there is a separate, different fee for each lab 
test or imaging study performed, each day of inpatient 
care received, etc.  This approach provides the flexibility 
to customize the payment based on the exact services a 
patient received, so that the hospital receives higher 
fees for services that cost more to perform, and so the 
patient and insurance plan spend less if fewer services 
are needed and pay more if more services were needed.   

Because of concerns that this system encourages hospi-
tals to deliver unnecessary services, Medicare and many 
other payers use “bundled payments” for certain groups 
of related services.  The earliest example of this was the 
case rate (“DRG”) payments Medicare began using to 
pay for inpatient care in 1983; under this system, the 
hospital receives a single payment for an inpatient ad-
mission, rather than separate payments for each day of 
care, each lab test performed during the stay, etc.  In 
general, bundled payments have been found to reduce 
the growth in spending compared to unbundled pay-
ments, although the savings varies significantly depend-
ing on what is being bundled.225  But because bundled 
payment amounts are based on the “average” set of 
services delivered in the bundle, they can cause financial 
problems for a small hospital when one or more  of the 
patients it treats need more than the average number of 
services that was used to determine the bundled pay-
ment amount. 

There is nothing about the use of Standby Capacity Pay-
ments that precludes using case rates or bundled pay-
ments to pay for the incremental costs of individual inpa-
tient admissions or outpatient services rather than pay-
ing separate Service-Based Fees for each individual ser-
vice.  If bundled payments are used for service lines that 
require standby capacity, the payments would simply 
need to be priced at the marginal cost of delivering the 
bundle of services, rather than the average cost.226  For 
example, Medicare could use the standard DRG catego-
ries and weights to pay different amounts for inpatient 
admissions based on differences in the patient’s diagno-
ses and procedures, but the “conversion factor” would 
need to be lower than in the standard Medicare Inpatient 
Prospective Payment System, since the hospital would 
already be receiving Standby Capacity Payments for a 
portion of the costs that standard DRG payment 
amounts are supposed to cover. 

However, because fees for individual services would be 
based on the marginal costs of those services, the incen-
tive to deliver additional services would be lower than 
under the current fee-for-service payment system, and so 
it would be less likely that use of bundled payments or 
case rates would create any significant savings.  Alt-
hough the financial risk to the hospital would also be 
lower if a bundled payment is intended only to cover 
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marginal costs, the bundled payment could still cause 
financial problems for a hospital with very small num-
bers of patients.   

3. Patient-Based Payments  
for Primary Care Management 

a. Sustaining and Expanding the  
Other Essential Service – Primary Care 

On the occasions when residents of a rural community 
experience a serious injury or a life-threatening illness, 
the most important healthcare service to have available 
in the community is a hospital with an Emergency De-
partment and appropriate diagnostic and treatment ser-
vices.   

At all other times, however, the most essential service 
for residents of the community is effective primary care.  
Primary care is the only healthcare service that is specif-
ically designed to help patients prevent health problems 
from occurring and to identify and treat new problems 
as early as possible so that outcomes will be better and 
treatment costs will be lower.  Failure to provide ade-
quate access to primary care in a community will result 
in poor health for residents, higher healthcare spending, 
and higher insurance costs. 

b. The Problems with Visit-Based Payments and 
Other Fees for Primary Care Services 

The fee-for-service payment system fails to provide ade-
quate support for a small hospital ED because the hos-
pital is only paid when a community resident visits the 
ED and it is paid nothing for the important service of 
standing by to serve other residents in case they have 
an emergency.  Similarly, one of the reasons the fee-for-
service payment system fails to provide adequate sup-
port for primary care practices and clinics is that the 
practice is paid when a patient needs to receive a spe-
cific service from the practice, but there is no payment 
at all if the practice succeeds in keeping the patient suf-
ficiently healthy that the patient needs no direct ser-
vices.  The primary care practice incurs the same costs 
to employ physicians, nurses, and other staff regardless 
of how many services patients happen to need, and the 
goal of primary care should be to keep patients healthy, 
not to deliver more services.   

Moreover, fees for primary care practices have tradition-
ally only been paid when the patient makes a face-to-
face visit with a clinician at the practice, while nothing is 
paid for many other important services that are an inte-
gral part of good primary care, such as providing care 
management for patients who have a chronic disease, 
coordinating care for patients with multiple health prob-
lems, responding to patient questions and problems by 
phone or email, and proactively contacting patients to 
ensure they receive adequate preventive care.  The only 
way primary care practices have been able to cover the 
costs of delivering all of these other services is to 
charge more for face-to-face visits.  However, this penal-
izes a practice that uses the other services to keep pa-
tients healthy or to avoid the need for face-to-face visits, 
and it discourages patients from making visits when 
they need them.  Even in the cost-based payment sys-

tem Medicare uses for Rural Health Clinics, the pay-
ments are tied to the number of visits patients make, 
and patients who need to visit have to pay high cost-
sharing amounts when they do.   

In recent years, Medicare and other payers have begun 
paying fees for specific types of care management and 
other services in addition to face-to-face office visits.  
During the 2020 coronavirus pandemic, Medicare and 
other payers began paying primary care practices for a 
broad range of telehealth services, i.e., visits conducted 
by videoconference or telephone.  While these additional 
payments reduced some of the distortions associated 
with paying only for traditional face-to-face visits, narrow 
definitions of the services and mismatches between pay-
ments and costs have created new problems of under-
utilization and over-utilization, and there is no guarantee 
that the payments will be continued. 

c. Using Patient-Based Payments Instead of  
Visit-Based or Service-Based Payments 

There is growing agreement that the best way to pay for 
most of the services provided by a primary care practice 
is through a monthly payment for each patient, rather 
than through separate fees for each individual service 
delivered to the patient.227  Consequently, in a Patient-
Centered Payment system, Rural Health Clinics and pri-
mary care practices should receive a monthly Compre-
hensive Primary Care Payment (CPCP) for each patient 
who has enrolled with the practice for ongoing care.  The 
amount of the CPCP should be higher for patients who 
have greater health needs, and in aggregate, the month-
ly payments need to be adequate to cover the cost of 
delivering high-quality primary care.  Under this ap-
proach: 

• the monthly payment better matches the way the 
practice incurs most of its costs, i.e., the practice pays 
monthly salaries for clinicians and other staff and it 
makes monthly payments for utilities, space, and 
equipment.   

• the payment gives the primary care practice the flexi-
bility to deliver the best combination of services for 
each patient, without regard to whether there is a fee 
for that specific service or how large that fee is. 

• the practice can afford to deliver more services to 
patients with greater needs, but it is no longer reward-
ed financially for delivering unnecessary services. 

• the payment encourages the practice to obtain suffi-
cient revenue by attracting and retaining patients, 
rather than by encouraging patients to make unneces-
sary office visits.  

• a single payment for each patient dramatically reduc-
es the administrative burden on the practice and the 
payer compared to billing separate fees for multiple 
types of services. 

d. Payments Based on Patient Enrollment 

In order for the primary care practice or clinic to receive 
a monthly CPCP for a patient, the patient should formally 
agree to receive all of their primary care services from 
the practice/clinic during the month.  This “enrollment” 
with the practice enables the primary care practice to 
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know the specific patients for whom it will be responsi-
ble for providing proactive, high-quality primary care.   

Enrolling with a clinic or primary practice to receive pri-
mary care services should not mean that the patient will 
need approval from that practice in order to receive spe-
cialty care services.  The role of the clinic should be to 
help the patient receive the most effective services, not 
to serve as a “gatekeeper” for a health insurance plan.  
Moreover, a patient who does enroll should be able to 
disenroll at any time if they choose.  This is easy to ac-
complish since the CPCP is paid monthly.   

This approach is far superior to the “retrospective statis-
tical attribution” methods that Medicare and other pay-
ers have used in their primary care medical home pro-
grams.  In these programs, primary care practices re-
ceive monthly payments either in addition to or instead 
of fee-for-service payments, but they only know if they 
will be receiving a monthly payment for a patient after 
the month has ended, and moreover, they only receive 
the payment if calculations by the payer show that the 
patient made more office visits to that practice than to 
other practices during some previous period of time.  
These attribution systems have been shown to assign 
the wrong patients to practices, and they also penalize 
practices who use the flexibility in the monthly payments 
to deliver services in ways that maintain and improve 
patient health without requiring as many in-person office 
visits.228  Because of these problems, Medicare has re-
cently begun allowing primary care practices to enroll 
patients rather than relying solely on attribution meth-
ods.   

e. Stratifying Monthly Payments  
Based on Differences in Patient Needs 

The primary care clinic should receive a higher monthly 
CPCP for a patient who has more health problems or 
other characteristics that would be expected to require 
more time and more services from the clinic staff.  Pay-
ing the same amount for every patient, as has been 
done in many capitation payment programs, discour-
ages a clinic from taking on clients with higher needs, 
because the clinic will need to use more resources to 
successfully manage the care of those clients but it 
would receive no additional revenue to pay for that.  The 
initial CPCP for a new patient should also be higher be-
cause the practice will need to spend more time in as-
sessing a new patient’s needs and developing a care 
plan during the first month. 

In general, stratifying the CPCP into 2-4 different levels 
will likely be adequate to ensure a clinic receives ade-
quate revenue to cover its costs if it has sicker or more 
complex patients.  The criteria used to determine which 
patients qualify for the higher levels of payment should 
be based partly on the number or types of chronic dis-
eases or health problems they have, but also on other 
factors that affect the patient’s and clinic’s ability to 
effectively use standard approaches to care manage-
ment and treatment.  For example, it will typically take 
more time to manage the care of a patient who has diffi-
culty with communication (e.g., speaking a different lan-
guage or having a cognitive impairment) or who has 
physical limitations that make it difficult or impossible to 
come to the clinic for services.  The criteria used to de-
termine which patients qualify for each category should 
be pre-defined as objectively as possible, while also al-
lowing the clinicians in the clinic discretion to assign 
patients to higher categories based on unique needs.229   

FIGURE 7-5 
Payments for Rural Health Clinics and Primary Care Practices 

 Under Patient-Centered Payment 
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Stratified monthly payments with categories assigned by 
the clinician allow patients to be reassigned to different 
payment levels when their needs change.  If a patient 
develops new health problems that require additional 
time and attention, the practice can receive additional 
resources immediately so that it can respond immedi-
ately.  If the clinic and the patient are able to resolve 
temporary problems that had resulted in reclassification 
to a higher-intensity category, the patient can and 
should be reclassified to a lower-intensity category at 
that point.   

“Risk-adjusting” the payments to the clinic (i.e., paying 
the same amount for every patient, but increasing or 
decreasing the amount of the payment based on the 
average of individual “risk scores” assigned to each pa-
tient) might seem like a more precise approach to pay-
ment than stratifying payments into several categories, 
but since the costs of delivering primary care do not 
change based on small differences in patient character-
istics, this level of precision is both unnecessary and 
problematic.  This approach can penalize clinics whose 
patients have fewer but more severe conditions, and it 
creates a financial incentive for the clinic to find more 
diagnoses to assign to the patient rather than to treat 
the patients’ conditions more effectively.230   

It is also important to ensure that the primary care clinic 
can receive a higher payment for each individual patient 
who has higher needs.  In its “Primary Care First” pay-
ment demonstration model, CMS plans to pay higher 
monthly payments to a clinic only if its overall patient 
population has a significantly higher average risk 
score.231  This penalizes a practice that takes on a small 
number of sicker patients in the same way that an unad-
justed capitation payment does.  However, it also cre-
ates a perverse incentive for a practice to avoid taking 
on healthy patients, since healthy patients will reduce 
the average risk score for the practice and prevent it 
from qualifying for higher payments for any of its pa-
tients.232   In a rural community that only has one prima-
ry care clinic, that clinic needs to serve everyone in the 
community and it needs adequate resources to do so 
regardless of the proportion of healthy vs. sick patients 
who happen to live in that community or want to enroll 
in the clinic. 

f. Higher Monthly Payments for Clinics  
That Provide a Broader Range of Services 

Not all primary care practices and clinics provide the 
same types of services.  For example, a growing number 
of primary care clinics are trying to provide behavioral 
health services as an integral part of the care they deliv-
er to patients, while others still focus primarily on deliv-
ering physical health services and refer patients needing 
behavioral health services to another provider who is 
better qualified to deliver them.  In a small community, 
the primary care clinic may be providing maternity care, 
while a larger community may have a separate OB/GYN 
practice or birth center that delivers maternity care ser-
vices.   

A clinic that offers behavioral health services, maternity 
care services, or other specialized services will need to 
have appropriate staff and equipment to do so, and so 

its monthly costs will be higher.  To address this, the clin-
ic will need to receive higher monthly payments in order 
to support the higher costs.  If the additional services are 
only delivered to a well-defined subset of patients, then 
it may be appropriate to define a separate, higher 
monthly payment category for those patients. 

g. Retaining Individual Fees for  
Selected Primary Care Services 

Fees should continue to be paid for services delivered by 
Rural Health Clinics and primary care practices where 
there is a significant marginal cost to the clinic/practice 
associated with delivering the service.  For example, ad-
ministering vaccines to patients is a highly desirable ser-
vice, but the primary care clinic/practice incurs signifi-
cant additional costs to acquire and store vaccines, and 
the cost depends not only on how many patients are 
vaccinated but what type of vaccine they need and the 
current cost of that vaccine.  Primary care clinicians can 
perform many types of procedures needed to treat inju-
ries and other problems, but this requires them to have 
the necessary medical supplies and equipment to do so, 
and it would not be fair to charge all patients more for 
services that only a few patients will need.   

Although it is appropriate to charge additional fees for 
these types of services, the fee should be as close as 
possible to the marginal cost of the service, since the 
more general fixed costs of the practice are already be-
ing supported by the monthly CPCP.  In the case of drugs 
or medical supplies with unpredictable costs, it would be 
appropriate to reimburse the practice for its actual ac-
quisition costs for the same reasons discussed earlier in 
the context of hospital services.233 

In addition, if an individual does not want to enroll with 
the practice for ongoing care but that individual needs or 
wants one or more services that the practice can pro-
vide, the practice would charge that patient fees for 
those services instead of receiving a monthly payment 
for the patient. 
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4. Accountability for Quality and Spending 

a. The Need for Accountability  
by the Providers of Rural Care 

In return for receiving adequate, predictable, flexible 
payments to support essential services, rural hospitals 
and rural primary care clinics will need to take accounta-
bility for delivering high-quality services and improving 
patient outcomes.  There are several reasons for this:  

• It will be difficult to convince patients and private pay-
ers to pay more for hospital and primary care services 
in rural areas without assurance that the higher pay-
ments will result in high quality services. 

• Because a significant portion of payments would no 
longer be tied directly to the number of services deliv-
ered, patients and payers will likely have concerns 
about whether access to services will decrease.   

• It will be easier for payers to justify paying more for 
rural healthcare services if rural hospitals and prima-
ry care practices can help slow the overall growth in 
healthcare costs by improving the health of their resi-
dents of their community and reducing the delivery of 
unnecessary services. 

b. Standard “Value-Based Payment” Approaches 
Should Not Be Used  

The “value-based payment” systems currently used by 
Medicare and other payers in an effort to hold hospitals 
and physicians more accountable for quality and spend-
ing cannot and should not be used to create an account-
ability component in a Patient-Centered Payment sys-
tem.  Not only have these systems failed to encourage 
higher quality or lower costs, they are particularly prob-
lematic in rural communities because:   

• the measures do not produce statistically valid results 
for many types of rural residents and patients.  Small 
hospitals and primary care practices typically do not 
have enough patients to reliably use many outcome 
measures for specific types of patients (e.g., mortality 
rates for patients with heart failure), and in many 
small rural communities, there may not be enough 
patients to reach minimal levels of statistical reliabil-
ity even for some process measures.  In addition, risk 
adjustment is based on diagnosis codes recorded on 
claims forms; diagnosis codes tend to be under-
reported by rural providers, and they also fail to cap-
ture barriers to care such as distance from the clinic 
and lack of support services in the community, so 
rural hospitals and clinics can appear to have healthi-
er patients or worse outcomes than they really do.234 

• the measures do not clearly define the appropriate 
standard of care for individual patients.  In many cas-
es, providers are not really expected to achieve 100% 
success on a quality measure because the standard 
of quality is not really applicable to all patients.  How-
ever, most value-based payment systems do not per-
mit providers to exclude patients from the measure 
even if the standard was inapplicable, so it is impossi-
ble to determine how many patients really don’t re-
ceive the care they need. 

• the measures ignore the quality of care for the majori-
ty of patients.  Many of the quality measures used in 
value-based payment programs focus on specific 
health problems such as diabetes or hypertension; 
there are no measures at all for patients with other 
kinds of health problems, and at most a few 
measures designed for healthy patients.  In a small 
rural community, there may not even be enough pa-
tients with common conditions to achieve minimum 
reliability levels on those measures (for example, only 
11% of the total population and 27% of seniors have 
diabetes)  As a result, the measures do not really as-
sess the quality of care for the majority of patients.   

• the measures ignore the need to maintain quality as 
well as improve it.  Most quality measurement pro-
grams stop using quality measures if most providers 
are able to routinely achieve them (so-called “topped 
out” measures).  However, that allows quality of care 
on those measures to worsen with no penalty, which 
is a particular problem in a payment system that is 
intended to encourage lower spending.  The measures 
used to replace them typically focus on aspects of 
quality where it is unclear what level of performance 
is feasible for providers to achieve, so providers are 
more likely to be penalized because of the types of 
patients they treat rather than the quality of care they 
deliver.235 

• higher performance on the measures does not neces-
sarily improve patient outcomes or achieve outcomes 
that are meaningful for patients.  For many commonly-
used measures, there is little or no evidence indicat-
ing that better performance on the measures will ac-
tually improve outcomes for patients, and in some 
cases, improving the measure can make patients 
worse off.236 

• rural hospitals and clinics cannot control all of the key 
factors affecting the measures.  As discussed in Chap-
ter VI, because a primary care clinic and rural hospital 
provide only a fraction of all the healthcare services 
that residents of a rural community receive, the hospi-
tal and clinic only have limited influence over many 
aspects of quality and spending.  For example, in sev-
eral of its payment models, CMS plans to use the total 
hospitalization rate for patients as the principal way of 
assessing performance.237  However, this includes 
hospitalizations due to accidents and infectious dis-
eases, procedures that patients chose to receive at 
other hospitals, and local hospital admissions to treat 
complications of services delivered by specialty physi-
cian practices, tertiary hospitals, and post-acute care 
facilities; none of these hospital admissions could be 
prevented or avoided by the local clinic or hospital.238 

• the bonus/penalty structures attached to the 
measures have the potential to create significant fi-
nancial harm for rural hospitals and clinics.  Typical 
pay-for-performance systems reduce payments to hos-
pitals and clinics based on whether their performance 
on the quality measures is above or below national 
averages or percentiles.  However, the small number 
of patients in a rural community means that a rural 
provider can easily be penalized simply due to random 
variation.  Most hospital pay-for-performance systems 
reduce payments for poor performance but do not 
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increase payments for good performance, so there is 
no way for the hospital to offset penalties that occur 
due to random variations. 

c. Using Accountability Measures  
Appropriate for Rural Hospitals and Clinics 

A Patient-Centered Payment system should only hold 
small rural hospitals and primary care clinics accounta-
ble for aspects of quality that meet the following criteria: 

• good performance in that area is important to the 
residents of the community, or there is strong evi-
dence that it will result in better health outcomes for 
residents; 

• performance can be controlled using the kinds of ser-
vices that are or could be delivered by the hospital 
and/or clinic; 

• a clear standard of performance can be defined for 
each individual service delivered to a patient that is 
feasible for the hospital or clinic to achieve with the 
resources available to it;  

• performance against the standard can be reliably 
measured for the number of residents in the commu-
nity or the number of patients treated by the hospital 
or practice; and  

• performance can be measured accurately using data 
that are being collected or can be collected by the 
hospital/clinic with the resources available to it.   

It would be desirable to assess the quality of care based 
on patient outcomes whenever possible.  However, in 
most cases, it will only be feasible to use process 
measures because outcomes are difficult to measure 
reliably with small numbers of patients, and small pro-
viders in rural areas have less control over the factors 
that can affect outcomes for many types of condi-
tions.239   

Measures of Hospital Quality for  

Patient-Centered Payment 

Measures of the quality of hospital care in a small rural 
community should focus on the essential services for 
which the hospital is receiving Standby Capacity Pay-
ments, particularly emergency room and inpatient care.  
The following measures satisfy the criteria described 
above and would have broad applicability to all or most 
of patients who visit the ED or are admitted to the hospi-
tal: 

• ED Response Time #1: The amount of time that 
elapsed between the patient’s arrival in the ED and 
their first contact with a physician or other clinician.   

• ED Response Time #2: The number of patients who 
left the ED without being seen. 

• ED Response Time #3: The amount of time that 
elapsed between the patient’s arrival in the ED and 
the completion of an electrocardiogram, if the patient 
reported chest pain or other symptoms of a potential 
acute myocardial infarction. 

• Inpatient Falls: Whether a patient fell during an inpa-
tient stay. 

• Venous Thromboembolism Prevention: Whether a 
patient admitted to the hospital received appropriate 
prophylaxis to prevent blood clots. 

• Medication Safety: Whether a patient receiving inpa-
tient care experienced an adverse event due to a 
medication error. 

Several of these measures are already being collected 
and monitored by many small rural hospitals through 
their participation in the Medicare Beneficiary Quality 
Improvement Project (MBQIP). 

For rural hospitals that admit larger numbers of patients 
for inpatient acute care or deliver surgical procedures, 
additional measures could be used, such as whether a 
patient who received surgery developed a surgical site 
infection. 

Measures of Primary Care Quality for  

Patient-Centered Payment 

For small primary care practices and clinics, the follow-
ing quality measures could be used initially, since they 
have broad applicability to all or most of the patients 
enrolled for care with a small primary care clinic: 

• Access to Care: Whether a continuously enrolled pa-
tient has been seen no less often than the recom-
mended frequency (every year for children, every two 
years for adults, more frequently for individuals with a 
serious chronic disease). 

• Preventive Care: Whether a patient is up to date on all 
recommended preventive care (for preventive care 
services that are available in the community). 

• Behavioral Health Screening: Whether a patient has 
been screened for clinical depression and other be-
havioral health conditions and has received a follow-
up plan if a condition is identified. 

It would be desirable for Rural Health Clinics and primary 
care practices to transition from these kinds of process 
measures to patient-reported outcomes.  One approach 
would be to use the What Matters Index in order to more 
comprehensively identify patient needs and assess their 
performance in addressing them.240  The What Matters 
Index is derived from patient-reported information on 
five issues:241 

• Health Confidence:  The patient’s level of confidence 
that they can manage or control most of their health 
problems. 

• Pain: How much pain the patient has been experienc-
ing recently. 

• Emotional Problems: How much the patient has been 
bothered by emotional problems such as feeling anx-
ious, irritable, depressed, or sad. 

• Polypharmacy: The number of prescription medicines 
the patient is taking. 

• Adverse Effects of Medications:  Whether the patient 
is experiencing any side effects of their medications. 

The What Matters Index has been shown to reliably iden-
tify patients who are at risk of hospitalization.242  Infor-
mation on the five issues in the What Matters Index are 
derived from a broader health assessment called How’s 
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Your Health, which also provides more specific infor-
mation on the patient’s needs and priorities that can 
help the primary care clinic to deliver more effective 
services.243 

d. Adjusting Payments Based on Performance 

In most value-based payment systems, performance is 
evaluated in terms of the percentage of times that a 
standard of quality was achieved for a group of patients, 
and future payments to the provider are reduced if that 
percentage is lower than the percentage achieved by 
other providers or lower than some arbitrary threshold.  
This approach is problematic because: 

• the provider is still paid for the service that was deliv-
ered to the patient that failed to meet the standard of 
quality, and in most cases, that patient has to pay for 
a portion of that payment.  It is of little comfort to the 
patient who received poor quality care that the majori-
ty of other patients received good care or that the 
percentage of patients who received good care was 
higher than for other providers. 

• providers can receive no penalty at all even if a large 
percentage of patients fails to receive high-quality 
care, as long as most other providers provide equally 
poor care.  Moreover, a provider can be penalized for 
a low percentage score even though the quality meas-
ure was not applicable to many of the patients, since 
many quality measures do not allow patients to be 
excluded from the measure calculation even if deliv-
ering care in the way specified by the measure would 
harm the patient.   

• the penalties result in the provider being paid less for 
services delivered today based on quality problems 
that occurred in the past, even though the quality 
problems may have been eliminated.  Reducing pay-
ments based on outdated performance information 
can jeopardize the ability to continue delivering high-
quality care. 

Businesses in other industries are not paid for their 
products and services in this way.  They do not charge 
customers at all if the product or service they deliver is 
defective.  That approach reduces the business’s reve-
nue immediately rather in the future, and it ensures that 
the customer does not have to pay for a poor-quality 
product or service. 

A similar approach can be used in healthcare.  If rural 
hospitals and clinics receive payments that are ade-
quate to support the cost of delivering  high-quality care, 
they should be able to meet a minimum standard of 
quality for each service they deliver, so there is no rea-
son why they should be paid when they deliver a service 
to a patient that fails to meet the standard.  Conse-
quently, for those aspects of quality where a minimum 
standard of performance can be defined that is feasible 
for a hospital or clinic to achieve, if the hospital or clinic 
fails to meet that standard for a particular patient, then 
the hospital/clinic should not charge that patient or 
their insurance plan for the service(s) associated with 
that measure.   

For example: 

• if the hospital is receiving a Standby Capacity Pay-
ment that is adequate to support the staffing of its 
Emergency Department, then it is reasonable to ex-
pect that every patient who comes to the ED should 
be seen in 30 minutes or less.  If a patient is not seen 
within 30 minutes, the patient should still receive 
care, but the hospital should not bill the patient or 
their insurance plan any fees for that visit.   

• if the primary care clinic is receiving a monthly Com-
prehensive Primary Care Payment for a patient, and if 
the patient has not been seen by the physician at the 
recommended frequency, then the clinic would no 
longer be able to bill for monthly CPC payments for 
that patient. 

e. Supporting More Comprehensive Improvement 
of Quality and Affordability 

Although it is only feasible to hold small rural hospitals 
and clinics accountable for a small number of quality 
measures, this does not mean they should ignore other 
aspects of the quality of care they deliver.  Hospitals and 
clinics should also be encouraged and assisted to do 
better than the minimum standards of quality.  In addi-
tion, although small rural hospitals and clinics cannot be 
held accountable for the number, types, and quality of 
healthcare services their residents receive from other 
healthcare providers, there may be ways that the hospi-
tal or clinic could redesign the care they deliver in ways 
that result in lower spending on those other services.   

Examples of the types of quality/affordability improve-
ment initiatives in which rural hospitals and clinics could 
potentially engage include: 

• improving cancer screening and delivery of other pre-
ventive services to local residents; 

• avoiding prescribing unnecessary, high-cost drugs; 

• avoiding low-value testing for back pain and other 
common conditions; 

• improving prenatal care to reduce low-birthweight ba-
bies and the frequency of Cesarean sections; 

• avoiding unnecessary specialist referrals and trans-
fers to other hospitals for low-risk cases; 

• improving access to behavioral health services and 
opioid use disorder treatment; 

• prompt treatment for newly-diagnosed diseases. 

In general, these improvements will not occur by includ-
ing financial “incentives” in the payment system, but by 
providing adequate resources and assistance.  In order 
for small hospitals and clinics to successfully engage in 
a more comprehensive approach to improving quality 
and reducing spending, they need to: 

• know which opportunities for improvement exist in the 
community.  The health problems of residents and the 
care delivery patterns of providers differ dramatically 
across the country.  An improvement initiative that 
was successful in a different community may have 
little impact in the local community, or pursuing it 
could divert time and resources away from a different 
initiative that would have far more impact locally.  
Small rural hospitals and clinics do not have the ca-



123 © Center for Healthcare Quality and Payment Reform (www.CHQPR.org) 

pacity to pursue large numbers of initiatives, so they 
need to be able to prioritize their improvement ef-
forts. 

• have the capability to deliver care in different ways.  
There are relatively few situations in which outcomes 
are improved by simply stopping something that is 
currently being done; usually something different 
needs to be done – either a new service needs to be 
delivered instead of or in addition to an existing ser-
vice, or an existing service needs to be delivered in a 
different way.  Even if small rural hospitals and clinics 
begin receiving adequate financial support for the 
services they currently deliver, that does not mean 
they will have the resources necessary to deliver new 
services or to change the way they deliver current 
services. 

Three things are needed to help rural hospitals and clin-
ics identify and prioritize opportunities for improving the 
quality and affordability of healthcare for the residents 
of their communities and to implement successful im-
provement initiatives: 

• Additional Data on the Quality of Local Services.  
Small rural hospitals and clinics generally have only 
limited information on the quality of their own ser-
vices because they do not have the staff, software, or 
expertise to collect additional data and analyze it.  
Medicare, health insurance plans, and other payers 
can provide the resources needed for more detailed 
data collection by supporting a “Pay for Reporting” 
initiative, i.e., paying the hospital or clinic an addition-
al fee when it collects additional types of information 
that can help it identify where any quality problems 
may exist and allow the success of improvement ef-
forts to be measured. 

• Information on Services Delivered by Other 
Healthcare Providers.  In most cases, rural hospitals 
and clinics only know about the services they deliver 
themselves, and they have little or no information 
about what other services their patients or the resi-
dents of the community are receiving from other pro-
viders either inside or outside the community, how 
much those services cost, etc.  As a result, they have 
no way to identify opportunities for reducing total 
spending or redirecting their patients to higher-value 
sources of care.  Since Medicare and health insur-
ance plans do have these data, they should share 
both the data and analyses of the data with rural hos-
pitals and clinics to help them identify opportunities 
for improvement and design interventions.  

• Resources to Implement Changes in Care Delivery.  In 
many cases, there are ways that a hospital or clinic 
could modify or expand its own services that would 
result in lower overall spending on healthcare ser-
vices for the residents of the community, but the hos-
pital/clinic does not have the resources to make 
those changes.  To address this, hospitals and clinics 
should have the ability to design Performance Im-
provement Initiatives that would define the results 
they believe they can achieve and the resources they 
need to do so.  Medicare and other health insurance 
plans should then provide additional upfront pay-
ments to support the proposed changes in services, 

and hold the hospitals and clinics accountable for 
achieving the promised results. 

As explained in Chapter VI, “shared savings” programs do 
not provide the resources that healthcare providers need 
to successfully improve the quality and affordability of 
care.  However, if – and only if – the rural hospital is re-
ceiving the kinds of information and resources to identify 
opportunities and implement changes described above, 
it would be possible to add an additional “Total Cost of 
Care” component to the Patient-Centered Payment.  A 
Total Cost of Care component would provide a bonus 
payment to the hospital or clinic if: 

• total risk-adjusted healthcare spending on the resi-
dents of the community or the patients of the clinic 
decreased by a statistically significant amount com-
pared to previous years; or 

• total risk-adjusted healthcare spending was lower than 
the majority of other communities or primary care 
practices and did not increase compared to previous 
years. 

If such a Total Cost of Care component is added, it 
should be designed only to encourage and reward the 
hospital or clinic for reducing spending or maintaining 
low spending by identifying and successfully pursuing 
improvement initiatives, not to penalize them if spending 
is high or increases.  It is impossible to design such a 
penalty in a way that avoids unfairly penalizing a small 
hospital or clinic for spending increases they had no abil-
ity to control, and that could harm both the hospital/
clinic and their patients. 

5. Value-Based Cost-Sharing for Patients 

Medicare and most commercial health insurance plans 
require patients to pay a portion of the costs of most out-
patient services they receive.  Although cost-sharing is 
ostensibly intended to discourage unnecessary utilization 
of services by patients and to encourage them to seek 
out lower-cost services and providers, in many cases, 
cost-sharing merely shifts costs from insurers to patients 
and causes patients to delay or avoid receiving services 
they need.  Moreover, a vicious cycle is created: to cover 
the costs of services when volume decreases, hospitals 
and clinics have to increase their charges, which means 
patients have to pay more for services, which further dis-
courages patients from obtaining services they need, 
forcing even further increases in charges and causing 
worse outcomes for patients and higher spending for 
payers. 

Cost-sharing will need to be structured in different ways 
in order to most effectively use Standby Capacity Pay-
ments (SCPs) and monthly Comprehensive Primary Care 
Payments (CPCPs) in place of traditional fees for ser-
vices: 

• The use of Standby Capacity Payments will result in a 
lower Service-Based Fee when a patient receives a 
hospital service, since the Fee will be based on mar-
ginal costs rather than average costs.  However, if 
standard co-insurance percentages are applied to 
these lower fees, the amounts paid by patients could 
be so low that they encourage unnecessary utilization 
of the ED or laboratory tests.   
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• The amounts of the monthly CPCP payments would 
need to be similar to the average amounts the clinic 
would receive during the month if visit-based pay-
ments were adequate to cover the clinic’s costs.  
However, it would be undesirable to simply require 
patients to pay the same percentage of the monthly 
payments as they paid for individual visits.  This 
would likely discourage some patients from enrolling 
in the clinic to receive primary care if they think the 
monthly payments would be more than they would 
have spent for visits.  It could also encourage enrolled 
patients to make unnecessary visits to the clinic since 
there would be no difference in their cost-sharing 
based on the number of visits they made.   

It will be difficult to reduce the aggregate amount of cost
-sharing contributed by patients for all of the services 
they receive from the hospital or clinic because that 
would require payments from insurance plans to in-
crease even more than the increase that is already 
needed to adequately cover the cost of services.  How-
ever, that aggregate amount of cost-sharing could be 
collected in different ways that better encourage the use 
of high-value services and discourage the use of low-
value services than current cost-sharing systems do.  At 
least two types of changes would be desirable: 

• Flexibility to set lower cost-sharing rates for high-
value services.  Currently, patients are charged no 
cost-sharing at all for certain services designated as 
preventive care services in order to eliminate finan-
cial barriers to receiving those services, but patients 
are required to pay the same copayment amount or 
the same percentage co-insurance for every other 
service they receive.  Instead, the hospital and clinic 
should be able to set lower cost-sharing amounts for 
additional types of services they want to encourage 
the patient to receive, e.g., regular lab testing to mon-
itor a chronic condition.  Similarly, the hospital and 
clinic should be able to set higher cost-sharing 
amounts to avoid encouraging the use of undesirable 
services; for example, the cost-sharing for a visit to 

the ED should be higher than the cost-sharing for use 
of the primary clinic, so that patients do not have a 
financial incentive to use the ED as their source of 
primary care.244 

• Flexibility to provide non-healthcare services that as-
sist patients in adhering to care plans.  Even with low-
er cost-sharing amounts for individual services, pa-
tients who need multiple services may still face finan-
cial barriers in obtaining all of those services.  Many 
patients also face financial barriers in obtaining 
healthcare services other than cost-sharing amounts; 
for example, even if there is no cost-sharing for a visit 
to the clinic, the patient may be unable to afford the 
costs for transportation or to take time off work.  To 
address this, hospitals and clinics should have the 
legal flexibility to use their own revenues to provide 
assistance to clients, and they should be able to seek 
additional funding to support this as part of a Perfor-
mance-Based Initiative. 

FIGURE 7-6 
Current Cost-Sharing vs. Value-Based Cost-Sharing Under Patient-Centered Payment 
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SUMMARY OF  

PATIENT-CENTERED PAYMENT FOR RURAL HEALTHCARE SERVICES 

1. Standby Capacity Payment for Each Essential Service Line 

• A monthly Standby Capacity Payment is paid to the hospital by each health insurance plan for each 
of the plan’s insured members who live in the community served by the hospital. 

• The amount of the Standby Capacity Payment for each essential service line is set at a level such 
that the aggregate revenue is sufficient to support the fixed cost of operating that service line. 

2. Service-Based Fees for Individual Hospital Services 

• Health insurance plans also pay a fee when a community resident receives a service in an essential 
service line, with the amount of the fee based on the marginal cost of delivering an additional ser-
vice at the hospital. 

• Health insurance plans pay fees for other services that are based on the average costs of delivering 
those services at the hospital.  Health insurance plans that do not agree to make Standby Capacity 
Payments would have to pay fees for all services based on the hospital’s average cost of delivering 
the service. 

• Health insurance plans reimburse hospitals for drugs and medical supplies based on their actual 
incurred cost. 

3. Patient-Based Payments for Primary Care 

• Health insurance plans pay Rural Health Clinics and primary care practices a monthly Comprehen-
sive Primary Care Payment (CPCP) for each patient who has enrolled with the Clinic or practice to 
receive primary care.  

 Higher CPCP amounts are paid for patients with greater health problems and other needs. 

 Initial CPCP amounts are higher for new patients. 

 CPCP payments are higher at clinics that offer a broader array of services. 

• Health insurance plans pay Service-Based Fees in addition to CPCP payments when enrolled pa-
tients receive selected primary care services, such as vaccinations and acute procedures. 

• Health insurance plans pay fees for both visits and other primary care services that the clinic/
practice delivers to non-enrolled patients. 

4. Accountability for Quality and Spending 

• Hospitals and clinics report on the quality of care using appropriate measures, e.g., 

 Hospital quality: ED response time, inpatient falls, VTE prevention, medication safety 

 Clinic quality: Access to care, preventive care, behavioral health screening 

• Hospitals and clinics do not charge for a service that fails to meet minimum quality standards. 

• Health insurance plans provide data and additional payments to support efforts by hospitals and 
clinics to improve patient health and control total healthcare spending. 

5 Value-Based Cost-Sharing for Patients 

• Hospitals and clinics have the flexibility to set lower cost-sharing rates for high-value services. 

• Hospitals and clinics have the flexibility to adjust cost-sharing amounts to assist patients in adher-
ing to their care plans. 
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D. Examples of How Patient-Centered 
Payments Would Work 

It is easier to understand the benefits of the Patient-
Centered Payment System compared to global budgets, 
cost-based payment, and fee-for-service payments by 
examining how a hypothetical hospital or clinic would fare 
under the different scenarios about the volume of ser-
vices and the cost of delivering those services discussed 
in previous sections.   

1. Patient-Centered Payment for  
Emergency Department Services 

How Patient Centered Payments Could be Defined 
for a Hypothetical Hospital ED 

Figure 7-7 shows an Emergency Department at a hypo-
thetical rural hospital with the same staffing and other 
costs as shown in Figure 3-7.  In the Status Quo scenario, 
the ED has 12,500 visits, and it is assumed to be serving 
a community with 25,000 residents.  For purposes of this 
example, it is assumed that 5% of the residents are unin-
sured and that 5% of the ED visits are made by uninsured 
residents.  It is further assumed that an additional 5% of 
the ED visits are made by non-residents of the community 
(e.g., visitors, non-residents who are working in the com-
munity, etc.).   

Under the Patient-Centered Payment system, the pay-
ment amounts are assumed to be set as follows: 

• The Standby Capacity Payment is set at an average of 
$100 per year for insured residents of the community 
(i.e., $8.33/month).  This generates enough revenue 
to cover almost 75% of the cost of operating the ED, 
assuming participation by all of the health insurance 
plans used by the residents.245   

• The fee charged for each ED visit made by a commu-
nity resident is set at $65.  (Separate payments 
would still be made for laboratory tests, drugs, etc.)  
The revenue from this fee would cover most of the 
remaining cost of operating the ED.246 

• The fee charged for a visit made by a non-resident 
would be set at $325, which is more than enough to 
cover the average cost per visit. 

With these payment levels, the hospital receives a small 
positive (3%) margin on the ED operations. 

Impacts of Changes in Volume  
on Hospital Revenues and Margins  

Figure 7-8 shows the financial impact of changes in the 
number of ED visits. 

• In Scenario A, the number of visits decreases by 10%, 
so revenues from visit-based fees decrease.  Howev-
er, most of the ED revenue is coming from the 
Standby Capacity Payment, not fees for individual 
visits, and there is no change in the Standby Capacity 
Payment due to changes in the number of services 
delivered.  The reduction in visit fee revenue only re-
duces the total revenue by a small amount, so the ED 
breaks even, rather than experiencing a significant 

FIGURE 7-7 
Patient-Centered Payment for a Hypothetical Rural Hospital ED 

 STATUS QUO 

 
Community 
Residents $ Payment ED Visits 

Standby Capacity Payments     

 23,750  $100/year $2,375,000 Insured Residents 

 Uninsured Residents 1,250    

 25,000    Total Residents 

Service-Based Fees     

 Residents  $726,000 $65/visit 11,250 

 Non-Residents  $203,000 $325/visit 625 

 Uninsured  $0  625 

 Total Visits  $929,000  12,500 

Total Revenue   $3,304,000   

 

Total Cost  $3,213,000   

 

Profit/Loss (Margin)  
 

$92,000 
+2.9% 
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FIGURE 7-8 
ED Margins Under Patient-Centered Payment With Changes in Visits 

 STATUS QUO 
SCENARIO A 
Fewer Visits 

SCENARIO B 
More Visits 

SCENARIO C 
More Visits + Cost 

 
ED 

Visits $ 
ED 

Visits $ 
ED 

Visits $ 
ED 

Visits $ 

Standby Capacity Payments  $2,375,000  $2,375,000  $2,375,000  $2,375,000 

Service-Based Fees         

 Residents 11,250 $726,000 10,125 $654,000 12,375 $799,000 11,250 $726,000 

 Non-Residents 625 $203,000 563 $183,000 688 $223,000 3,000 $975,000 

 Uninsured 625 $0 563 $0 688 $0 750 $0 

 Total Visits 12,500 $929,000 11,250 $837,000 13,750 $1,022,000 15,000 $1,701,000 

Total Revenue   $3,304,000  $3,212,000  $3,397,000  $4,076,000 

 

Total Cost  $3,213,000  $3,213,000  $3,213,000  $3,929,000 

 

Profit/Loss (Margin)  
 

$92,000 
+2.9% 

 
($1,000) 

-0% 
 

$184,000 
+5.8% 

 
$147,000 

+3.7% 

FIGURE 7-9 
Impacts of Changes in Population vs. ED Visits Under Patient-Centered Payment 

 

SCENARIO C 
More Visits + Cost 

SCENARIO D 
Population Increase 

 Residents 
ED  

Visits Payment $ Residents 
ED  

Visits Payment $ 

Standby Capacity Payment         

 Insured Residents 23,750  $100 $2,375,000 30,400  $97 $2,934,000 

 Uninsured Residents 1,250    1,600    

 Total Residents 25,000    32,000    

Service-Based Fees         

 Residents  11,250 $65 $726,000  13,575 $65 $876,000 

 Non-Residents  3,000 $325 $975,000  675 $325 $219,000 

 Uninsured  750  $0  750  $0 

 Total Visits  15,000  $1,701,000  15,000  $1,095,000 

Total Revenue     $4,076,000    $4,029,000 

 

Total Cost    $3,929,000    $3,929,000 

 

Profit/Loss (Margin)  
   

$147,000 
+3.7% 

   
$100,000 

+2.6% 
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loss as it would under a purely fee-for-service pay-
ment system.   

• In Scenario B, the number of visits increases by 10%.  
Revenues from visit-based fees increase, but the rev-
enue from Standby Capacity Payments stays the 
same, so there is a small increase in the margin, ra-
ther than the windfall profit that can occur under fee-
for-service payment.   

• In Scenario C, the number of visits increases signifi-
cantly.  The increase in the volume of visits is suffi-
ciently high that the hospital needs to hire 2 addition-
al FTE physicians in order to have two physicians on 
the high-volume shifts instead of one.  The cost of 
operating the ED increases, but the hospital’s reve-
nue also increases because it receives more visit-
based fees.  The net result is that the hospital’s profit 
improves slightly compared to the status quo scenar-
io.  In this scenario, it is assumed that most of the 
additional visits are made by non-residents (e.g., due 
to an increase in tourism), so the increased profit is 
generated by the non-resident visits.   

Figure 7-9 shows an additional Scenario D which is iden-
tical to Scenario C except that the increase in visits to 
the ED is assumed to occur because the population of 
the community has increased significantly, not because 
there are more visits from non-residents.  In this case, 
the revenue from visit-based fees would increase by a 
much smaller amount because the fees for visits by resi-
dents are much smaller than the fees for visits by non-
residents.  However, the revenue from the Standby Ca-
pacity Payments would increase because the population 
of the community had increased.  In fact, the hospital 
could reduce the average Standby Capacity Payment 
(from $100 to $96 per year per resident) and still gener-
ate the same profit margin as it did in the Status Quo 
scenario in Figure 7-8 with a smaller population. 

Figure 7-10 shows a comparison of the margins under 
cost-based payment, a global budget, and Patient-
Centered Payment under all of the different scenarios.  
The hospital is better off financially under Patient-
Centered Payment when visits decrease, and its profits 
increase less when visits increase, so Patient-Centered 
Payment does the best job of supporting improvements 
in primary care that could reduce ED use.  The hospital 
is also much better off under Patient-Centered Payment 
than under a global budget if the number of visits in-
crease significantly either because of more non-resident 

visits or population growth that require an increase in 
staffing in the ED.  Although the hospital could request 
an increase in the global budget to adjust for the higher 
staffing costs under Scenarios C and D, the Patient-
Centered Payment system adjusts revenues automati-
cally.   

As in earlier discussions, the impacts depend on the 
scenario, and it is possible to construct scenarios in 
which the hospital would be better off under global pay-
ment or cost-based payment than under Patient-
Centered Payment, but there is no guarantee that such 
scenarios would occur, and it is equally possible to con-
struct scenarios in which there would be even more 
negative impacts under fee-for-service payment or a 
global budget than what is shown in Figure 7-10.   

In addition, the impacts of Patient-Centered Payment 
depend on whether all of the health insurance plans in 
the community participate.  If some payers continue to 
use fee for service payment, a smaller proportion of the 
hospital’s revenues will come from Standby Capacity 
Payments, and the hospital’s margins will be affected 
more significantly by changes in the number of ED vis-
its.  The residents and employers in the community can 
help maximize the percentage of the hospital’s reve-
nues coming from Patient-Centered Payments by choos-
ing health insurance plans that pay in that way. 

The Impact of Patient-Centered Payments  
on Patient Cost-Sharing 

Depending on how the fees for services are set and how 
cost-sharing is defined, the cost to individual patients 
could be similar to what it is under fee-for service pay-
ment or even lower.  For example, under fee-for-service 
payment, if the hospital charged $325 for an ED visit, 
and if the patient owed 20% of that amount in cost-
sharing, the patient would have to pay $65 for the visit.  
Under Patient-Centered Payment, if the fee is $65 for 
visit by a resident of the community, the resident could 
pay that full amount and spend no more than they 
would have otherwise (assuming the insurance plan is 
paying for the full Standby Capacity Payment).  Since 
the cost to the patient is the same, there is no differ-
ence in the financial incentive or disincentive for the 
patient to visit the ED. 

FIGURE 7-10 
ED Margins Under Cost-Based Payment, Global Budget, and Patient-Centered Payment 

  

STATUS QUO 
SCENARIO A 
Fewer Visits 

SCENARIO B 
More Visits 

SCENARIO D 
Population  
Increase 

SCENARIO C 
More Visits + 
Higher Cost 

ED Visits: 12,500 11,250 13,750 15,000 15,000 

Profit/Loss on ED:      

 Cost-Based + FFS +2.9% -2.5% +8.2% +1.9% +1.9% 

 Global Budget +2.9% -2.7% +8.4% -6.8% -6.8% 

 Patient-Centered Payment +2.9% 0.0% +5.8% +2.6% +3.7% 
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The Impact of Patient-Centered Payments  
on Insurance Plan Spending 

From an insurance plan’s perspective, the plan is not 
paying more or less for ED services than under a fee-for-
service system, it is merely paying differently.   

• Under fee-for-service, the insurance plan would pay 
$325 for each visit (less whatever the patient pays in 
cost-sharing).  Under Patient-Centered Payment, the 
insurance plan would pay $65 for the visit plus the 
$100 Standby Capacity Payment for the patient, for a 
total of $165.   

• If the patient makes two visits to the ED, the total 
spending by the insurance plan would be $560 under 
fee-for-service payment but only $230 under Patient-
Centered Payment ($100 + $65 + $65).   

• On the other hand, under fee-for-service payment, the 
insurance plan would pay nothing for a patient who 
doesn’t visit the ED, whereas it would pay $100 per 
year for that patient under Patient-Centered Payment.   

What should matter to an insurance plan is not how 
much more or less is spent on individual patients or ser-
vices, but whether the total spending for the population 
of patients is higher or lower, and how predictable that 
spending is.  In this regard, Patient-Centered Payment is 
far superior to fee-for-service payment, because the 
plan’s spending is based primarily on how many mem-
bers it has living in the community, not on how often 
those members visit the ED.   

Patient-Centered Payments for  
Emergency Departments in Smaller Communities 

In a smaller community, the cost of operating the ED 
may not be much less than it is in the larger community, 
but there will be fewer patients and visits to support the 
costs, so the Standby Capacity Payments and/or visit-
based payments would need to be higher, just as the 
charges for visits need to be higher under fee-for-service 
payment in a smaller community.   

Figure 7-11 shows the hypothetical ED with 5,000 visits 
per year that was originally described in Figure 3-7.  It is 
assumed that there are 10,000 residents in the local 
community, 5% of whom are uninsured, and that 5% of 
the ED visits are made by non-residents. 

The cost of operating the ED is lower than the cost of the 
ED with 12,500 visits per year shown in Figure 7-9, but 
the cost is only 16% lower even though there are 60% 
fewer visits, so the average cost per visit is more than 
twice as much – $539 vs. $257, and under a fee-for-
service payment system, the hospital would need to 
charge twice as much for each visit to cover the cost of 
operating the ED.   

Under the Patient-Centered Payment system, the pay-
ment amounts are assumed to be set as follows: 

• The Standby Capacity Payment is set at an average of 
$220 per insured resident.  This generates enough 
revenue to cover 77% of the cost of operating the ED, 
assuming participation by all of the health insurance 
plans used by the residents.   

FIGURE 7-11 
Patient-Centered Payment for a Hypothetical ED in a Smaller Community 

 STATUS QUO 
SCENARIO A 

Fewer ED Visits  
SCENARIO B 

More ED Visits  

 Residents 
ED  

Visits Payment $ 
ED  

Visits $ 
ED  

Visits $ 

Standby Capacity Pmt         

 Insured Residents 9,500  $220/year $2,090,000  $2,090,000  $2,090,000 

 Uninsured Residents 500        

 Total Residents 10,000        

Service-Based Fees         

 Residents  4,500 $120/visit $540,000 4,050 $486,000 4,950 $594,000 

 Non-Residents  250 $600/visit $150,000 225 $135,000 275 $165,000 

 Uninsured  250  $0 225 $0 275 $0 

 Total Visits  5,000  $690,000 4,500 $621,000 5,500 $759,000 

Total Revenue     $2,780,000  $2,711,000  $2,849,000 

 

Total Cost    $2,697,000  $2,697,000  $2,697,000 

 

Profit/Loss (Margin)  
   

$83,000 
+3.1% 

 
$14,000 

+0.5% 
 

$152,000 
+5.6% 
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• The fee charged for each visit made by a resident is 
set at $120.  The revenue from this fee would cover 
most of the remaining cost of operating the ED.247 

• The fee charged for visits made by non-residents 
would be set at $600, so that it is higher than the 
average cost per visit. 

With these payment levels, the hospital generates a 
small positive (3%) margin on the ED operations, similar 
to the margin in the example of the larger ED in  
Figure 7-7. 

As shown in Figure 7-11, a 10% increase or decrease in 
the number of visits would increase or decrease the 
operating margin for the ED by only 3%, because most 
of the revenues are not based on how many visits are 
made.  The Standby Capacity Payments stabilize the 
hospital’s margins and provide more predictable spend-
ing for payers when volumes change. 

2. Patient-Centered Payment  
for Inpatient Services 

Figure 7-12 shows the same hypothetical inpatient unit 
at a Critical Access Hospital that was shown previously 
in Figures 3-19, 4-6, and 5-11.  For simplicity, it is as-
sumed that the hospital only has acute inpatients (i.e. 
no swing beds), all of the hospitalized individuals live in 
the hospital’s service area, and all of the hospitalized 
patients have health insurance.  In the Status Quo sce-
nario, the unit has an average daily census of 3.0, the 
staffing and other costs total $2.4 million, and so the 
average cost per day is $2,221.  It is assumed that Med-
icare beneficiaries represent 25% of the individuals who 
live in the hospital’s service area and 50% of the pa-
tients admitted to the hospital for acute inpatient 
care.248 

Under the Patient-Centered Payment system, the pay-
ment amounts are assumed to be set as follows: 

• Because hospitalization rates differ significantly by 
age, the Standby Capacity Payment for Medicare 
beneficiaries is set at $490 per year per beneficiary 
(i.e., $41 per month) and the Standby Capacity Pay-
ment for the rest of the population is set at $100 per 
year per insured resident (i.e., $8.33 per month).  
Overall, these amounts generate enough revenue to 
cover over 80% of the cost of operating the inpatient 
unit, assuming participation by all of the health insur-
ance plans used by the residents.   

• The Service-Based Fee is set at $500 for each day a 
patient spends on the inpatient unit.  The revenue 
from these per diem fees covers the remaining cost 
of operating the inpatient unit and generates a small 
positive (3.5%) financial margin. 

• If the hospital admitted someone to the hospital who 
was not a resident of the community (e.g., a visitor to 
the community), it would charge $2,500 per day, so 
that it receives more in revenue than the average 
cost of inpatient care.  (In the example in Figure 7-8, 
it is assumed there are no non-resident admissions.) 

Figure 7-13 shows the impact of changes in the num-
ber of inpatient admissions and costs, using the same 
scenarios shown in Figure 5-11: 

• In Scenario A, the average daily census decreases by 
16% to 2.5.  The hospital loses some revenue be-
cause it has fewer inpatient days, but since the vast 
majority of the revenue comes from the Standby Ca-
pacity Payment, the inpatient unit remains in an ap-
proximately breakeven situation. 

• In Scenario B, the average daily census doubles, and 
the hospital needs to double the number of nurses 
on the unit.  The revenue from the per diem pay-

FIGURE 7-12 
Patient-Centered Payment for a Hypothetical Rural Inpatient Unit 

 

STATUS QUO 
Acute Inpatient Census 3.0 

 
Community 
Residents 

Inpatient 
Days Payment $ 

Standby Capacity Payments     

 Residents on Medicare 2,500  $490/year $1,224,000 

 Other Insured Residents 7,500  $100/year $746,000 

 Total Residents 10,000   $1,970,000 

Service-Based Fees  1,095 $500/day $547,000 

Total Revenue     $2,517,000 

 

Total Cost    $2,432,000 

 

Profit/Loss (Margin)  
   

$86,000 
3.5% 
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ments increases sufficiently to cover the additional 
cost and maintain a positive margin. 

• In Scenario C, the average daily census stays the 
same, but the cost of operating the unit increases.  
This causes a financial loss, but the loss is much 
smaller than what would occur under fee-for-service 
payment, a global budget, or cost-based payment.   

Figure 7-14 shows that under Scenario A, the hospital is 
better off financially under the Patient-Centered Pay-
ment System than it would be under the cost-based pay-
ment system or a global hospital budget.  In Scenario B, 
when admissions increase, the profits increase under 
Patient-Centered Payment, but by less than in the other 
models; this is a desirable thing since the hospital is not 
encouraged to admit patients inappropriately and it cre-
ates greater predictability of spending for insurance 
plans.   

Scenario C shows that there is a similar incentive to con-
trol costs as under the global budget because the pay-
ment is not tied directly to the actual cost; however, 
there is also the same potential for the hospital to lose 
money if it experiences increases in costs for reasons 
beyond its control.  Ideally, the hospital should make a 
large enough margin on services so that it can create a 
reserve account to deal with fluctuations in costs.  If 
costs have increased permanently for reasons that can-
not be avoided, the Standby Capacity Payments and/or 

Service-Based Fees would need to be increased in future 
years. 

3. Patient-Centered Payment  
for Essential Ancillary and Other Services 

The impact of a Patient-Centered Payment System on 
laboratory services, radiology services, and other essen-
tial service lines would be similar to what is shown above.  
The Standby Capacity Payment would need to be set so 
that it is adequate to cover all or most of the fixed costs 
in the service line, and fees for individual services would 
be set at much lower levels than the amounts charged 
today.  When volume changes, the hospital’s margins on 
the service line would be more stable than they are under 
fee-for-service payment and better aligned with actual 
costs than they would be under a global budget.   

4. Patient-Centered Payment  
for Primary Care Clinics 

Figure 7-15 shows the revenues and costs for a hypothet-
ical Rural Health Clinic with 9,000 visits per year.  The 
total cost of operating the clinic is $2.2 million, based on 
the same staffing and other costs shown for the clinic 
discussed in Chapter IV and shown in Figure 4-7.  At this 
hypothetical clinic, it is assumed that 50% of the visits 
are made by Medicare beneficiaries (who are in the 
“Original Medicare” program, not a Medicare Advantage 

FIGURE 7-13 
Inpatient Margins Under Patient-Centered Payment With Changes in Admissions 

 

STATUS QUO 
Acute Census: 3.0 

SCENARIO A 
Fewer Admissions 
Acute Census: 2.5 

SCENARIO B 
More Admissions 
Acute Census: 6.0 

SCENARIO C 
Higher Cost 

Acute Census: 3.0 

 Days $ Days $ Days $ Days $ 

Standby Capacity Payments  $1,970,000  $1,970,000  $1,970,000  $1,970,000 

Service-Based Fees 1,095 $547,000 913 $456,000 2,190 $1,095,000 1,095 $547,000 

Total Revenue   $2,517,000  $2,426,000  $3,065,000  $2,517,000 

 

Total Cost  $2,432,000  $2,432,000  $2,911,000  $2,552,000 

 

Profit/Loss (Margin)  
 

$86,000 
+3.5% 

 
($4,000) 

-0.2% 
 

$154,000 
+5.3% 

 
($35,000) 

-1.3% 

FIGURE 7-14 
Inpatient Margins Under Cost-Based Payment, Global Budget & Patient-Centered Payment 

  

STATUS QUO 
SCENARIO A 

Fewer Admissions 
SCENARIO B 

More Admissions 
SCENARIO C 
Higher Cost 

Acute Census 3.0 2.5 6.0 3.0 

Profit/Loss on Inpatient Unit     

 Cost-Based + FFS +3.5% -5.5% +39.8% +1.0% 

 Global Budget +3.5% -1.0% +9.1% -1.3% 

 Patient-Centered Payment +3.5% -0.2% +5.3% -1.3% 



 132 Saving Rural Hospitals and Strengthening Rural Healthcare 

FIGURE 7-15 
Cost-Based Payment for a Hypothetical Rural Health Clinic 

 STATUS QUO 
SCENARIO A 

Fewer Clinic Visits  
SCENARIO B 

More Clinic Visits  

 
Clinic  
Visits Payment $ 

Clinic  
Visits $ 

Clinic  
Visits $ 

Revenue        

 Medicare (Cost-Based) 4,500  $1,088,000 4,050 $978,932 4,950 $1,154,000 

 Other Payers (Fee-Based) 4,500 $263/visit $1,185,300 4,050 $1,067,000 4,950 $1,304,000 

Total Revenue    $2,273,000  $2,046,000 9,900 $2,458,000 

 

Total Cost   $2,217,000  $2,217,000  $2,217,000 

 

Profit/Loss (Margin)  
  

$56,000 
+2.5% 

 
($172,000) 

-7.7% 
 

$241,000 
+10.9% 

FIGURE 7-16 
Patient-Centered Payment for a Hypothetical Rural Health Clinic 

 STATUS QUO 
SCENARIO A 

Fewer Clinic Visits  
SCENARIO B 

More Clinic Visits  

 
Enrolled 
Patients 

Clinic  
Visits Payment $ 

Clinic  
Visits $ 

Clinic  
Visits $ 

Comp. Primary Care Pmt         

 Higher-Need Patients 800  $85/month $816,000  $816,000  $816,000 

 Lower-Need Patients 3,700  $30/month $1,332,000  $1,332,000  $1,332,000 

 Total Enrolled Patients 4,500   $2,148,000  $2,148,000  $2,148,000 

Visit Fees         

 Enrolled Patients  8,500 $0/visit $0 7,650 $0 9,350 $0 

 Non-Enrolled Patients  500 $250/visit $125,000 450 $113,000 550 $138,000 

 Total Visits  9,000  $125,000 8,100 $113,000 9,900 $138,000 

Total Revenue     $2,273,000  $2,261,000  $2,286,000 

 

Total Cost    $2,217,000  $2,217,000  $2,217,000 

 

Profit/Loss (Margin)  
   

$56,000 
+2.5% 

 
$44,000 

+2.0% 
 

$69,000 
+3.1% 
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plan), and the remainder have other types of health in-
surance.  In contrast to the example shown in Chapter 
IV, it is assumed here that the insurance plans pay 
$263 per visit, so the clinic receives enough revenue in 
total to cover its costs and generate a small positive 
(2.5%) margin.   

Two scenarios are defined, one with an increase in pa-
tient visits and one with a decrease.   

Under the current payment systems, in which cost-
based payments from Medicare and fees from other 
payers are based on the number of visits: 

• In Scenario A, the clinic begins to address more pa-
tient needs by phone, by email, or through visits with 
nurses or other clinic staff, so that the number of vis-
its to the clinic that are eligible for traditional visit-
based payments decreases by 10%.  The clinic now 
experiences an 8% loss, because its revenues de-
crease when traditional visits decrease. 

• In Scenario B, the number of visits to the clinic in-
crease by 10%, and the clinic has a significant in-
crease in profit.  

Figure 7-16 shows the same clinic under Patient-
Centered Payment.  It is assumed that the clinic has 
enrolled a total of 4,500 patients for ongoing primary 
care management, so the clinic is eligible to receive 
monthly Comprehensive Primary Care Payments (CPCPs) 
for these patients.  A small proportion (18%) of the pa-
tients are assumed to be higher-need patients for which 
the clinic will receive higher monthly CPCPs.  The CPCP 
payment is set at $30 per month for the lower-need pa-
tients and $85 per month for the higher-need patients.  
The example assumes that a small number of patients 
who do not want to enroll for ongoing care or whose 
health insurance plan is unwilling to make payments 
under the Patient-Centered Payment system also visit 
the clinic to receive care; it is assumed that 500 of the 
9,000 annual visits are made by these non-enrolled pa-
tients, and the fee for each of these visits is $250. 

• In Scenario A, when the number of visits to the clinic 
decreases because the clinic begins providing ser-
vices in different ways, the clinic’s revenue remains 
almost unchanged, because it is receiving payments 
based on how many patients are enrolled, not based 
on how often they visit the clinic. 

• In Scenario, B, when the number of visits to the clinic 
increases, the clinic continues to receive sufficient 
revenue to cover its costs, but it does not receive a 
large windfall profit that could encourage it to see 
patients unnecessarily. 

E. Impact on Healthcare Spending of a  
Patient-Centered Payment System  

1. Both the Method of Payment and  
the Adequacy of Payment Are Important 

The previous sections demonstrate that a Patient-
Centered Payment system is a better method of paying 
rural hospitals and clinics than fee-for-service, cost-
based payment, global budgets, shared savings, or glob-
al payments because it would be more effective in help-
ing the hospitals and clinics achieve all three of the 
goals defined at the beginning of this chapter: (1) ensur-
ing availability of essential services in the community, 
(2) enabling safe and timely delivery of the services pa-
tients need at prices they can afford to pay, and (3) en-
couraging better health and lower healthcare spending. 

While a better method of payment is necessary for 
achieving these goals, it is not sufficient.  Rural hospitals 
and clinics also need an adequate amount of payment.  
All of the examples shown in the previous section as-
sume that the payment amounts under a Patient-
Centered Payment system would be set at levels that are 
adequate to support appropriate levels of staffing, wag-
es, equipment, and other costs needed to enable the 
delivery of high-quality care in a rural Emergency Depart-
ment, inpatient unit, or primary care clinic.  Moreover, 
the comparisons made to global budgets and other pay-
ment systems assumed that the revenue the hospital or 
clinic would receive under those systems would also 
have been adequate to cover the hospital or clinic’s 
costs in the “status quo” scenario, thereby enabling the 
relative impacts of the different payment methods in 
various scenarios to be determined. 

2. Increases Will Be Needed in Payments to 
Many Small Rural Hospitals and Clinics 

As shown in Chapters II and III, the amount of revenue 
that many small rural hospitals and clinics are receiving 
under current payment systems is not adequate to sup-
port the minimum cost of delivering essential services in 
a safe and timely way.  No matter what method is used 
to pay a hospital, if it cannot receive enough revenue to 
cover its costs, it could be forced to close.   

This does not mean that every rural hospital needs to 
receive more revenues under a Patient-Centered Pay-
ment system: 

• Some larger hospitals are delivering non-essential 
services, and under a Patient-Centered Payment sys-
tem, they could reduce or eliminate these services 
and reduce their costs without losing as much reve-
nue as they would under current payment systems.  
This would enable them to improve their margins with-
out receiving more revenues.   

• Some hospitals have higher-than-necessary expenses 
in essential service lines, and they support those high-
er costs by charging higher-than necessary prices to 
private payers.  These hospitals could receive lower 
revenues than they do today without harming their 
margins if they reduced or eliminated the excess 
costs.  The Patient-Centered Payment System could 
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encourage that by more clearly defining what it 
should cost to deliver essential services and by pay-
ing for standby costs directly rather than allowing hos-
pitals to justify charging high facility fees for all ser-
vices based on the need to support standby costs in 
some service lines. 

The hospitals that will need more revenues are the very 
small rural hospitals that are losing money on patient 
services, that are delivering only essential services, that 
are delivering those services with the minimum level of 
staffing needed to ensure quality care, and that do not 
have the ability to demand high prices from private pay-
ers in order to subsidize inefficiencies in their opera-
tions.  These hospitals need to receive more revenues 
under any payment system, but the increase in reve-
nues needed under a Patient-Centered Payment system 
could be lower than under other payment systems be-
cause of the incentives the payments create to avoid 
unnecessary services and to deliver essential services 
efficiently.  

3. Increases in Payments from Private Payers 
Will Be Needed  

As shown in Chapter II, the biggest shortfalls for most 
small rural hospitals are a result of the low payments 
they receive from private payers.  This means that in 
most cases, the biggest increases in payments will need 
to come from private health plans – both Medicare Ad-
vantage plans and commercial insurance plans.  The 
need for increases in private payer payments and the 
size of the increases needed varies significantly by 
state, as shown in Chapter II: in some states, commer-
cial insurance plans are paying more than the average 
cost of services at small rural hospital hospitals, but in 
others, they are paying far less.  Even if a private health 
plan is paying the same amount to a small rural hospital 
as it pays a large rural hospital, it is likely causing a loss, 
or a bigger loss, for the small hospital.  But in many cas-
es, it appears that private health plans are actually pay-
ing small rural hospitals less than what they pay large 
urban hospitals for the exact same service, even though 
there is no difference in the quality of the service or any 
other legitimate basis on which to do so. 

Conversely, for most small rural hospitals, only small 
increases in Medicare payments will be needed because 
most small rural hospitals are designated as Critical 
Access Hospitals and so they are already paid close to 
their actual costs.  As shown in Chapter II, for most 
small rural hospitals, Medicare pays more for services 
than private payers do, whereas at large hospitals, Med-
icare typically pays less. 

4. Increases in Payments from Medicaid 

The extent to which Medicaid payments will need to in-
crease will vary by state.  As shown in Chapter II, some 
state Medicaid programs pay Critical Access Hospitals 
and Rural Health Clinics based on their actual costs or 
even pay them more than their costs.  Some states have 
a special subsidy programs for small rural hospitals that 
offset losses due to low Medicaid fees for services or 
limited Medicaid eligibility.  For these hospitals in these 
states, the method of payment can change without nec-

essarily requiring an increase in the total amount of pay-
ment. 

In other state, increases in Medicaid payments to the 
hospitals would be needed.  However, even in states 
where the Medicaid payment rates are lower than private 
insurance payments, the much larger number of privately-
insured patients at rural hospitals means that no matter 
what is done to increase Medicaid payments, the hospi-
tals’ financial viability will depend on receiving adequate 
payments from private insurance plans. 

5. Increases in Payments to Hospitals  
Will Likely Focus on Primary Care  
and Emergency Care 

The fact that a small rural hospital is losing money on 
patient services overall does not mean that it is losing 
money on every service line or that losses in different 
service lines are of equal magnitude.  Increases in pay-
ment will need to focus on the service lines where the 
losses are greatest.   

Unfortunately, the cost reports that hospitals file with 
Medicare and state governments do not include the actu-
al amounts of revenue that hospitals receive for individu-
al service lines.  Hospitals report the amounts they 
charged for services by service line and they report the 
aggregate actual payments they receive for all service 
lines combined, but this information is of limited value 
because the ratio of payments to charges will generally 
differ dramatically by service line based on the types of 
insurance the patients had and the amounts that each 
payer pays for different types of services.  Moreover, as 
shown in Figure 3-34, the ratio of costs to charges also 
differs dramatically by service line.  What matters for the 
hospital’s profitability is how actual payments in each 
service line compare to the actual costs of operating that 
service line.   

Many small rural hospitals do not know exactly how much 
individual service lines are contributing to their overall 
profits and losses, and hardly any know what the service 
line-specific margins are by payer.  This type of infor-
mation is usually impossible to determine using standard 
billing and accounting systems, and most small rural hos-
pitals do not have sufficient staff or resources to carry out 
the detailed analysis needed to determine service line-
specific margins by payer.   

In 2016, a group of ten small Critical Access Hospitals in 
Washington State did perform this analysis with financial 
and technical assistance from the Washington State Hos-
pital Association, the Washington Department of Health, 
and the Washington Health Care Authority as part of the 
Washington Rural Health Access Preservation (WRHAP) 
project.249  They found that:  

• Losses on Rural Health Clinics and other primary care 
clinics were the largest contributor to overall hospital 
deficits.  All of the hospitals had significant losses on 
their clinics.  On average, clinic revenues only covered 
2/3 of the costs of operating the clinics and the losses 
at the clinics contributed 30% or more of the total loss-
es at the hospitals. 

• Losses on Emergency Department services were also 
significant.  Eight of the ten hospitals analyzed had 
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losses on their Emergency Departments.  On average, 
the hospitals were paid 9% less than the cost of ED 
visits. 

• Losses on inpatient services were much smaller.  Sev-
en of the ten hospitals had losses on their inpatient 
services, but these shortfalls were smaller than the 
deficits for the Emergency Departments, averaging 
about 4% of costs.  

• Low payments from commercial payers and Medicaid 
were the largest contributor to losses.  Low payments 
from commercial payers were the largest contributor 
to the deficits at all of the Rural Health Clinics ana-
lyzed; Medicaid payments were also significantly be-
low costs at a majority of the clinics.  The biggest 
shortfalls for emergency department visits were asso-
ciated with uninsured patients, Medicaid clients, and 
commercially insured clients, but their relative im-
portance varied significantly from hospital to hospital.  
Since all of the hospitals were Critical Access Hospi-
tals and received cost-based payments from Medi-
care, losses on Medicare patients were much smaller 
than the losses on patients with other types of insur-
ance. 

• In most (but not all) of the hospitals, radiology and 
laboratory testing services were profitable and helped 
to offset losses in the other service lines and reduce 
the need for local tax levies.  

If similar analyses were performed for hospitals and 
clinics in other states, the results would likely be differ-
ent because of the differences by state that were de-
scribed in Chapter II.  However, the data shown in Figure 
2-12 indicates that in most cases, low payments by pri-
vate insurers for Rural Health Clinic services are likely a 
significant contributor to losses at small rural hospitals.  
In addition, the data shown in Figure 2-55 and 3-14 sug-
gests that low payments for ED services are also likely a 
significant contributor to hospital’s overall losses. 

Consequently, much of the increase in payments need-
ed to support rural hospitals will likely focus on support 
for primary care and emergency care, not for inpatient 
care or ancillary services. 

6. Will Higher Payments for  
Small Rural Hospitals and Clinics  
Increase Healthcare Spending? 

Health insurance plans that need to increase their pay-
ments to rural hospitals will likely object that higher pay-
ments will increase total health care spending and force 
increases in health insurance premiums.  However, this 
implicitly assumes that a rural hospital (and any Rural 
Health Clinics it operates) can and will continue to oper-
ate without any increase in payment.  As the growing 
number of hospital closures across the country demon-
strates, that is not a realistic assumption.  If the rural 
hospital closes, then overall spending may actually in-
crease by more than the increase that would occur by 
paying the rural hospital more for its services.  There are 
several reasons for this: 

• If a private health plan is paying less for services at 
the rural hospital than at larger hospitals, when the 
rural hospital closes, the residents of the local com-

munity will have to go to a larger hospital to obtain ser-
vices, and the health insurance plan will end up spend-
ing more for the services anyway. 

• Even if the health plan has been paying the same 
amount or less for the same services at larger hospi-
tals than at the rural hospital, individuals who go the 
larger hospitals when the rural hospital in their commu-
nity closes may be more likely to receive unnecessary 
services or unnecessarily expensive services than they 
would have from the rural hospital or clinic in their 
community. 

• If closure of the local hospital causes the residents of 
the community to obtain fewer necessary services be-
cause the services are no longer as easily accessible, 
their health problems may not be diagnosed and treat-
ed promptly, and that can result in the need for even 
more expensive services.  For example: 

 if residents no longer have access to effective prima-
ry care services in their community, they will be less 
likely to receive preventive care and less likely to 
receive proactive assistance in managing a chronic 
disease. 

 if residents no longer have ready access to an emer-
gency department that can provide a rapid diagnosis 
and at least initial treatment when an injury, heart 
attack, stroke, or other serious problem occurs, the 
patients could suffer greater disabilities that will 
require extended and expensive therapy. 

 if residents no longer have easy access to laboratory 
testing, they will be less likely to manage a chronic 
condition effectively or have a new condition diag-
nosed quickly and accurately.  

• If a large health system acquires the hospital, it may 
prevent closure in the short run, but the health system 
will likely demand higher payments for the hospital’s 
services from private health plans as part of the sys-
tem’s overall contract, and those payments may be 
much higher than what would have been needed to 
keep the rural hospital both open and operating inde-
pendently. 

FIGURE 7-17 
Impacts on Healthcare Spending  

for Residents of Rural Communities  
If Hospital Remains Open or Closes 
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Even if total spending on the residents of the community 
does increase, the increase will be small because of the 
small percentage of the spending that currently is used 
for services delivered at the rural hospital.  The purpose 
of health insurance is not to spend as little as possible 
on healthcare services, but to enable people to receive 
the healthcare services they need.   

F. Operationalizing Patient-Centered 
Payments 

A number of implementation steps will be needed in 
order to successfully implement a Patient-Centered Pay-
ment system for hospitals.  Several of these steps are 
different than those which are currently carried out un-
der fee-for-service or cost-based payment systems: 

• Defining the Hospital’s Essential Service Area.  The 
geographic service area whose residents rely on the 
hospital for essential services must be defined in or-
der to determine the appropriate amount of standby 
capacity and to determine for which residents the 
Standby Capacity Payments should be paid.  This Es-
sential Service Area may need to be defined different-
ly for service lines that are only operated by a subset 
of hospitals; for example, since only a subset of rural 
hospitals offer obstetric services, the Essential Ser-
vice Area for maternity care at those hospitals will be 
larger than the hospitals’ Essential Service Area for 
the emergency department, laboratory, and other 
core services. 

• Estimating the Cost of Delivering High-Quality Hospital 
and Primary Care Services.  In order to ensure the 
Standby Capacity Payments and the fees for individu-
al hospital services are adequate to support the fixed 

costs and marginal costs of delivering high-quality ser-
vices, estimates of those costs for different size hospi-
tals are needed.  Similarly, for primary care clinics, 
since the monthly Comprehensive Primary Care Pay-
ments need to be adequate to support an appropriate 
combination of services for patients, not just face-to-
face visits with clinicians, estimates of the costs of de-
livering high-quality primary care in small clinics are 
needed.  These estimates should be developed using a 
methodology similar to the examples in Chapter III, 
rather than simply taking statistical averages of current 
costs, in order to ensure the amounts are adequate to 
support high-quality care, so rural hospitals and clinics 
will need to play a central role in developing the esti-
mates. 

• Determining the Relative Amounts of Payments for 
Different Subpopulations of Residents and Patients.  
The monthly Standby Capacity Payments and Compre-
hensive Primary Care Payments need to be set at lev-
els that reflect the different needs of different sub-
groups of residents and patients.  For example, since 
older individuals are more likely to be admitted to a 
hospital for acute care than younger residents of the 
community, it makes sense for the hospital to receive a 
higher Standby Capacity Payment for inpatient services 
from Medicare and Medicare Advantage plans than for 
younger members of other health insurance plans.   

• Establishing Billing Codes for Standby Capacity Pay-
ments.  The Standby Capacity Payments can be easily 
implemented within a hospital’s current billing system 
and a health plan’s current claims payment system by 
establishing a new billing code for each essential ser-
vice line.  The hospital would then submit a billing form 
to the health plan using these Standby Capacity Pay-
ment codes for each resident in the hospital’s service 
area who is insured by that health plan.  Alternatively, 

FIGURE 7-18 
Flow of Funds Under Patient Centered Payment 
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the health plan could simply determine which of its 
members live in the hospital’s service area and send 
the hospital the total of the applicable Standby Ca-
pacity Payments. 

These steps, and the processes needed to implement 
them, may seem complex, but every payment system 
involves similar or greater levels of complexity.  For ex-
ample, in the standard Medicare systems for paying 
hospitals, CMS has to set payment amounts for 700 
separate Diagnosis Related Groups (MS-DRGs) that are 
based on differences in patients’ diagnoses, the proce-
dures that were performed in the hospital, and compli-
cations that arose during the hospital stay.  CMS also 
sets payments for over 700 different categories of out-
patient services defined using Ambulatory Payment 
Classifications (APCs), and hospitals have to submit a 
claim with the appropriate procedure codes and diagno-
sis codes each time they deliver a service.  The payment 
system for physicians requires that payment amounts 
be assigned to over 14,000 Current Procedural Termi-
nology (CPT) and Healthcare Common Procedural Cod-
ing System (HCPCS) codes, with adjustments to the pay-
ment amounts based on whether the service was deliv-
ered in a hospital or not, whether multiple procedures 
were performed on the same day, whether all compo-
nents of a procedure were performed, and other factors.  
It is difficult to imagine how the Patient-Centered Pay-
ment system could be more complex than that. 

Those who advocate for use of hospital global budgets 
or global payments because of their “simplicity” do not 
seem to understand all of the complex steps that are 
involved in determining which patients and which ser-
vices are included and excluded, how the global budgets 
and benchmarks are updated each year, how quality 
measures are calculated and how payments are adjust-
ed based on them, how adjustments to budgets and 

payments are made when special circumstances arise, 
etc.  Chapter V describes only part of the complex pro-
cess that Maryland uses to update each hospital’s global 
budget in an effort to ensure that the budget amount is 
adequate without being excessive.  Hospitals in Mary-
land still submit claims forms for every individual service 
they submit, they have to adjust the charges for those 
services multiple times in order to stay within the budg-
et, and the state regulates the amounts of the individual 
charges using a separate process beyond what was de-
scribed in Chapter V.  The process that will be used in 
the Pennsylvania Rural Health Model will likely be simi-
larly complex, and if it is not, the “simplicity” of the pay-
ments could harm both hospitals and patients by failing 
to provide sufficient revenues to sustain high-quality ser-
vices.   

In fact, many of the same steps that are needed to im-
plement the Patient-Centered Payment system are also 
needed for a hospital global budget or global payment 
model.  For example, in order for a hospital to receive a 
global budget to provide services, the geographic area it 
will be serving needs to be identified, and a mechanism 
for allocating the budget among different payers is need-
ed.  Moreover, the only way to ensure the budget will be 
adequate to support the costs of essential services will 
be to have estimates of what those costs are or should 
be, not simply what the hospital’s revenues have been in 
the past.  Since the Patient-Centered Payment system 
will be far more effective than a global budget system, it 
makes more sense to perform these types of steps in 
order to implement the former rather than the latter. 
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HOW TO SAVE RURAL HOSPITALS 
BEFORE IT’S TOO LATE 

VIII. 
KEY POINTS 

More than 800 rural hospitals – 40% of all rural hospitals in the country – are at risk of closing in the near future.  Most of 
these are small rural hospitals located in isolated communities where loss of the hospital will severely limit access to 
health care services.  More than 30 million people could be directly harmed if these hospitals close, and people in all parts 
of the country could be affected through the impacts on workers in agriculture and other industries. 

Adequate, appropriate payments for small rural hospitals are essential for preventing closures.  Most closures will not be 
prevented by technical assistance programs, one-time grants, permission to stop providing inpatient services, global hospi-
tal budgets, or shared savings programs.  The only way to prevent closures and support high-quality rural healthcare is to 
create a new payment system that will: (1) ensure availability of essential services in the community; (2) enable safe and 
timely delivery of the services patients need at prices they can afford to pay; and (3) encourage better health and lower 
healthcare spending.  A Patient-Centered Payment System would achieve all of these goals. 

It will cost about $3.7 billion per year to prevent closures of the at-risk hospitals and preserve access to rural healthcare 
services, an increase of only 1/10 of 1% in total national healthcare spending.  The increase in spending needed to elimi-
nate rural hospital losses is tiny in comparison to the total amount currently spent on healthcare.  Moreover, spending 
would likely increase even if hospitals close because reduced access to preventive care and prompt treatment will cause 
residents of the rural communities to need even more services in the future.  Paying more now to preserve local services is 
a better way to invest resources.   

Most of the increase in spending will support primary care and emergency care, not inpatient or ancillary services.  Availa-
ble information indicates the biggest causes of losses at most small rural hospitals are underpayments for primary care 
and emergency services. 

Every payer will need to change the way it pays small rural hospitals, but the biggest changes must be made by private 
health insurance companies.  Although most payers are underpaying small rural hospitals, the biggest cause of negative 
margins in most small rural hospitals in most states is low payments from private insurance plans and Medicare Advantage 
plans. 

Employers and residents in rural communities need to choose private insurance plans that pay their hospitals adequately 
and appropriately.  Most private insurance plans are unlikely to increase or change their payments unless businesses, local 
governments, and residents choose health plans based on whether they pay the local hospital adequately and appropriate-
ly.  State insurance departments and state insurance exchanges can help by requiring health plans to disclose their pay-
ment methods and amounts for small rural hospitals and by encouraging the plans to use Patient-Centered Payments in-
stead of traditional fees. 

Medicaid programs and managed care organizations need to pay rural hospitals adequately and appropriately for their ser-
vices.  Expanding eligibility for Medicaid will help more rural residents afford healthcare services and reduce losses at hos-
pitals from serving uninsured patients.  However, small rural hospitals will benefit most from receiving higher Medicaid pay-
ments for their services.  CMS should authorize states to require Medicaid MCOs to use Patient-Centered Payments and to 
pay adequately for services at small rural hospitals. 

Congress should create a Patient-Centered Payment program in Medicare for small rural hospitals.  Although Medicare is 
not the primary cause of deficits at small rural hospitals, creation of an appropriate payment system in Medicare can serve 
as a model for other payers.  However, the “global budget” demonstration programs proposed to date are unlikely to help 
most rural hospitals and they could harm many of the smallest hospitals. 

Rural hospitals need to be transparent about their costs, efficiency, and quality, and they should do what they can to con-
trol healthcare spending for local residents.  In order for purchasers and patients in rural communities to support higher 
and better payments at their hospitals, they need to have confidence that the hospitals will use the payments to deliver 
high-quality services at the lowest possible cost, and that the hospitals will proactively identify and pursue opportunities to 
control healthcare costs for community residents.  Small rural hospitals should estimate the minimum feasible costs for 
delivering essential services using an objective methodology, proactively work to improve efficiency of services, and publicly 
report on the quality of their care. 
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A. The Need for Rapid Action to 
Prevent Closures and Sustain 
Rural Healthcare 

The rural hospitals that have closed in recent years are 
just the tip of a very large iceberg.  More than one-third 
of the rural hospitals in the country could close in the 
near future unless appropriate actions are taken quickly 
to prevent that. 

Hundreds of Rural Hospitals Were at  
Immediate Risk of Closure Before the Pandemic 

Over 500 rural hospitals – more than one-fourth of the 
rural hospitals in the country – were at immediate risk 
of closure even before the coronavirus pandemic be-
cause of continuing financial losses and lack of financial 
reserves to sustain operations.  These hospitals had: 

• Persistent Financial Losses:  The hospitals had a  
cumulative negative total margin over the most  
recent 3-year period for which financial data were 
available250; and  

• Low or Non-Existent Financial Reserves:  The  
hospitals either (a) had total liabilities exceeding all 
assets other than buildings and equipment, or (b) had 
assets greater than liabilities, but only by enough to 
sustain continued losses for at most 2 years.251 

As shown in Figure 8-1, almost every state had at least 
one rural hospital at immediate risk of closure, and in 
14 states, 20% or more of the rural hospitals were at 
immediate risk.    

These estimates likely understate the severity of the 
problem that exists today.  Margins at most hospitals 
are likely to be substantially worse in 2020 because of 
the combination of the higher costs hospitals incurred 
during the pandemic and the reduction in revenues  
because patients avoided seeking non-emergency  
services. 

Hundreds More Rural Hospitals Are at  
High Risk of Closing in the Future 

Over 300 additional rural hospitals are at high risk of 
closure in the near future.  These hospitals fall into two 
categories: 

• Low Financial Reserves.  This category consists of 
hospitals that had assets greater than liabilities, but 
the difference would only have been enough to cover 
the hospital’s average annual losses for at most 5 
years.   

• High Dependence on Non-Patient Service Revenues.  
The second group of hospitals have had positive total 
margins, but only because they receive large amounts 
of funding from local taxes, state subsidies, or other 
sources of funds sufficient to offset losses on patient 
services.  Moreover, these hospitals either have liabil-
ities in excess of assets, or their net assets would not 
be large enough to offset the patient service losses 
for more than two years.  Since it is not clear that 
these hospitals can continue receiving large amounts 
of revenue from other sources in the future, they also 
have to be considered at high risk of closure. 

Rural Hospitals In Almost Every State  
Are at Risk of Closing  

In total, over 800 rural hospitals – 40% of all rural hos-
pitals in the country – are either at immediate risk or 
high risk of closure.  As shown in Figure 8-2 and  
Table 8-1, more than 20% of rural hospitals are at risk 
of closing in almost every state in the country, and in 14 
states, the majority of the rural hospitals are at risk of 
closing.  More than 20 million people who live in the 
areas served by the at-risk hospitals could be directly 
affected if the hospitals were to close.   

Most Rural Hospitals at Risk of Closing Are in  
Isolated Rural Communities 

Almost all of the rural hospitals that are currently at  
immediate or high-risk of closure are in isolated rural 
communities.  89% are more than a 20-minute drive 
away from the next-closest hospital, and 49% are more 
than 30 minutes away.  In many cases, the closest hos-
pital is also a hospital that is struggling financially.   
Two-thirds (69%) of the at-risk rural hospitals are more 

FIGURE 8-2 
Rural Hospitals at Immediate or High Risk of Closing 

Risk of closure is based on persistent financial losses and low financial reserves, or high 
dependence on grants, local taxes or other revenues not derived from patient services.   

FIGURE 8-1 
Rural Hospitals at Immediate Risk of Closing 

Risk of closure is based on persistent financial losses and low financial reserves.   
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TABLE 8-1 

RURAL HOSPITALS AT IMMEDIATE OR HIGH RISK OF CLOSING 

State 

Total  

Rural  

Hospitals 

Number at 

Risk of 

Closing 

Percent  

at Risk of 

Closing 

Number at  

Immediate  

Risk of Closing 

Percent at 

Immediate 

Risk 

Number at 

High Risk of 

Closing 

Alabama 45 29 64% 25 56% 4 

Alaska 13 5 38% 4 31% 1 

Arizona 17 5 29% 3 18% 2 

Arkansas 48 31 65% 23 48% 8 

California 52 17 33% 6 12% 11 

Colorado 41 12 29% 7 17% 5 

Connecticut 3 3 100% 2 67% 1 

Delaware 2 0 0% 0 0% 0 

Florida 21 8 38% 7 33% 1 

Georgia 62 28 45% 24 39% 4 

Hawaii 12 10 83% 5 42% 5 

Idaho 28 6 21% 4 14% 2 

Illinois 73 21 29% 15 21% 6 

Indiana 51 17 33% 12 24% 5 

Iowa 91 41 45% 26 29% 15 

Kansas 106 75 71% 47 44% 28 

Kentucky 69 17 25% 15 22% 2 

Louisiana 47 25 53% 11 23% 14 

Maine 25 9 36% 8 32% 1 

Maryland 4 1 25% 1 25% 0 

Massachusetts 5 2 40% 0 0% 2 

Michigan 63 21 33% 16 25% 5 

Minnesota 90 29 32% 21 23% 8 

Mississippi 64 43 67% 39 61% 4 

Missouri 58 28 48% 17 29% 11 

Montana 51 18 35% 10 20% 8 

Nebraska 72 24 33% 13 18% 11 

Nevada 13 7 54% 2 15% 5 

New Hampshire 17 4 24% 3 18% 1 

New Jersey 1 0 0% 0 0% 0 

New Mexico 24 7 29% 2 8% 5 

New York 51 27 53% 12 24% 15 

North Carolina 53 15 28% 9 17% 6 

North Dakota 37 15 41% 7 19% 8 

Ohio 70 14 20% 11 16% 3 

Oklahoma 72 43 60% 33 46% 10 

Oregon 32 14 44% 6 19% 8 

Pennsylvania 44 17 39% 14 32% 3 

Rhode Island 0 0 0% 0 0% 0 

South Carolina 25 12 48% 10 40% 2 

South Dakota 45 8 18% 8 18% 0 

Tennessee 52 27 52% 24 46% 3 

Texas 145 84 58% 33 23% 51 

Utah 21 3 14% 1 5% 2 

Vermont 13 2 15% 1 8% 1 

Virginia 28 13 46% 12 43% 1 

Washington 40 20 50% 12 30% 8 

West Virginia 24 13 54% 8 33% 5 

Wisconsin 72 17 24% 10 14% 7 

Wyoming 23 8 35% 6 26% 2 
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than 30 minutes away from a hospital that had a posi-
tive financial margin in the most recent year.  Depending 
on where community residents live in relation to the 
hospital, the time they would need to travel to reach 
another hospital could be even greater than this, as ex-
plained in Chapter I. 

When there is only one hospital in the community and 
the next-closest hospital is many miles away, closure of 
the hospital means that the community residents have 
no ability at all to receive emergency or inpatient care 
without traveling long distances.  Maintaining timely 
access to emergency care and adequate capacity for 
inpatient care in small rural communities is particularly 
important when severe and unexpected events occur.  
The 2020 pandemic clearly demonstrated the value of 
having hospitals with standby capacity in both rural and 
urban areas, but similar issues arise on a smaller scale 
every year with hurricanes, wildfires, influenza out-
breaks, and other emergencies. 

The impact is much greater than just loss of access to 
an Emergency Department and inpatient care, however.  
In many small rural communities, the hospital is likely 
the only place where residents can get laboratory tests 
or imaging studies, and it may be the only or principal 
source of primary care in the community.  When one of 
these rural hospitals closes, the community can effec-
tively lose its entire healthcare system, not just a hospi-
tal. 

The Risk of Closure is Highest  
for the Smallest Rural Hospitals  

The small rural hospitals discussed earlier in this report 
are at much higher risk of closure than larger rural hos-
pitals.  As shown in Figure 8-3, more than half of all rural 
hospitals with less than $30 million in total annual ex-
penses are at risk of closure, and more than one-third 
are at immediate risk of closure.  In contrast, less than 
one-third of larger rural hospitals are at risk of closure.   

Rural Hospital Closures Affect Everyone,  
Not Just Rural Residents 

Rural hospital closures affect not only the residents of 
rural communities, but also people who live in urban 
areas.  As shown in Chapter I, the entire nation depends 
on rural communities to supply food, energy, and recrea-
tion, and the continued viability of those industries de-
pends on whether their workers and families have ac-
cess to adequate healthcare services.  The 2020 pan-
demic proved that health problems in rural communities 
can lead to food shortages in urban areas.   

The rural hospitals that are risk of closing are located in 
counties that produced over $130 billion in agricultural 
products in 2017, representing more than one-third of 
the nation’s agricultural production.  If large numbers of 
these hospitals are allowed to close, people everywhere 
could be harmed. 

B. The Need for a Better Payment  
System for Rural Hospitals 

1. What Will Not Solve The Problem 

Although there is growing awareness and concern about 
the problem of rural hospital closures, most of the poli-
cies and programs that have been proposed or imple-
mented will not solve the problem, and in some cases, 
they could make things worse: 

• Technical Assistance Programs.  The analyses in 
Chapters II and III clearly show that the financial loss-
es at rural hospitals are primarily due to the fact that 
the payments they receive from private and public 
payers are not adequate to support the costs of the 
services they provide, not because they deliver ser-
vices efficiently.  No amount of technical assistance 
can help a hospital unless it can receive revenues 
that are at least as much as the minimum cost of de-
livering essential services.   

• Higher Payments for Inpatient Care.  Increasing the 
amounts paid to a small rural hospital for inpatient 
admissions does nothing to address shortfalls in pay-
ment for the Emergency Department, Rural Health 
Clinic, or other essential services that represent the 
vast majority of the hospital’s services and costs.  As 
a result, higher payments for inpatient care may re-
duce the deficit at a hospital, it will not eliminate 
them.252  Moreover, paying more for each admission, 
rather than paying more to support inpatient capacity, 
makes it more difficult for the hospital to provide pri-
mary care and transitional care services that would 
reduce admissions and readmissions for chronic con-
ditions. 

• One-Time Funding to Offset Losses in the Pandemic.  
Federal assistance to offset the costs and financial 
losses hospitals experienced during the coronavirus 
pandemic will help rural hospitals in the short run, but 
it will do nothing to address the more fundamental 
problems with payment systems that placed hundreds 
of hospitals at risk of closing even before the pandem-
ic occurred. 

FIGURE 8-3 
Risk of Closure in Rural Hospitals 

Risk of closure is based on persistent financial losses and low financial reserves, or high 
dependence on grants, local taxes or other revenues not derived from patient services.   
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• Expanding Eligibility for Critical Access Hospital  
Status.  Most of the hospitals that are at risk of clo-
sure are already designated as Critical Access Hospi-
tals, and that status has not enabled them to avoid 
financial losses.  Allowing additional hospitals to re-
ceive cost-based payment from Medicare could re-
duce their losses, but it will not make them solvent 
because it will not address the significant shortfalls in 
payments from other payers. 

• Allowing Hospitals to Stop Providing Inpatient  
Services.  As explained in Chapter III, in most cases, 
eliminating a rural hospital’s inpatient unit can make 
it worse off financially, not better off, while preventing 
residents of the local community, particularly senior 
citizens, from receiving inpatient care close to home 
for the common acute conditions and exacerbations 
of chronic conditions.  Although creating a “Rural 
Emergency Hospital” classification is intended to pre-
serve rural emergency services, it could actually make 
them harder to sustain in many cases.  Even if the 
hospital wants to stop delivering inpatient services 
and would be better off financially doing so, it still 
needs a payment system that will support the delivery 
of high-quality outpatient care. 

• Global Hospital Budgets.  The primary goal of global 
budget programs and “capitated payments” is to re-
duce spending for payers, not to provide adequate 
support for rural hospitals.  As discussed in Chapter 
V, locking in a hospital’s current revenue can help a 
large hospital that is delivering unnecessary services, 
but it does nothing to help a small hospital that has 
inadequate revenues to deliver essential services.   

• Shared Savings and Risk-Based Payments.  The pri-
mary goal of these and most other current “value-
based payment” programs is also to reduce spending 
for payers, not to provide adequate financial support 
for rural hospitals.  As shown in Chapter III, it costs 
more per person to provide high-quality care in a 

small rural community than in larger communities, but 
most current payment programs penalize small hospi-
tals because of that, even if the hospital is operating 
as efficiently as possible and the quality of care is 
high.  Moreover, most current value-based payment 
programs are specifically designed for very large num-
bers of patients, not the small populations in rural 
communities. 

2. What Will Solve the Problem 

As discussed in Chapter VII, in order for the residents of 
rural communities to receive affordable, high-quality 
healthcare, the method health insurance plans use to 
pay small rural hospitals needs to achieve three goals.  
It must: 

1. Ensure availability of essential services in the  
community;   

2. Enable safe and timely delivery of the services  
patients need at prices they can afford to pay; and   

3. Encourage better health and lower healthcare  
spending.   

As shown in Figure 8-4, current fee-for-service, cost-
based payment, and shared savings systems do not 
achieve all of these goals, and neither would a hospital 
global budget or global payment program.  It is not suffi-
cient to make changes that just address one or two of 
the goals.  For example, increasing fee-for-service pay-
ment amounts could eliminate hospital deficits and en-
sure availability of essential services in the short run, 
but this would do nothing to eliminate the penalties cre-
ated by fee-for-service payment when hospitals work to 
improve the health of their residents.  Conversely, 
changing the method of payment, without increasing the 
amount of payment sufficiently to cover the minimum 
costs of delivering services, will not prevent hospitals 
from closing.  Incentives to improve the quality of  
services mean nothing if there are no services left to 
improve.   

FIGURE 8-4 
Effectiveness of Alternative Approaches to Rural Hospital Payment 

   EFFECTIVENESS IN ACHIEVING GOALS 

GOAL Fee for Service 
Cost-Based 

Payment Global Budget Shared Savings 
Patient-Centered 

Payment 

1 
Ensure Availability of Essential 
Services in the Community 

Ineffective Effective Mixed Ineffective Effective 

2 
Enable Safe, Timely, and  
Efficient Delivery of 
Needed Services 

     

  Safety/Quality Mixed Mixed Ineffective Harmful Effective 

  Timeliness Effective Limited Harmful Harmful Effective 

  Efficiency Mixed Harmful Mixed Limited Effective 

  Appropriateness Mixed Limited Mixed Mixed Effective 

3 
Encourage Better Health  
and More Affordable Care 

     

  Better Health Limited Limited Harmful Harmful Effective 

  Lower Spending Harmful Harmful Mixed Limited Effective 
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FIGURE 8-5 
Impact of Volume Changes on Rural Hospital Margins Under Alternative Payment Systems 
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A Patient-Centered Payment System would advance all 
three of these goals.  As explained in detail in Chapter 7, 
an effective Patient-Centered Payment System for rural 
hospitals has five components, all of which are essential 
to success. 

1. Standby Capacity Payments to support the fixed 
costs of essential services.   

2. Service-Based Fees for diagnostic and treatment 
services based on marginal costs.   

3. Patient-Based Payments for primary care manage-
ment.   

4. Accountability for quality and spending.   

5. Value-based cost-sharing for patients.   

Under a Patient-Centered Payment System, separate 

payments for standby capacity and individual services 

better match the way that costs change when patients 

need more or fewer services than any other approach.  

As a result, as shown in Figure 8-5, a Patient-Centered 

Payment System is the only payment system that: 

• Provides adequate payment to sustain essential ser-
vices even if patients are healthier and need fewer 
services; 

• Does not encourage stinting on necessary care; and 

• Does not encourage delivery of unnecessary care. 

3. The Cost of the Solution 

It is impossible to prevent rural hospital closures without 
spending more money on small rural hospitals.  The ma-
jority of small rural hospitals, no matter efficiently they 
are operated, are not receiving payments that are large 
enough to pay for the minimum costs of delivering those 
services.  A “value-based payment” system will not help 
rural residents to receive high-quality care unless the 
payments are adequate to cover the cost of delivering 
that care.  Value-based payment should be about paying 
adequately but not excessively for high-quality care, not 
simply about creating savings.   

Although there are hundreds of rural hospitals at risk of 
closure, the total amount of money needed to prevent 
them from closing is relatively small because most of 
the hospitals are small.  As discussed in Chapter I, the 
majority of hospitals in the country are rural, but the 
total spending for services at those hospitals represents 
only 10% of the more than $1 trillion spent nationally on 
hospitals each year and only 3% of the more than $3 
trillion annual spending on all healthcare services.  The 
increase in payments needed to eliminate the deficits at 
the at-risk rural hospitals would only increase national 
healthcare spending by a fraction of a percent.  Specifi-
cally: 

• Eliminating the losses for the Immediate Risk rural 
hospitals would cost approximately $1.7 billion per 
year.   

• Eliminating the losses for High-Risk rural hospitals 
would cost an additional $2 billion per year.   

Combined, the $3.7 billion in funding needed to address 
the revenue shortfalls in all of these rural hospitals at 
risk of closing would require an increase of one-tenth of 
one percent in the more than $3 trillion spent on health 

care each year.  The amount is so small in relation to 
total healthcare spending that it is barely visible in Fig-
ure 8-6. 

This small increase in spending is also only 1/40 of the 
more than 4% average increase in healthcare spending 
that occurs every year.  A large portion of the annual 
increase in spending nationally is caused by excessive 
prices and the delivery of unnecessary services; that 
portion of additional spending neither preserves access 
to care nor improves the quality of care.  If high prices 
and unnecessary services can be reduced, a portion of 
the savings should be redirected to preserving access to 
rural healthcare services.  

As explained in Chapter VII, it is likely that much of this 
increase in funding will be used to support delivery of 
primary care and emergency care, not inpatient care or 
ancillary services.  There is widespread recognition na-
tionally that primary care is underfunded, so efforts to 
increase payments for primary care will also be helpful 
to small rural hospitals.  There have also been proposals 
to pay rural hospitals more to sustain their emergency 
department services, but these proposals would require 
hospitals to eliminate their inpatient services; as dis-
cussed in Chapter III, eliminating inpatient services 
would make many hospitals worse off financially as well 
as reducing access to inpatient care, rehabilitation, and 
long-term care for rural communities. 

In addition, as discussed in Chapter VII, failure to pay 
rural hospitals adequately and appropriately will likely 
also cause healthcare spending on the residents of 
those communities to increase in the future, because 
reduced local access to preventive care and prompt 
treatment will cause the residents to need even more 
services and more expensive services than they would 
otherwise.  It is impossible to know whether these in-
creases would be more or less than the increases in 
spending required to prevent rural hospitals from clos-
ing, but the goal should be to provide good care at the 
most affordable cost for residents of every community, 
not to spend as little as possible. 

FIGURE 8-6 
Increased Spending Needed to Eliminate Deficits  

at Small Rural Hospitals  
Compared to National Healthcare Spending 

Amount needed to prevent closures is the average annual loss in the most recent three 
years for which data were available for hospitals classified as being at immediate or 
high risk of closure.  National spending on all healthcare and all hospitals is from 2017. 
Spending at rural hospitals is for the most recent year available (2018 or 2019). 
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C. Achieving Multi-Payer Payment  
Reform for Rural Hospitals 

A rural hospital should provide access to high-quality 
services to all residents of the community, not just a 
subset of them.  The hospital cannot do this if only one 
or two payers change the way they pay for services.  
Every payer – every commercial insurance plan, every 
Medicare Advantage plan, every Medicaid Managed 
Care Organization, every state Medicaid agency, and 
Original (fee-for-service) Medicare – needs to pay rural 
hospitals both adequately and appropriately.  The best 
way to do that is by using a Patient-Centered Payment 
System.   

In order for small rural hospitals to be adequately and 
appropriately by all payers, actions will need to be taken 
by a broad range of stakeholders, including the resi-
dents and employers in rural communities as well as 
health insurance companies, state governments, and 
the federal government. 

1. Changing Payments from 
Private Insurance Plans 

The payers who most need to change the way they pay 
small rural hospitals are private health insurance com-
panies.  As shown in Chapter 2, the biggest cause of 
negative margins in most small rural hospitals in most 
states is low payments from private insurance plans, 
including both commercial insurance plans and Medi-
care Advantage Plans.  Even in states where Medicaid 
payments for services are lower than private insurance 
payments, most rural hospitals have far more privately-
insured patients than patients on Medicaid, so a short-
fall in private payments has a much bigger impact on 
the hospital’s total margin.   

Moreover, if payments from private insurance plans are 
high enough to not only cover the costs of services to 
privately insured patients, but to give the hospital a 
small positive margin on those services, that margin 
would also offset the losses the hospitals experience 
due to bad debt.  For the smallest rural hospitals, a me-
dian profit margin on private-pay patients of only 7% 
would be sufficient to eliminate losses on bad debt.  
Under a Patient-Centered Payment System, Standby 
Capacity Payments would be set based on the number 
of residents of the community who have insurance, so 
that the aggregate revenues from those payments are 
sufficient to cover the costs of services to both insured 
and uninsured residents. 

Why Private Health Plans  
Are Unlikely to Change on Their Own 

Despite the importance of having private insurance 
companies change the way they pay rural hospitals, it is 
unlikely that most of them will do so without significant 
pressure from businesses, citizens, and government.  
There are several reasons for this: 

• Paying rural hospitals more than they receive today 
will increase a plan’s “medical loss” and reduce the 
insurance company’s profit.253  Although the percent-
age increase in a plan’s total spending will likely be 

very small because rural hospitals represent such a 
small proportion of total healthcare spending, even a 
small increase in the amount the plan spends on 
healthcare services translates into a very large reduc-
tion in the amount of profits the insurance company 
can retain.254 

• Making changes in contracts with hospitals, in benefit 
designs for patients, and in the internal systems used 
to make payments will increase the insurance compa-
ny’s administrative costs, which will also reduce its 
profits.  Even though the cost of changing to a Patient-
Centered Payment System will be relatively small be-
cause it can be implemented easily within an existing 
claims payment system, any increase at all in the 
plan’s administrative costs will translate into a reduc-
tion in profits for the insurance company.  This is also 
true for insurance companies that are simply pro-
cessing claims for self-insured businesses; even if the 
business is willing to pay the hospital more or differ-
ently, it needs a health insurance company or third-
party administrator (TPA) that is willing to implement 
the changes. 

• Even though failure to sustain the rural hospital may 
increase health care costs in the community in the 
future, an insurance company can address that by 
increasing its premiums.  In fact, the insurance com-
pany will need to charge higher premiums in the fu-
ture in order to maintain or increase its profits, since 
profits and administrative costs are limited to a maxi-
mum percentage of total premium revenues. 

What Communities Can Do to Encourage  
Changes in Private Health Plan Payments 

There are several ways that private health insurance 
companies can be encouraged to implement the pay-
ment reforms that small rural hospitals need: 

• Employers and community residents should only 
choose a health insurance plan that pays their rural 
hospital adequately and appropriately.   

Employers and citizens in rural communities likely 
have no idea that the insurance plan they are using 
may be helping to force their local hospital out of busi-
ness.  It does them little good to have an insurance 
plan with low premiums and/or low copayments if 
there is no longer a hospital or clinic in the community 
where they can use that insurance.  Moreover, their 
premiums could increase even more in the future if 
healthcare spending increases because there is no 
longer a local source for preventive care and early 
treatment.  

However, there is only an incentive for an insurance 
plan to pay differently if it believes that doing so 
would increase its membership or that failure to do so 
would cause it to lose a large number of customers.  
The decisions made by the largest employers in the 
community about which health insurance plans to use 
will have the biggest impact on those plans’ willing-
ness to change, simply because of the larger number 
of plan members who will be affected. 

In the short run, employers and citizens can focus on 
ensuring the health plan pays adequate amounts for 
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services, while indicating that health plans will need 
to implement Patient-Centered Payments in future 
years in order to continue selling insurance in the 
community. 

• Public and private employers in rural communities, 
including hospitals, should work together through 
purchaser coalitions to choose health insurance 
plans that pay adequately and appropriately.   

Most employers in rural communities are small busi-
nesses that individually represent only a small num-
ber of potential members for any health insurance 
company.  By acting collectively, however, the employ-
ers can have much a greater impact on what a health 
insurance company will be willing to do.  The employ-
ers can accomplish this by forming a healthcare pur-
chasing coalition and either using information assem-
bled through the coalition to make similar decisions 
about which plans to purchase, or by having the coali-
tion purchase insurance collectively on their behalf.  
This is particularly important in regions where there is 
one dominant private insurance company, since other 
insurance companies are only likely to enter the mar-
ket if there is a critical mass of purchasers who are 
willing to change the insurance plan they use. 

• “Employers” includes local governments and 
school districts, not just private businesses.  In 
most communities, they are larger than the majori-
ty of private businesses. 

• Many businesses in the community will be part of 
national or multi-state firms, and the local manager 
does not make the decisions about which health 
insurance plan is used.  These large firms can help 
their employees in rural areas by choosing health 
insurance carriers that pay rural hospitals ade-
quately and appropriately. 

• Hospitals are typically categorized as “providers” of 
healthcare, not “purchasers.”  However, in most 
communities, the rural hospital is one of the larg-
est employers in the community and so it is also 
one of the largest customers for a health insurance 
company in the community.255  The hospital is also 
in the best position to help other employers in the 
community determine whether the insurance plans 
they are using are paying adequately and appropri-
ately for the hospital’s services.  The biggest collec-
tive impact will likely be achieved if other employ-
ers in the community work together with the hospi-
tal to determine which health insurance plans will 
pay the local hospital adequately and appropriately 
while also providing the most affordable premiums 
overall.  However, as discussed further below, hos-
pitals must take steps to convince other employers 
that the hospital will use adequate health insur-
ance payments to deliver high-quality care as effi-
ciently as possible. 

• A purchaser coalition does not need to be limited 
to one community.  In states with many small rural 
hospitals, all of the hospitals will need to be paid 
differently by private health plans, and the same 
health plans are likely providing insurance in multi-
ple communities, so a bigger impact can be 

achieved if the employers in several communities 
work together collectively. 

• If a health plan is selling insurance to multiple em-
ployers in a region, it may also be more likely to sell 
insurance to individual community residents who 
purchase health insurance on an insurance ex-
change, so employers in the community could influ-
ence the individual insurance market as well as the 
group insurance market for their employees. 

• Medicare beneficiaries should only choose a  
Medicare Advantage plan that pays their rural  
hospital adequately and appropriately.   

As shown in Chapter II, Medicare Advantage plans can 
be some of the most problematic payers for small 
rural hospitals.  This is not only because they fail to 
pay adequately or appropriately for services at all rural 
hospitals, but at Critical Access Hospitals, they also 
reduce the proportion of services that are eligible for 
cost-based payment from Medicare.   

However, a small rural hospital can only be underpaid 
by a Medicare Advantage Plan if a Medicare benefi-
ciary who lives in the community has chosen to enroll 
in that plan.  Medicare beneficiaries in rural communi-
ties have no idea that the plans they choose because 
of low premiums and other benefits may be helping to 
force their local hospital out of business.  In many 
cases, seniors may be more likely to preserve access 
to local healthcare services by staying on Original 
Medicare rather than enrolling in a Medicare Ad-
vantage plan.  The beneficiaries need information and 
education from the rural hospital in order to make the 
right choices about their Medicare coverage.   

• When there are health plan choices available to  
residents of the community, rural hospitals should 
refuse to contract with the plans that have the most 
problematic payment systems.   

A rural hospital can encourage health insurance com-
panies to change by refusing to contract with a partic-
ular health plan if it fails to pay adequately and appro-
priately for the rural hospital’s services.  However, this 
can harm local residents if they have few choices of 
health plans; if the hospital is not “in network” for the 
available health plans, the residents may have to pay 
higher cost-sharing amounts to receive services and 
that would make it more difficult for them to receive 
needed services and increase the hospital’s bad debt.   

If residents in the community do have a choice of 
health plans, then if the hospital contracts only with 
the plans that do provide adequate and appropriate 
payment, it could help to accelerate use of those 
plans by employers and residents.  This can best be 
done if hospitals work with employers on a coordinat-
ed effort to change the payment system. 

• State insurance departments and state insurance 
exchanges should require health insurance plans to 
disclose the methods they use to pay rural hospitals 
and the amounts they pay, evaluate the adequacy of 
the payments, and encourage the plans to use  
Patient-Centered Payments for rural hospitals.   

State insurance departments and state insurance 
exchanges can help by requiring each health insur-
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ance plan to disclose the payment system it uses to 
pay small rural hospitals in the state and to demon-
strate how the plan provides adequate, appropriate 
payments that achieve all three of the goals for rural 
hospital payment reform.  This would enable consum-
ers and purchasers to make more informed decisions 
about which insurance plans to use.  In addition to 
requiring transparency about the methods of pay-
ment, the adequacy of payments could be assessed 
during reviews of the plans’ network adequacy and/or 
premium increase requests submitted by the plans.  A 
state agency’s ability to do these things will depend 
on the extent of its regulatory powers and the extent 
of health insurance competition in rural communities, 
so some states will likely be able to do more than 
others.   

2. Changes Needed in Medicaid 

A state’s Medicaid program affects the financial viability 
of its rural hospitals in two different ways: 

• Insurance Coverage.  In states that have more restric-
tive Medicaid eligibility requirements, a larger number 
of low-income residents may have no health insur-
ance and be unable to pay for the services they re-
ceive at the hospital.  The more low-income individu-
als without insurance there are in a rural community, 
the greater the likelihood of financial losses at the 
community’s hospital. 

• Payment for Services.  For individuals who do have 
Medicaid coverage, the payments small rural hospi-
tals receive from most state Medicaid programs are 
below hospitals’ costs and are generally lower than 
what Medicare and private health plans pay.  In these 
states, the more individuals who are on Medicaid in 
the rural community, the greater the likelihood of fi-
nancial losses at the community’s hospital. 

The Limited Benefit for Small Rural Hospitals 
From Expanding Medicaid Coverage  

Many people have advocated for expanding Medicaid 
coverage as a way to help small rural hospitals.  Howev-
er, only a subset of the uninsured patients receiving 
services at rural hospitals in non-expansion states would 
likely qualify for Medicaid even if it were expanded.  
Moreover, as shown in Chapter 2, in the states that 
have expanded Medicaid, Medicaid payments to rural 
hospitals have worsened, resulting in little net financial 
benefit to the hospitals.   

Consequently, although expanding Medicaid coverage is 
desirable for many reasons, it is less likely to prevent 
rural hospital closures than improving the way the state 
Medicaid program pays rural hospitals.  Moreover, if a 
small rural hospital receives Patient-Centered Payments 
from Medicaid and a most other payers, the Standby 
Capacity Payments will enable it to provide essential 
services to uninsured patients. 

The Difficulties of Improving Medicaid Payments 
for Rural Hospitals 

In states where the state Medicaid agency directly pays 
healthcare providers for their services, the agency can 
simply decide to use a Patient-Centered Payment system 
for rural hospitals in the state and begin doing so.   

However, in most state Medicaid programs, hospitals 
and clinics are now paid primarily by Medicaid Managed 
Care Organizations (MCOs).  Medicaid MCOs are typically 
health insurance companies that the state Medicaid 
agency has contracted with to “manage” healthcare ser-
vices for most or all Medicaid beneficiaries.  The MCO 
receives a global payment from the state for each Medi-
caid beneficiary, and the MCO then pays hospitals and 
clinics for their services to those beneficiaries, typically 
using fees for individual services. 

It will be much more difficult for a state Medicaid pro-
gram to ensure adequate and appropriate payments for 
its rural hospitals if the state uses Medicaid MCOs, since 
each MCO will have to agree to change the way it makes 
payments.  MCOs will be unlikely to do so voluntarily for 
the same reasons described earlier for commercial in-
surance plans.  Paying a hospital or clinic more and 
changing the method used to pay them will reduce the 
MCOs’ profit, whereas if the rural hospital closes and 
Medicaid beneficiaries receive fewer services as a re-
sult, the MCO’s profit will increase.  If Medicaid benefi-
ciaries’ health worsens, and that causes their need for 
healthcare services to increase in the future, the state 
will have to pay the MCOs more, since federal law re-
quires that the MCO receive an “actuarily sound” pay-
ment from the state.256  These higher payments will also 
allow the MCOs’ profits to increase. 

State Medicaid programs cannot simply require MCOs to 
change the way they pay rural hospitals, because regula-
tions issued by the Centers for Medicare and Medicaid 
Services (CMS) limit states’ ability to specify how MCOs 
should pay healthcare providers or how much they 
should pay.  Under the regulations, a state is only permit-
ted to require that a Medicaid MCO implement a “value-
based purchasing model” that is “intended to recognize 
value or outcomes over volume of services” or to require 
an MCO to participate in a “delivery system reform or 
performance improvement initiative.”  Moreover, CMS 
requires that any payments the MCO is required to make 
must be “based on the utilization and delivery of ser-
vices” and “advance at least one of the goals and objec-
tives in the state’s quality strategy,” and participation 
must be available, using the same terms of perfor-
mance, to a “class of providers” providing services relat-
ed to the payment model.  If a state wants to require 
such a payment model, it has to receive approval from 
CMS before it can do so, and the arrangement “cannot 
be renewed automatically.”257   

A state Medicaid program is also prohibited from making 
payments directly to hospitals to address perceived 
shortfalls in their revenues.  In the past, many states 
made “supplemental payments” to hospitals, but CMS 
regulations no longer permit them to do so for services 
that the MCOs pay for.  The only exception is the “wrap-
around payments” that federal law requires states to 
use in order to offset the low amounts that most MCOs 
pay to Rural Health Clinics for their services.258   
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Federal and State Actions Are Needed to Improve 
Medicaid Payments to Rural Hospitals 

It will be very slow and inefficient if every state is forced 
to submit a separate request to CMS to require Medi-
caid MCOs to change the way they pay small rural hospi-
tals, wait for CMS to review the request, make revisions 
in response to CMS questions, and then wait for final 
approval.  In order for rural hospitals to get adequate 
and appropriate payments as quickly as possible, both 
the federal and state governments should take the fol-
lowing actions: 

• CMS should establish a policy indicating that approval 
will be given to states that want to require MCOs to 
use a Patient-Centered Payment system for small 
rural hospitals, and CMS should quickly approve state 
proposals to do so.  The design of the Patient-
Centered Payment system described in Chapter VII 
clearly satisfies the requirements for a “value-based 
purchasing model” or “delivery system reform initia-
tive” under CMS regulations.  Because hospitals 
would still receive fees for individual services under a 
Patient-Centered Payment system, it meets the re-
quirement that payments be based on the utilization 
and delivery of services (in contrast to a global budget 
model, which provides the same payment regardless 
of how many services are delivered).  Because the 
payment amounts are designed to ensure delivery of 
essential services, and because payments are only 
made if services meet quality standards, a Patient-
Centered Payment System satisfies CMS require-
ments that payments advance quality goals and rec-
ognize value over volume.  If CMS does not believe 
that Patient-Centered Payments meets those regula-
tory requirements, it should change the regulations 
rather than force undesirable changes in the Patient-
Centered Payment model that could harm hospitals. 

• In states with small rural hospitals that use Medicaid 
MCOs, the state Medicaid agency should request ap-
proval from CMS to require MCOs to use Patient-
Centered Payments for rural hospitals that wish to 
participate.  The state Medicaid agency should work 
with the state’s rural hospitals to ensure the design of 
the program will provide adequate payment to sup-
port the hospital’s essential services and to ensure 
that MCOs are implementing the payments correctly.  
If purchaser coalitions in the state are working to en-
courage implementation of Patient-Centered Pay-
ments by private health plans, it would be desirable 
for the state to also participate as a purchaser in or-
der to ensure a coordinated, multi-payer approach.   

• In states with small rural hospitals that do not use 
Medicaid MCOs, the state Medicaid agency should 
begin using Patient-Centered Payments to pay rural 
hospitals that wish to participate.  In these states, the 
Medicaid agency should work with the state’s rural 
hospitals to design the Patient-Centered Payments 
and then the state should implement the payments 
with hospitals that wish to participate.  If a purchaser 
coalition in the state is working to encourage imple-
mentation of Patient-Centered Payments by private 
health plans, it would be desirable for the state to 
work with the coalition to ensure a coordinated, multi-
payer approach.   

3. Changes Needed in Medicare 

Medicare is Not the Primary Cause of Financial 
Problems at Most Small Rural Hospitals  

For most small rural hospitals, the Medicare program is 
currently their “best” payer, in the sense that the losses 
on Medicare patients are smaller than the losses on 
patients with other types of insurance.  This is because 
most small rural hospitals are classified as Critical Ac-
cess Hospitals and thereby receive cost-based payment 
for the services they deliver to Medicare beneficiaries 
(except for beneficiaries who have enrolled in a Medi-
care Advantage plan).  Medicare may or may not be the 
best payer for hospitals that do not qualify for Critical 
Access Hospital status; as shown in Chapters II and III, 
the majority of small rural hospitals that are not CAHs 
lose money on their Medicare patients.  However, the 
losses on privately-insured patients at many of these 
hospitals are still larger. 

As discussed in detail in Chapters IV and VII, cost-based 
payment is problematic for many reasons, and the way 
Medicare has implemented it for Critical Access Hospi-
tals is particularly problematic for the hospitals.  Some 
people inappropriately refer to Medicare’s system as 
“cost-plus” payment, but there is no “plus” in the pay-
ments, only a minus.  Due to federal sequestration re-
quirements, Critical Access Hospitals currently can be 
paid at most 99% of their costs for services delivered to 
Medicare beneficiaries, even though no business could 
survive if it were only paid 99% of its costs.  In addition, 
hospitals are only eligible for the program if they are 
more than a minimum mileage from other hospitals, 
regardless of the travel time that would be required for 
patients to reach the other hospitals or whether the oth-
er hospitals offer similar services with comparable quali-
ty, so many small rural hospitals that would be appropri-
ate for the program cannot participate. 

Changes in the current Medicare cost-based payment 
systems would certainly be desirable.  For example, 
eliminating sequestration reductions and the productivi-
ty adjustment for Rural Health Clinics would reduce loss-
es on Medicare patients for small rural hospitals, and 
requiring Medicare beneficiaries to pay the same 
amounts for services at Critical Access Hospitals that 
they pay at larger hospitals would help both the patients 
and the hospitals.  However, these changes alone would 
be unlikely to eliminate losses or prevent closures at 
most small rural hospitals. 

Use of Patient-Centered Payment in Medicare is 
Desirable But Not Essential 

A properly designed Patient-Centered Payment system 
would be beneficial for both Critical Access Hospitals 
and for small rural hospitals that do not qualify for des-
ignation as a Critical Access Hospital.  Consequently, it 
would be desirable for Medicare to make Patient-
Centered Payment available to all small rural hospitals.  
Moreover, because the payments used by Medicare 
often serve as a model for other payers, implementation 
of a Patient-Centered Payment system by Medicare 
could accelerate implementation of the system by other 
payers. 
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While it would be desirable for Medicare to implement 
Patient-Centered Payment, it is not essential for suc-
cess.  As shown in Chapter 2, increasing Medicare pay-
ments alone would have only eliminated financial losses 
at about 2% of small rural hospitals in 2018.  If private 
health plans and Medicaid programs paid adequately 
but Medicare made no changes at all, most of the small 
rural hospitals that are experiencing financial problems 
would likely be able to remain open.  Conversely, there 
will be little benefit for small rural hospitals if only Medi-
care changes the way it pays small rural hospitals, while 
private health plans and Medicaid do not.  

CMMI Demonstrations Could Harm Rural Hospitals 

A corollary is that it would be better for Medicare to do 
nothing than to make changes in payments that would 
be worse for small rural hospitals or that would cause 
other payers to delay action in implementing Patient-
Centered Payments.  For several years, the CMS Center 
for Medicare and Medicaid Innovation (CMMI) has been 
actively encouraging states to replicate the Pennsylva-
nia Rural Health Model that was designed by CMMI, 
even though that program would be unlikely to help the 
smallest rural hospitals and would likely harm many of 
them.  As discussed in Chapter V, the CMMI CHART 
Model announced in August 2020 would create an ap-
proach to global budgets that is even less favorable 
than the approach that has been used in Pennsylvania.  
Moreover, because it will likely take 3-4 years before 
even a preliminary evaluation is completed and 7 or 
more years for a final evaluation to be completed, these 
demonstration projects could easily cause other states 
and private health plans to “wait to see the results” be-
fore doing anything for the majority of rural hospitals in 
the country.  If this happens, many small rural hospitals 
will likely be forced to close in the meantime. 

It is unlikely that CMMI would ever implement a demon-
stration that would effectively address current inadequa-
cies in payments for small rural hospitals or primary 
care clinics because CMMI is prohibited by law from 
testing payment models that would require higher 
spending by the Medicare program.259  Although CMMI 
is authorized to implement demonstrations that are not 
initially budget neutral, it cannot continue them unless 
they are expected to reduce Medicare spending.  This is 
why the Pennsylvania Rural Health Model merely contin-
ues current payment amounts for rural hospitals rather 
than increasing them sufficiently to eliminate hospital 
deficits, and why the CHART Model explicitly requires 
reductions in payments to hospitals and provides no 
mechanism for increasing payments to erase current 
deficits.  Any new program would have similar limitations 
unless Congress changes the enabling legislation for 
CMMI. 

How Medicare Should Help Small Rural Hospitals 

Medicare can and should be a leader in implementing 

Patient-Centered Payments for rural hospitals.  To 

achieve that: 

• Congress should create a Patient-Centered Payment 
program for Medicare beneficiaries in which any small 
rural hospital can voluntarily enroll.  Hundreds of small 
rural hospitals need help, and they need it now.  No 
small demonstration program can provide that help.  
Congress should use the same approach that it used 
when it created the Critical Access Hospital program, 
i.e., creating a different payment model in Medicare for 
small rural hospitals, and giving rural hospitals the op-
tion of whether to participate.  Congress used a similar 
approach when it created the Medicare Shared Sav-
ings Program – it is a permanent program, not a tem-
porary demonstration project, and participation by hos-
pitals and physicians is voluntary, not mandatory.  
These programs were implemented as part of the regu-
lar Medicare program, not through CMMI or its prede-
cessor agency. 

Most of the payment systems Medicare currently uses to 
pay hospitals have been implemented without “testing” 
them first through CMMI or other means.  In addition to 
the voluntary payment system created for Critical Access 
Hospitals:  

• The Inpatient Prospective Payment System (i.e., hospi-
tal DRGs) was designed and implemented for most 
hospitals across the country in 1983 without any evalu-
ation demonstrating that it would work.260  It was im-
plemented nationwide just 14 months after Congress 
passed the authorizing legislation. 

• The Outpatient Prospective Payment System was im-
plemented in 2000 to pay hospitals for outpatient pro-
cedures, with no testing or evaluation prior to imple-
mentation. 

Instead of being tested in an artificial demonstration, all 
of these payment systems were made available nationally 
in a phased but rapid approach.  Since then, they have 
been monitored and regularly adjusted to correct any un-
anticipated problems and to adapt the payment systems 
as changes in medicine, technology, and other factors 
occurred over time.  The same approach can be used to 
implement Patient-Centered Payments for rural hospitals. 
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D. What Rural Hospitals Need to Do 

1. The Need for Transparency About  
Rural Hospital Costs and Efficiency 

In order to be successful for patients and payers as well 
as for hospitals, the payment system for rural hospitals 
needs to achieve all three of the goals defined earlier, 
not just one or two of them:  

• In order to ensure availability of essential services in 
the community and to enable safe and timely delivery 
of services to patients, the payments made to rural 
hospitals need to be large enough to cover the mini-
mum costs they will incur in delivering high-quality 
care. 

• In order to enable patients to receive services at pric-
es they can afford to pay and to encourage lower 
healthcare spending, the payments must be no larger 
than necessary to cover the lowest costs a rural hos-
pital can feasibly achieve while delivering high-quality 
care. 

Rural hospitals are in the best position to define what 
payment amounts are large enough, but no larger than 
necessary, to achieve all of these goals.  This requires 
not only that they understand what it costs to deliver 
essential services, but also that they pursue every feasi-
ble opportunity to reduce their costs without harming 
patients.   

As shown in Chapter III, the average cost per service 
even in the most efficiently operated small rural hospital 
will be higher than in larger hospitals, and the cost will 
be even higher for some small hospitals than others for 
many reasons that are beyond the control of the hospi-
tals.  However, it is impossible to determine from the 
cost data that hospitals currently report whether individ-
ual hospitals have higher-than-average costs for reasons 
they can or cannot control.   

In order for purchasers and payers to be willing to pay 
adequately to support rural hospitals’ services, they will 
need to have confidence that the payment amounts 
recommended by rural hospitals are, in fact, no larger 
than necessary to deliver high-quality care to patients, 
and that any differences in payments between hospitals 
are necessary to address factors beyond the control of 
the hospital, not to subsidize inefficiencies.  The data to 
demonstrate this will need to come from hospitals. 

Unfortunately, most purchasers and payers are unlikely 
to have confidence in payment amounts recommended 
by hospitals, at least initially, because so many hospitals 
across the country have been secretive about their costs 
and have engaged in problematic activities designed 
primarily to maximize profits rather than control costs.  
For example, a number of studies have shown extremely 
large variations among hospitals in charges and pay-
ments for individual services and utilization of services 
that cannot be justified based on patient needs or differ-
ences in unit costs.261   

To address this: 

• Small rural hospitals that want to receive adequate, 
appropriate payments should work together to objec-
tively estimate the minimum feasible costs for deliver-
ing essential services and publicly release the meth-
odology used to make the estimates.  The methodolo-
gy used in Chapter III to estimate costs of essential 
services at rural hospitals can serve as a starting 
point for this.  Rural hospitals can build in greater de-
tail to reflect the impacts of different staffing plans, 
equipment costs, etc. 

• Individual hospitals should be transparent about how 
and why their own costs differ from the estimated 
minimum costs of delivering services.  For example, a 
hospital could show how the loss of a physician or 
other clinician in the ED or clinic resulted in higher 
costs to use a locum tenens physician and to recruit a 
permanent placement. 

• Hospitals need to provide information showing how 
much they are currently paid for services by each pay-
er compared to the cost of delivering those services.  
As discussed in Chapter VII, it is currently impossible 
to determine exactly which services are losing money 
at small rural hospitals and which payers are under-
paying them for their services.  It will be difficult to get 
payers to pay more or differently unless there is clear 
evidence that they are underpaying for services today. 

• Small rural hospitals that want to receive adequate, 
appropriate payments should proactively pursue ef-
forts to improve their efficiency and provide evidence 
demonstrating they are achieving success.  For exam-
ple, if rural hospitals generate comparable infor-
mation about the costs of operating various service 
lines, and compare their own costs to those of other 
hospitals, many hospitals will likely identify approach-
es used by other hospitals that could be adapted to 
their own facility. 

• Small rural hospitals will need funding and technical 
assistance programs to carry out these tasks and to 
implement new payment systems.  The federal gov-
ernment spends significant amounts of money every 
year to support research on rural hospital issues and 
to provide technical assistance to rural hospitals.  A 
significant portion of this funding needs to be devoted 
to generating the information on costs of service deliv-
ery and causes of losses at rural hospitals that will 
support development and implementation of im-
proved payment systems. 

2. The Need for Transparency about the  
Quality of Care and Quality Improvement  
at Rural Hospitals 

In addition, many purchasers and payers will likely resist 
paying more to small rural hospitals and clinics without 
assurance that the hospitals/clinics are delivering high-
quality care and taking active steps to improve care 
wherever feasible.  Most of the quality measures typical-
ly used by Medicare and other payers to assess the qual-
ity of care in hospitals are inaccurate or inappropriate 
for use with small rural hospitals, but most rural hospi-
tals do not provide patients or purchasers with any alter-
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native information demonstrating that they deliver high 
quality care.  This can cause both purchasers and pa-
tients to believe that the quality of care in small rural 
hospitals is poor or that the hospitals are not concerned 
about quality. 

To address this: 

• Small rural hospitals that want to receive adequate, 
appropriate payments should publicly report on the 
quality of their care using quality measures that can 
be included in the accountability component of the 
payment model.  The hospital quality measures de-
scribed in Chapter VII (e.g., ED response time, medi-
cation safety, etc.) can be collected and reported by 
every small rural hospital, and the clinic quality 
measures can be collected and reported by any hos-
pital that operates a Rural Health Clinic.  Collecting 
and reporting these measures now will not only 
demonstrate that the hospital currently delivers high-
quality care, but help prepare it to take accountability 
for success on those measures as part of a Patient-
Centered Payment system.  Many small rural hospi-
tals are already collecting these measures through 
the Medicare Beneficiary Quality Improvement Pro-
gram (MBQIP)262, so they simply need to release the 
results publicly. 

• Small rural hospitals should work with purchasers 
and payers to identify potential opportunities for re-
ducing avoidable healthcare spending that the hospi-
tals could implement once a Patient-Centered Pay-
ment system is in place.  It will be much easier to 
demonstrate to purchasers and payers that Patient-
Centered Payments will help to control spending and 
improve outcomes if they see concrete examples of 
how hospitals would change care delivery in ways that 
would improve quality and reduce spending. 
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Sources of Data 

The names and addresses of hospitals, the hospital’s 
ownership type, and the number of licensed inpatient 
beds at each hospital were obtained from the Provider of 
Services (POS) File maintained by the Center for Medi-
care and Medicaid Services (CMS).  This file is publicly 
available on the CMS website at https://www.cms.gov/
Research-Statistics-Data-and-Systems/Downloadable-
Public-Use-Files/Provider-of-Services/index .  The March 
2020 version of the POS file was used.  Hospital latitude 
and longitude coordinates were determined from the 
hospital address using the Google Maps Geocoding API 
(https://developers.google.com/maps/documentation/
geocoding/overview ). 

Data on costs and revenues for hospitals were obtained 
from the Hospital Cost Reports that hospitals are re-
quired to submit to the Centers for Medicare and Medi-
caid Services (CMS) using Form CMS-2552-10.  These 
data are maintained in the CMS Healthcare Cost Report 
Information System (HCRIS) and are publicly available on 
the CMS website at https://www.cms.gov/Research-
Statistics-Data-and-Systems/Downloadable-Public-Use-
Files/Cost-Reports/Cost-Reports-by-Fiscal-Year .  The 
July 2020 versions of the files were used, which con-
tained complete reports for most hospitals through 
FY2018 and reports for about one-fourth of hospitals for 
FY2019.   

Data on the number of Emergency Department visits at 
each hospital for 2013 and 2017 were provided by the 
American Hospital Association from its AHA Annual Sur-
vey database. https://www.ahadata.com/aha-annual-
survey-database .  

Additional data on costs and revenues for hospitals in 
California were obtained from the data California hospi-
tals file annually with the California Office of Statewide 
Health Planning and Development (OSHPD).  These data 
are publicly available on the OSHPD website at https://
oshpd.ca.gov/data-and-reports/cost-transparency/
hospital-financials/#complete-annual.  The most recent 
data available were for fiscal years ending in 2017.  

Additional data on costs and revenues for hospitals in 
Tennessee were obtained from the Joint Annual Reports 
that hospitals in Tennessee file annually with the Ten-
nessee Department of Health.  These reports are public-
ly available on the Department of Health website at 
https://www.tn.gov/health/health-program-areas/
statistics/health-data/jar.html  In most cases, the 2018 
report was used, but since the fiscal year beginning and 
ending dates in the Tennessee reports differ from those 
in the HCRIS data, some 2017 reports were used if the 
fiscal year better matched the fiscal year period in the 
most recent CMS HCRIS data. 

Classifications and Exclusions 

Only hospitals classified as short-term general acute 
care hospitals were included.  Hospitals were excluded 
if they did not have Provider Category 01 and Subtype 
10 in the Provider of Services file. Hospitals that provide 
only psychiatric care, rehabilitation services, or long-
term care but were classified as short-term hospitals in 
the POS file were also excluded.  In addition, some hos-
pitals that provide only specialty surgical or other types 
of care were excluded.  Hospitals operated by the Indian 
Health Service (IHS) were excluded because they are 
paid through the IHS and comparable information on 
payments and profitability cannot be calculated using 
the data in HCRIS. 

Hospitals were classified as “rural” if they are located in 
an area classified as rural by the Health Resources and 
Services Administration (HRSA), i.e., if they are either (1) 
in a nonmetropolitan county or (2) in a metropolitan 
county but in a subcounty area that has a Rural Urban 
Community Area (RUCA) code of 4 or greater.  The rural 
status of most hospitals was derived from a list main-
tained by the Cecil G. Sheps Center for Health Services 
Research at the University of North Carolina.  https://
www.shepscenter.unc.edu/programs-projects/rural-
health/data/.  Hospitals that opened after that list was 
prepared were classified as rural if they met the HRSA 
criteria.  Critical Access Hospitals were not considered 
to be “rural” unless they were located in an area that 
met the HRSA criteria, so because of this and the exclu-
sions described above, the number of rural hospitals 
discussed in this report is somewhat smaller than the 
number reported in other analyses.   

Hospital cost reports were excluded if the report did not 
cover a full fiscal year.  This includes hospitals that 
changed their fiscal year dates and filed two partial year 
reports, and hospitals that opened, closed, or merged 
with another hospital during the year and only filed a 
partial year report.  In addition, existing hospitals that 
are newly classified as a Critical Access Hospital and 
Critical Access Hospitals that give up that classification 
will generally file separate partial-year cost reports un-
der different provider numbers before and after reclassi-
fication, so the exclusion of partial-year cost reports 
excluded the cost reports for these hospitals during the 
reclassification year. 

Hospital cost reports were also excluded if no operating 
expenses or patient revenue were reported.  For exam-
ple, hospitals that are owned by Kaiser Permanente do 
not report patient service revenues.  A few cost reports 
were excluded because of what appeared to be errors in 
the data that could not be resolved. 

A hospital was classified as “closed” if it appeared on 
the list maintained by the Cecil G. Sheps Center for 
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Health Services Research at the University of North Car-
olina, or if it was not classified as “Active” in the Termi-
nation Status field in the Provider of Services file.  Some 
of the hospitals reported as closed on the Sheps Center 
list did not file separate cost reports, so these hospitals 
could not be included in the cost analyses.  For a num-
ber of facilities, “closed” means that the hospital 
stopped providing inpatient services, but continued to 
provide outpatient services, often as part of another 
hospital system. 

Hospital cost reports from California were only included 
if the hospital had a Medicare hospital provider number 
and if it reported patient service revenues.   

Calculation of Variables  

Average Daily Acute Census 

The Average Daily Acute Census was determined by 
combining the total number of acute inpatient days and 
total observation days reported on Lines 1 and 28 of 
Worksheet S-3 and dividing by 365. 

Total Expenses 

The hospital’s Total Expenses were determined by sum-
ming the amounts reported on Lines 4 and 28 on Work-
sheet G-3. 

Total Margin 

A hospital’s “Total Margin” is calculated by subtracting 
the hospital’s Total Expenses from its Total Revenues.  
The Total Revenues are determined by summing the 
amounts reported on Lines 3 and 25 of Worksheet G-3 
in Form CMS-2552-10.  (The Total Margin is the same 
as the amount that is reported as “Net Income” on Line 
29 of Worksheet G-3. 

Patient Services Costs, Revenues, and Margins 

None of the lines on the cost report accurately represent 
what would appropriately be defined as total “Patient 
Service Costs,” so this amount was calculated by com-
bining the total reimbursable expenses reported on Line 
118 of Worksheet A and the professional services costs 
and other patient services costs reported on Worksheet 
A-8. 

Patient Service Revenues is the “net patient revenues” 
amount that is reported on Line 3 of Worksheet G-3.   

The Patient Services Margin is calculated by subtracting 
Patient Services Cost from Patient Service Revenues.   

Service Line Costs and Charges 

The costs of individual service lines were obtained from 
Worksheets A and B.  Costs for professional services 
delivered to patients were obtained from Worksheets A-
8 and A-8-2.  Detailed information on costs for Rural 
Health Clinics operated by the hospital were obtained 
from Worksheets M-1, M-2, M-3, and M-4. 

The total charges for each service line were obtained 

from Worksheet C and Worksheet G-2.   

Costs, Payments, and Margins for  

Medicare Beneficiaries 

Information about costs and payments for patients who 
have Original Medicare (i.e., Medicare beneficiaries who 
have not enrolled in a Medicare Advantage Plan) were 
obtained from Worksheets E, E-2, E-3, and E-4.  Howev-
er, the amounts reported as “costs” on these work-
sheets are calculated according to the Medicare rules 
for determining cost-based payments, and in some cas-
es, they do not accurately reflect the proportion of costs 
that are actually associated with the Medicare benefi-
ciaries.  To address this, the following adjustments are 
made: 

• For hospitals with swing beds, the cost per day of in-
patient acute care and the cost per day of skilled 
nursing care on swing beds are re-estimated by using 
the total cost of the inpatient unit reported on Line 30 
of Worksheet C; the number of days of inpatient acute 
care and SNF-level care and NF-level care in swing 
beds reported on Worksheet S-10, and the hospital’s 
charges for those different levels of care reported on 
Worksheet G-2 (if the hospital reported separate 
charges).  In most cases, this assigns a higher cost to 
NF-level care in swing beds that what is calculated on 
Worksheet D-1, so the cost assigned to Medicare ben-
eficiaries for acute care and SNF-level is lower. 

• The cost of Rural Health Clinic services is re-
calculated without the productivity adjustment on 
Worksheet M-2 

• If the hospital has Graduate Medical Education costs, 
only a fraction of this cost is assigned to Medicare 
beneficiaries. 

Medicare payments for hospice services operated by the 
hospital are not included on the cost reports, so these 
are estimated based on the standard Medicare payment 
amounts for hospice services in the year in which the 
services were delivered. 

After making adjustments, the estimated Medicare costs 
for all categories of services are summed to determine 
the total Medicare Cost, and the total Medicare pay-
ments for all categories of services are summed to de-
termine the Medicare Payment.  The Medicare Margin is 
then calculated by subtracting the Medicare Cost from 
the Medicare Payment.  Even though Critical Access Hos-
pitals are only paid 99% of the amount Medicare calcu-
lates as hospital costs, the margin calculated here can 
be higher than 100% because of the lower estimate for 
the cost of inpatient care 

Professional services delivered by physicians and other 
clinicians are not considered by Medicare to be a 
“hospital cost.”  Medicare pays for these services using 
the Medicare Physician Fee Schedule, and the amounts 
of payment are not included on the cost report.  There is 
no information on the cost report that can be used to 
determine the proportion of these services that are re-
ceived by Medicare beneficiaries.  Consequently, neither 
the payments nor the costs associated with these 
amounts are included in the costs, payments, or margins 
that are calculated for Medicare.  These costs and pay-
ments are included in the hospital’s Patient Services 
Cost and Patient Services Revenue, however, so they 
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end up being part of the Private/Other category calculat-
ed below.   

Costs, Payments, and Margins  

for Medicaid Beneficiaries 

The Medicaid Payment for patient services is obtained 
by combining the amounts on Line 2 and Line 5 of Work-
sheet S-10.  In addition to payments for individual ser-
vices to patients enrolled in Medicaid, many hospitals 
receive Disproportionate Share Hospital (DSH) and/or 
other supplemental payments from their state Medicaid 
program.  The amounts of these payments differ signifi-
cantly across states and among hospitals within the 
state, so whether and how they are included can signifi-
cantly affect the amount calculated as the hospital’s 
margin on services to Medicaid patients.  Unfortunately, 
these payments are not reported in consistent ways on 
the cost reports.  Some hospitals include all or part of 
the payments as part of Line 2 on Worksheet S-10, 
some report the payments separately on Line 5 of Work-
sheet S-10, and some report all or part of the payments 
as “Other Income” on Worksheet G-3, which makes it 
difficult to determine how much of the total amount of 
Medicaid payments reported on Worksheet S-10 is in-
cluded in the amount of Net Patient Revenues reported 
on Worksheet G-3 and how much is included as Other 
Income on Worksheet G-3.  In order to avoid double 
counting, the amount counted as Medicaid Payments is 
reduced below the amount reported on Worksheet S-10 
if it appears that a portion of the payments reported on 
Worksheet S-10 are also reported as Other Income on 
Worksheet G-3.  

Hospitals calculate the cost of services to Medicaid pa-
tients on Line 7 of Worksheet S-10 by applying the over-
all cost-to-charge ratio for the entire hospital to the total 
Medicaid charges reported on Line 6 of Worksheet S-10.  
However, this can overestimate or underestimate the 
cost if Medicaid patients receive a different mix of ser-
vices than other patients do.  This is particularly a con-
cern for hospitals with a large number of Medicaid pa-
tients receiving long-term care in hospital swing beds.  
In order to create a more accurate estimate, the infor-
mation on how many Medicaid patients received inpa-
tient services on Worksheet S-3 is used to estimate the 
costs and charges for inpatient services to Medicaid 
patients, and then the costs for outpatient services are 
estimated using the average cost-to-charge ratio for out-
patient services.  

The Medicaid Margin is then calculated by subtracting 
the estimated costs for services to Medicaid patients 
from the estimated Medicaid payments for those ser-
vices. 

Costs, Payments, and Margins for Other Patients 

The payments and estimated cost for Children’s Health 
Insurance Program (CHIP) patients are obtained from 
Lines 9 and 11 on Worksheet S-10.  This is a relatively 
small amount for most hospitals, and so it is not report-
ed separately in most of the analyses in this report. 

The payments and estimated cost for patients covered 
by other state or local indigent care programs are ob-
tained from Lines 13 and 15 on Worksheet S-10.  This is 

a relatively small amount for most hospitals, and so it is 
not reported separately in the analyses. 

The estimated cost and any payments for uninsured 
patients who qualify for charity care are obtained from 
Column 1 of Lines 21 and 22 on Worksheet S-10.  Each 
hospital establishes its own criteria as to which patients 
qualify for charity care, so the cost in this category will 
vary across hospitals based on both differences in the 
number of uninsured patients receiving services and 
differences in the charity care criteria.   

The estimated cost of bad debt for insured non-
Medicare patients who qualify for charity care (i.e., the 
portion of the amounts they owe for cost-sharing or un-
covered services that they cannot or do not pay) is ob-
tained from Column 2 of Lines 21 and 22 on Worksheet 
S-10.  This is a relatively small amount for most hospi-
tals, and so it is not reported separately in the analyses. 

The Bad Debt Cost for insured non-Medicare patients 
who do not qualify for charity care is obtained from Line 
28 on Worksheet S-10.  The Bad Debt Margin is calculat-
ed by subtracting the Bad Debt Cost from zero. 

The Private/Other Cost is calculated by subtracting the 
estimated costs for Medicare, Medicaid, CHIP, indigent 
care, and uninsured charity care patients from the Pa-
tient Service Costs.  As noted earlier, a small portion of 
this represents the cost of professional services deliv-
ered to Original Medicare beneficiaries.  It also includes 
the cost of services to patients with Medicare Advantage 
Plans, which are private payers. 

The amount of Private/Other Payment is calculated by 
subtracting the estimated payments for Medicare, Medi-
caid, CHIP, indigent care, and uninsured charity care 
patients from the total Patient Service Revenues.  As 
noted earlier, a small portion of this represents Medi-
care professional services fees for services delivered to 
Original Medicare beneficiaries.  It also includes pay-
ments from Medicare Advantage Plans, which are pri-
vate payers. 

The Private/Other Allowed Amount is calculated by tak-
ing the total Private/Other Payment and adding the Bad 
Debt Cost and the bad debt cost for insured patients 
who qualify for charity care.   

The Private/Other Margin (often referred to in the text as 
“Private Payer Margin”) is calculated by subtracting the 
Private/Other Cost from the Private/Other Allowed 
Amount.  The Allowed Amount (which includes the esti-
mated cost of bad debt) is used so that the Private/
Other Margin represents the amount of profit or loss the 
hospital would have received if insured patients had 
paid what they owed.  This avoids double-counting with 
the Bad Debt Margin.  The sum of the Private/Other Mar-
gin and the Bad Debt Margin represents the total net 
Margin for the privately insured and self-insured patients 
in this category, i.e., the actual payments received for 
the services minus the cost of the services.   
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Other Income  

The Other Income amount used in this report represents 
the difference between Non-Patient Service Revenue 
and Non-Patient-Service Cost.  Non-Patient Service Rev-
enue is calculated by subtracting the hospital’s Patient 
Service Revenue from its Total Revenue, and Non-
Patient Service Cost is calculated by subtracting Patient 
Service Cost from the hospital’s Total Expenses.   

Percentage Margins 

In this report, the percentage margin for a category of 
payers is calculated by dividing the dollar margin for that 
category by the costs of services for patients covered by 
that payer (i.e., Margin = [Revenues – Costs]/Costs).  
This is different than the standard approach of using 
payments or revenues in the denominator.  When reve-
nues and costs differ by small amounts, the two ap-
proaches lead to similar results.  For example, if a hospi-
tal has $20 million in expenses and $19 million in reve-
nues, the standard approach would calculate a margin 
of -5.26% ([$19M - $20M] / $19M) whereas the ap-
proach used in this report will calculate a margin of -
5.0% ([$19M – $20M] / $20M).  However, in the kinds 
of extreme situations which often face small hospitals, 
particularly with individual payers, the results of using 
the two approaches are very different, and the approach 
used in this report leads to a more easily understanda-
ble result.  For example, if a hospital is only receiving 
revenues sufficient to cover one-half of its costs, the 
approach used in this report will calculate a margin of -
50% (e.g., in the case of the hospital with $20 million in 
expenses, the margin with $10 million in revenues is 
calculated as [$10M - $20M] / $20M, or -50%), where-
as the standard approach calculates a margin of -100% 
([$10M – $20M] / $10M).  If the hospital receives no 
revenues at all to cover a particular set of costs (e.g., for 
the costs associated with uninsured charity care pa-
tients), the approach used in this report calculates a 
margin of -100%, whereas a margin cannot be calculat-
ed under the standard approach because the denomi-
nator would be zero.  Similarly, if a hospital is receiving 
payments that are 50% higher than its costs, the ap-
proach used in this report calculates the margin as 
+50% (e.g., [$30M – $20M] / $20M), whereas the 
standard approach calculates a margin of +33% ([$30M 
– $20M] / $30M).  The standard approach is based on 
the way profits are calculated for for-profit businesses, 
which assume that prices are set by the market and 
businesses must keep their costs below those prices.  In 
contrast, for rural hospitals and other essential commu-
nity services, the cost depends on the services that 
need to be delivered, and payments need to be set at 
amounts sufficient to cover those costs.  For example, 
Medicare’s payment to a Critical Access Hospital is cal-
culated as 101% of the hospital’s cost (although the 
payment is then reduced by 2% under current seques-
tration rules).  Consequently, it makes more sense to 
normalize margins based on costs rather than pay-
ments. 

Contribution to Total Margin  

The percentage margin for a specific type of payer is cal-
culated by subtracting the costs of services delivered to 
the patients insured by that payer from the amounts the 
payer paid for those services, and then dividing by the 
costs of those services.  Although this is an accurate 
reflection of how well a particular payer is supporting the 
costs of services to its own patients, it is not the best 
way to show the impact of that payer on the hospital as a 
whole, because different payers represent different pro-
portions of the total costs of services at the hospital. 

For example, imagine a hypothetical hospital with a -6% 
total margin that has two payers.  The margin on Payer 
A’s patients is -10% (i.e., Payer A pays 10% less than the 
cost of the services its patients received) and the margin 
on Payer B’s patient is -5%.  Payer A might appear to be 
the biggest cause of the hospital’s overall loss, but if 
Payer A represents only 20% of the hospital’s patients/
costs and Payer B represents 80% of the patients/costs, 
then Payer A will contribute -2% to the hospital’s total 
margin (20% of costs times payments that are 10% be-
low costs), and Payer B will contribute -4% (80% x -5%), 
so Payer B is actually causing the majority of the hospi-
tal’s loss. 

Consequently, many of the charts in the report show a 
payer’s contribution to the hospital’s total margin, rather 
than the margin on the payer’s own patients.  The Contri-
bution to Total Margin is calculated by dividing the dollar 
margin for the payer by the hospital’s Total Expenses (or 
in some cases, Total Patient Service Costs) rather that by 
the costs just for that payer, i.e., Payer Contribution to 
Total Margin = [Payer-Specific Payments – Payer-Specific 
Costs]/ Total Hospital Expenses. 

Net Assets 

Current Net Assets is calculated by subtracting Current 
Liabilities for all fund categories (obtained from Line 45 
on Worksheet G) from Current Assets (obtained from 
Line 11 on Worksheet G).  The difference is used rather 
than the more traditional “current ratio,” so that the dif-
ference can be compared to the hospital’s margin and 
total expenses.   

Total Net Assets (Other Than Fixed Assets) is calculated 
by subtracting both Current Liabilities and Long-Term 
Liabilities (obtained from Line 50 on Worksheet G) from 
the sum of Current Assets and Other Assets (obtained 
from Line 35 on Worksheet G). 

Payer Costs, Payments, and Margins  

for Hospitals in California 

In the California data, the total payments from each cate-
gory of payer were obtained from the Net Patient Reve-
nue line on Page 12 of each hospital’s Annual Disclosure 
Report.  The cost of services for each category of payer 
was estimated by taking the Total Charges for that payer 
reported on Page 12 and multiplying by the overall cost-
to-charge ratio for the hospital (which was calculated by 
dividing the sum of the Total Charges for all payers on 
Page 12 by the hospital’s total expenses obtained from 
Page 8 of the Annual Disclosure Report).  Bad Debt Cost 
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was calculated by multiplying the Provision for Bad 
Debts amount on Page 12 by the overall cost-to-charge 
ratio for the hospital. 

Payer Costs, Payments, and Margins  

for Hospitals in Tennessee 

In the Tennessee data, the total payments from each 
category of payer were obtained from the Net Patient 
Revenue column on Schedule E of each hospital’s Joint 
Annual Report.  The cost of services for each category of 
payer was estimated by taking the Total Charges for that 
payer reported on Schedule E and multiplying by the 
overall cost-to-charge ratio for the hospital (calculated 
by dividing the sum of the Total Charges for all payers by 
the hospital’s total expenses).  Bad Debt Cost was calcu-
lated by multiplying the Adjustments to Charges on 
Schedule E by the overall cost-to-charge ratio for the 
hospital. 

Median Amounts 

At a very small hospital, the numbers of patients and 
amounts of cost and payment in individual categories 
can vary significantly from year to year simply because 
of random variation and one-time events.  Consequent-
ly, although it would be desirable to use the most recent 
data for analyses in order to provide the most current 
picture of hospitals’ financial status and costs, use of a 
single year’s data can be misleading, particularly when 
examining small groups of small hospitals.  To avoid 
reporting findings that might only apply to the most re-
cent year, most of the analyses in the report are based 
on the median amounts for each hospital calculated 
over the 3-year period from 2016-2018.  For example, if 
a hospital has a “negative total margin,” it means the 
hospital had a negative median total margin from 2016-
2018.  If the hospital had a positive margin in one year 
and negative margins in two years, the hospital would 
be classified as having a negative margin, and vice ver-
sa.  If the report states that some proportion of a group 
of hospitals had a negative total margin, it means that 
proportion of the hospitals had a median total margin 
that was negative over the three-year period. 

In most cases, the statistics in the report also use the 
median as a measure of central tendency for groups of 
hospitals, since it is affected less by outliers than the 
mean value.  When the report refers to the “median” 
amount of a variable for a group of hospitals, it usually 
means the “median of the medians,” i.e., the 3-year me-
dian for each hospital is calculated, and then the medi-
an of those amounts is calculated across all of the hos-
pitals in the group.   

Hospital Service Area and Population 

It is difficult to determine an exact service area for a 
rural hospital, since it does not deliver every service that 
a particular patient may need at a particular point in 
time, and patients may be willing or able to travel farther 
for certain services or during more favorable weather 
conditions.  In order to estimate the approximate size of 
the population served by a hospital, a likely service area 
was constructed using the zip code in which the hospital 
is located and a group of additional nearby zip codes.  A 
nearby zip code was included in the hospital’s service 
area if either (1) the hospital is the closest hospital to 
that zip code and at least one Medicare beneficiary who 
lives in that zip code had been admitted to the hospital 
between 2013 and 2018, or (2) the hospital had re-
ceived at least 3% of the hospital admissions of Medi-
care beneficiaries during that time period.  The number 
of times that Medicare beneficiaries living in a zip code 
were admitted to each hospital was determined using 
the Hospital Service Area files that are publicly available 
on the CMS website (https://www.cms.gov/Research-
Statistics-Data-and-Systems/Statistics-Trends-and-
Reports/Hospital-Service-Area-File/index ).  The popula-
tion of the service area was then determined using pop-
ulation estimates from the United States Census Bureau 
for the Zip Code Tabulation Areas associated with the zip 
codes in the service area. 

https://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/Hospital-Service-Area-File/index
https://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/Hospital-Service-Area-File/index
https://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/Hospital-Service-Area-File/index
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47. The bottom of each box in Figure 2-1 shows the 1st quar-

tile (i.e., 25% of the hospitals have a margin lower than 

this amount) and the top of the box shows the 3rd quar-

tile (i.e., 25% of the hospitals have a margin higher than 

this amount) for the category of hospitals.  The center 

line in each box represents the median value for the 

hospitals in the category.  The ends of the “whiskers” 

extending above and below each box represent the 5th 

and 95th percentiles, so 90% of all hospitals are within 

the range shown. 
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Health Services Research at the University of North Caro-
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 50. In this report, a “margin” is calculated by subtracting the 

hospital’s expenses from its revenues and then dividing 

the difference by the expenses (i.e., Margin = [Revenues 

– Expenses]/Expenses), rather than the standard ap-

proach of using revenues in the denominator.  When 

revenues and expenses differ by small amounts, the two 

approaches lead to similar results.  For example, if a 

hospital has $20 million in expenses and $19 million in 

revenues, the standard approach would calculate a mar-

gin of -5.26% ([$19M - $20M] / $19M) whereas the ap-

proach used in this report will calculate a margin of -

5.0% ([$19M – $20M] / $20M).  However, in the kinds 
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56. All of the hospitals shown in Figure 2-3 have an average 

daily acute census under 15.  However, they differ signifi-

cantly in the number and types of services they deliver, 

which makes it is difficult to compare their “sizes” in an 

apples-to-apples way.  Some studies have attempted to 

measure the relative sizes of hospitals by combining the 

numbers of inpatient and outpatient services into a 

measure of “equivalent discharges,” but Medicare Cost 

Reports do not include information on the numbers or 

types of services other than inpatient admissions.  More-

over, in order to combine the volumes of different ser-

vices into a single measure of volume, assumptions 

must be made about the relative “sizes” of different 

types of services.  Those assumptions are typically based 

on the relative amounts Medicare pays for services, but 

that begs the question of whether Medicare payments 

accurately reflect the cost or intensity of services in 

small rural hospitals.  Because of these problems, this 

report will use the total annual expenses at a hospital in 

order to compare the total sizes of hospitals.   

57. Most private health insurance plans require patients to 

pay co-payments or co-insurance on most of the individu-

al services they receive.  They also generally require pa-

tients to pay the full amount for most services until a 

deductible is reached, and many individuals now have 

“high deductible” plans that cause the patient to be the 

sole payer for many services. 

58. Although these additional revenues can offset losses 

from other payers, the net benefit will be smaller or po-

tentially negative if hospitals have to incur additional 

costs in order to receive these revenues.  For example, 

some states impose special taxes or fees on hospitals 

and use the revenues to obtain additional federal Medi-

caid matching funds.  The combined amounts are then 

distributed to hospitals.  If the formula used to distribute 

the funds gives some hospitals significantly more than 

the amount they contributed plus matching funds, other 

hospitals could potentially receive less in funding than 

they contributed in taxes/fees. 

59. For Original Medicare beneficiaries, the charges for the 

services they receive and the amounts Medicare pays for 

the services are reported separately for inpatient stays 

and outpatient services and also for services delivered 

by any Rural Health Clinics, home health agencies, 

Skilled Nursing Facilities (SNFs), inpatient psychiatric 

units, and inpatient rehabilitation units operated by the 

hospital.  Payments made to the hospital for services 

delivered by employed physicians and other services 

paid on a fee schedule (i.e., not paid for on the basis of 

cost or through one of the Medicare prospective pay-

ment systems) are not reported separately, but this rep-

resents only a small portion of the payments associated 

with Medicare patients.   

60. Medicaid programs differ from state to state, and differ-

ent hospitals use different approaches to recording Med-

icaid revenues.  Hospitals that receive Medicaid Dispro-

portionate Share (DSH) payments sometimes report 

those as part of the Medicaid payments for individual 

services, and sometimes report them as “Other Income.”  

In addition, it appears that some hospitals have not re-

ported all payments from Medicaid Managed Care Or-

ganizations (MCOs) as “Medicaid” payments, particularly 

in the initial years when a state transitioned to an MCO 

structure, so a small portion of the “Private/Other” cate-

gory in this report likely consists of Medicaid payments.   

61. The “net revenue” from a payer is the gross charges 

billed for services minus the discounts and adjustments 

that are required under the payment schedule or contract 

with that payer.  In general, net revenue represents the 

payers’ “allowed amounts” for services minus any unpaid 

patient cost-sharing. 

62. Although payments from Medicare Advantage (MA) plans 

are often classified as “public” or equated with Medicare, 

these plans can set or negotiate rates with hospitals that 

are higher or lower than what the hospital would receive 

for Original Medicare beneficiaries and they can establish 

cost-sharing requirements for patients that are higher or 

lower than what is required for beneficiaries enrolled in 

Original Medicare, just as a commercial insurance plan 

can do. 

63. For example, this includes payments from the Veterans 

Administration and Workers Compensation programs.   In 

addition, this category includes services delivered to Orig-

inal Medicare beneficiaries by employed physicians, am-

bulance services, and reference laboratory services, 

since Medicare does not consider these to be “hospital 

services.” Analysis indicates that for most hospitals, only 

about 2-3% of the costs and revenues in this overall cate-

gory will be associated with these services, so profits or 

losses on them will have little impact on most hospitals’ 

margins in this category or their overall margins.  Howev-

er, some hospitals, particularly larger hospitals, employ a 

larger number of physicians and other clinicians (either 

specialists or primary care providers), and for them, a 

larger percentage of costs and revenues in this category 

will represent Original Medicare beneficiaries, particularly 

if a high proportion of the residents of the hospital’s ser-

vice area are elderly. 

64. Self-pay patients are patients who do not have insurance 

but who do not meet the hospital’s standards for charity 

care.  In addition, this category includes patients who 

have insurance that does not cover the service the hospi-

tal provided.  For example, health insurance plans do not 

typically cover long-term nursing care or assisted living 

services provided by many small rural hospitals.  Howev-

er, only a small portion of costs and revenues at rural 

hospitals are associated with these types of services.   

65. Hospitals report bad debt separately for Medicare and 

other payers.  The amount described here as “bad debt” 

represents only the non-Medicare portion of the hospi-

tal’s total bad debt.  

66. Each hospital establishes its own criteria as to which 

patients qualify for charity care, so losses in this category 

will vary across hospitals based on both differences in 

the number of uninsured patients receiving services and 

differences in the charity care criteria used. 

67. Since seniors with Medicare Advantage plans are includ-

ed in the private-pay category, the proportion of services 

associated with all Medicare beneficiaries (i.e., both 

those with Original Medicare and those who enrolled in 

Medicare Advantage) is likely closer to the proportion of 

services associated with patients who have employer-

sponsored insurance, individual insurance plans, or who 

pay for services directly.  However, the percentage of 

individuals eligible for Medicare who enroll in Medicare 

Advantage plans varies significantly from state to state 

and from county-to-county within states, so the percent-

age of services to seniors that are in the Medicare cate-

gory vs. the Private Payer category can vary significantly 

for individual hospitals.   
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68. The cost of services for the Private/Other category is 

estimated by taking the total cost of patient services at 

the hospital and subtracting the portion of the cost that 

is attributed to Original Medicare patients, Medicaid 

patients, CHIP and indigent care patients, and uninsured 

charity care patients based on the charges billed for 

those patients.  See the Appendix for additional details. 

69. The estimated cost of bad debt is added to the estimat-

ed revenue for the Private/Other category before calcu-

lating the margin in that category, so that it represents 

the amount of profit or loss the hospital would have re-

ceived if patients (other than patients qualifying for char-

ity care) had paid what they owed.  This avoids double-

counting with the Bad Debt category (where the margin 

is calculated by subtracting the cost of bad debt from 

zero).  In other words, the Private margin represents the 

profit or loss associated with the “allowed amount” of 

payment for patient services and the Bad Debt margin 

represents the loss on the services and portions of ser-

vices for which patients failed to pay.  The sum of the 

margins in these two categories represents the total net 

margin for privately insured and self-insured patients, 

i.e., the actual payments received for the services minus 

the cost of the services.   

70. Mathematically: 

 

Category-Specific Dollar Margin = Revenue in the Catego-

ry – Estimated Cost of Services in the Category; 

 

Category-Specific Percentage Margin = Category-Specific 

Dollar Margin / Estimated Cost in the Category. 

71. Mathematically:  

Contribution to Total Margin = Category-Specific Dollar 

Margin / Total Hospital Expenses. 

72. For example, imagine a hypothetical hospital with a -6% 

total margin that has two payers.  The margin on Payer 

A’s patients is -10% (i.e., Payer A pays 10% less than the 

cost of the services its patients received) and the margin 

on Payer B’s patient is -5%.  Payer A might appear to be 

the biggest cause of the hospital’s overall loss, but if 

Payer A represents only 20% of the hospital’s patients/

costs and Payer B represents 80% of the patients/costs, 

then Payer A will contribute -2% to the hospital’s total 

margin (20% of costs times payments that are 10% be-

low costs), and Payer B will contribute -4% (80% x -5%), 

so Payer B is actually causing the majority of the hospi-

tal’s loss. 

73. If a patient needs drugs or a lab test during the ED visit, 

those costs will be assigned to other cost centers. 

74. For example, if one payer’s patients received $200,000 

in ED services and $100,000 in lab tests, while a second 

payer’s patients received $100,000 in ED service and 

$200,000 in lab tests, then using a service-line specific 

approach, the estimated cost of services for the first 

payer would be $125,000 (0.5 x $200,000 + 0.25 x 

$100,000), whereas the estimated cost for the second 

payer would be $100,000 (0.5 x $100,000 + 0.25 x 

$200,000).  However, if the overall cost-to-charge ratio 

for the hospital is 0.35 (the overall ratio will always be 

somewhere inside the range of the individual cost-to-

charge ratios) then each hospital would be assigned a 

cost of $105,000 (0.35 x $300,000), which is too little 

for the first payer and too much for the second.   

75. Kronick R, Neyaz SH.  Private Insurance Payments to 
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Payments.  West Health Policy Center (May 2019). 
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cost center for CT scans that allows different cost-to-

charge ratios to be calculated and used, but others do 

not. 
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cial payment arrangements for RHCs.  They generally pay 

more for RHC visits than other primary care visits, alt-

hough not necessarily enough to cover costs.  “Payment 

for Services Provided by Federally-Qualified Health Cen-

ters and Rural Health Clinics,” Social Security Act §1902

(bb).   

78. Hospitals also incur bad debt for Original Medicare pa-

tients.  These patients are required to pay 20% of the 

total payment allowed by Medicare for most outpatient 

services after meeting a deductible.  Some Medicare 

beneficiaries have a supplemental insurance plan, but 

the majority do not, and some of these individuals may 

not be able to afford to pay some or all of the cost-

sharing amount.  However, Medicare reimburses hospi-

tals for about 2/3 (65%) of the bad debt for Original Med-

icare beneficiaries, so bad debt losses for Original Medi-

care patients are generally much less than the bad debt 

losses for privately-insured patients. 

79. Bad debt represents the estimated cost of the service 

the patient received but failed to pay for.  The hospital 

reports the charges for the services the patient received 

but did not fully pay for, and that is then converted into 

an estimated cost using the cost-to-charge ratios at the 

hospital; any payment actually received is subtracted 

from that amount.  However, a portion of bad debt repre-

sents patients who have failed to pay for their cost-

sharing, even though their insurance paid the remaining 

amount for the service, and so the amount assigned to 

this will depend on how the hospital determines the 

amount of charges that it assigns to bad debt.   

80. The “cost” of bad debt and uninsured is estimated the 

same way as the cost for uninsured charity care patients, 

and it may be higher or lower than the actual cost of ser-

vices. 

81. At rural hospitals, a median of 89% of the total amounts 

unpaid by patients is bad debt rather than amounts for 

patients with insurance who qualify for charity care, and 

at the smallest rural hospitals (i.e., those with total ex-

penses less than $20 million per year), the median is 

98%. 

82. State Health Access Data Assistance Center (SHADAC).  

New 2018 State-Level Estimates of Medical Out-of-

Pocket Spending for Individuals with Employer-

Sponsored Insurance Coverage.  (February 2020).  Avail-

able at:  

https://www.shadac.org/sites/default/files/

publications/ESIMedicalOutofPocketDataBrief.pdf.  

https://www.shadac.org/sites/default/files/publications/ESIMedicalOutofPocketDataBrief.pdf
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83. Figure 2-15 shows the percentage profit or loss on the 

costs of services for that payer’s patients, whereas Fig-

ures 2-10 and 2-14 show the contribution each payer 

makes to the hospital’s overall profitability.  The numera-

tor (the dollar profit or loss) is the same in both cases, 

but in Figure 2-15 the denominator is the hospital’s cost 

of services just to that payer’s patients, whereas in Fig-

ures 2-10 and 2-14, the denominator is the hospital’s 

total expenses. 

84. Although it is generally believed that hospitals use profits 

on private-pay patients to offset losses on Medicaid ser-

vice patients, Figure 2-15 shows that this “cost-shifting” 

cannot occur in most of the smallest rural hospitals be-

cause there are no profits on the private-pay patients.  

This difference has not been identified in other analyses 

of cost-shifting because most analyses do not distinguish 

between urban and rural hospitals, and none have distin-

guished between small rural hospitals and larger rural 

hospitals.   

85. 73% of small rural hospitals are classified as Critical 

Access Hospitals, whereas the majority (56%) of larger 

rural hospitals have other classifications (e.g., Sole Com-

munity Hospital, Medicare Dependent Hospital, or Low-

Volume Hospital). 

86. Seven states (Connecticut, Delaware, Massachusetts, 

Maryland, New Jersey, Rhode Island, and Vermont) and 

the District of Columbia have no rural hospitals that had 

less than $20 million in total expenses during the 2016-

18 period.  Maryland had one rural hospital this small, 

but it closed in 2020 and so it is excluded from the anal-

yses.  Maine, New Hampshire, and Oregon each had only 

one rural hospital this small, although they have many 

larger rural hospitals. 

87. Rural Hospitals and Medicaid Payment Policy.  Medicaid 

and CHIP Payment and Access Commission (August 

2018). 

88. Marks T et al.  Factors Affecting the Development of 

Medicaid Hospital Payment Policies: Findings from Struc-

tured Interviews in Five States.  Medicaid and CHIP Pay-

ment and Access Commission (September 2018). 

89. Rural Hospitals and Medicaid Payment Policy.  Medicaid 

and CHIP Payment and Access Commission (August 

2018). 

90. Texas Health & Human Services Commission.  Medicaid 

1115 Waiver.  https://hhs.texas.gov/laws-regulations/

policies-rules/waivers/medicaid-1115-waiver  

91. Association of Washington Public Hospital Districts.  

http://www.awphd.org.  

92. As noted earlier, a small portion of this category repre-

sents payments from other government programs, such 

as the Veterans Administration and Workers Compensa-

tion programs, and Original Medicare payments for ser-

vices that are not considered to be “hospital services,” 

such services delivered by employed physicians, ambu-

lance services, and reference laboratory services. 

93. California Office of Statewide Health Planning and Devel-

opment.  Hospital Financials.  https://oshpd.ca.gov/data

-and-reports/cost-transparency/hospital-financials/

#complete-annual  Details on the methodology used to 

analyze these data are in the Appendix. 

94. In contrast to Medicare cost reports, which limit “bad 

debt” to the amounts that patients fail to pay, the Califor-

nia reports include all types of bad debt, including 

amounts that a health insurance plan was obligated to 

pay but failed to do so.  

95. Figure 2-39 showed the margin on private payer patients 

as a percentage of the cost of the services delivered to 

those patients.  Figure 2-44 shows the margin as a per-

centage of the hospital’s total expenses.   

96. In 2017-18, there were nearly three times as many Ten-

nessee rural hospitals with less than $20 million in total 

expenses as there were with $20-30 million in expenses 

(22 vs. 8).   

97. Tennessee Department of Health.  Joint Annual Reports.  

https://www.tn.gov/health/health-program-areas/

statistics/health-data/jar.html   Details on the methodol-

ogy used to analyze these data are in the Appendix. 

98. Figure 2-46 showed the margin on private payer patients 

as a percentage of the cost of the services delivered to 

those patients.  Figure 2-51 shows the margin as a per-

centage of the hospital’s total expenses.   

99. White C, Whaley C.  Prices Paid to Hospitals by Private 

Health Plans Are High Relative to Medicare and Vary 

Widely: Findings from an Employer-Led Transparency 

Initiative.  RAND Corporation (2019).  Available at: 

https://www.rand.org/pubs/research_reports/

RR3033.html 

100. The RAND data are based on claims data for approxi-

mately 4 million covered lives made available by several 

dozen self-insured employers, the state All-Payer Claims 

Databases in Colorado and New Hampshire, and some 

health plans.  This is a large population, but since it rep-

resents only about 2% of the U.S. population with em-

ployer-sponsored health insurance and since the individ-

uals included are disproportionately concentrated in 

several states and in self-insured plans, the results 

based on these data may not be representative of all 

private payments in all parts of the country.  Moreover, 

even though the data include a large number of individu-

als and claims for services in aggregate, there are too 

few services at some hospitals, particularly small hospi-

tals, to allow reliable estimates of payment levels at 

those hospitals for individual services.   

101. Because of the small number of claims for individual 

services available to the RAND researchers and because 

claims for different sets of services were available at 

different hospitals, the researchers calculated 

“standardized” payments for inpatient and outpatient 

services that would be comparable between different 

hospitals.  The standardized payment was calculated by 

weighting the actual payment amounts for individual 

services by the estimated relative costs of those ser-

vices.  The weight for an inpatient admission was based 

on the relative weight of the applicable Diagnosis Relat-

ed Group (MS-DRG) in the Medicare Inpatient Prospec-

tive Payment System, and for an outpatient service, the 

weight was based on the relative weight of the associat-

ed Ambulatory Payment Classification (APC) in the Medi-

care Outpatient Prospective Payment System.   

102. The reasons why costs are higher at smaller hospitals is 

discussed in detail in Chapter III. 

https://hhs.texas.gov/laws-regulations/policies-rules/waivers/medicaid-1115-waiver
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https://www.tn.gov/health/health-program-areas/statistics/health-data/jar.html
https://www.tn.gov/health/health-program-areas/statistics/health-data/jar.html
https://www.rand.org/pubs/research_reports/RR3033.html
https://www.rand.org/pubs/research_reports/RR3033.html
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103. The estimated Medicare payment in the RAND report 

was calculated based on the Medicare payment system 

and parameters applicable to that hospital.  For exam-

ple, payments for a Critical Access Hospital were estimat-

ed based on the cost and charges for services at that 

hospital, whereas payments for other hospitals were 

based on amounts calculated under the Inpatient Pro-

spective Payment System. 

104. Change Healthcare Healthy Hospital Revenue Cycle In-

dex, Change Healthcare (June 26, 2017). 

105. Levinson D.  Medicare Advantage Appeal Outcomes and 

Audit Findings Raise Concerns About Service and Pay-

ment Denials.  Office of Inspector General, U.S. Depart-

ment of Health and Human Services Report OEI-09-16-

00410 (September 2018). 

106. Pollitz K, Cox C, Fehr R.  Claims Denials and Appeals in 

ACA Marketplace Plans.  Kaiser Family Foundation 

(February 25, 2019). 

107. States with state-based exchanges such as California 

and New York were not included in the analysis. 

108. Martin J.  “Health Plan Credentialing Delays Affect Physi-

cians, Patients.” Texas Medicine 112(11):47-53 (2016) 

109. Suntay RJ.  “3 Reasons Why Physician Credentialing Red 

Tape Hits Rural PA Especially Hard.”  HAP News , October 

16, 2019.  The Hospital and Healthsystem Association of 

Pennsylvania.  Available at https://www.haponline.org/

News/HAP-News-Articles/Latest-News/3-reasons-why-

physician-credentialing-red-tape-hits-rural-pa-especially-

hard-1  

110. Curran D, Hart R, Henderson J, Shaw T.  “The Health 

Care Crisis Texas Isn’t Talking About.”  Rural Matters 

(Fall 2019).  Texas Organization of Rural & Community 

Hospitals. 

111. Coverage for the uninsured charity care patients would 

reduce the number of hospital with losses by at most 

2.6%, and the reduction would be less if the payments 

for those patients were lower than the cost of services.  

Only a portion of patient bad debt represents patients 

who do not have insurance, so the number of hospitals 

experiencing losses would likely decrease by much less 

than 14% if they did have insurance. 

112. American Hospital Association.  Annual Survey of Hospi-

tals, 2017.   

113. Although hospitals report how much of the ED cost is for 

“salaries” vs. “other costs,” some hospitals employ 

emergency room physicians while others contract with 

physician staffing firms, and hospitals may contract with 

temporary staffing agencies when they have vacancies 

for physicians, nurses, and other staff, so two hospitals 

can spend different amounts on salaries even with simi-

lar staffing levels. 

114. Collins M.  “Staffing an ED Appropriately and Efficiently.”  

ACEP Now (August 1, 2009).  Available at: https://

www.acepnow.com/article/staffing-ed-appropriately-

efficiently/  

115. There are 8,760 hours in the year (365 days x 24 hours); 

if one assumes that a full-time physician will work 2,000-

2,200 hours per year (40-45 hours per week x 49-50 

weeks per year), the hospital will need at least 4 full-time 

equivalent (FTE) physicians to staff the ED. 

116. Hartmann M, Graziadei J.  “Thirty Miles at Sea – Provid-

ing Consistent Care in an Inconsistent Environment.”  

New England Journal of Medicine 376(14): 1306-1307 

(April 6, 2017). 

117. Ibid. 

118. Most hospitals schedule nurse staffing for patient care 

units in 12 hour shifts, and a nurse will typically work 
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clock staffing. 
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direct patient services and 35% represent indirect costs.  
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direct costs, allocating the indirect costs to the direct 
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line.  The high cost of the physicians in the ED makes the 
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occur at the same time as a scheduled clinic appoint-

ment.  However, it also can be helpful financially for a 

clinic in a smaller community that does not have enough 

patients or scheduled visits to fully occupy the clinic pro-

viders.  There is also an opportunity for greater continuity 

of care if the physician who treats the patient during the 

ED visit was already the patient’s primary care physician 

or if that physician begins seeing the patient in the clinic 

for follow-up care after the ED visit. 
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122. For example, if a hospital with 10,000 visits during the 

entire year had 6,000 visits during three summer months 

and 4,000 visits during the remainder of the year, the 

number of visits during the summer would represent 

nearly 3 visits per hour on average, and this would likely 

require having two physicians and nurses on duty at all 

times.  In contrast, the visits during the rest of the year 

would only represent one visit every 2 hours, and that 
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123. The “adjusted” spending amounts shown in Figure 3-10 

represent a reduction of 8.7% in the estimated amounts 

from Figures 3-7 and 3-8 in order to reflect three years of 

inflation, so they are more representative of what costs 
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15,000 visits because very few of the smallest rural hos-
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amounts from Figures 3-20 and 3-22 in order to reflect 
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contract with an outside entity to provide laboratory ser-
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139. The methodology for estimating the hospital’s service 
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represent a reduction of 8.7% in the estimated amounts 
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tion, so they are more representative of what costs in 

those years would have been.   
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the physician’s time allocated to visits, which more than 

offsets the losses from the low payments from private 

payers. 

https://wrhapgroup.org/pdfs/PhaseI/Phase%201%20Findings%20and%20Recommendations%20of%20the%20WRHAP%20Project%2C%20January%202017.pdf
https://wrhapgroup.org/pdfs/PhaseI/Phase%201%20Findings%20and%20Recommendations%20of%20the%20WRHAP%20Project%2C%20January%202017.pdf
https://wrhapgroup.org/pdfs/PhaseI/Phase%201%20Findings%20and%20Recommendations%20of%20the%20WRHAP%20Project%2C%20January%202017.pdf
https://wrhapgroup.org/pdfs/PhaseI/Phase%201%20Findings%20and%20Recommendations%20of%20the%20WRHAP%20Project%2C%20January%202017.pdf


 166 Saving Rural Hospitals and Strengthening Rural Healthcare 
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