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What policies are
needed to ensure rural
hospitals are solvent
and can deliver
equitable care and
improve population
health?

Key Points
•

Rural hospitals play a central role in the health and welfare of
communities. However, rural hospitals face unique financial
challenges that put them at a disproportionate risk of closure.

•

In addition to patient volume, transportation, and workforce
shortages impacting rural hospital finances, rural residents are
older and face more chronic disease, risk factors for disease,
and adverse social determinants of health than urban residents.

•

Alternative payment models represent one approach to
providing a predictable amount of annual revenue. Such models
require highly coordinated systems and might shift the service
provision away from hospital providers.

•

Long-term policies to improve rural hospital sustainability
require investing in telehealth, health information technology,
risk-based interventions, and an increased workforce.
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Introduction
Small rural hospitals provide emergency, inpatient, laboratory, and
outpatient services such as primary care, rehabilitation, and long-term
services for nearly 20% of American communities.1 Even with their
critical importance, rural hospitals face a number of challenges.
Rural hospitals represent 36% of the total number of hospitals in the
US, but they only receive less than 5% of total hospital spending.1
Across the country, more than 800 rural hospitals are at risk of closing
in the near future, which would impact access to health care for more
than 20 million people. As of July 2021, Washington state has 40 rural
hospitals, 50% of which are at risk of closing, and 20% of which are at
immediate risk of closing.1 Many small rural hospitals remain open
through external funding from local taxes and state grants.1 Most rural
hospitals have fewer than 26 beds, while urban hospitals, which are 4.7
times larger, contain 100 or more beds.2 Rural hospitals have, on
average, seven inpatients per day versus 102 in urban hospitals.2
Roughly 75% offer surgery services and 50% offer maternity care. 1,2
The median population of counties with rural hospitals is under 30,000
compared to over 500,000 in counties with urban hospitals. The median
number of county residents per square mile is 36 for areas with rural
hospitals and 586 for areas with urban hospitals.2 In particular, eastern
Washington has 25 Critical Access Hospitals (CAH) serving 1.6 million
residents in a highly dispersed territory. These counties may have fewer
than ten residents per square mile.1 Moreover, most rural residents do
not have an alternate source of health care and have to drive at least
25 minutes to get health care.1 Longer travel time to care is associated
with worse health outcomes. 3,4
Due to financial, population, and facility resource constraints, rural
hospitals face solvency challenges that threaten their long-term
sustainability. The purpose of this policy brief is to (1) summarize the
unique challenges that rural hospitals face; (2) describe adaptations to
the health system’s design to address these challenges, including care
delivery and payment models; and (3) describe strategies that can
potentially improve rural hospital finances.
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Major Milestones in
Rural Health Care
Financial Assistance

(1946) Hill-Burton Act
Grants for hospital
construction

(1981) Disproportionate
Share Hospital (DSH)
Payments
Payments to offset
hospital uncompensated care

(1992) 340B Drug
Discount
Reduced price for
hospitals serving
vulnerable communities

(2010) Access to
Affordable Care
Medicaid expansion
and subsidized health
insurance

2

CENTER FOR HEALTH INNOVATION AND POLICY SCIENCE

Rural Population Health Challenges
Sixty million Americans live in rural areas, 763,300 of which reside in
Washington state. Rural regions of Washington state contain more
vulnerable persons than urban areas and include large Hispanic and
Native American populations.5 Rural areas also face higher rates of
poverty, food insecurity, lack of health insurance, and unemployment
than urban areas.6 Washington state has two of the top ten agricultural
counties in the US and produces over $8 billion in agricultural products
each year; it houses nearly 200,000 farm workers and more than
50,000 migrant workers.7
Although the population is lower in rural areas, they report the largest
disparities compared to urban areas. Rural hospitals serve a population
that is older and has a higher prevalence of metabolic syndrome,
diabetes, and coronary heart disease.8,9 Rural residents often have
greater comorbidities and chronic disease risk factors, including
smoking, obesity, and teen births.10 Furthermore, rural communities
face a higher risk of injury-related death, lower access to primary care
and mental health services, and more unmet health needs than urban
communities. These inequities explain the higher risk of severe
infection and death from COVID-19 in rural areas than in urban areas.11

Scale economies
Hospitals reduce their perunit fixed cost by increasing
the volume of services, which
spreads the cost over a larger
number of patients.

Economies of scope
Providing a wide range of
services decreases the
average total cost for the
hospital.

Models of Care Delivery for Rural Hospitals
Transportation and housing options are limited in rural areas, with poor
quality and infrastructure issues. This, in part, drives the layout of
resources where patients seek care. The health care system has various
provider types, including solo physician practices, laboratories, and
hospitals. Specifically, the Centers for Medicare & Medicaid Services
(CMS) establishes different classification systems for eight provider
settings: inpatient acute care hospital, inpatient rehabilitation hospital,
inpatient psychiatric facilities, long-term care hospitals, skilled nursing
facilities, home health agencies, and hospice.
Rural hospitals are unique among these provider types because care
delivery is tied to a variety of reimbursement models. Hospitals
typically benefit from scale and scope economies; however, it is difficult
to take advantage of these economies in rural hospitals due to the low
patient volume and highly dispersed population.12,13 The low service
demand is associated with low occupancy rates, closures of inpatient
services, and higher dependency on outpatient services.14 While 47% of
total revenues in urban hospitals come from outpatient revenue, the
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proportion is higher at 70% in rural hospitals.2 Furthermore, while the
median profitability of rural hospitals has declined, it has increased for
urban hospitals. In 2018, the total margin of rural hospitals was 1.5%
compared to 5.9% in urban hospitals, and large rural areas reported a
higher median total margin than hospitals in smaller rural areas.2,15
Critical Access Hospitals (CAH): Congress created CAHs to reduce the
financial vulnerability of rural hospitals and improve access to care. To
be considered a CAH, a provider must have less than 25 acute
care inpatient beds, be located more than 35
miles from another hospital, maintain an annual
average length of stay of 96 hours or less for
acute care patients, and provide 24/7
emergency care services. CAHs are reimbursed
by Medicare on a cost basis for inpatient and
outpatient services rather than prospective
payments. On the other hand, Medicaid uses a
mix of payment methods depending on the state
and care provider.16 The financial condition of
CAH is better because of the special payment
provisions by Medicare.17
Rural Health Clinics (RHC): RHCs provide
outpatient primary care and basic laboratory
services to rural underserved areas. Their
ownership type can be public, nonprofit, or forprofit. RHCs provide services based on
multidisciplinary health professional teamwork (nurse practitioners,
physician assistants, certified nurses, midwives, and physicians) and
receive all-inclusive rate payment for primary and preventive health
care from Medicare.18

Figure 1
Rural health facilities distribution in
Washington state.

Rural Health Information Hub,
July 202121

Federally Qualified Health Centers (FQHC): FQHCs are communitybased outpatient clinics that qualify for enhanced reimbursement from
Medicare and Medicaid. FQHCs provide comprehensive primary and
preventive care for underserved communities, regardless of their ability
to pay or health insurance status.19 In 2014, FQHCs transitioned to a
prospective payment system. Medicare payment is made on a national
rate with adjustments by geography, new patient status, and whether a
patient receives an initial preventive physical examination.20,21
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Sources of Revenue in Hospitals
Most residents under 65 years in rural areas have private health
insurance; Medicaid provides coverage for 24% of nonelderly
individuals, and 12% are uninsured (Figure 2). Nonetheless, the
insurer’s contribution to hospital revenue and total margin diverges
from health coverage distribution. For instance, Medicare pays a higher
rate per primary care visit at RHCs; however, private payers usually pay
the same amount regardless of the hospital type. Private payment is
typically less than the expenditure made by the rural hospital.1,22
Self-pay: Out-of-pocket payments are a source of revenue for hospitals.
It includes the direct payments made by uninsured patients and
payments under the share cost models.
Most insurance coverages require
copayments and deductibles for services.
Also, patients are responsible for paying
hospitals directly for the services not
included in their insurance, or if they
exceed their coverage. In 2018, the out-ofpocket spending share of health
expenditure was 11%, equivalent to $1,125
per capita.23 Rural patients face higher outof-pocket expenses for outpatient
services.24
Medicare: Medicare is federal health care insurance for people aged 65
or older, people with end-stage renal disease, or people under 65 with
federally recognized disabilities. Part A provides coverage for hospital
care. The Medicare Payment Advisory Commission designates rural
hospitals as CAH, Sole Community Hospital, Medicare Dependent
Hospital (MDH), Rural Referral Center (RRC), and Standard Prospective
Payment System (PPS). Medicare provides higher payments to rural
hospitals and adjusts the payment for hospital type and community,
market, and geographic factors. This payment model is complex, but it
does not adjust for several critical factors. For instance, there is no
adjustment for remoteness, which may affect rural hospitals that face
higher unit costs for their location.25 In 2018, PPSs with less than 25
beds and MDHs faced a negative total margin, -4.8% and -0.9%,
respectively. RRCs had a positive total margin (5.1%) similar to urban
hospitals (5.9%).26 Finally, Medicare Advantage (MA) is offered by
Medicare-approved private companies. It covers Part A and Part B
services, and some plans include Part D. Reimbursement under MA is
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Figure 2

Health coverage among the
nonelderly (ages 0-64 years) by
geographic area in 2015.

Kaiser Family Foundation,
April 201722
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equal to Medicare Fee-For-Service (FFS) prices for hospital services and
tends to be lower for physicians' payments.27,28
Medicaid and CHIPS: Medicaid is cooperative federal and state health
care insurance for low-income adults, pregnant women, and children.
The eligibility criteria vary by state as does the decision to extend
Medicaid under the ACA. Further, the Children’s Health Insurance
Program (CHIP) provides low-cost health coverage to children, and in
some states, pregnant women in families that do not qualify for
Medicaid coverage under the typical eligibility requirements.29 States
that did not expand Medicaid face higher financial constraints since the
Medicaid expansion provided additional resources to overcome the
losses on uninsured patients, unrecoverable debt, and charity care.10
Medicaid expansion also affected rural and urban hospitals differently.
While urban hospitals had a greater decrease in the proportion of costs
for uncompensated care than rural hospitals,30 rural hospitals in
expansion states reported higher revenues and margins; small urban
hospitals had little change, and large urban hospitals had a revenue
reduction.25 Urban hospitals did not have any relative gains in total
patient revenue or operating margins. The rise in Medicaid revenue
was offset by declines in private insurance revenue.25

Global budgets
It establishes a fixed amount
of revenue, set in advance, to
cover all inpatient and
hospital-based outpatient
services. It transfers financial
risk from payers to hospitals.

Accountable Care
Organization (ACO)
ACOs are voluntary networks
among doctors, hospitals, and
other health care providers to
give coordinated care for
Medicare patients. It might
include CAHs, RHCs, or FQHCs.

Private Insurance: Overall, private insurers pay higher rates than
Medicare for all hospital and physician services. In 2013, private plan
prices were 89% higher than Medicare FFS prices.27 The difference is
greater for outpatient than inpatient services, which averaged 264%
and 189% of Medicare rates, respectively. However, private insurer
rates are determined by the negotiating leverage of hospitals and
providers, which is dependent on market power and service demand.31
Government Funding: Hospitals receive funding not tied to specific
care services to support their operations and improve their financial
sustainability. These funds come in the form of grants or tax revenues.
For example, the Georgia Rural Hospital Tax Credit Program allows
taxpayers to receive a tax credit for contributions made to rural
hospitals. Hospitals may use these funds to pay for regular operational
expenses, debt payment, capital improvements, and equipment. The
program has been found to improve hospital financial health in
participating rural hospitals throughout Georgia.32
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Models of Payments
The reimbursement process is a function of the number of services provided, insurance coverage type, and the
payment model used. Rural hospitals have a higher median percent of charges for care for Medicare
outpatients (31%) than urban hospitals (21%).2 In the most isolated rural hospitals, the percent of charges for
care for Medicare patients is (41%).2 The primordial Medicare payment rates are based on a fixed amount,
with the total amount depending on the classification system of the service. In addition to volume-based
models, alternative payment methods (APM) have developed over the last decades. For instance, global
budgets and Accountable Care Organizations (ACO) have lower spending than traditional Medicare,33,34
provide a stable and predictable amount of annual revenue,35 strengthen primary care,36,37 hold hospitals
accountable for the cost of services,35 pool risk and overcome fixed cost for a price,38 and reduce readmissions
and preventable hospitalizations.34 Nevertheless, these APMs might limit the choice for patients, increase
prices due to low competency, reduce financial flexibility, require management companies, under-provide
hospital services, and shift costs and services to non-hospital providers in the area.38–42
Prospective Payment System (PPS): PPS aims to deliver health care efficiently and curb overutilization. The
CMS classification system for provider setting is used to determine the reimbursement method. For instance,
the inpatient acute care hospital uses Diagnosis-Related Groups (DRG), which are adjusted based on age, sex,
secondary diagnosis, and major procedures performed.43 The reimbursement mechanisms based on DRGs are
complex and related to higher costs, a lack of technical infrastructure and adequate supervision, early patient
discharge, lower admissions, shorter length of stay, higher readmissions, and referral to other institutions.44
Medicare Rural Hospital Flexibility Program (1997): The Medicare Rural Hospital Flexibility Program was
established by Congress in response to concerns about the financial viability of rural hospitals after
approximately 150 rural hospitals closed during the 1990s.45 The Flex Program implemented the cost basis
payment structure in CAHs while promoting the creation of rural health networks, regionalization of rural
health services, and initiatives to improve access to hospitals in rural areas. It encourages cooperation among
CAHs, emergency medical service providers, clinics, and health practitioners.46
The main goal of the Flex Program is to ensure availability of high-quality health care in rural areas. Hence, the
program provides technical assistance and resources, including best practices guidelines, peer learning, and
tools to promote quality improvement among CAHs. The Flex Program developed the Medicare Beneficiary
Quality Improvement Project and the Performance Improvement & Measurement System. The first
encourages research within and among CAHs to improve health outcomes. The latter is an evaluation program
that creates a module for data collection and integration with Health Resources and Services Administration’s
(HRSA) Electronic Handbook.46 Despite its benefits, the Flex Program increased the Medicare budget to more
than $9 billion annually, which has led to calls for its modification and even elimination.14
In 2019, the Washington State Flex program, modeled on the federal program, had five areas of emphasis: (1)
quality improvement, (2) operational and financial improvement, (3) population health improvement, (4) rural
Emergency Medical Services (EMS) improvement, and (5) innovative model development.47 The first area
works toward antibiotic stewardship in CAH facilities. The second area focuses on billing and coding that
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would enhance chronic and palliative care reimbursement. The third area supports the development of
population health improvement projects. The fourth area funded the National Registry of Emergency Medical
Technicians. Finally, the fifth area promoted the Washington Rural
Palliative Care Initiative (PCI) in an effort to provide integral palliative
Quadruple Aim in
care in rural communities.47 During the COVID-19 pandemic, the PCI
Health Care
provided resources to rural health teams, including communication
protocols and telehealth implementation guides.
- Improving population health
Innovative payment models: In recent years, a public health priority
- Enhancing the patient
has been identifying strategies to deliver high-value care, which means
experience
pursuing the quadruple-aim.37 Hospital care represents more than 30%
- Reducing cost of care
of total health care payment.48 For this reason, there has been
- Improving provider
extensive effort to transition hospital payment models away from
satisfaction
volume-based care and toward more value-based, less wasteful, and
35,49
efficient care.
Value-based payment models include bundledpayment models for specific treatments, pay-for-performance that rewards specific benchmark measures, and
global payments with explicit quality incentives.37 Further, payment models have moved from cost-based to
prospective payment, which uses the previous year's rate, adjusted for inflation to estimate the current
payment.35 Over the last 40 years, there have been payments per diem, per case (DRG), per retrospectively
reconciled episodes and prospective episodes, per member per month, and per global budget.37
Community Health Access and Rural Transformation (CHART) Model: The program is a pilot for an innovative
value-based payment for Medicare and Medicaid through an ACO Transformation Track. In this model,
payment depends on quality and outcomes instead of volume. The model aims to increase financial stability
for rural providers, remove regulatory burden, and enhance access to health care services in rural areas.50
Washington State CHART Model: The cooperative agreement between the Health Care Authority and CMS
was signed in September 2021. The program will be implemented for seven years, and it will be focused on
the North Central region of Washington state. The program seeks to increase access to equitable, high-quality
care, reduce cost, build healthier communities, and connect local and regional partners.51

Main Challenges Facing Rural Hospitals
Hospitals have high fixed costs (overhead costs) and variable costs (direct service costs). Overhead costs are
related to the cost of facilities and workforce required, regardless of the number of services used. Direct
service costs are associated with the resources necessary to provide services. The total expenses of rural
hospitals are typically 60% direct costs, 35% overhead costs, and 5% other costs.1 These proportions could
change depending on the services rendered. For instance, primary care is difficult to sustain financially since it
has a high overhead cost and low utilization rate, which leads to a mismatch between the marginal cost and
the marginal benefit. In 2018, rural hospitals charged less than two times what it cost them to deliver service,
while most large hospitals charged more than four times their cost incurred to provide services.1
Additionally, non-financial factors impact rural hospitals, including workforce shortage, aging infrastructure,
and regulatory burden.10 Most hospitals were built more than 50 years ago following the funding from the Hill-
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Burton Act. Narrow financial margins lead to fewer funds to invest in infrastructure improvements.52 Further,
although all hospitals face the same regulations, rural hospitals face higher costs on a per-discharge basis.10
Workforce Shortage: Less than 10% of U.S. physicians practice in rural areas despite 20% of the population
living in rural areas.53 Rural hospitals have a higher proportion of provider vacancies and longer-term
vacancies. In 2018, two-thirds of the primary care health professional shortage areas were in rural or partially
rural areas.10 RHCs and FQHCs have greater difficulty filling and retaining clinicians, especially family
physicians, who account for 90% of Community Health Center Physicians. Physician recruitment heavily
depends on loan repayment programs, J1 visa waivers for international medical graduates, and National
Health Service Corps scholarships. The lack of competitive salaries, cultural isolation, lack of partner job
opportunities, and poor-quality schools and housing are barriers to recruitment.54 Over 60% of rural
Americans live in designated mental (HPSA),55 which means that there is less than one provider for every
30,000 people.56 The shortage disproportionately impacts behavioral and mental health service delivery.57
Hospital Closures: Despite rural hospital importance, more than 100 rural hospitals have closed since 2010
across the country.58 In total, 47 (34%) CAHs and 54 (39%) PPSs closed.59 The hospital closures result in the
mean loss of acute care, outpatient services, and longer commutes to access timely health care. This results in
a higher likelihood of delayed attention to emergent conditions, delayed diagnosis or inadequate treatment of
chronic disease, and reduced access to preventive care. After a hospital closure, mental health and substance
use care face a high supply shortage.14 Rural hospital closures are associated with increased inpatient
mortality due to stroke, acute myocardial infarction, and sepsis.60 There is heterogeneity in the increased
mortality: Non-White patients have an increase of 13% compared to 7% in White patients.60
Rural hospital closures affect the economy and have negative spillovers on non-hospital care and national
good and services supply. Hospitals are one of the largest employers in rural areas. Most farmers and energy
production industries are in rural areas. Rural health care is required to draw talent for higher-level jobs in
these industries and keep them healthy.1 Hospital closures lead to employment loss and weaken the local
economy through the reduced purchase of goods and services from other private sector entities.10 Per capita
income was fell by 4% and unemployment increased 1.6 percentage points following a rural hospital closure.61
Hospital Mergers: Scale and scope economies explain why most general hospitals become larger and complex.
In the past, rural hospitals have merged with larger hospital networks to avoid closure, improve technology,
increase their capital, and strengthen their leverage in negotiating with private health plans.62,63 Such mergers
with broader health systems have been shown to increase operating margins by more than twice the baseline
amount. Furthermore, affiliation with a multi-hospital system reduces the likelihood of hospital closure.64
However, consolidation also reduces access to services for patients in rural areas, including on-site diagnostic
imaging technologies, obstetric and primary care services, and outpatient non-emergency visits as rural
hospitals then become feeder hospitals for the larger hospitals.65 Merged hospitals also have a higher
likelihood of closing maternal/neonatal and surgical services and reducing the volume of mental health and
substance use services than independent hospitals.63 Moreover, market concentration reduces the perception
of quality and patient satisfaction and drives up prices.62,66
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Strategies to Improve Hospital Finances
Telehealth: While telehealth has the potential to address gaps in rural health delivery, only 40% of hospitals
have adopted telehealth capabilities. Telehealth is economically efficient and provides a competitive
advantage.67 Telehealth also increases rural patient access to specialist care and strengthens providers'
presence in underserved markets. Telehealth has been associated with a reduction in hospital readmissions
and unnecessary emergency departments visits.68 Medicare only pays RHCs and FQHCs for telehealth services
if the clinic is the originating site or if the beneficiary assists a telehealth visit with a provider in a different
location. However, during the COVID-19 pandemic, Congress allowed providers to render telehealth services
to patients at any location, including schools, hotels, and homes. The RHCs and FQHCs served as distant sites
during the pandemic.18 Presently, hospitals participating in APMs are more likely to provide telehealth care.59
Health Information Technology (HIT): Information systems are crucial for coordinating care and promoting
accountability between payers, providers, and patients. HIT support data collection, analysis, and information
exchange between health care professionals, patients, providers, and regulatory institutions. HIT is required to
implement APMs such as global payments or ACOs.69 Such APMs use HIT to share electronic health records,
admissions, and readmission information, and ensure patient follow-up for post-acute care. HIT requires
investment in staff training programs as well as upgrading and maintaining equipment and software.10
Risk-based Interventions: Payment models such as global budgets and ACOs seek to reduce spending and
improve efficiency. This includes correct underuse and ensuring timely care access. It is not financially
sustainable to offer all services in small rural hospitals, but all patients should be able to access all service
needs. Hence, it is critical to focus specific resources on those patients who will benefit most from them. For
instance, Maryland implemented close follow-ups to prevent readmissions.
Expand Supply of Health Professionals: Recruitment and retention of health professionals in rural areas
should increase and be sustainable. Increasing the number of professionals from underserved communities or
tied to these communities may incentivize clinicians to work in rural areas. The expansion of Medicare-funded
residency slots, provision of incentives for access to good schools, and partner job opportunities may help to
address health professional shortages. Furthermore, during the COVID-19 pandemic response, the health
systems in New York and Georgia used telemedicine, provider redeployment to new roles, and a regional
supporting ecosystem to address the workforce shortage.70,71

Conclusion
Rural hospitals have a crucial role in the provision of health care services in their communities, but they
face high financial vulnerability and workforce shortages that threaten their sustainability. Rural hospitals
require predictable and consistent financial revenues to address the scale and scope economies they deal
with. Alternative payment models might improve reimbursement, but they require prior investments in
health information technology, coordination systems, and an expanded supply of health professionals.
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