Budgeting vs. Forecasting in
Healthcare Finance

Financial Management Tools for
Hospitals and Health Systems

Healthcare Finance Environment

* Healthcare organizations operate in a high
fixed-cost environment where small changes
in volume or reimbursement can significantly
impact margins.

* Finance teams must continuously balance
operational needs with financial sustainability
in an unpredictable environment.

4/8/2026



4/8/2026

Why Budgeting and Forecasting
Matter

* Budgeting and forecasting are essential tools
that help finance leaders plan, monitor, and
adjust financial performance.

* In healthcare, these tools directly influence
staffing decisions, capital allocation, and
liquidity management.

What is a Healthcare Budget?

* A healthcare budget is an annual financial
plan that establishes expected revenue,
expenses, and operating margins.

* Itis typically approved by executive leadership
and the board and serves as a financial

roadmap.
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How Budgets Are Built

* Budgets are constructed using assumptions
about patient volumes, payer mix,
reimbursement rates, and labor costs.

* These assumptions are translated into
departmental spending targets and
organizational performance goals.

Limitations of Budgets

* Budgets are static and based on assumptions
that may quickly become outdated in a
dynamic healthcare environment.

* They can also encourage behaviors such as
budget padding or conservative forecasting.
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What is a Forecast?

e A forecast is a continuously updated
projection of financial performance based on
current trends and data.

* |t reflects the most realistic expectation of
future outcomes rather than a fixed target.

Driver-Based Forecasting

» Effective forecasting focuses on key drivers
such as patient volume, labor hours, and
reimbursement rates.

» This approach simplifies analysis and
improves responsiveness to changing
conditions.




Why Forecasting Matters

* Forecasting allows finance teams to identify
risks early and take corrective action before
financial performance deteriorates.

* |t supports proactive decision-making rather
than reactive adjustments.

Budget vs Forecast Roles

* Budgets establish expectations and financial
constraints for the organization.

* Forecasts provide updated insights into
whether those expectations will be met.
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Decision-Making Impact

* Budgets support long-term planning and
accountability, while forecasts inform real-
time operational decisions.

e Confusing the two can lead to poor financial
and operational outcomes.
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Variance Analysis

* Variance analysis compares actual
performance to budget and forecast to
identify key drivers of financial results.

* Understanding these drivers is critical for
improving future performance.
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Key Drivers of Variance

* In healthcare, some important drivers are

* These factors should be part of the focus of
financial analysis and discussion.

13

Case Study Overview

* A hospital system experiences a decline in
patient volume while labor costs remain
elevated.

* This creates significant pressure on operating
margins and cash flow.
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Case Study Actions

* Finance teams must respond by adjusting
forecasts, controlling costs, and reassessing

capital spending.
* Timely forecasting enables leadership to take
action before financial conditions worsen.
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Applied Example in Healthcare Finance

* Finance teams must continuously update
forecasts as new information becomes
available.

* This ensures leadership can respond quickly
to changes in volume, labor, or
reimbursement.
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Volume Variance Analysis

* Volume variance measures the financial
impact of differences between expected and
actual patient activity.

* Because revenue is volume-driven in
healthcare, even small declines in admissions
or procedures can materially reduce margin.
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Labor Cost Variance

* Labor variance reflects differences in staffing

levels, overtime, and contract labor usage
compared to plan.

* Labor is typically the largest expense category,

making it a primary driver of margin pressure.
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Reimbursement and Rate Variance

» Rate variance occurs when actual
reimbursement differs from assumptions due
to payer mix or contract terms.

* A shift toward government payers typically
reduces average reimbursement per case.
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Payer Mix Dynamics

e Payer mix directly impacts revenue quality and
margin performance.

* Changes in payer composition can offset gains
in volume or amplify financial challenges.
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Contribution Margin in Healthcare

e Contribution margin represents revenue
minus variable costs and is critical for service
line decisions.

* It helps determine whether incremental
volume adds or detracts from profitability.
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Fixed vs Variable Cost Structure

* Healthcare organizations operate with high
fixed costs, including facilities and core
staffing.

* Variable costs change with volume, but
typically at a slower rate than revenue.
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Operating Leverage Impact

* Operating leverage means small changes in
revenue can result in large swings in
profitability.

* This makes forecasting essential for
anticipating financial outcomes.

23

Building a Revenue Forecast

* Revenue forecasts should be built using
assumptions about volume, payer mix, and
reimbursement rates.

* These assumptions should be updated
reqularly as new data becomes available.
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Forecasting Labor Expense

* Labor forecasts must consider staffing levels,
wage rates, and productivity assumptions.

* Monitoring labor trends is critical for
maintaining financial stability.
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Forecasting Non-Labor Costs

* Non-labor expenses include supplies, drugs,
and purchased services.

* These should be forecasted based on historical
trends and expected inflation.
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Rolling Forecast Methodology

* Arolling forecast continuously updates
financial projections over a future time
horizon.

* This approach improves flexibility compared
to static annual budgets.

27

Scenario Planning Framework

* Scenario planning evaluates financial
outcomes under different assumptions.

* Common scenarios include base, downside,
and severe stress cases.
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Liquidity Forecasting

 Liquidity forecasting projects future cash
balances and funding needs.

* |t is essential for ensuring the organization can
meet short-term obligations.
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Capital Allocation Decisions

» Capital planning requires prioritizing
investments based on strategic and financial
returns.

* Forecasting helps determine what capital
projects are feasible.
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Debt Covenant Monitoring

* Healthcare organizations must maintain
compliance with financial covenants.

* Forecasts help identify potential breaches
early.
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Forecast vs Budget Reporting

* Clear reporting distinguishes between budget
targets and forecast expectations.

* This improves transparency and decision-
making.
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Executive Dashboard Design

» Executive dashboards should highlight key
financial and operational metrics.

* They provide leadership with timely insights
into performance.
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KPI: Days Cash on Hand

* Days cash on hand measures how long an
organization can operate using existing
liquidity.

* It is a key indicator of financial flexibility.
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KPI: EBITDA Margin

* EBITDA margin reflects core operating
profitability before non-cash expenses.

* |t is widely used in financial analysis and
covenant monitoring.
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KPI: Cost per Case

* Cost per case measures efficiency in delivering
healthcare services.

* |t helps identify opportunities for cost
reduction.
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Measuring Forecast Accuracy

* Forecast accuracy should be tracked over time
to improve reliability.

* Consistent errors may indicate flawed
assumptions.
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Common Forecasting Errors

* Common errors include relying too heavily on
historical trends and failing to adjust for new
conditions.

* Finance teams must challenge assumptions
regularly.
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Improving Forecast Processes

* Improvement requires better data, clear
assumptions, and collaboration with
operations.

* Finance should act as a strategic partner.
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Communication with Operations

* Effective communication ensures alignment
between finance and clinical teams.

* Shared understanding improves decision-
making.
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Linking Finance to Strategy

* Financial planning must align with
organizational strategy.

* Budgets and forecasts should support long-
term goals.
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Risk Identification and Mitigation

* Forecasting helps identify risks early and
enables proactive mitigation.

* Timely action is critical to financial stability.
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Case Study: Volume Decline

* A hospital experiences a 5% decline in patient
volume, reducing revenue significantly.

* Because of fixed costs, margin declines more
sharply than revenue.
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Case Study: Labor Cost Increase

e Labor costs rise due to reliance on contract
staff and overtime.

* This further compresses margins even if
volumes stabilize.
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Case Study: Forecast Response

* Finance updates forecasts and recommends
cost control and capital adjustments.

* Leadership takes action based on updated
projections.
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Case Study: Outcome

* Timely action stabilizes financial performance
and preserves liquidity.

* Delayed response would have worsened
outcomes.
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Governance Framework

* Strong governance ensures accountability and
consistency in financial planning.

* It reduces bias and improves outcomes.
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Board Reporting Best Practices

* Board reports should clearly explain variances
and forward expectations.

* Clarity builds trust and credibility.
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Building Forecast Credibility

* Credibility is built through accuracy,
transparency, and consistency.

* Finance must clearly explain assumptions.
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Training Finance Teams

* Continuous training improves forecasting and
analytical capabilities.

* Organizations should invest in finance talent.
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Technology and FP&A Tools

* Modern tools improve forecasting accuracy
and efficiency.

* Automation reduces manual effort and errors.
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Future of Healthcare Finance

* Healthcare finance is becoming more
predictive and data-driven.

* Forecasting will play a larger role in decision-
making.
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Board Expectations

* Boards and management expect clear,
transparent reporting that distinquishes
between budget and forecast performance.

* They rely on forecasts to understand future
risks and opportunities.
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Governance Best Practices

* Strong governance includes clear processes,
consistent reporting, and accountability for
assumptions.

* This helps reduce bias and improve financial
decision-making.
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Key Takeaways

* Budgets and forecasts serve different but
complementary roles in healthcare finance.

* Accurate forecasting enables better decision-
making and financial sustainability.
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Final Thoughts

* Finance leaders play a critical role in guiding
organizations through uncertainty using these
tools.

* Strong financial planning processes support
both operational and strategic success.
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Key Takeaways Reinforced

* Budgets set expectations, forecasts provide
reality-based insights.

e Both are essential for effective financial
management.
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Final Summary

* Healthcare finance requires balancing
planning with adaptability.
» Strong forecasting enables better outcomes.
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Discussion Questions

* How does your organization differentiate
budgeting and forecasting?

* What challenges do you face in forecasting
accuracy?
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