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Why do we need Cost Accounting?
How does Cost Accounting work?

What Cost Buckets should we use and how should we
allocate overhead?

What CostindMethodologies should we use?
How is Advanced Cost Accounting different?

How can we leverage cost data to take action and drive out
COsSts?
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News

FOR IMMEDIATE RELEASE
January 26, 2015

Contact: HHS Press Office

Better, Smarter, Healthier: In historic announcement,
HHS sets clear goals and timeline for shifting Medicare
reimbursements from volume towalue

In a meeting with nearly two dozen leaders representing
consumers, insurers, providers, and business leaders, Health and
Human Services Secretary Sylvia M. Burwell today announced
measurable goals and a timeline to move the Medicare program,
and the health care system at large, toward paying providers basej
on the quality, rather than the quantity of care they give patients

HHS has set a goal of tying 30 percent of traditional, ofdee
service, Medicare payments to quality or value through alternative
payment models, such as Accountable Care Organizations (ACOS)
or bundled payment arrangements by the end of 2016, and tying

50 percent of payments to these models by the end of 20HBIS

also set a goal of tying 85 percent of all traditional Medicare
payments to quality or value by 2016 and 90 percent by 2018
through programs such as the Hospital Value Based Purchasing and
the Hospital Readmissions Reduction Prograififss is the first

time in the history of the Medicare program that HHS has set

explicit goals for alternative payment models and vahased

payments.
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The Financial Challenge

By THENUMBERS

2.2% $700B #1

Hospitals are There is significant Cost reduction has
struggling gl aGSXIyR 2L NI dagkenicénter stage
The average operating Over $700B spent on healthcare Finding cost reduction
margin for hospitals is annually is considered waste solutions has emerged as
~2.2% (1/3 have negative (overuse, misuse, variation, the #1 priority for
operatingmargins}-2 inefficiency, harm) healthcare providers

L Centerdor Medicare & Medicaid Services, Office of Amtuary, 2012 data
2 Annual Cost of Waste in the US Healthcare System according to a 2012 CBO report
3 HIMSS Innovation Survey 2013
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Hospitals and Health Systems Must Cut Costs to Surviy

Facing reimbursement pressure, hospitals must dramatically lower their cost structure and reduce waste while delivet

outstanding care in order to remain viable.

As revenue shrinks
and margins tighten,
providers have identified
cost reduction as

their #1 priority

1HIMSS Innovation Survé013)
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HIGHESPRIORITFORHEALTHCARBROVIDERS

<Cost Reduction— 65% >

Improve Patient

Satisfaction 64%

Improve Knowledge

0,
Sharing & Management 54%
Medical Error Reduction 52%
Better Manage Risk an
ge i 51%
Value-Based Payment
Hospital Readmissio
Spi issi 46%

Reduction

Service Expansion to

0
New Markets / Populations 40%

New Patient Acquisition 26%
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$330M $1B
$150M

200M
$220M ®

s1oom  $S0OM  ga0m
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Physicians are Ready to Engage in Driving Down Cost

t KEAAOAlI YA LXI& | 1S&@ NRfS Ay NBRdAzZOAYy3I KSIfGKOINB 02
represents one of the most significant opportunities to drive value in healthcare.

PHYSICIANST SIXMAJORHEALTHCARE STEM&EREASKETOESTIMATEHECOSTOF13 COMMONLYSEDDRTHOPEDREVICES

(ESTIMATE®VITHIN20%OFACTUAICOSTSVERECONSIDEREIDRRE QT

t KEAAOALFIYa R2y QiU (y26Xodzi R2 OF NB | 62 dzf

~20% >80%
Only 1 in 5 MDs could correctly Over 8 of 10 MDwrould consider
estimate the cost for common cost as a key criteria in the selection

orthopedic devices of a medical device

n=503MDs at orthopedic departments at Duke, Harvddajversityof Maryland, Mayolniversityof Pennsylvania, Stanford, and Washingtémiversity

1SurveyFinds Few Orthopedic Surgeons Know the Costs of the Devices They Implant, Health Affairs, January 2014.

©2015 Strata Decision Technology



Physician Performance

AMI Composite Score

Clinical Performance Metric

92.0

Linking Clinical and Financial Outcomes Will be Critical
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While hospitals and health systems understand the need to dramatically cut their cost structure, they cannot make

informed decisions due to a lack of information.

4 ¢ EHence of accurate cos:
information in health care is

\ ard ° nothing short of astounding
Iness
Review - .
a ¢ Ex&sting systems are
THE STRATEGY gK2ftte AylRSI|d
THAT WILL FIX

HEALTH CARE
‘ Gl St t drgaOiratoBs are
flying blind in deciding how to
J ; improve processes and
NERSaA3Iy OF NB:¢

Michael Porter , _ _
Professor dUnderstanding true costs wil

with administrators to
AYLINR S UKS @It dzS

Source: Harvard Business Review, The Strategy That Will Fix Healthcare (October 2013)

2

I Less than 10% of health systems have ah

SGNIFICANIMARKETOPPORTUNITRORCOST

ANALYTICSOLUTIONS

Decision Support Market Penetration

advanced cost accountirgplution

J———-

lgdl\-/arll\!:‘gi Becision Supports Legacy Decision Support
m Self-Developed E No System

Source: HIMSS Analytics, Company Analysis
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MySpectrum  Log bn

TO BEGIN, PLEASE CHOOSE THE TYPE OF PROCEDURE YOU'LL BE HAVING:

Surgical & Medical Procedures

o Inpatient Procedure Estimated Average Prices
Qutpatient Procedure Estimated Average Prices
Childbirth Services Estimated Average Prices

H 03

A Diagnostic Procedures 50

A CT Scan Prices 20
Laboratory Prices

F Mammoqgraphy Prices B3
MRI Prices

PET Scan Prices
T| Ultrasound Prices

™ e aciual procedure parormen % Send Flowers »
» Patient and Family Advisory Hyou do ned gea the procedure you afe looking Tor, please cortact our pricng
Councils specialisl, e Visit a CarePage »
» Patient Stories Wyhat |15 INCLUDED in these prices?

+| Give Us Your Feedback »
Pricas inclpde: Spacirum Healh equipment feas, stafl lime and supplies

r
4P hima )
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The Top10
Reasons
Hospitals are
Shifting

to Advanced

Cost
Accounting
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10. ToUnderstand True Margins
9. To ldentify Opportunities to Reduce Cost

8. ToUnderstand Total Cost of Care from

Both Inpatient and Outpatient Costs

7. ToBring TogetheFinancial + Clinical

Data

6. TOLY 0 SINIUS 6A0K hNH
ERP and EDW

@ Source: SO1 SNDa | 243LM4 | §

5. To Integrate Cost Accounting with

Overall Financial Management

4. To Understand How to Price Right

3. To Run Costing Quickly/Frequently
2. To Improve Accuracy of Costing Data

1. To Make Cost Data More Actionable
- Wid [’balsh&darﬂsy Qa 91 wZX
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Why do we need Cost Accounting?
How does Cost Accounting work?

What Cost Buckets should we use and how should we
allocate overhead?

What CostindMethodologies should we use?
How is Advanced Cost Accounting different?

How can we leverage our cost data to take action and
drive out costs?



Understanding Profitability

Payor/Financial Class

Length Of % of

Cases Stay ALOS Charge Deduction Payment Charges Direct Cost Contribution Margin Indirect Cost Operating Margin
Commercial =] 236,807 199,720 0.84  $617,815747  $343,190,674 5274625073 44.45% $162,037,931 $112,587,141.84 $88,629,938 $23,957,136.26
Medicaid =] 122,143 61,629 050  $312,671,043  $254,456,443 $58,214,601 18.62% 581,484,776 ($23,270,174.89) 548,925,374 ($72,195,637.24)
Medicare =] 214,254 179,848 0.84  5610,896,019  5459,125308  5151,770,711 24.84% 5162,570,049 (510,799,337.36) 581,089,167 ($91,888,678.84)
Not Specified ] 201 1 0.00 $35,548 529,661 $5,888 16.56% 522,506 ($16,617.70) $5,242 ($21,858.53)
Self Pay =] 38,718 16,077 042  $114,332,818  $112,391,721 $1,541,097 1.7% 525,555,059 ($23,613,962.28) $15,238,463 (338,852,442.35)
::L‘:;E:T:L‘:':“ - Primary - 612,123 457,275 0.75 $1,655,751,176 $1,169,193,806  $486,557,370 29.39% $431,670,320 $54,887,049.61 $233,888,185 ($179,001,481.70)
Patient Type
Cases Length Of ALDS Charge Deduction Payment % of Direct Cost Contribution Margin Indirect Cost Operating Margin
Stay Charges
Inpatient ] 29,801 125,783 422  5980,460,334  $690,034,454  $290,434,880 29.62% $245,195,787 $45,239,093.37 $148,085,690 ($102,846,943.15)
Outpatient = 582,322 331,492 0.57  $675,281,842  $479,159,352  $105,122,490 25.04% $186,474,534 $9,647,956.24 $85,802,495 ($76,154,538.55)
Total Patient Type - Major Type 612,123 457,275 0.75 $1,655,751,176 $1,169,193,806  $486,557,370 29.39% $431,670,320 $54,887,049.61 $233,888,185 ($179,001,481.70)
Service Line
Cases Length Of ALOS Charge Deduction Payment % of Direct Cost Contribution Margin Indirect Cost Operating Margin
Stay Charges
Burn = 671 1,175 175 $10,033,807 $7,459,413 $2,574,304 25.66% $3,115,470 ($541,075.89) $2,037,172 ($2,578,248.59)
cardiology =] 14,483 14,219 098  $185,140,533  $136,808,527 $52,332,006 27.67% $432,185,309 510,146,697.15 $23,309,422 ($13,162,772.73)
Gastroenterology = 21,452 9,714 045 26,252,995 $70,009,151 $26,243,844 27.27% $19,177,916 $7,065,928.66 $12,392,515 ($5,326,617.72)
General Medicine = 84,997 30,174 036  $270,265,323  5198,027,263 572,238,060 26.73% 560,100,608 $12,137,451.78 537,287,526 ($25,150,132.30)
General Surgery =] 16,669 18,458 111 5$235456,143  $167,708,381 567,747,762 28.77% $53,809,404 513,938,358.42 $32,402,435 ($18,464,230.66)
Neurology = 12,788 12,993 102 5145820868  $101,615,152 $44,205,716 30.32% $33,683,306 $10,522,410.33 $18,355,531 ($7,833,076.75)
Oncology = 15,414 16,916 1.10 $66,200,274 545,426,367 520,773,907 31.38% 514,803,200 $5,970,707.04 $8,415,609 ($2,444,905.05)
Orthopedics =] 36,548 12,796 035  $169,152,771  5117,007,024 $52,145,747 30.83% $40,265,534 $11,880,212.71 $20,860,628 ($8,980,424.33)
Other = 362,549 278,789 077  $200,024,309  5$139,089,660 $60,934,649 30.46% $99,478,218 ($38,543,568.93) $32,388,881 ($70,932,492.73)
Otolaryngology = 11,931 19,110 1.60 $34,273,854 523,467,628 510,806,226 31.53% $6,085,221 $4,721,005.22 54,152,241 $568,772.10
Psychiatry = 6,298 12,564 193 $37,464,273 $29,653,313 $7,810,960 20.85% $9,642,277 ($1,831,317.60) 46,864,388 ($8,695,709.93)
Urology = 4,353 1,638 0.38 $37,373,992 $26,963,750 $10,410,242 27.85% $6,950,846 $3,458,395.51 $4,760,908 ($1,301,507.50)
Women and Children = 23,970 28,729 120  5164,292,033  5$105,558,177 $58,333,857 35.51% 542,373,011 $15,560,845.18 $30,660,930 ($14,700,135.10}
Total Patient Encounter - Service 612,123 457,275 075 $1,655,751,176 $1,169,193,806  $486,557,370 29.39% $431,670,320 $54,887,049.61 $233,888,185 ($179,001,481.70)
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Orthopedics
Hospital

Professional

Cardiothoracic Surgery

Hospital
Professional
General Surgery
Hospital
Professional
Meurosciences
Hospital
Professional
Cardiology
Hospital

Professional

Contribution +
Margin

$33,908,029

($2,224,301)

5§24 985,637

{540,608)

§26,703,762

(53,367,004}

25,323,884

(34,585,183)

13,096,140

(546,204)

¢ KS

Charge

3160,492 433 64

$4,913,136.85

5109,504,547.74

$102,281.64

5195,420,820.03

57,878,286.95

5130,508,037.99

$14,851,319.78

564 091,548 69

$204,239.15

+ A

Direct Cost

§35,300,125.28

$3,175,854 89

518,154,113 .48

$62,964.53

541 541 334.20

54 817 657.24

526 4594 571.48

$7,165,203.99

510,399,168.40

$87,463.70

Indirect Cost

§15,691,494 32

%1,182,264 85

$10,594,284.92

$22,973.45

$29 292,179.33

51,811 500.08

515,134,781.61

$3,039,399 85

55,083 616.60

$38,334.81

Payment
Amount

S84 890,648 73

$2,133,819.17

$53,734,035.76

$45,330.01

$97,537,275.72

$3,262,153 48

$67,953,237.56

$5,619,420.62

$30,478,024 69

$79,504.46

Cases

21056

4186

1058

59

11159

5950

13448

9395

4875

193
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The Costing Process Cont.

1. Department Level Costing (Align GL to Revenue Data)
I Reclassificatioq moving/aligning direct dollar
I Overhead Allocatiog allocating indirect dollars

2. Charge Level Costing (Assigning department expenses to
charge codes/activities)

I Charge Allocation (RCC, RVU, CCR, % Matkup,
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Why do we need Cost Accounting?
How does Cost Accounting work?

What Cost Buckets should we use and how should we
allocate overhead?

What costing methodologies should we use?
How is Advanced Cost Accounting different?

How can we leverage our cost data to take action and
drive out costs?



Looking at Cost Types

Describes cost source and cost type
I Fixed Not impacted by volumes (maintenance, utilities)
I Variable:Increases with Volume(supplies, salaries)

I Direct Directly related to patient care (lab, ICU)
I Indirect: Indirectly related to patient cardT, Finance)



Looking at Cost Components

Variable Direct WVariable Indirect  Fixed Direct Fixed Indirect

Direct Cost Indirect Cost Fixed Cost Variable Cost Cost Cast Cost Cost Total Cost

Amortization Interest 50 $396,181 $396,181 S0 50 50 50 $396,181 $396,181
Depreciation $687,853 $973,672 $1,661,524 50 S0 S0 $687,853 $973,672 $1,661,533
Employee Benefits §1,793,611 5799011 $633,236 $1,960,286 $1,614,252 $346,033 $179,359 3453877 $2,503,526
Implants $261,254 516 50 5261,270 5261,254 516 S0 50 $261,270
Insurance 5432 536,012 536,443 0 0 0 5432 536,012 536,443
Medical Supplies $910,861 {381,078) 5490 $820,293 $910,861 (581,568) 50 5490 $820,785
Non-Medical Supplies $646,820 576,142 $722,962 0 50 50 $646,820 576,142 $722,968
Other Expenses $137,479 $109,234 $246,713 0 50 50 $137,479 $109,234 $246,720
Other Operating ($455,597) ($317,118) ($734,524) (538,189) (522,631) (515,558) ($432,068) ($301,558) ($772,718)
Revenue

Pharmaceuticals $466,325 3156,661 3,244 $619,741 $466,325 5153416 50 53,244 $622,085
Professional Fees $272,243 $215,504 $487,747 50 S0 S0 $272,243 $215,504 $487,747
Provider Tax 50 $915,501 $915,501 0 50 50 50 $915,501 $915,501
Purchased Services 3406,315 3905,106 $1,116,855 5194 565 $101,572 502,986 $304,736 $812,120 $1,311,422
salaries and Wages 55,807,778 52,362,834 51,838,816 36,331,796 $5,227,003 51,104,793 $530,775 $1,258,041 38,170,606
Utilities 5555 $238,871 $230,426 0 50 50 5555 $288,871 $280,426

4P hima
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Looking at Cost Components Cont.

A Categorization of expenses used in cost reporting and
allocation

I RecommendationAlign with incomestatement lineitems
I RecommendationTypically between 120 costcomponents

A Cost components can contain indirect and direct dollar
I Salaries and Wages (indirect and direct)

A Cost Component can also be specific to a cost type
I RecommendationTypically between 120 cost components



Sample Cost Buckets

Salaries

A Physicians

A Non Physician Medical
Practioners

A RN- Patient Care

A RN- NonpatientCare

A LPN

A Allied Health Professional

A AlliedHealth Technical

A Management

A Specialized Professionals

A Clerical and Admin

A Service and Support

A Research

Other

A Employee Benefits

A Medical Supplies

A Pharmaceutical Supplies

A Other Supplies

A Purchased Medical Services
A Purchased Service©ther

A Repairs and Maintenance

A Utilities

A Rent

A Insurance

A General

A Depreciation and Amortization



Must-Have Statistics

A Can be used to allocate expenses rather than using manus
percentages

I Helps to automate costing
I Can be updated monthly, quarterly, or yearly

Statistic Type Source Account Range /Rollup Account Range/Rollup Details
Patient Revenue [System  GL |Operating Revenue Patient revenue accounts only
SQFT Manual  |Outside Source/Manual |
Direct Expenses System | GL |Operating Expense All accounts, but management fees
Total Revenue System GL Operating Revenue |All revenue accounts
FIE [System  |GL

- Recommendationfind the right balance!

@..
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Allocate Overhead Expenses

Allocation of overhead expenses as indirect dollars to revenue department.
Example: IS and Accounting

Admin

DIRECT™METHOD SEQUENTIASTEPDOWNMETHOD SMULTANEOURECIPROCAMETHOD

Support Departments Production Departments Support Departments

|
X

©2015 Strata Decision Technology

Increasing accuracy of costing results



Overhead Methods Compare and Contrast

DIRECMETHOD SEQUENTIASTERPDOWN METHOD SMULTANEOURECIPROCAVETHOD
A Allocates overhead costs only to A Allocates overhead costs one cost A Allocates overhead costs to revenue
revenue generating cost centers center at a time to remaining generating cost centers by fully
A No interaction between overhead overhead and revenue generating recognizing the mutual services
cost centers prior to allocation cost centers in a cascading manner provided among all overhead cost
A Oneway interaction between centers
overhead cost centers prior to A Full twoway interaction between
allocation overhead cost centers prior to
Advantages: allocation
A Simplistic costing model Advantages:
A Easy to use and maintain A Simplistic costing model Advantages:
A Easy to validate A Precise costing results
Disadvantages: A Easy to maintain
A Inaccurate costing results Disadvantages:
A Costing results not very precise Disadvantages:
A More complex to understand and
validate

Increasing accuracy of costing results

@ e ©2015 Strata Decision Technology



Overhead De partment Type Statistic Targeted Departments

Depredation,/Building Mainte nance/Utilities Square FeetbyBuilding

Building Improvement Buildinglmprovement Expense
Research Clinical and Basic Research Expense
Infermation Systems FTEs/Discharges/Total Expenses
Direct Administrator TotalExpenses

PatientCare - Laundry Pounds of Laundry

PatientCare - Dietary Meals

PatientCare -Nursing Admin MNursing Hours/Nursing FTEs
PatientCare - Central Senrio:e5| Central Service Requests
PatientCare - Medical Records Medical Records Reviewed
PatientCare -Socdial Service Social Service Visits
PatientCare -Uncompensated Care Uncompensated Care Expense
PatientCare - Dedicated Education Salary Expense

PatientCare -Trauma Total Expense Emergency Rooms
PatientCare - Child Life/MNursing Registry/Control Center TotalExpense

PatientCare -Nursing Control Centers Salary Expense

PatientCare -Training/Space Rented to Commercial Enterprises/OtherRSTand IDE Funds | Patient Care Expense

General Admin - Child Advocacy/Malpractice PatientCare Expense

General Admin - Ethics and Compliance FTEs

General Admin - Medical Program Discharges

General Admin - MarketingMNetwork Patient Revenue

General Admin - Revenue Cycle Billing Patient Revenue/Costper Claim (if available)
General Admin - Ambulatory Center OutpatientRevenue

General Admin - Purchasingand Material Management Supply Expense

General Admin - Finance/President/CO0/General Counsel Total Expense

General Admin - Inventory Staging/Payroll/Benefits /Overhead Salary Expense

Cafeteria FTEs

@ htma
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Why do we need Cost Accounting?
How does Cost Accounting work?

What Cost Buckets should we use and how should we
allocate overhead?

What CostingMethodologies should we use?
How is Advanced Cost Accounting different?

How can we leverage our cost data to take action and
drive out costs?
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What CostingMethodology Should You U&e

Standard Cost! K NR O2RSRQ ol aSR 2y OK
RCCeratio of cost to charge

RVU relative value unit

CCRratio of cost to charge at the test level (encounter level)

% Markup reverse markup charge schedule (encounter level)
Supply Cost acquisition cost (encountéevel)

Activity Based CostingAB( ¢ allocation to chargeable and nen
chargeable activities

TimeDriven Activity Based Costing DAB{L¢ identify max capacity
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Cost Accounting is Not One Thing (e.g-ABC)
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