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CASE MODEL 1 
 

THE FEDERAL VETERAN’S ADMINISTRATION HEALTHCARE SYSTEM 

Because the Federal Veteran’s Administration (VA) Healthcare System does not 
routinely prepare patient bills, VA researchers and analysts at the Health Economic 
Research Center (HERC) must rely on other sources to calculate the cost of patient 
encounters (www.herc.research.med.va.gov).  

Three cost accounting alternatives are available: Mixed (Micro) Cost Methods (MCM), 
Average Cost Methods (ACM,) and Decision Support Systems. (DSS) 

1. Mixed (Micro) Cost Methods include three approaches: 

a. Direct Measurement: is used to determine the cost of new interventions and 
programs unique to VA. Inputs such as staff time and supply costs are directly 
measured to develop a precise cost estimate. The time of each type of staff is 
estimated and its cost determined from accounting data. The analyst may 
directly observe staff time, have staff keep diaries of their activities, or survey 
managers. The cost of supplies, equipment, and other expenses must also be 
determined. Program volume is determined from administrative records, and 
average cost estimated. When units of service are not homogenous, unit costs 
may be estimated by an accounting approach, by applying estimates of the 
relative cost of each service, or via an econometric approach.  

b. Pseudo-bill: this method combines VA utilization data with unit costs from non-
VA sources to estimate the cost of patient care. This is commonly referred to as 
the pseudo-bill method, because the itemized list of costs is analogous to a fee-
for-service hospital bill.  The unit cost of each item may be estimated by using 
Medicare reimbursement rates, the charge rates of an affiliated university 
medical center, or some other non-VA sector source.  

c. Cost Function: this method requires detailed cost and utilization data for a 
specific, non-VA service to simulate the cost of a comparable VA service. If 
suitable non-VA data are available, a function can be estimated using cost-
adjusted charges as the dependent variable and information about the 
encounter as the independent variable. VA costs are simulated using VA 
utilization data and the function’s parameters. Its chief advantage is that it 
requires less data than is needed to prepare a pseudo-bill, making it a more 
economical way of (micro) mixed costing.  

2. Average Cost Methods (ACM): combine relative values derived from non-VA cost 
datasets, VA utilization data, and department costs obtained from the VA cost 
distribution report. Every encounter with the same characteristics is assumed to cost 
the same. Average cost estimates are needed because detailed mixed-costing is 
too time-consuming and laborious a method to apply it to all possible healthcare 
utilization. In many studies, and for some of the healthcare utilization in nearly every 
study, an “average cost method” can be used.  
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3. Decision Support Systems: researchers are beginning to use the Decision 
Support System (DSS), a computerized cost-allocation system adopted by VA. DSS 
staff is undertaking the difficult task of allocating costs to VA healthcare products 
and patients’ stays.  If DSS is found to be accurate, it will be an extremely useful 
source of VA cost information. Validation is an important step in the use of DSS 
data. Work with DSS to date suggests that analysts should not rely exclusively on 
DSS cost estimates. 

KEY ISSUES: 

Was the VA healthcare system correct with regard to using its current cost accounting 
systems? 

– Mixed (Micro) Cost Methods? 

– Health Economic Research Center? 

– Average Cost Methods (ACM)?  

– Decision Support Systems (DSS)? 

It became intuitively obvious that, even if a reliable DSS could be found, the financial 
manager should not rely exclusively on DSS cost estimates. 

 

 

 

Create PDF files without this message by purchasing novaPDF printer (http://www.novapdf.com)

http://www.novapdf.com
http://www.novapdf.com

