
HFMA Dixie

February 19th

3:30pm ET

A Crash Course in Cost Accounting and Cost Reduction

Dan Michelson 
Chief Executive Officer

Strata Decision Technology

Tushar Pandey
Director of Consulting Services, Decision Support

Strata Decision Technology



¢ƻŘŀȅΩǎ ¢ƻǇƛŎǎ
{ƛȄ ǉǳƛŎƪ άƭŜǎǎƻƴǎέ ƛƴ ƻǳǊ ŎǊŀǎƘ ŎƻǳǊǎŜ

1. Why do we need Cost Accounting? 

2. How does Cost Accounting work?

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

4. What Costing Methodologies should we use?

5. How is Advanced Cost Accounting different?

6. How can we leverage cost data to take action and drive out 
costs? 
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IƛǎǘƻǊƛŎ !ƴƴƻǳƴŎŜƳŜƴǘΧ

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 to value

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 based 
on the quality, rather than the quantity of care they give patients.

HHS has set a goal of tying 30 percent of traditional, or fee-for-
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 2018.HHS 
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 Programs.This is the first 
time in the history of the Medicare program that HHS has set 
explicit goals for alternative payment models and value-based 
payments.

% of payments

Program 2016 2018

Medicare payments 
to quality or value 
through alternative 
payment models, such 

as Accountable Care 
Organizations (ACOs) or 
bundled payment 
arrangements 

30% 50%

Traditional Medicare 
payments to quality 
or value  via programs like 

Hospital Value Based 
Purchasing and the Hospital 
Readmissions Reduction 
Programs

85% 90%
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The Financial Challenge

1 Centers for Medicare & Medicaid Services, Office of the Actuary, 2012 data
2  Annual Cost of Waste in the US Healthcare System according to a 2012 CBO report
3 HIMSS Innovation Survey 2013

BYTHENUMBERS

2.2%

Hospitals are 
struggling

The average operating 
margin for hospitals is 

~2.2% (1/3 have negative 
operating margins)1,2

$700B

There is significant 
ǿŀǎǘŜΧŀƴŘ ƻǇǇƻǊǘǳƴƛǘȅ

Over $700B spent on healthcare 
annually is considered waste 
(overuse, misuse, variation, 

inefficiency, harm)2

#1

Cost reduction has 
taken center stage

Finding cost reduction 
solutions has emerged as 

the #1 priority for 
healthcare providers3
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As revenue shrinks 

and margins tighten, 

providers have identified 

cost reduction as 

their #1 priority

Facing reimbursement pressure, hospitals must dramatically lower their cost structure and reduce waste while delivering 
outstanding care in order to remain viable.

1 HIMSS Innovation Survey (2013)

26%

40%

46%

51%

52%

54%

64%

65%

New Patient Acquisition

Service Expansion to
New Markets / Populations

Hospital Readmission
Reduction

Better Manage Risk and
Value-Based Payments

Medical Error Reduction

Improve Knowledge
Sharing & Management

Improve Patient
Satisfaction

Cost Reduction

Hospitals and Health Systems Must Cut Costs to Survive

HIGHESTPRIORITYFORHEALTHCAREPROVIDERS1
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$330M

$220M

$40M

$200M

$1B

$300M

$150M

$100M
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Physicians are Ready to Engage in Driving Down Costs

tƘȅǎƛŎƛŀƴǎ Ǉƭŀȅ ŀ ƪŜȅ ǊƻƭŜ ƛƴ ǊŜŘǳŎƛƴƎ ƘŜŀƭǘƘŎŀǊŜ ŎƻǎǘǎΦ  IƻǿŜǾŜǊΣ ǘƘŜȅ ŘƻƴΩǘ ƘŀǾŜ ŀŎŎŜǎǎ ǘƻ Ŏƻǎǘ ŘŀǘŀΦ  /ƭƻǎƛƴƎ ǘƘƛǎ ƎŀǇ 
represents one of the most significant opportunities to drive value in healthcare.

~20% 
Only 1 in 5 MDs could correctly 
estimate the cost for common 

orthopedic devices

>80% 
Over 8 of 10 MDs would consider 

cost as a key criteria in the selection 
of a medical device

PHYSICIANSATSIXMAJORHEALTHCARESYSTEMSWEREASKEDTOESTIMATETHECOSTOF13 COMMONLYUSEDORTHOPEDICDEVICES

(ESTIMATESWITHIN20% OFACTUALCOSTSWERECONSIDEREDCORRECT)1

tƘȅǎƛŎƛŀƴǎ ŘƻƴΩǘ ƪƴƻǿΧΧōǳǘ Řƻ ŎŀǊŜ ŀōƻǳǘ Ŏƻǎǘ

n =503 MDs at orthopedic departments at Duke, Harvard, University of Maryland, Mayo, University of Pennsylvania, Stanford, and Washington University

1Survey Finds Few Orthopedic Surgeons Know the Costs of the Devices They Implant, Health Affairs, January 2014.
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Linking Clinical and Financial Outcomes Will be Critical
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Source: Harvard Business Review, The Strategy That Will Fix Healthcare (October 2013)

¢ƘŜ !ōǎŜƴŎŜ ƻŦ !ŎŎǳǊŀǘŜ /ƻǎǘ LƴŦƻǊƳŀǘƛƻƴΧά!ǎǘƻǳƴŘƛƴƎέ

ά¢ƘŜ absence of accurate cost 
information in health care is 
nothing short of astoundingέ

ά¢ƘŜ existing systems are 
ǿƘƻƭƭȅ ƛƴŀŘŜǉǳŀǘŜέ

άIŜŀƭǘƘŎŀǊŜ organizations are 
flying blind in deciding how to 
improve processes and 
ǊŜŘŜǎƛƎƴ ŎŀǊŜέ

άUnderstanding true costs will 
finally allow clinicians to work 
with administrators to 
ƛƳǇǊƻǾŜ ǘƘŜ ǾŀƭǳŜ ƻŦ ŎŀǊŜέ

Michael Porter
Professor
Harvard Business School

SIGNIFICANTMARKETOPPORTUNITYFORCOST

ANALYTICSSOLUTIONS

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.

Less than 10% of health systems have an 
advanced cost accounting solution

10%

51%9%

30%

Advanced Decision Support Legacy Decision Support

Self-Developed No System

Decision Support Market Penetration

Source: HIMSS Analytics, Company Analysis
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¢ƻŘŀȅΧƛƴ aƛŎƘƛƎŀƴ
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Iƻǿ Řƻ ȅƻǳ ǇǊƛŎŜΧ
ǿƘŜƴ ȅƻǳ ŘƻƴΩǘ ƪƴƻǿ ȅƻǳǊ ŎƻǎǘΚ
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άмл wŜŀǎƻƴǎ IƻǎǇƛǘŀƭǎ ŀǊŜ {ƘƛŦǘƛƴƎ 
ǘƻ !ŘǾŀƴŎŜŘ /ƻǎǘ !ŎŎƻǳƴǘƛƴƎέ
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The Top10 

Reasons 

Hospitals are 

Shifting 

to Advanced 

Cost 

Accounting



10. To Understand True Margins

9. To Identify Opportunities to Reduce Cost

8. To Understand Total Cost of Care from 

Both Inpatient and Outpatient Costs

7. To Bring Together Financial + Clinical 

Data

6. To LƴǘŜƎǊŀǘŜ ǿƛǘƘ hǊƎŀƴƛȊŀǘƛƻƴΩǎ 9IwΣ 

ERP and EDW

άмл wŜŀǎƻƴǎ IƻǎǇƛǘŀƭǎ ŀǊŜ {ƘƛŦǘƛƴƎ 
ǘƻ !ŘǾŀƴŎŜŘ /ƻǎǘ !ŎŎƻǳƴǘƛƴƎέ

Source: .ŜŎƪŜǊΩǎ IƻǎǇƛǘŀƭ wŜǾƛŜǿ, 4-1-2014

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 

via Dashboards
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{ƛȄ ǉǳƛŎƪ άƭŜǎǎƻƴǎέ ƛƴ ƻǳǊ ŎǊŀǎƘ course today

1. Why do we need Cost Accounting?

2. How does Cost Accounting work?

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

4. What Costing Methodologies should we use?

5. How is Advanced Cost Accounting different?

6. How can we leverage our cost data to take action and 
drive out costs? 
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Payor/Financial Class

Patient Type

Service Line

Understanding Profitability
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aŀƪƛƴƎ ¢ƘŜ ±ƛǎƛƻƴ wŜŀƭƛǘȅΧ9ƴǘŜǊǇǊƛǎŜ tǊƻŦƛǘŀōƛƭƛǘȅ

©2015 Strata Decision Technology



The Costing Process

Decision 
Support

EHR

ERP

EDW

Clean-up Data

Allocate overhead 
expenses

Allocate total 
expenses to activities

Attribute supply-
chain costs

Allocate costs to 
patient encounters

Report

Clinical &  Financial
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1. Department Level Costing (Align GL to Revenue Data)

ï Reclassification ςmoving/aligning direct dollar

ï Overhead Allocation ςallocating indirect dollars

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

ï Charge Allocation (RCC, RVU, CCR, % Markup, etc)

The Costing Process Cont. 
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{ƛȄ ǉǳƛŎƪ άƭŜǎǎƻƴǎέ ƛƴ ƻǳǊ ŎǊŀǎƘ course today

1. Why do we need Cost Accounting?

2. How does Cost Accounting work?

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

4. What costing methodologies should we use?

5. How is Advanced Cost Accounting different?

6. How can we leverage our cost data to take action and 
drive out costs? 
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Looking at Cost Types

Describes cost source and cost type

ïFixed: Not impacted by volumes (maintenance, utilities)

ïVariable: Increases with Volume(supplies, salaries)

ïDirect: Directly related to patient care (lab, ICU)

ïIndirect: Indirectly related to patient care (IT, Finance)
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Looking at Cost Components
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Looking at Cost Components Cont. 

ÅCategorization of expenses used in cost reporting and 
allocation
ïRecommendation: Align with income statement line items

ïRecommendation: Typically between 10-20 cost components

ÅCost components can contain indirect and direct dollars 
ïSalaries and Wages (indirect and direct)

ÅCost Component can also be specific to a cost type
ïRecommendation: Typically between 10-20 cost components
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Sample Cost Buckets

Salaries
ÅPhysicians
ÅNon Physician Medical 

Practioners
ÅRN - Patient Care
ÅRN - NonpatientCare
ÅLPN
ÅAllied Health Professional
ÅAlliedHealth Technical
ÅManagement
ÅSpecialized Professionals
ÅClerical and Admin
ÅService and Support
ÅResearch

Other
ÅEmployee Benefits
ÅMedical Supplies
ÅPharmaceutical Supplies
ÅOther Supplies
ÅPurchased Medical Services
ÅPurchased Services - Other
ÅRepairs and Maintenance
ÅUtilities
ÅRent
Å Insurance
ÅGeneral
ÅDepreciation and Amortization
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Must-Have Statistics

ÅCan be used to allocate expenses rather than using manual 
percentages

ïHelps to automate costing

ïCan be updated monthly, quarterly, or yearly

- Recommendation: Find the right balance!
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DIRECTMETHOD SEQUENTIAL/STEP-DOWNMETHOD SIMULTANEOUS/RECIPROCALMETHOD

Allocate Overhead Expenses

Increasing accuracy of costing results

Allocation of overhead expenses as indirect dollars  to revenue department. 
Example: IS and Accounting
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Å Allocates overhead costs only to 
revenue generating cost centers

Å No interaction between overhead 
cost centers prior to allocation

Advantages:
Å Simplistic costing model
Å Easy to use and maintain

Disadvantages:
Å Inaccurate costing results

DIRECTMETHOD SEQUENTIAL/STEP-DOWNMETHOD SIMULTANEOUS/RECIPROCALMETHOD

Overhead Methods - Compare and Contrast

Å Allocates overhead costs one cost 
center at a time to remaining 
overhead and revenue generating 
cost centers in a cascading manner

Å One-way interaction between 
overhead cost centers prior to 
allocation

Advantages:
Å Simplistic costing model
Å Easy to validate

Disadvantages:
Å Costing results not very precise

Å Allocates overhead costs to revenue 
generating cost centers by fully 
recognizing the mutual services 
provided among all overhead cost 
centers 

Å Full two-way interaction between 
overhead cost centers prior to 
allocation

Advantages:
Å Precise costing results
Å Easy to maintain

Disadvantages:
Å More complex to understand and 

validate
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Increasing accuracy of costing results
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What Costing Methodology Should You Use?

1. Standard Cost: ΨƘŀǊŘ ŎƻŘŜŘΩ ōŀǎŜŘ ƻƴ ŎƘŀǊƎŜ ŎƻŘŜ

2. RCC: ratio of cost to charge

3. RVU: relative value unit

4. CCR: ratio of cost to charge at the test level (encounter level)

5. % Markup: reverse markup charge schedule (encounter level)

6. Supply Cost:  acquisition cost (encounter level)

7. Activity Based Costing (ABC) ςallocation to chargeable and non-
chargeable activities

8. Time Driven Activity Based Costing (TDABC) ςidentify max capacity

©2015 Strata Decision Technology



Cost Accounting is Not One Thing (e.g. TD-ABC) 

Private & Confidential ©2015 Strata Decision Technology
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