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Hospitals ,  like hospitality industry, provide 
a var iety of services  to patients  under  one 
roof. I t is  akin to a large manufactur ing or  
a service organization cons ider ing the 
number  of personnel involved and the 
capital- intens ive nature of medical 
equipment. But there are several 
dis tinguishing factor s  in a hospital such as :   
I t is  fundamentally humanitar ian. T hus , 
hospitals  cannot turn away needy patients  
j us t because they do not have money to 
pay. T hey have to factor  such scenar ios  in 
the financials .  
Other  than corporate hospitals ,  they are 
either  Government run or  char itable 
ins titutions . S o, a lot of public money is  
involved which needs  to be efficiently 
deployed even if the obj ective of an 
ins titution is  not profit.  
T here is  a concept of cros s - subs idy across  
different classes  of patients . Different 
pr ices  may be charged to different classes  
of patients  although the main services  
rendered to the patient may be the same.  
Unlike the hospitality industry, the health 
care indus try should focus  more on higher  
productivity of expens ive resources  ( like 
OT , medical equipment, Doctor s ’ time) and 
les s  on bed occupancy. 
I n today scenar io, the corporate wor ld has  
adopted and benefited from good costing 
sys tems s ince the 1930’s . However , 
because of the complexities  involved and 
the inherently char itable nature of the 
hospital,  managements  have not given 
much thought to putting a good costing 
sys tem in place. I t is  sad to see that in 
mos t hospitals ,  even today, the process  of 
fix ing the S chedule of Charges  has  no 
scientific bas is .  T hey s imply survey the 
charges  of nearby hospitals  and fix their  
rates  a little above or  below the other  
hospitals  depending on the Management 
Philosophy/ Marketing S trategy.  

T he hospitals  s ti ll  tend to use only bed 
occupancy as  the yardstick of 

measurement of per formance. With the 
advancements  in medical technology, the 
average length of s tay (ALOS ) is  reducing 
and hence, bed occupancy is  not 
important any longer . T he increased 
util ization of costly equipment in 
operating theatres , I CUs , Cath-Lab, 
Pathology Lab etc.  & Doctor s ’ times  are 
the key to success  in hospitals .  

 
W hy a good cos t ing and management  
account ing s ys t em? 
 
T he scenar io in the past few years  has  
changed dramatically for  the healthcare 
indus try. Es tablished names in the 
indus try are facing tremendous 
competition from the newcomers . T hus , 
each hospital has  to be competitive both 
in terms of the quality of services  as  well 
as  cost management. 
Another  big movement expected is  on 
account of the advent of insurance 
companies . With the costs  of treatment 
going up and the pr ivatization of the 
insurance industry, the hospitals  wil l be 
forced to give quality service at highly 
competitive pr ices  as  the insurance 
companies  wil l pay for  the service directly 
and monitor  the service rendered closely.  
I t,  therefore, is  imperative for  hospitals  to 
have a sys tem to control the cos ts  while 
providing high quality service to the 
patients . 
 
Obj ect ives  of  a cos t ing s ys t em 
 
U t i l i zat ion of  r es our ces  
A costing sys tem should monitor  the 
resource utilization across  the hospital.  
T hese resources  could be infrastructure, 
equipment, mater ials  or  personnel. Each 
depar tment has  a key dr iver  and the 
sys tem should track these dr iver s  on a 
continuous  bas is .  T his  wil l ensure that 
each depar tment is  efficient. 

 

 



 
Depar t ment -w is e pr of i t abi l i t y analys is  
A good costing sys tem should enable 
generation of this  most valuable 
information on an on-going bas is .  
Managements  can take cor rective s teps  
us ing this  data. I t enables  fixation of 
respons ibilities  and monitor ing them. 
Coupled with a budgeting sys tem, 
Managements  will have full control over  the 
working of the hospital.  
 
F ixat ion of  doct or s ’ honor ar ium 
T his  is  a very touchy subj ect for  mos t 
Management. With a costing sys tem, they 
can negotiate a fair  rate for  the doctor s  for  
each service rendered. T he doctor s  also wil l 
be assured of a reasonable and scientific 
bas is  for  their  remuneration. 
 
F ixing S chedule of  Char ges  
T his  document can make or  break a 
hospital.  T he costing sys tem should provide 
inputs  to fix  the charges  for  the var ious  
services  rendered for  each class  of patient. 
T his  is  not to say that the charges  of 
monitor ing   
 
For  purchases  of new equipment or  
infrastructure, the costing sys tem should 
enable the Managements  to ar r ive at the 
feas ibility of the proj ects . More impor tantly, 
the sys tem should keep track of the s tatus  
of the proj ects  after  they are 
commiss ioned. Generally, at the time of 
feas ibility s tage, cer tain es timates  & 
assumptions  are made. But almost never  
are they monitored after  commiss ioning.  
 
Moni t or ing of  fact or s  af f ect ing pr icing 
T he costing sys tem will keep a tab on all 
factors  affecting pr icing. For  example, 
mater ial costs  directly affect pr ices . Any 
maj or  var iation in mater ial costs  should be 
highlighted and pr ice changes effected 
immediately after  ascertaining the impact 
of the var iation on margins . 
 
T he cos t ing pr oblem 
Patients  undergoing treatment receive 
services  of var ied nature from different 
depar tments . T he hospital has  to recover  
the expenses  of these as  well as  the 
suppor tive depar tments  from the patients  
avail ing of these services .  
Nowadays , any compos ite hospital with 
latest facilities  for  advanced 
medical/surgical procedures  in the var ious   
 

 
areas  of treatment will have near ly 50 or  
more revenue centers  and about 10 to 15  
suppor ting service centers . Fur ther  most 
of the revenue centers , par ticular ly, in-
patient wards , wil l have class ification 
depending on the level of services  for  
different clas s  of patients  according to 
their  monetary or  other  needs. Again, 
each depar tment, other  than Wards , 
undertakes  several types  of 
procedures/operations  etc. 

All these make the lis t of procedures  and 
class ification of services  quite large. I t is  
for  this  reason that ascer taining true costs  
of var ious  services  rendered and fix ing of 
the S chedule of Charges  for  the 
innumerable services  and classes  become 
extremely complex. T his  needs to be done 
after  careful analys is  of past data, 
comparative data from other  hospitals ,  
s tudy of util ization of capacities  and 
applying costing techniques  for  allocation 
and absorption of costs  to provide 
acceptable costs  and charges , enabling 
optimization of capacity utilization, which, 
in turn, result in better  overall revenues  
and leave adequate funds  for  growth and 
development of newer and advanced 
facilities . 

 
S et t ing up a cos t ing s ys t em 

Unlike in other  industr ies , where pr icing 
of products  / services  is  generally 
uniform except in special cases  such as  
expor ts , ins titutional sales  etc., in 
hospitals  most of the services  rendered 
are charged at different rates  based on 
class  of patients ;  bes ides , a category of 
patients  are given free or  semi- free 
treatment where the charges  are nil or  
kept very low. T hus , the final charges  or  
pr icing has  no direct relevance to ‘costs ’ 
individually but the overall revenue 
expected from the charges  recovered 
from all patients  has  to cover  the total 
costs  incur red, to make the procedure or  
depar tment self- suppor ting. T his  
matching of expected revenue and costs  
can be done only on the bas is  of 
exhaustive analys is  of pas t quantitative 
and financial data. T hus , detailed 
s tatis tics  play an extremely important 
role in Costing of services  and fix ing of 
schedule of charges . Again, based on 
such analys is ,  discuss ions  with medical 
personnel of each depar tment regarding 
the T able 1 practical problems  and 



determination of reasonable & practical 
levels  of occupancies  and expected 
quantum of each procedure and clas s -
wise level of patients  and detailed level 
of budgeting of revenue has  to be made. 
T his  wil l form the broad s tructure for  
cost allocation to the var ious  cos t 
center s  and fixation of individual 
charges . Keeping in mind the purpose of 
cost allocation as  well as  its  impor tance 
to the hospital in recover ing all expenses  
incur red, the procedure for  cos t 
allocation should be des igned so that 
accurate and realis tic results  are 
obtained. We shall not go into the 
intr icacies  of these procedures  in this  
ar ticle but limit ourselves  to the bas ic 
s teps  for  the purpose of ascer taining the 
final costs  to obtain the des ired results .  

Broadly the s teps  needed are:  
1) I dentify the var ious  cos t centers  in the 

I ns titution and ar range them into:  
a) Revenue producing center s  by 

charging to patients  for  the services  
and  

b) S uppor ting non- revenue producing 
center s  

2) Allocate direct expenses  to all center s  
by analys is  of each element of cost 

3) Develop cost allocation cr iter ia for  
suppor ting cost center s  to other  
suppor ting cost center s  and revenue 
producing centers , ultimately br inging 
all costs  into revenue producing 
center s . T his  will be done on the bas is  
of services  rendered for  other  center s . 

4) Now, each revenue center  will have 
the total direct costs  of the center  and 
indirect costs  representing the 
allocated expenses  of the suppor ting 
center s .  

5) T he total cos ts  thus  ar r ived at for  
each of the revenue providing 
center s  and to be appropr iately 
dis tr ibuted among the var ious  
services  rendered to the patients  by 
that center . T his  involves  not only 
finding the nature of the services  but 
also learning the general application 
of the services  to the patients . T his  
should be done in conj unction with 
the medical personnel and modalities  
determined for  each type of service. 

 
Once the costs  are available for  each 
profit & cost center , they can be used for  
the var ious  purposes  identified ear lier .  
T ypically, to ar r ive at the above costs , 
one needs to setup var ious  monitor s  
across  the hospital,  which will give the 
necessary data for  computing the costs . 
Computer ization could s ignificantly 
s implify the process  of data collection and 
analys is .  A  good Hospital Management 
S ys tem software should form the bas is  for  
the cos ting sys tem.  

 
S ummar y 
Whatever  be the philosophy of the 
Management, they need to ensure 
efficient util ization of costly resources  and 
they should take informed decis ions  on 
pr icing. A scientific Cos ting sys tem is  a 
very important tool for  Managements  to 
fulfi ll  these needs  and hence, is  
imperative for  the success ful running of a 
Hospital.  
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