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Hospital profitability margins are at their lowest point ever, and margin pressure is only intensifying over 

time. The structural nature of today’s revenue pressures—manifesting in the form of direct pricing threats, 

new payment models, site-of-care shifts, and more—means that it will become increasingly difficult for 

health systems to achieve sustainability through revenue growth alone. A heightened focus on cost 

control will be key to maintaining future margins. However, traditional cost-savings campaigns are unlikely 

to suffice due to their temporary nature. Instead, organizations must strive to achieve cost discipline to 

ensure long-term sustainability.  

Building a cost-disciplined enterprise will require senior executives to take action in three primary areas: 

reengineering current approaches to decision-making with a lens toward efficiency and agility, making 

additional investments in efficiency-enabling personnel and technology, and leveraging size to generate 

economies of scale. 

In our research, we uncovered eight lessons to help guide hospital and health system executives on the 

road to building a cost-disciplined enterprise. Read this excerpt to see how Methodist Health System 

and The University of Utah Health applied the first lesson to help rein in labor and pharmaceutical 

spending. 
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► Confronting the
Cost Challenge

Int r oduction

EXCERPT
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Revisiting the margin challenge

Introduction

Source: Moody’s Investors Service, “US NFP & Public Hospitals’ Annual Medians Show Expense Growth Topping Revenues 

for Second Year,” August 28, 2018; Moody’s Investors Service, “Preliminary Medians Underscore Negative Sector Outlook,” 
Moody’s Sector In-Depth, April 23, 2018; Moody’s Investors Service, “Revenue Growth and Cash Flow Margins Hit All-Time 

Lows in 2013 US Not-for-Profit Hospital Medians,” August 2014; Health Care Advisory Board interviews and analysis.

Revenue and expense growth rates for nonprofit hospitals

2009–2017 Medians
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In 2017, not-for-profit hospital cost growth outpaced revenue growth for the second consecutive year. Perhaps 
even more important, the gap between revenue growth and expense growth widened slightly—and this widening 
occurred despite a slowdown in operating expense growth. Industry-wide operating margins suffered as a result, 
falling from an already low 2.7% in 2016 to 1.6% in 2017.

New payment 

models

• Pay-for-performance 
programs

• Bundled payment 
models

• Accountable Care 
Organization (ACO) 
programs 

• Merit-based 
Incentive Payment 
System (MIPS)

• Increases in lower 
reimbursed, publicly 
insured cases

• Growth in lower-
margin medical care

• Continued 
uncompensated care
in states without 
Medicaid expansion

Ongoing payer and 

case mix shifts

Direct pricing

threats

• Medicare productivity 
adjustment

• Commercial denials

• Site-neutral payments

• Disproportionate share 
hospital (DSH) cuts

• High-deductible health 
plans (HDHPs) fueling 
bad debt

• Outmigration of profitable 
procedural care

• Patients with HDHPs 
forgoing care

• Growth of outpatient 
procedures stagnating

• Care management 
reducing utilization

Persistent volume 

trends

While the industry has experienced intense margin pressures in the past, today’s challenge cannot be attributed to 
a single catalyst, such as a recession. Instead, a wide array of pricing and volume trends are hitting the industry 
simultaneously. These forces—direct pricing cuts, pay-for-performance programs, payer and case mix shifts, and 
the continued outmigration of procedural care—pose a structural revenue challenge that will not reverse itself. 
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Margin performance dependent on cost discipline

Source: Modern Healthcare, Health System Financials Database, 

2018; Health Care Advisory Board interviews and analysis. 1) Analysis includes only health systems reporting for all years.

9%

Few health systems see revenue growth 

substantially outpace expense growth
n=273

Health systems whose average annual 
revenue growth exceeded average annual 
expense growth by more than one 
percentage point between 2011 and 20161

Cost discipline

Manages closely to desired 
budget or cost target

Avoids large swings in 
expense growth

Is able to inflect desired 
expenses with precision

Has low cost growth relative 
to revenue growth over time

The vast majority of hospitals and health systems will not be able to grow their way out of financial distress given 
that utilization of historically profitable inpatient services is on the decline. While volume growth and revenue 
capture will remain key, successful margin management strategies should center on controlling expense growth. 

A focus on cost control does not necessarily require ambition to become low-cost in an absolute sense. In 
examining low-cost providers, Advisory Board found that organizations with the lowest cost structures also tended to 
share a common set of structural attributes. Low-cost organizations are often small and located in rural areas with a 
low cost of living. They tend to offer fewer services and treat a less complex patient base. While there are certainly 
important lessons to be learned from such organizations—many of them have a long history of operating efficiently 
due to lower reimbursement levels—most of these characteristics are not replicable or within the span of control for 
a typical hospital or health system. 

Number of interviews we 
conducted with hospital and health 
system leaders, industry experts

150+

While becoming a truly low-cost provider on an absolute basis may not be a universal ambition, every hospital and 
health system—regardless of size, location, or service mix—should strive to achieve cost discipline. Cost-
disciplined organizations have low cost growth relative to revenue growth over a prolonged period of time; manage 
their budgets closely; avoid spikes in spending and dramatic cuts; and have the ability to precisely inflect categories 
of excess spending without unintended consequences.

To date, it has been difficult for hospitals and health systems to achieve cost discipline. This is due, in part, that 
operating expenses have historically been tied to predictable utilization and pricing growth. Between 2011 and 2016, 
only 9% of health systems had average annual revenue growth that exceeded average annual expense growth by 
more than one percentage point.

Limitations of low-cost archetype

Heavily dependent on location Lack of comprehensive services

Structural features out of leaders’ control Correlated with lower reimbursement
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► Support and Enforce 
Enterprise-Wide Efficiency

Chapte r
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Defining the Opportunity

Source: Health Care Advisory Board interviews and analysis. 

Must find balance between local autonomy and standardization to control costs

No spending guidelines Overly controlling rulesElusive middle ground

Having too many decision-
makers leads to varying choices

Local leaders and clinicians 
become alienated

Subject matter and supply chain 
experts are not consulted

Rules stifle innovation and 
local problem solving

Organizations hemorrhage 
avoidable, low-value spending

Tight control limits productivity and 
ability to respond to local needs

Few industries approach spending in a more decentralized manner than hospitals and health systems. Most 
provider organizations have yet to achieve an optimal balance between local autonomy and system-wide 
standardization, and many skew too far toward local autonomy at the expense of cost-containment efforts. At 
an average hospital or health system, a wide variety of individuals—from administrative leaders to clinicians to 
support staff—have the ability to make spending decisions on a daily basis with relatively minimal oversight. 
While almost everyone agrees that frontline leaders and clinicians are best positioned to make a wide variety of 
decisions, organizations that make progress toward their cost goals and exhibit cost discipline tend to assert 
more centralized control rather than less. 

This section covers one lesson that shows how hospitals and health systems can start to centralize control 
to enforce higher-quality spending decisions while remaining responsive to frontline needs and challenges. 

Elevate decisions about discretionary spending

Centralize, elevate, and standardize decision-making authority to 

rein in avoidable and low-value spending. 

Lesson 1

Balancing control and autonomy in spending decisions 
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Elevate decisions about discretionary spending

Lesson 1

Source: US Department of Labor, Bureau of Labor Statistics, Employment Projections Program: 

Table 1.9, 2014-24 Industry Occupation Matrix Data, by Industry; and Table 2.7, Employment and 
Output by Industry; CMS, Bureau of Labor Statistics, National Health Expenditure Data, AHA-FAH 

Drug Survey; Health Care Advisory Board interviews and analysis.

The challenge

Too much decision-making autonomy at the local levels translates to excess, low-value 
spending. These decisions drive up costs in major operating expense categories—labor, 
supplies, pharmaceuticals, and purchased services—putting pressure on budgets and margins.

Labor and pharmaceutical spending account for considerable portions of low-value cost growth and severely 
straining budgets. Job growth in health care is dramatically outpacing job growth in the rest of the economy. 
New roles continue to be added without strong business cases, and vacant positions are automatically 
backfilled without reassessment of business need.

Pharmaceutical price inflation and inpatient drug spending per admission keep climbing. Under case rate 
reimbursement, hospital margins suffer when physicians prescribe high-cost drugs despite the availability of 
clinically equivalent, lower-cost options.

The solution

Centralize, elevate, and standardize decision-making authority for administrative and clinical 
spending decisions that have an outsized impact on hospital and health system budgets. Dedicate 
executive leaders’ time to making and overseeing these decisions to help ensure accountability.

https://www.advisory.com/
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Source: S&P Global Market Intelligence, “U.S. Not-for-Profit Acute Health Care 

Ratios: Sector Is Buffeted by Disruption, yet 2017 Median Trends Remain Unchanged 
from Last Year,” July 17, 2018; Health Care Advisory Board interviews and analysis.

Employees are hospitals’ and health systems’ most valuable resource, but the rate of employment growth puts a 
huge strain on margins. Organizations can avoid layoffs and benefit from reductions if they slow the rate of workforce 
growth with more stringent hiring protocols. 

While most providers have hiring or vacancy review committees in place, the industry has not been able to contain 
labor spending. Between 2011 and 2017, salaries and benefits as a percentage of net patient revenue increased from 
55% to 57%, further compressing margins. Deploying hiring and vacancy review committees only during times of 
financial stress does little to contain long-term labor costs. Providers need to develop rigorous guidelines and use 
these committees consistently.

55.0%

55.7%

56.3% 56.2%

55.2%

56.1%

57.0%

2011 2012 2013 2014 2015 2016 2017

Salaries and benefits as a percentage of net patient revenue

Not-for-Profit Stand-alone Hospitals and Health Systems, 2011–2017

Methodist Health System’s journey to control labor expenses began 
by centralizing new-hire decisions for non-physicians at the system 
level. Leaders established system-wide productivity targets and 
educated staff about the elements of a strong business case. 

A system-level Assistant Vice President of Productivity functions as 
a clearinghouse for all requisitions and, based on unit productivity 
levels, determines the level of approval needed. For units operating 
above the 50th percentile (lower percentiles indicate high 
productivity), new-hire requests must be escalated to the system 
COO or CFO. Methodist expects productivity to be between the 
25th and 50th percentiles. Requests by units in this range have to 
be reviewed by the system AVP of Productivity and a vice president at 
the facility. Finally, requests for new hires from units operating below 
the 25th percentile can be approved by service line or facility leaders.

Since instituting this process about a decade ago, Methodist has seen 
significant labor savings and culture changes. As a result, some hiring 
authority has been devolved back to facility-level executives.

New-hire request tied to 

productivity benchmarks
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25th 

Expected productivity

Productivity needs improvement

Highly productive
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Unchecked hiring decisions run up budgets

• Established system-wide productivity guidelines; new-
hire requests escalated to system C-suite for approval

• Since 2011, annual spending on salaries, wages, and 
benefits has been below 46% of net patient revenue

Methodist Health SystemCASE
PR OF ILE 10-hospital health system • Dallas, TX

Methodist’s salaries, wages, 
and benefits as a percentage 
of net patient revenue in 2017

45.5%
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Source: Health Care Advisory Board interviews and analysis. 

Traditional strategies to manage inpatient pharmaceutical spending are failing to yield enough savings, and over-
reliance on a loosely managed formulary is insufficient to control drug expenditures. Most formularies are 
simultaneously too static and too flexible. On one hand, formularies are not updated frequently enough to reflect 
real-time price changes and emerging clinical alternatives. On the other, even if a specific drug has been identified 
as the highest value for a particular clinical condition, physicians can still access and prescribe lower-value options. 

System P&T committee 
meets monthly to refine 
inpatient formulary

Dedicated researchers 
evaluate pharmaceutical 
literature and track prices

Implement EHR hard 
stops where clinical 
evidence is clear

Permission to deviate 
from formulary must be 
granted by system CMO 
or service line director

University of Utah pharmaceutical utilization management strategy

University of Utah Health has a comprehensive process to manage the inpatient formulary. First, the 
organization employs researchers dedicated to evaluating pharmaceutical literature, tracking real-time price 
fluctuations, and monitoring the availability of lower-cost clinical equivalents. These researchers make 
recommendations to a physician-led system pharmacy and therapeutics (P&T) committee, which meets monthly 
to refine the formulary. When clinical evidence is clear, the committee communicates therapeutic interchanges to 
physicians, and the EHR is updated with hard stops. When a physician encounters a drug-related hard stop, he 
or she must appeal to the system CMO or service line director to be granted an exception. 

Executive takeaways

Rein in low-quality spending by elevating who makes spending decisions. Executives must intervene 
in the operational areas where low-value choices are most persistent. Doing so compels local 
decision-makers to think critically about their choices, lessening the number of decisions that require 
escalation in the long term. 

Executive involvement is needed to improve and support decisions around new hires because 
human capital is critical, and labor issues are extremely sensitive. These decisions are ultimately 
judgments about the business, requiring visibility into both financial and operational variables.

Clinicians must lead the way in building high-value care paths, but CEOs can provide support by 
insisting on the elimination of low-value clinical choices and bringing together other executives—
such as the CMO and CIO—to weigh in and help grow progress.

Traditional formulary strategy fails to curb inappropriate utilization

• Implemented hard stops and therapeutic interchanges to inpatient formulary to manage drug spend; 
permission to deviate must be granted by service line director or system chief medical officer

• Has achieved $2M per year in savings

University of Utah HealthCASE
PR OF ILE Four-hospital academic health system • Salt Lake City, UT
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This is an Advisory Board publication, one of the 

many resources available to members.

For over 35 years, Advisory Board has helped executives work smarter and faster by 

providing clarity on health care’s most pressing issues and strategies for addressing 

these issues. Our team of 350 health care experts harnesses a network of 

4,400+ member health care organizations to discover and share the industry’s most 

successful and progressive ideas. 

As of November 17, 2017, Advisory Board research division has a new home within 

OptumInsight. While this marks an exciting new beginning, our commitment to objective 

research and member confidentiality remains the same. Learn how we can help you:

• Develop market-leading strategy with proven guidance to ensure your organization is 

taking the right strategic direction

• Accelerate performance improvement with personalized access to right answer, 

including how-to guidance for translating that strategy into action for all stakeholders

• Enhance team effectiveness with ready-made resources and on-call experts to 

enable leaders to do more with less

https://www.advisory.com/
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Contact us at programinquiries@advisory.com or visit

advisory.com/research/about-research to learn more.

Advisory Board members have access to national meetings featuring new research 

and networking forums, research reports exploring industry trends and proven 

strategies, on-call expert consultations, forecasting and benchmarking tools, live 

webconference presentations and an on-demand webconference archive, expert-

led presentations on the ground at your organization, and expert blog posts on 

current health care topics.

Preview resources available with membership

Research report: Eight Strategies To Contain Future Cost Growth 

Learn the drivers of the emerging margin management challenge and get 

a road map of strategic solutions for hospital and health system leaders.

Workshop: The Margin Improvement Intensive

A new margin management strategy is critical to a sustainable financial 

position. Our Margin Improvement Intensive combines 

a custom data analysis with a live workshop session to help 

you define and implement a new margin strategy that's right for 

your organization.

Tool: The Hospital Benchmark Generator

See how your organization stacks up on finance, quality, and utilization 

performance metrics.

https://www.advisory.com/
mailto:programinquiries@advisory.com
https://www.advisory.com/research/about-research
https://www.advisory.com/research/health-care-advisory-board/research-reports/2018/the-new-cost-mandate
https://www.advisory.com/research/health-care-advisory-board/onsite-presentations/margin-improvement-intensive
https://www.advisory.com/research/health-care-advisory-board/tools/2014/benchmark-generator
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LEGAL CAVEAT

Advisory Board has made efforts to verify the accuracy of the information it provides to members. This report relies on data obtained from many 
sources, however, and Advisory Board cannot guarantee the accuracy of the information provided or any analysis based thereon. In addition, 

Advisory Board is not in the business of giving legal, medical, accounting, or other professional advice, and its reports should not be construed as 
professional advice. In particular, members should not rely on any legal commentary in this report as a basis for action, or assume that any tactics 

described herein would be permitted by applicable law or appropriate for a given member’s situation. Members are advised to consult with 
appropriate professionals concerning legal, medical, tax, or accounting issues, before implementing any of these tactics. Neither Advisory Board 

nor its officers, directors, trustees, employees, and agents shall be liable for any claims, liabilities, or expenses relating to (a) any errors or 
omissions in this report, whether caused by Advisory Board or any of its employees or agents, or sources or other third parties, (b) any 

recommendation or graded ranking by Advisory Board, or (c) failure of member and its employees and agents to abide by the terms set forth herein.

Advisory Board and the “A” logo are registered trademarks of The Advisory Board Company in the United States and other countr ies. Members are 

not permitted to use these trademarks, or any other trademark, product name, service name, trade name, and logo of Advisory Board without prior 
written consent of Advisory Board. All other trademarks, product names, service names, trade names, and logos used within these pages are the 

property of their respective holders. Use of other company trademarks, product names, service names, trade names, and logos or images of the 
same does not necessarily constitute (a) an endorsement by such company of Advisory Board and its products and services, or (b) an 

endorsement of the company or its products or services by Advisory Board. Advisory Board is not affiliated with any such company.

IMPORTANT: Please read the following.

Advisory Board has prepared this report for the exclusive use of its members. Each member acknowledges and agrees that this report and
the information contained herein (collectively, the “Report”) are confidential and proprietary to Advisory Board. By accepting delivery of this Report, 

each member agrees to abide by the terms as stated herein, including the following:

1. Advisory Board owns all right, title, and interest in and to this Report. Except as stated herein, no right, license, permiss ion, or interest of any 

kind in this Report is intended to be given, transferred to, or acquired by a member. Each member is authorized to use this Report only to the 
extent expressly authorized herein.

2. Each member shall not sell, license, republish, or post online or otherwise this Report, in part or in whole. Each member shall not disseminate 
or permit the use of, and shall take reasonable precautions to prevent such dissemination or use of, this Report by (a) any of its employees and 

agents (except as stated below), or (b) any third party.

3. Each member may make this Report available solely to those of its employees and agents who (a) are registered for the workshop or 

membership program of which this Report is a part, (b) require access to this Report in order to learn from the information described herein, 
and (c) agree not to disclose this Report to other employees or agents or any third party. Each member shall use, and shall ensure that its 

employees and agents use, this Report for its internal use only. Each member may make a limited number of copies, solely as adequate for 
use by its employees and agents in accordance with the terms herein.

4. Each member shall not remove from this Report any confidential markings, copyright notices, and/or other similar indicia herein.

5. Each member is responsible for any breach of its obligations as stated herein by any of its employees or agents.

6. If a member is unwilling to abide by any of the foregoing obligations, then such member shall promptly return this Report and all copies thereof 
to Advisory Board.
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