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Topics m Economics and Management Accounting
for Health Care Fmanclng Reforms

ObjectIves

The ObjectIves of thIs workshop are to (1) mtroduce local consultant econonnsts, seruor
health managers, chIef econonnsts and financIal support staff to key econonnc tOPICS and
management accountmg tools that are relevant to current trends m health care finaflcmg
reform, (2) to proVIde practIcal expenence to these same mdIVIduals m usmg these tools,
and (3) to gUIde these mdiVIduals m desIgrung and Implementmg systems of management
accountmg as they prepare for health econonnc reforms

Participants

ThIs workshop IS desIgned for about 25 partICIpants, typIcally local consultant econonnsts,
seruor managers, chIef econonnsts and seruor finanCial support staffofhealth facIlItIes

Format

The workshop IS dIVIded mto 6 modules Modules 1 through 5 mclude a set of overheads
for classroom presentatIOn and small group exerCIses Each module should take from 1/2
to 1 day to cover WIthIn each module, a 1 to 2-hour presentatIon IS gIven m combmatIOn
With exerCIses and dIscussIOn In Module 6, the partICIpants are asked to work through a
longer-term project over the course of the workshop

Module 0 IntroductIOn and Glossary
Module 1 Per CapIta Budgets for Oblasts, Rayons, and CItIes
Module 2 PractIcal ApplIcatIOns ofCost Accountmg Methods
Module 3 Budgetmg Tools for Market-onented Reforms
Module 4 Understandmg AlternatIve Payment Methods
Module 5 User Fees
Module 6 Fmal Group Project
EvaluatIon Form

Key Reference Materials

The follOWing ZdravReform Program documents can be used for further reference

• Management Accounting Manual for Health Care Facllztles In the NIS (Wouters,
Else)

• AllocatIOn of a Global Budget on the BaSIS of PopulatIOn and Other Health Care
Needs by an Oblast Health AdministratIOn (Knowles)
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TopicS m Economics and Management Accounting

I
for Health Care Fmancmg Reforms

DAYl

I 900 - 9 30 General IntroductIOn ofInstructor and PartIcIpants

930 - 10 30 Introducnon to Course

I 1030 - 1045 Coffee Break

I 1045-1230 Per CapIta Budgetmg Methods

1230-1400 Lunch

I 1400 - 15 15 Per CapIta BudgetIng Methods

I 15 15 - 15 30 Coffee Break

I
1530-1700 Per CapIta BudgetIng Methods ExerCIses & DIScussIon

IntroductIon to Cost Accountmg

I DAY 2
900 - 10 30 Cost AccountIng

I 10 30 - 10 45 Coffee Break

1045 - 1230 Cost AccountIng

I 1230 - 1400 Lunch

I 1400 - 15 15 Cost Accountmg DIscuSSIOn and Fmal ExercIses

I
15 15 - 15 30 Coffee Break

1530 - 17 00 Cost Accountmg Wrap-Up

I Budgetmg Tools for Market-Onented Reform

I
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DAY 3
900 - 10 30

10 30 -10 45

10 45 - 1230

1230 - 1400

1400 - 15 15

15 15 - 15 30

1530 - 1700

DAY 4
900 - 1030

10 30 - 10 45

10 45 - 1230

1230 - 1400

1400 - 15 15

15 15 - 15 30

1530-1700

Budgetmg Tools for Market-Onented Reform

Coffee Break

Budgetmg Tools DIscussIon & ExerCIses
AlternatIve Payment Methods

Lunch

AlternatIve Payment Methods

Coffee Break

AlternatIve Payment Methods DIscussIon
Work Groups on Fmal Group Project

AlternatIve Payment Methods

Coffee Break

User Fees

Lunch

User Fees

Coffee Break

Work Groups on Fmal Group Project

•
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DAYS
900 -10 30

10 30 - 10 45

10 45 - 1230

1230 - 1400

1400 - 15 15

15 15 - 15 30

1530 - 1700

CelebratIon Dmner

User Fees

Coffee Break

Fmal Workmg SessIOn on Group Projects

Lunch

Group PresentatIOns

Coffee Break

Group PresentatIOns & Fmal DIscussIOn
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GLOSSARY

Controllable costs Those costs that are reasonably under the control of the manager m questiOn
It IS often useful to Identify what costs are controllable by a given manager and wmch ones are
not Controllabl1Ity IS a measure of mfluence over the use or consumptiOn ofcosts (resources)

Non-controllable costs Those costs wmch cannot be controlled by a manager Generally, as an
mdiVIdual moves upward m a health care orgamzatiOn's management structure, costs become
more controllable by that mdiVIdual As you move downward m the structure, more and more of
the entIty's total costs become non-controllable to the mdiVIdual Department managers generally
have control over theIr dIrect costs and httle, If any control over the overhead that has been
allocated to theIr area

Cost object The Item for wmch the user IS trymg to estabhsh a cost Tills could be procedures,
actIVitIes, serVIces, or other Items that use or consume resources and are a target of the costmg
effort The term "cost object" IS a more genenc term and holds a greater apphcabIhty across the
many types ofdepartments For example, one department ffilght want to cost a gIven chrucal
procedure, willIe another department ffilght want to cost an actIVity Both are cost objects

Direct costs Costs clearly and drrectly assOCIated, traced, or Identmed to a cost object
Generally, dIrect costs are the labor resources, medIcal supphes, eqUIpment costs, and other
expenses dIrectly used to produce or dehver a cost object Examples would mclude nursmg tIme
With a patIent, medicmes, speCIfic eqUIpment

Fully absorbed costs Includes all costs-<iIrect and mdirect and allocated overhead A cost
object that IS fully costed IS Said to be one that has had all of these costs IdentIfied, attnbuted, or
allocated to that cost object

Indirect costs Those costs that cannot be dIrectly traced, IdentIfied, hnked or assOCIated WIth a
cost object, m a econoffilcally feaSIble way IndIrect costs are commonly referred to as all costs
that are NOT dIrect and typIcally mclude office supphes and most management costs that are not
drrect (hands-on patIent or dIrect actIVIty), adffilrustrative time, general overhead, etc

Indirect costs (allocated) Overhead costs that have eventually been attached to cost objects by
measures of allocatiOn Cost allocatiOn refers to takIng costs from one area or department such as
adffilrustration costs and allocatmg them to another department or cost object

Overhead costs IndIrect costs that are not easIly assOCIated With mdIVIdual patIents, procedures,
actIVItIes or serVIces and by theIr very nature, cannot be speCIfically IdentIfied to a gIven output
Overhead costs are costs that frequently reqUIre some form of aggregated allocatIOn to cost
objects TYPICal examples of overhead departments mclude such areas as accountmg, human
resources, adffilllistratiOn, secunty, and facIhty/bUIldmg mamtenance, etc

1



FIXed costs Those costs that do not vary WIth fluctuatiOns 10 volume, frequency or actIVIty The
deprecIatiOn cost or fixed monthly rent of a buIldmg that houses varyIng volumes of patients does
not change as the volume or frequency of patIent VISItS fluctuates

Variable costs Those costs that vary dIrectly or proportiOnally WIth changes 10 volume or
actIVIty X-ray film consumed 10 takmg chest X-rays IS a vanable supply cost As more chest X
rays are taken, more film IS consumed

Semi-variable costs Some costs have certam charactenstlcs ofboth fixed and vanable costs
These are also referred to as "mIxed costs" Telephone costs could be an example 10 that there IS
a fixed monthly base rate augmented by a vanable rate that mcreases as more long dIstance calls
are made

Relevant costs Expected future costs that dIrectly result from the proposed new project or
mvestment

Sunk costs Past costs that are unaVOidable because they cannot be changed no matter what
actiOn IS taken They are not mcluded 10 profitabIlIty analyses of future mvestments

Break-even pomt The volume at wmch losses no longer occur and profit begins Break-even
analysIs IS the detefffilnation ofthe mImmum volume or frequency necessary 10 order for a cost
object to be financIally self-supportmg The pomt at wmch total revenues equals total costs (fixed
plus vanable costs)

Break-even time CapItal budgetmg method that measures the tIme taken from the start of the
project to when the cumulatIve present value ofthe cash InflOWS ofa project to equal the present
value of the total cash outflows

AppropriatIOn budget Type ofbudget commonly associated WIth government agenCIes and
charactenzed by an authonzed spendmg level for a speCIfied penod

Fixed budgetmg A budget that IS not adjusted or altered after It IS drawn up, regardless of
changes 10 volume, cost dnvers, or other condItIons dunng the budget penod

FleXible Budget Budget that takes mto account the fact that certain costs vary WIth the level of
actiVIty or volume and other costs remam fixed over a relevant range of actIVIty FleXible budgets
antICIpate the pOSSIbIlIty ofchange and show planned revenues and planned expenses at vanous
levels ofvolume

FleXible budget variance The dIfference between actual results and the fleXible-budget amounts
adjusted for the actual volume acmeved

Variances DIfference between actual finanCial results and budgeted amounts

2
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Volume variance DIfference due to actual volume dlffenng from what was ongmally budgeted
FleXible budgetmg ellmmates tills vanance from the budget

VOlt cost or rate variance DIfference (vanance) due to the actual cost per umt or amount per
umt dlffenng from what was budgeted (or standards expected)

EffiCiency variance Vanance due to actual prodUCtlVlty dlffenng from what was budgeted

Fmancml Accountmg Focuses on standard accountmg techmques and how they are used to
report to external decIsIon makers (e g government) Methods follow legal and generally
accepted accountmg pnnclples

Management accountmg Focuses on mternal use ofmformatlOn Wlthm the enterpnse and IS the
process of IdentlficatlOn, measurement, accumulatlOn, analYSIS, preparaoon, mterpretatlOn, and
commumcatlOn ofmformatlOn that assIsts executIves m fulfilllng orgarnzaoonal goals

Management by exceptIOn The practIce of concentratmg on areas or processes Wlthm the
orgarnzatlOn that deserve attentIon and 19nonng areas that are presumed to be runmng smoothly

Management control system A means ofgathenng data to aid and coordmate the process of
makmg decIsions throughout the orgarnzation

Payback method (a form of break-even analysIs) Capital budgetmg method that measures the
time It Wlll take to recoup, m the form of cash inflOW from operatlOns, the total dollars mvested m
a project

Performance reports Reports that measure actiVlties These reports usually conSist of
compansons ofbudgets Wlth actual results and llnk them WIth volume and other prodUCtlVlty
mdicators

DecentralizatIOn The freedom to make deCiSions Total decentrallZatlOn m an orgamzatlOn
means ffilmmum constraints and maXImum freedom for managers to make deCISIons at the lowest
levels of an orgarnzatlOn

Responsibility centers Parts, segments, or subumts of an orgamzatlOn whose mangers are
accountable for specified set of aCOVlOes

Revenue center Responslbihty center m wruch a manager IS accountable for revenues only

Cost center Responsibillty center m wruch a manager is accountable for the costs (expenses)
only

3



Profit center ResponsIbIlIty center m wluch a manager IS accountable for revenues and costs

Stralght-hne depreciation DeprecIatIOn method m wluch an equal amount ofdeprecIatIOn IS
taken each year

Cost allocation base Factor (e g square meters, FTEs) that IS the common denommator for
systematIcally apportlomng a cost or group ofcosts to several cost objects such as department,
actiVIty or procedure

Cost management The performance by executIves and others m momtonng and controllIng the
cost ImplIcations of the strategies they are follOWIng

Contribution margm The contnbutIOn margm represents the dIfference between the rate or fee
charged for a cost object and the vanable costs reqUIred for proVIdmg that cost object Tlus
reSIdual amount, the dIfference, "contnbutes" toward covenng the fixed costs A related term
often used m break-even analySIS Break-even pomt formula IS (FIxed Costs/(pnce - vanable
costs»

RVU costs An acronym meamng RelatIve Value Costs Tlus IS a methodology for costmg where
the resources ofone procedure, product, actiVIty, or sefVIce (cost object) are measured 'relatIve'
to one another By establIslung a luerarchy of the relative consumptIOn ofresources among cost
objects, total costs can be aSSIgned to all cost objects accordmg to theIr relatIve value adjusted for
theIr frequency ofoccurrence

Relative value Index number aSSIgned to a procedure based upon the relatIve amount of labor,
supplIes, and capItal needed to perform the procedure

Average costs Full costs dIVIded by the volume or frequency of the cost object

Bad debt An payment that IS unpaId

Capital budgetmg The process of planmng expendItures on durable assets that last longer than
one year

Cash budget A schedule shOWIng cash flows (receIpts, dIsbursements, and net cash) for an
enterpnse over a specIfied penod oftime

Expenses Costs that have been used or consumed m carrymg on some actIVIty

Internal control The plan oforgaruzatlon ofall the coordmated methods and measures adopted
WItlun a busmess to safeguard Its assets, check the accuracy and relIabIlIty of ItS accountmg data,
promote operatmg effiCIency

4
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Opportumty cost The cost or rate of return of the best alternative Investment that IS aVaIlable

Present value The value today of a future payment, or stream ofpayments, dIscounted at the
appropnate dIscount rate

Salvage value The value of a capItal asset at the end ofa specIfied penod

The 80/20 rule Tills IS a rule ofthumb mdicatmg that 80% ofthe resources are utIlIzed m
actIVItIes that produce only 20% ofthe procedures or output Employmg the 80/20 rule helps to
focus the costmg effort on those areas that have the illghest Impact on resource use

5
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Topics in Economics and Management Accounting

for Health Care Financing Reforms

Introduction
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Purpose of this Workshop

To enable health facility managers to use key tools and techniques in financial
management and control to generate financial and economic information needed for
making market-oriented internal management decisions.

This managment information will contribute to the improved efficiency and
effectiveness of the services provided by the health facility.

There IS no sIngle optImal set oftechnIques for generatIng usefuljinanclalInformatlon
The baSIC tools taught In thIS workshop need to be adapted to SUIt the local needs ofthe
InstItutIon

2
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Organization of this Workshop

1 Introduction

2 Per CapIta Global Budget Methods

3 Cost Accounting

4 Budget Tools for Market-Onented Reforms

5 Overview of Alternative Payment Methods

6 User Fees In Practice

7 Class presentatIons of Group Project

8 Workshop Evaluation by PartIcipants

9 CelebratIon

3
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The Importance of Financial Management and Control-

Managing Resources in a Period of Rapid Change
in the Health Delivery System

-Improving Outcomes:
• new approaches to cost-effective health care

-emphasIs on prImary health care

-Improving Efficiency Stimulated by Payment Reforms:
• DIfficult economic conditions requIre new emphasIs on improving productivIty

and efficIency of the health service delIvery system

• Health FinancIng reforms

4
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The Importance of Financial Management and Control

Managing Resources in a Period of Rapid Change
in the Health Delivery System

•Diversifying Sources of Funds:
o government budgets
o user fees

o insurance,
o enterpnse contracts

o preventIng fraud and embezzlement
--...~ financial vIabIlity of the health instItutIon

5
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The Importance of Financial Management and Control

The Changing Role of the Health Facility Manager

• IncreasIng opportunIty for self-governance.

• Under market reform, new payment methods to health providers create new financial
risks for health managers

• FInancIal fIsk causes behavIoral change Health managers must manage their facility
through

-changes In staffing patterns
-control of the types of services they provIde
-choIce of treatment setting inpatIent vs outpatient
-use of inventory and equIpment

• Health managers around the world have had little training In the busIness aspects of
health service delIvery

6
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Basic Concepts About Financial Management and Control

J

Financial Accounting:

Managerial Accounting:

Branch of accounting that provides financial statements
to external agencies such as the government, other
regulatory agencies.

Based on legal set ofprinciples and rules for reporting
financial status

Economic and financial analysis to provide the financial
information for internal management decisions.

Based on well-known techniques such as budgeting, cost
accounting, profitabllzty analysIs which can be adapted
andflexibly used to sult the Internal enVlroment ofthe
health facllzty for whatever decIsion IS being made

Not dependent on specific legal or mandatedfinancial
reporting requirements

7



Components of the Management Accounting

Budget Tools for
Market-Onented
Reform

Cost
AccountIng

Pnclng,
Break-even
Surplus/loss

Internal
Control

-~

Management AccountIng

~

Future StrategIC
Plans of the
Faclhty

8
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Management Accounting Tools - In this Workshop

.

.J)

1 Budgeting:

2 Cost
Accounting

The budget takes the goals and ObjectIves of the health care
organIzation and states them in measurable monetary form The
budget acts as a financial plan Actual processes of specIfic
facilIty are used

Revenue Budget, Expense Budget, OperatIng Budget
Cash Budget, CapItal Budget

Describes the performance of the health facilIty In terms of the
cost Implications of the serVIces it delivers ExamInes the costs
of servIces In terms of efficiency, pncing and profitabilIty

9
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Growing Financial Organization of a Health Facility 
Chief Economist or Accountant

S ·~I··orne new responSI I I ·

-Prepare strategIc business plan for health care financIng reforms

-Develop budget tools for market-oriented reform

-EstablIsh cost data for management decisIon-makIng (includIng DRGs)

-Establish performance measures for financIal and activIty performance for new
decentralized systems of managment

- Develop bIllIng systems for health insurance and other new sources of revenue

-Monitor dIfferent sources of revenue

10
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IntroductIOn Exercise

Self-Assessment of a health facIlity's finanCial management systems

For each of the Items lIsted below, evaluate whether your finanCial system IS orgaDlzed and
functIODlng with polIcies and procedures With adequately tramed staff A value of'l'
means that the Item IS non-eXlStant or mmlmally present A value of '5' means that the
Item IS fully mstalled and functIoDlng well

1 A quahfied fmancial manager IS assIgned to each 1 2 3 4 5
major responsIbIhty area Wltlun your facIhty

2 PatIent-level financIal records 1 2 3 4 5

3 Cost accountmg for department-level costs 1 2 3 4 5

4 Cost accountmg for procedure or case-level costs 1 2 3 4 5

5 Budgetmg for each department 1 2 3 4 5

6 Surplus or loss financIal status for each department 1 2 3 4 5

7 AnalysIs ofrevenues by source of funds 1 2 3 4 5
(e g budget, user fees)
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MODULE 1

PER CAPITA BUDGETS FOR OBLASTS, RAYONS, AND CITIES
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GUIDELINES FOR ALLOCATING AN OBLAST HEALTH BUDGET
AMONG RAYONS AND CITIES

Glo.bal Budgd,for Local Government Health Administrajion:

An aggregate payment to an oblast, rayon or city health
administration fIXed in advance to cover selected health
service expenditures over a specified period of time.

Goals of Bud.get Allocation Formulas:

• Fair: takes into consideration the most important resource factors which
determine resource needs;

~

• Transparent: based on clearly understood procedures and rules.

2
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SIX PROPOSED APPROACHES FOR
CALCULATING GLOBAL BUDGETS

Historically Used Methods:
• Allocation based on:

1. Previous Year's Budget
2. Number of Hospital Beds
3. Equal Shares

~
..-.c:..

~osed Methods:
• Allocation based on:

1. Population
2. Population Adjusted for Age and Sex
3. Rural Population
4. Health Status or Environmental Risk
5. Cross-boundary Patient Flows
6. Allocation Based on Use of Oblast-Ievel Facilities

Qptional Tonic: Calculation of age-sex utilization coefficients

Simplest

Complex

3



ORGANIZATION OF MODULE

1. Policy Background

2. Review of Alternative Methods

• Description of Method
• Example with Formula
• Data Requirements
• Strengths and Weaknesses
• Student Exercise

~

3. Use reference tables at end of module for sample data.
Table 1: Population, Health and Health Budget Statistics
Table 2: Age-sexpopulation and relative cost coefficients

4
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POLICY BACKGROUND

nce 01 .l:SUQi!etAllocanon
• Defines goverment financing role and policy priorities
• Political decision between geographical regions
• Impacts on efficiency of health care delivery system

Two LeyelUlf Budget or Payment Allocations

Step 1:
Oblast to
Rayons

Step 2:
Rayons to
Health Facilities

5
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FIRST STEP OF PAYMENT METHODS: OBLAST TO RAYONS

Advantages of Glohal Budgets for Rayons:
• Control level of expenditures, but allow flexibility in use of resources;
• Easy transition from line item budgeting;
• Predictable budget levels from year to year, stability;
• Limited government budgets can be complemented by other sources of funding.

Conditions for the success of GIQbal Bud..ge..ts for Rayons:
• Management Autonomy for Local Health Administrations;
• Strong management capabilities in local health administrations;
• Quality assurance mechanisms;
• Mechanisms to adjust global budgets for unexpected but justifiable changes;
• Patient choice of provider to stimulate quality and efficiency;
• Performance and productivity measures;
• Clear definition of government financed minimum health benefits package.

6
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SECOND STEP: ALLOCATION TO HEALTH FACILITIES

Importance: Potential efficiency gains from using per capita global budgeting for a
rayon may be lost if these same incentives are not transferred to
health facilities through reformed payment methods.

~
7
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SECOND STEP: ALLOCATION TO HEALTH FACILITIES

Provider Payment Choices Under Reform:
• Global budgets: An aggregate payment fixed in advance to set a limit on total

expenditures over a specified period of time.

• Capitation: A specific amount paid per enrollee or per person for a specified
I

package of services over a specified period of time.

• Case-basedpayment: A fixed payment covering all services for a specified case or
episode of illness.

• Per Diem: An aggregate payment covering all expenses incurred during one
inpatient day.

• Fee-for-service: Payment made for each specific service rendered.

Each payment method has its own advantages and disadvantages and each local
region much choose the tradeoffs it is willing to accept.

8
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METHOD 1: ALLOCATION BASED ON POPULATION

Description: Each rayon or city receives a share of the total oblast health budget
equal to its share of the oblast's population. "per capita budgeting"

Step 1: Brody's share of Lviv Oblast total population:

Brody Rayon population
Lviv Oblast population

67,399
2,705,286

=2.49%

Step 2: Brody's share of Lviv Health Administration Budget:

Share o/population X oblast health budget
0.0249 X 157,736 million koupons = 3,928 million k.

9
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METHOD 1: ALLOCATION BASED ON POPULATION (cont'd)

Data requirementsl
• Population of each rayon and city in current year (or as recent as possible)
• Size of total oblast health budget for current year.

~
• Perceived to be fair;
• Creates incentives for efficiency (e.g., compared with allocations per bed)

Weaknesses:
• Does not capture non-residential population served in rayon health facilities;
• Difficult to obtain recent and reliable estimates of populations in local areas;
• Does not take into account age/sex, special health or environmental conditions or

variations in health infrastructure.

10
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METHOD 2: ALLOCATION BASED ON POPULATION

ADJUSTED FOR AGE AND SEX

Description: Each rayon or city receives a share of the total oblast health budget
equal to its share of the oblast's population, adjusted to reflect age
and sex distribution. "age-sex adjusted per capita budgeting"

Step 1: Obtain age-sex weighted utilization rate for Brody Rayon:

L (age-sex coefficient X % ofpopulation)
for all age & sex categories in rayon

(9.0 x 0.0356) + (3.7 x 0.0422) + (3.0 x 0.0373) •. + remaining male groups
+ (4.5 x 0.0341) + (3.0 x 0.0384) + (2.5 x 0.0383) .. + remainingfemale groups

v
~

11



METHOD 2: ALLOCATION BASED ON POPULATION
ADJUSTED FOR AGE AND SEX (cont'd)

Step 2: Obtain age-sex weighted utilization rate for Lviv Oblast:

L (age-sex coefficient X % ofpopulation)
for all age & sex categories in oblast

(9.0 x 0.0353) + (3.7 x 0.0402) + (3.0 x 0.0382) + remaining male groups
+ (4.5 x 0.0335) + (3.0 x 0.0387) + (2.5 x 0.0370) + remainingfemale groups

Step 3: Calculate an age-sex adjustment factor for Brody rayon:

~-.jI'<J

Age-sex utilization rate/or Brody Rayon
Age-sex utilization rate for Lviv Oblast

5.340.1 = 1.0815
4.9376

12
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METHOD 2: ALLOCATION BASED ON POPULATION

ADJUSTED FOR AGE AND SEX (cont'd)

Step 4: Obtain Brody's age-sex weighted share of oblast population:

Rayon share ofoblast population X age-sex distribution adjustment factor

0.0249 X 1.0815 = 0.0269

Step 5: Calculate Brody Rayon's health budget

Age-sex adjusted share ofthe population X oblast health budget

0.0269 X 157,736 million koupons = 4,243 million koupons

VI
~ 13
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METHOD 2: ALLOCATION BASED ON POPULATION
ADJUSTED FOR AGE AND SEX (cont'd)

Data Requirement£:.
• population by 5 year age group and by sex for each of the rayon and cities in the

oblast (most recent available);
• set of age-sex specific relative health service utilization rates (should correspond

to the basic package of health services which is to provided by government
funds);

• size of the current oblast health budget.

Stnmgths.;.
• Health service utilization depends on age and sex; therefore, health needs are

more accurately included in budget allocations.

14
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METHOD 2: ALLOCATION BASED ON POPULATION

ADJUSTED FOR AGE AND SEX (cont'd)

Weaknesses:
• Population estimates for local regions may not be very accurate;
• Age-sex utilization rate adjusters need to accurately reflect services actually

provided by the oblast. Often, such adjusters are not available and
approximations from other regions or countries are used.

• Epidemiologic and environmental factors are not addressed.

v
6'"
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METHOD 3: ALLOCATION BASED ON RURAL POPULATIONS

Description: A rayon or city health budget is determined in part on the basis of its
share of the oblast rural population. Rural health services are likely
to cost more on a per capita basis than urban services because it is
more difficult to deliver services to widely scattered populations.

Rural Allocation: Policy makers must determine what % of the oblast health
budget will be allocated on the basis of rayon's or city's share of the rural
population.

Rural Allocatiml 
Urban Allocation

1 + ( P )
[(l-P) x K]

P = % of budget for rural population
K = % of rayon population, rural

Example: p= 30%; K=41%

Rural Allocation 
Urban Allocation

1 + ( 0.30)
[(0.70) x .41J

- 1 +1.045 = 2.045

~

Ruralpopulation would receive twice the per capita allocation as urban areas.

16



-------------------
METHOD 3: ALLOCATION BASED ON RURAL POPULATIONS (cont'd)

Step 1: Calculate 70% of total oblast health budget that will be distributed to
entire Brody rayon population.

0.70 X 157,736 million koupons = 110,415 million koupons

Step 2: Calculate 30% of total oblast health budget that will be allocated as an
additional amount to the rural populations of rayon.

0.30 X 157, 736 million koupons = 47, 321 million koupons

Step 3: Find from population data, Brody's share of the oblast rural population
and Brody's share of total oblast population.

~

rural share:
total share:

64,636/ 1,098,043 = 0.0589
67,399/2,705,286 = 0.0249

17
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METHOD 3: ALLOCATION BASED ON RURAL POPULATIONS

Step 4: Calculate Brody's 1993 budget:

(Per capita basis Budget,{e.g 70%) X Brody rayon's share oftotal oblastpopulation)
+

(Rural Budget {e.g., 30%} X Brody rayon's share ofoblast ruralpopulation)

(110,415 million koupons X 0.0249) + 47,321 million koupons X 0.0589)
= 5,536 million koupons

18



-------------------
METHOD 3: ALLOCATION BASED ON RURAL POPULATIONS

• total and rural populations of each rayon and city;
• share of total health budget as additional allocation to rural populations;
• size of current year's total oblast health budget.

~
• Provides a simple way to adjust budget for higher costs in rural areas.

Weaknesses:
• Difficult to decide what 0A. of total oblast should be given as additional amount to

rural areas (in this case, 30°A. was just a guess). This % should be based on how
much higher costs are in rural than in urban areas for the same list of services.

• Does not consider health status, or environment

~
~
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METHOD 4: ALLOCATION BASED ON HEALTH STATUS OR
ENVIRONMENTAL RISK

Description: Portion of rayon's or city's health budget is allocated on the basis of a
measure of its relative health status or relative exposure to
environmental health risk.

Some Measures of Health Status:
• Crude death rate (CDR)
• Infant mortality rate
• Average life expectancy at birth
• Healthy years of life lost per 1000 population.

Some Measures of Environmental Risk:
• Average air temperature;
• Index of pollution;
• Rate of exposure to a risk, e.g., radiation.

20



-------------------
METHOD 4: ALLOCATION BASED ON HEALTH STATUS OR

ENVIRONMENTAL RISK (cont'd)

Environmental Allocation: Policy makers must determine what 0A. of the oblast
health budget will be allocated on the basis of rayon's or city's share of health
and/or environmental risk

Assume 30% ofthe budget as additional allocation to rayons with higher risks

Step 1: Determine Brody Rayon's relative CDR adjustment factor

Brody rayon CDJ1
Lviv Db/ast CDR

=]5.40
]].33

= ].359

~
~

Step 2: Calculate relative health status weighted share of population

Brody's relative CDR adjustmentfactor X share oftotalpopulation
].359 X 0.0249 = 0.0338
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METHOD 4: ALLOCATION BASED ON HEALTH STATUS OR
ENVIRONMENTAL RISK (cont'd)

Step 3: Calculate Brody Rayon's 1993 health budget

(Per capita basis Budget,{e.g 70%) X Brody rayon's unweighted share ofoblast
population)

+
(Health Risk Budget {e.g., 30%} X Brody rayon's weighted share ofoblast pop.)

(110,415 million koupons X 0.0249) + (47,321 million koupons X 0.0338)
= 4,348 million koupons

22



-------------------
METHOD 4: ALLOCATION BASED ON HEALTH STATUS OR

ENVIRONMENTAL RISK (cont'd)

A.djn.s.tment(if necessary)

Step 4: Verify that sum of newly calculated rayon and city budgets add to the oblast
health budget.

Step 5: If step 4 is not satisfied, then scale down each rayon and city budget by
ratio of the calculated sum of budgets and the actual oblast health budget.

· = sum ofcalculated rayon & cit)? budgetsScale down/actor (ifnecessary) actual oblast health budget

nata Requirements.:.
• Crude death rate for all rayons and cities (or other measures)
• share of total health budget as additional allocation to for special risk factors;
• size of the total oblast health budget in the current year.

23
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METHOD 4: ALLOCATION BASED ON HEALTH STATUS OR
ENVIRONMENTAL RISK (cont'd)

~
• May reflect health needs more accurately than age-sex adjustments;

Weaknesses:
• Proportion of budget allocated based on risk factors is arbitrary;
• Choice of risk factor measures is arbitrary;
• Creates incentives for health managers to reduce health status in order to get a

higher budget allocation
• It is not necessarily true that health services themselves will correct health status

problems.

24



-------------------
METHOD 5: ALLOCATION BASED ON CROSS-BOUNDARY

PATIENT FLOWS

Description: Budget allocations should be higher for those rayons or cities that
treat not only their own residential patients, but also a substantial
portion who come from other regions.

Cross-Boundary Allocation: Policymakers must determine the % of the oblast
budget that will be allocated on the basis of rayon's or city's share of health and/or
of cross-boundary patients.

25
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METHOD 5: ALLOCATION BASED ON CROSS-BOUNDARY
PATIENT FLOWS (cont'd)

Suggested Approach: Determine proportion oftotal health services for oblast residents
that are given to cross-boundary patients. Use this proportion as basis for proportion
for budget that is allocated to pay for inter-rayon patients.

- (A) , (B) (G) J\ \ :/P) ,~\ ' (E~B+D), -
OutPatient I

~ \) ~ It..!

\ Inpatittnt Inpat~~nt ' qUlJ{at!t:nf'\~\: ) Tottil
admissions Dats

,
\ visits, ' 'Equivalent " Volume

" 1. 1~ l { ~ I
~ - .l

(Ax 10) ,Inp)ltitnt .Jnpatlen~,+,
; - d ~\ '«-

, \
, ' Days (C+4) Outpatient

, 1
I , Equivalents

Total oblast: 210,00 2,100,000 3.5 million 875,000 2,975,000
Inter-oblast: 10,000 100,000 0.5 million 125,000 225,000
Within oblast 200,000 2,000,000 3.0 million 750,000 2,750,000
Inter-rayon: 20,000 200,000 0.5 million 125,000 325,000
% inter-rayon 11.82%

26



-------------------
METHOD 5: ALLOCATION BASED ON CROSS-BOUNDARY

PATIENT FLOWS (cont'd)

Other assumptions:
1. 1 inpatient admission = 4 outpatient visits (resources)
2. ALOS =10 days
3. Inter-rayon budget =11.82% (from above)
4. Residential budget = 88.18% (from above)
5. Brody Rayon accountsfor 1.5% ofinter-rayon services
6. Lviv city accountsfor 43.5% ofinter-rayon services

Step 1: Calculate amount of Lviv Oblast Health Budget for inter-rayon services
and for residential services

11.82% X 157,736 million koupons = 18,644 million koupons
88.18% X 157,736 million koupons = 139,092 million koupons

-Ja
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METHOD 5: ALLOCATION BASED ON CROSS-BOUNDARY
PATIENT FLOWS (cont'd)

Step 2: Calculate Brody Rayon's 1993 health budget:

(Inter-rayon {e.g 11.82%} X Brody rayon's share ofinter-rayon services)
+

(Residential budget {e.g., 88.81%} X Brody rayon's share ofresidential oblast
services)

(18,644 million koupons X 0.015) + (139,092 million koupons X 0.0249)
= 3,743 million koupons

28
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METHOD 5: ALLOCATION BASED ON CROSS-BOUNDARY

PATIENT FLOWS (cont'd)

Data Requirements
• number of inpatient and outpatient services provided in each rayon and city,

including number of non-residential patients
• ALOS by rayon and city
• conversion factor for converting outpatient visits to inpatient days
• population of each rayon and city
• size of current year's total oblast health budget

Strengths
• simpler than inter-facility payments

Weaknesses
• substantial data requirements, (services for residential & non-residential services).

• depends on previous year inter-rayon patient flows, which mayor may not be the
same for the current year.

\3\
<::)
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METHOD 6: ALLOCATION BASED ON USE
OF OBLAST-LEVEL FACILITIES

Description: Rayon and city health budgets would be adjusted to account for the
fact that some of their residents use oblast-Ievel facilities rather than
rayon- or city-level facilities. Rayons and cities whose residents use
oblast-facilities more should receive smaller local budgets.

Oblast-facilities Allocation: Determine the total budget required to pay for oblast
level facilities

Assumptions for this example:
1. Budget for patient services in oblast health facilities (not teaching or research):

75,000 million koupons.
2. Brody consumes 1.25% of oblast facility services
3. Lviv city consumes 48.05 0;0 of oblast facility services.

30



-------------------
METHOD 6: ALLOCATION BASED ON USE

OF OBLAST-LEVEL FACILITIES (cont'd)

Step 1: Calculate the 1993 per capita budget for Brody rayon

In this example, we use the simple per capitaformula:
%population in Brody X oblast health budget

0.0249 X 157,736 million koupons = 3,928 million koupons

Step 2: Calculate difference between Brody Rayon's percent use of oblast facilities
and its percent of the total oblast population

Brody's share ofoblast-level services consumed - Brody's share ofoblast population
0.0125 - 0.0249 = -0.0124

31
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METHOD 6: ALLOCATION BASED ON USE
OF OBLAST-LEVEL FACILITIES (cont'd)

Step 3: Calculate Brody Rayon's budget that includes an adjustment for its use of
oblast facilities for patient-level services.

Brody rayon's differential use ofoblast-Ievel services
X oblast-Ievel budgetfor patient services

-0.0124 X 75,000 million koupons = -930 million koupons
(Note: this is a negative amount because Brody uses relatively fewer oblast services)
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-------------------
METHOD 6: ALLOCATION BASED ON USE

OF OBLAST-LEVEL FACILITIES (cont'd)

Step 4: Adjust Brody's per capita budget to include amount for use of oblast-Ievel
patient services

Brody Rayon's per capita - oblast-Ievel budget adjustment
3,928 million koupons - (- 900 million koupons) = 4,828 million koupons

Note 1: Brody's rayon budget increases because compared to other rayons, Brody
patients do not use oblast-Ievelfacilities. They depend on rayon facilities

Note 2: Ifbudgets ofall rayons and cities were calculated in same way, the amounts
added to some would exactly cancel out the amounts subtractedfrom others. The total
oblast health budget allocated to rayons and cities would remain unchanged.

33
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METHOD 6: ALLOCATION BASED ON USE
OF OBLAST-LEVEL FACILITIES (cont'd)

Data Requirements.
• Rayon utilization of oblast facility patient services;
• conversion for outpatient services to inpatient days;
• estimate of total cost of providing patient services in oblast-Ievel facilities (not

including teaching and research)
• data to calculate per capita budgets (see previous methods)
• size of current oblast health budget for rayons and cities.

Stnmgths
• Accounts for large presence and use of oblast facilities in some rayons and cities

by rayon and city patients.
• Provides incentives to rayons and cities to treat their patients in their own

facilities rather than referring them to the oblast.

Weaknesses
• Significant data requirements
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-------------------
GUIDELINES FOR CALCULATING

AGE-SEX UTILIZATION COEFFICIENTS (Optional)

ISSUE: Age-sex utilization coefficients calculated in one region may not apply to
another region

Step 1: Obtain list of services in minimum health package guaranteed by state
that will be paid by government budget.

Step 2: For each service, calculate annual utilization rates for each age-sex group.

""r-

Immunizations:
0-5 males: 1. 77 immunizations/year
5-10 males: ?
etc.

0-5 females: 1.77 immunization/year
5-10 females: ?
etc.
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GUIDELINES FOR CALCULATING
AGE-SEX UTILIZATION COEFFICIENTS (Optional)

Step 3: Establish weights for each service that reflect relative resource use.

Suggestions:
• Use facility-level estimates ofcostper unit ofservice or an average over several

facilities.

- normal delivery
-immunization
-TB treatment

Cost per unit ofservice
20,000,000 koupons

260,000 koupons
91,340,000 koupons

Relative Cost Value
1.00
0.013
4.567

V'::!--

• Use relative values from another country

Step 4: Calculate coefficients

Age-sex specific weight =
Service utilization rate for each age-sex group X relative cost weights
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-------------------
SUMMARY TABLE FOR BRODY RAYON
(This represents a hypothetical situation)

BUDGET METHOD A¥OUNT,
)e'>!

Actual 1993 rayon budget 5,195 m kps
SImple per capita 3,928 m. kps
Age-sex adjusted per capita 4,243 m kps
Rural-adjusted per capIta 5,536 m kps
RIsk-factor adjusted per capIta 4,348 m kps
Inter-rayon patients adjusted per capIta 3,743 m kps
Use of Oblast Health facIlIty adjusted per 4,828 m kps
capita budget

37v,
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Student Exercises for Rayon and City Global Budget Formulas

For LVlv City, calculate Its health budget based on SIX methods
(Use the same assumptIons and data provided In teachIng module)

1 simple per capita based budget

2 age-sex adjusted per capita based budget

3 adjusted for rural populatIOn

4 adjusted for crude death rate

5 adjusted for cross-boundary patient flows
Assume LVIV City has 43 4% ofmter-rayon patlentflows
Assume 1182% ofLVlV Db/astpatient services arefrom mter-rayon patlentflows

6 adjusted for use of oblast health facIlity patient services
Assume LVIV city uses 48 5% ofDb/ast health facility patlent services
Assume 75,000 millIOn kOllpons as the budgetfor oblast healthfacility patient services

7 DISCUSS which budget formula LVlv City would prefer? Which would the
oblast health admIDlstratIon prefer?
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Student Exercises for Rayon and City Global Budget Formulas - SolutIOns

288% x 157,736 million koupons = 45,478 million koupons for LVlv City health
budget

Method 1. SImple per capIta based budget - SolutIon

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Step A)

LyIV Cdy Population
Total Oblast PopulatIon

Step B)

779,876
2,705,286

=288%
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Method 2 Age-sex adjusted per capIta based budget - SolutIon

Step A) Calculate LVIV CIty age-sex utIlIZatIon rate.

(9 x 0.0353) + (3 7 x 0 0402) + remammg male groups +
+ (4 5 x 0 0335) + (3 x 00387) + remammgfemale groups = 4 552

Step B). Calculate LVIV Oblast age-sex utlllzatlon rate·

Already done m class = 4 9376

Step C) Calculate LVIV CIty Adjustment Factor

LVIV CIty age-sex codficlent = 4 552 = 0 9225
LVlv oblast age-sex coeffiCIent = 49376

Step D) Calculate LVlv CIty age-sex weIghted share of the populatIon

09225 X 28 8% = 26 568%

Step E) Calculate LVlv CIty age-sex adjusted per capIta budget

26568% x 157,736 mllilon koupons = 41,907mllllOn koupons

Method 3 Adjusted for rural populatIOns - SolutIon

Step A) 70% of oblast health budget for total populatIon-based portIOn

70% x 157,736 mIllIOn koupons = 110,415 mulzon koupons

Step B) 30% of oblast health budget for rural populatIOn-based portIOn

30% x 157,736 mllizon koupons =47,321 mzllzon koupons

Step C) LVlv CIty'S share of the rural populatIOn

0%

Step D) LVlv CIty health budget

(110,415 mIllIon koupons x 28 8%) + (47,321 mIllion koupons x 0%)
= 31, 799 mlllzon koupons
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Step D) Calculate risk-factor adjusted LVIV City Health budget

Step B) Calculate LVIV City Relative Crude Death Rate (CDR)

Method 4 RIsk factor adjusted per capita based budget - SolutIOn

=0799LVIV 00' Crude Death Rate = 9 05
LVIV Oblast Crude Death Rate =11.33

28 8% x 0 799 =0230

70% share =110,415 (same as before)
30% share =47,321 (same as before)

Step A) Calculate proportIon of LVlv Oblast Health Budget allocated for general
population shares (assume 70%) and for speCial nsk factor (assume 30%)

(288% x 110,415 mIllIOn koupons) + (230% x 47,321 mIllIon koupons)
= 42,683 mIllIon koupons

Step C) Calculate population share adjusted for relative CDR

Step A) Calculate share of LVlv Oblast Health budget for general population
portion (8818%) and share of LVlv Oblast Health budget for Inter-rayon patients
(1182%)

Method 5 Per capita based budget adjusted for Inter-rayon patient flow -SolutIOn
Assume LVIV CIty has 43 4% ofmter-rayon patlentflows
Assume 11 82% ofLVIV Oblast patIent servIces arefrom mter-rayon patlentflows

Step B) Calculate LVlv City per capita budget adjusted for Inter-rayon patient flows

(288% x 139,092 mIllIOn koupons) + (43 4% x 18,644 mIllIon koupons)
= 48,192 mIllIOn koupons

8818% x 157,736 mdllon koupons =139,092 mzlllon koupons
1182 %x 157,736 mIllIon koupons = 18,644 mIllIOn koupons

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



Method 6 Per capita budget adjusted for use of oblast health facIlitIes for patIent
servIces
Assume LVIV City uses 48.5% ofOhlast health facility patient services
Assume 75,000 mlllwn koupons as the budgetfor ohlast health facility patient services

Step A) Calculate Simple per capIta budget for LVlV cdy

288% x 157,736 mtllton koupons = 41,958 mtllwn koupons

Step B) Calculate dIfference between LVIV CIty'S share of the populatIon and share
of patient servIces m oblast health facIbtIes

04805 - 02883 = 0 1922

Step C) Calculate amount of oblast health facIbty budget for patient servIces used
m LVIV CIty over and above Its general population share

01922 x 75,000 million koupons = 14,415 million koupons

Step D) Calculate fmal LVIV CIty rayon health budget

41,958 million koupons -14,415 nulllOn koupons = 27,543 million koupons

SUMMARY TABLE FOR LVIV CITY (ThIS represents a hypothetical sItuatIon)

BUDGET METHOD '" AMOUNT- ~- #

Actual 1993 City health budget 49,476 m kps
Simple per capita 45,478 m kps
Age-sex adjusted per capita 41,910 m kps
Rural-adjusted per capita 31,799 m kps
Risk-factor adjusted per capita 42,683 m kps
Inter-rayon patIents adjusted per capita 48,192 m kps
Use ofOblast Health faCIlIty adjusted per capita budget 27,543 m kps
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Table 1
Input Data

Rayons/Cities PopulatIOn Rural Crude Death Actual Health Actual Health Hospital Beds
Population Rate Expenditures Expenditures

1994 1994 1992/93 1992 1993 1993
Brody 67,399 64,636 154 151 5,195 655
Busk 52,096 34,956 157 96 2,962 570
Gorodok 77,202 50,953 13 05 137 3,450 680
Drohobych 76,900 70,133 145 67 2,084 330
Zhydachlv 83,772 50,515 1565 193 5,238 735
Zolochlv 77,357 47,497 1555 141 4,360 870
Kamlanka-Buska 61,600 37,822 136 104 2,737 535
Mykolalv 95,500 45,744 99 256 8,162 500
Mostyska 62,552 46,351 1485 98 2,557 1,642
Zhovkva 111,500 74,259 127 175 5,155 795
Peremyshlany 51,900 39,444 159 93 2,191 540
Pustomytry 112,000 95,872 1205 104 2,861 605
Radehlv 53,801 40,781 15 15 80 2,818 450
Samblr 74,700 67,006 1205 159 4,384 841
Skole 49,499 36,332 126 105 3,580 505
Sokal 98,700 62,082 134 160 4,478 785
Stary Samblr 85,800 65,723 14 139 4,002 780
Stryl 62,201 54,301 1205 226 3,879 712
Turka 55,822 46,332 1235 99 2,210 459
Yakonv 123,490 67,302 1005 214 6,401 1,050
L'vlv 779,876 0 905 1,415 49,476 4,764
Boryslav 44,702 0 11,05 120 3,896 450
Drohobych 104,401 0 615 425 9,104 1,420
Samblr 43,497 0 1205 93 2,575 494
Stryl 77,720 0 895 248 4,247 635
Truskavets 26,500 0 665 68 2,224 350
Chervonorad 94,799 0 755 247 7,512 1,152
OBLAST 2,750,286 1,098,043 1133 5,415 157,736 23,304

Source L'VlV Oblast Health AdmlmstratlOn
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Table 2
Coefficients of Relative Health Care UtilIzation

and Population Age-Sex Distribution ofL'Vlv Oblast and Brody Rayon

Coefficients of Relative Proportion ofPopulation m Each Age-Sex Group
Health Care Utlhzatlon

L'Vlv Oblast Brody Rayon

Age Groups Male Female Male Female Male Female

0-4 9 45 00353 00335 00356 00341
5-9 37 3 00402 00387 00422 00384
10 - 14 3 25 00382 00370 00373 00383
15 - 19 22 3 00375 00357 00350 00317
20 -24 26 35 00403 00361 00278 00311
25 - 29 2 4 00376 00355 00256 00311
30- 34 2 4 00419 00418 00395 00381
35 - 39 25 45 00375 00387 00350 00352
40 - 44 35 5 00301 00321 00284 00290
45 -49 45 55 00258 00281 00242 00257
50- 54 5 65 00242 00282 00228 00300
55 - 59 65 7 00262 00324 00266 00367
60- 64 75 85 00245 00325 00290 00397
65 - 69 8 95 00169 00291 00201 00352
70+ 11 115 00198 00446 00283 00685

Source ofPopulatzon Data L'vlv Oblast Health AdmInistratIon
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COST ACCOUNTING TOPICS

• BreakIng-Down FacIlIty Global Budgets to the Department Level

• Defining Cost Objects and RelatIonshIp to Costs

• Overhead AllocatIons

• DIrect and Step-Down

• RVU CostIng ExercIses WIthIn Departments

• Costs for PncIng

2



-------------------
WHY IS COST ACCOUNTING IMPORTANT?

• Cost Accounting - supports the decIsIon-makIng process regardIng znternal operatIons
Cost accountIng typIcally helps managers make more objective and accurate decIsIons
regardIng key Issues such as·

• Pricing. settIng prIces, evaluatIng profit and loss, determInIng payment schemes,
etc

• Cost Control IncludIng such tOPICS as budgetIng, productIVIty studIes, outcome
management, operatIonal Improvement, etc

• Investments/Divestment openIng and closIng departments or hospItals, bUyIng
equIpment, ExpandIng operatIons, etc

• Note: Cost accountIng IS not lImIted to "market-orIented" economIes It IS applIcable to
any organIzatIon Interested In Improved resource management

COSTACCOUNTING DOES NOT REQUIRE CHANGING THE FINANCIAL
ACCOUNTING SYSTEM!!!!!

3
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TYPICAL QUESTIONS BEING ANSWERED WITH COSTACCOUNTING

1 How many pattents can I treat before I run out of money?

2 Where IS the best place to cut costs so that I wIll effect the mInImum number of pattents?

3 Market or pohttcal forces are demandIng a reductton In expenses How can thIS be done
wIthout havIng an even - yet arbItrary - reductton across all departments? (An "across the
board" reductton)

4 What IS an opttmum pnce for a gIven servIce?

5 How should I modIfy the desIgn of my costing methods to support dIfferent decIsIons?

6 GIven many dIfferent pnces for many dIfferent servIces, what IS an "optimum" mIX of products
that WIll provIde the greatest financIal benefit to the hospItal? What IS the worst mIX of
products and servIces?

7 Managers feel they are understaffed and overworked Can you provIde ObjectIve cost data to
evaluate performance?

4



-------------------
THE 80120 RULE HELPS TO DEFINE WHAT TO COST

• Do not try to cost everythIng ExperIence IndIcates

80% OF THE
COSTS

I ~ ARE TVPICALLY
ACCOUNTED FOR
IN ONLY 20°.4 OF
ACTIVITIES

~
o

• FIrst, IdentIfy what you are tryIng to cost

• Second, cost those Items that account for the majorIty of costs

• ThIrd, always assess RELATIVE IMPORTANCE

5
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COST ACCOUNTING MOTTO

IT IS MUCH BETTER TO BE APPROXIMATELY RIGHT

THAN

PRECISELY WRONG

(Do not become too detailed and precise in cost accounting methods)

6



------- ------------
COST OBJECTS

Cost Objects - The targets of the costing effort

Examples Include

~
~

• ServIces ( VaccInations)
• Procedures (Surgery)
• A patIent day (InpatIent or OutpatIent)
• An actIvIty (Therapy SessIon)
• A treatment (Chemotherapy)
• A prescnption (AntibIotics)
• A lab test (Blood Sugar)
• A patIent VISIt (to a polyclInIC)
• An epIsode of care (An entIre penod of care)

• Etc

The decision as to what to
cost is just as important as
the accuracy ofthe cost.

Select Cost Objects where
data (such as statistics)
are available and the
information would be
useful to a decision
maker.

7



COSTING PROCESS
Overhead Departments

AdmInIstratIon Costs

Laundry Costs

MaIntenance Costs

FInance Costs

---..

Direct Departments

Therapy I---ir-

r- Surgery
t--

RadIology -r--i

Any
L I Cost Object

\
~

Step
1
2
3
4
5
6
7
8

Action
Define the cost objects
Collect/obtaIn financIal InformatIon about the organIzatIon
Define the overhead departments
Collect/obtaIn statIstIcal Information to allocate this overhead
DeCide on an allocatIon methodology and allocate the overhead costs
Group costs Into useful categorzes (Salary, Supplzes, Equipment etc)
Classify the costs wIthIn each category as to what IS fixed and what IS varzable
Calculate costs

8



-------------------
ONE APPROACH TO COSTS FOR INPATIENT CASES

(commonly used in U.S.)

Departments
& Paraclinics

Procedures
& Treatments Patient Case Grouping

PatIent Group 3
I e LImb
Fractures

PatIent Group 2
i e AppendIcItIs
w/comphcatIon

PatIent Group 1
I e AppendIcItIsLaboratory

RadIology

Surgery

Internal MedIcIne

,T#4 ,
I Gynecology ~ i '\ Patient Group 4

T #5 --------. Ie, Normal
DelIvery

9
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ONE APPROACH TO COSTS FOR INPATIENT CASES:
GENERAL OVERVIEW

Calculate Costs for Each Patient Groul!
1 Define manageable hst ofprocedures and treatments In each parachnic and department

2 Use step-down and RVU costing methods to calculate costs of procedures, treatments,
bed-days

3 SpecIfy standard procedures, treatments and bed-days for each patient group

4 Calculate total cost of patient group

Information Systems

1 Estabhsh sImple codIng system for each procedure & treatment
(or use Internationally accepted codIng systems)

2 Estabhsh patIent record that records Internationally accepted mInImum data set
and hst of procedures & treatments provIded to patIent

(hospztaIID, Patzent #, sex, age, marztal status, address, date ofadmzsszon, duratzon ofstay,
dzscharge status, mazn dzagnoszs, other dzagnoszs, procedures & treatments)

10
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DIRECT COST & INDIRECT COSTS & COST OBJECTS

Direct Costs can be EASILY traced directly to a Cost Object.

Indirect Costs are support costs or services that are LESS EASILY traced to a cost
object and usually must be allocated to a Cost Object.

Example: Cost Object = Chest X-Ray in the Radiology Department

~
~

Direct Costs

X-ray Film
Radiologist's Time/Salary
X-ray Machine's Equipment Costs

Indirect Costs

Department Pencils, Paper
Manager's Time/Salary
Heating,

12



-------------------
Overview of Cost Accounting Process

Practice RVU costmg•

Select a methodology 
RVU Costmg - Matc.h
accuracy and level of
detail wIth declslOn
makzng value

sure statistics are
'azlable- Select a
'eful methodology and
'actlce

List departments - Combme when
I or approprzate

,
~~~J~

Start /I Breakdown Global • In
FaCIhty Budget mto Department Level Budgets en

Uj

2 Allocate overhead pI

•
3 Identify Department Actlvltles- (Cost Objects)

Estabhsh a Methodology for Costmg Department

4 Calculate Department Costs for each Cost Object -
Identify fixed and vanable costs - conSider overhead

~
5 Estabhshmg Pnces - Usmg the Estabhsh Pncmg and

InformatIOn for DeclSlon-MakIng Performance Goals

~ ~ ~
Fmancml OperatIOnal Strategic

DecTons DecTons Decrons

6 Answer specific questIOns and Circumstances as
tune allows

~
~

13



BREAKING DOWN THE GLOBAL FACILITY BUDGET

Salary 50 000 000
Salary Taxes 18500000
Utzlltles/Depreclatlon 12 000 000
Travel 500 000
Nutrztlon 1 000 000
MedIcInes 30000000
EquIpment 300000
L,nens 400 000
CapItal RepaIr 800 000
M,SC _ 26500000

140000000

Article

ArtIcle 1
ArtIcle 2
ArtIcle 3
ArtIcle 4
ArtIcle 9
ArtIcle 10
ArtIcle 12
ArtIcle 14
ArtIcle 16
ArtIcle 18

TOTAL

Expense AllocatIOn Measure Amount
Departments

• AdmnustratlOn
• Bmldmg Engmeenng

• Surgery
• Oncology
• Gynecology
• Therapy
• Radtology
• Internal Medtcme

• ENT
• Bactenology Lab
• ChmcalLab
• Famtly Medlcme
• SpeCial Chmc

• Etc

....i
~

List of Departments should correspond to the management structure of the hospital.
• Each department or parachnlc should have a head or manager.

• Each department or paraclinic could eventually manage their own budgets.

14



-------------------
ALLOCATING OVERHEAD COSTS

Overhead Costs -

• Two types of IndIrect costs IndIrect costs related to a specIfic department and IndIrect costs
related to the entue hOspItal or polyclInIc The word OVERHEAD IS used to descnbe
mdIrect costs that are not easIly assocIated wIth Cost Objects

Examnles of Overhead:

~ OVERHEAD~

InstItutIonal Overhead Department Overhead

BuIldIng HeatIng & ElectncIty Costs
AdmInIstratIve Salanes
BuIldIng EquIpment

Etc

Department TraInIng & Travel Costs
Department Manager Salary
Department Tables, Chaus, etc

Etc

Among the goals of the cost accountIng functIon IS the development of "fully-loaded" costs "Fully-loaded"
Impltes that all costs are eventually assocIated WIth each cost object IncludIng both the dIrect and the

IndIrect costs

IS
0(\
~



OVERHEAD ALLOCATIONSTATISTICAL MEASURES

~

Cost to be Allocated

BuIldIngs
Equlpment
Employee Benefits
Bul1dlng Englneerlng
Laundry Servlces
Cafetena
AdmlnlstratIon
Medical Records
Soclal Servlces

Commonly Used Basis
of Allocation

Square Meters
Square Meters, Hrs of Use

Gross Salaries
Square Meters
Kilos of Laundry
Meals Served
Gross Salary Expense
Tlme Spent
Time Spent

16



-------------------
OVERHEAD METHODS - GROUPED OVERHEAD ALLOCATION

• All Overhead expenses are grouped, summed and then allocated by one measure
(Example Allocate 1000 of costs based on FTE's)

• Advantages: SImple and mInImal requIrements for allocatIon statIstics
• Disadvantages: Cannot trace costs from fellow overhead departments and IS not a very

accurate methodology

Building
Engineering 1+

100

Finance

200

+ Legal

350

Administration I I Laundry
+1 +

50 I I 300

Total
Overhead

1000

~

t'

Radiology
FTE's=10

Surgery Therapy Laboratory
FTEs=18 FTEs=15 FTEs=33

[(33/700) * 1000J~ 47 14~

All Others
FTE's=624

Total
FTE's=700

17



ALLOCATE OVERHEAD DIRECTLY (UNGROUPED)
Allocate Admznzstratzon costs based on FTE's and allocate Buddzng Engzneerzng costs based on
square meters

.------------

Surgery
Department
30 FTE's and

300 Sq Meters
Costs = 46 000

Therapeutic
Services

50 FTE's and
600 Sq Meters
Costs = 27 000

r------------,
I Overhead Department I

I Building Engineering I
I

Costs = 100 000

------------:-1
I Overhead Department I

Administration I
Costs = 50 000 i

Radiology
Department
20 FTE's and
100 Sq Meters
Costs = 33 000

ALLOCATION BASE
Total FTE's = 100

Total Square Meters = 1000 Sq Meters

:IS.
~

-
18



-------------------
ALLOCATE OVERHEAD DIRECTLY (UNGROUPED)

r ------------..-----------.., .I Overhead Department I I Overhead Department I

Administration I I Building Englneeflng I
Costs = 50 000 I I Costs = 100 000 I

I I I
._._~.~-_.

Radiology
Department
20FTE'sand
100 Sq Meters
Costs =33 000

Surgery
Department
30FTE'sand

300 Sq Meters
Costs = 46 000

Therapeutic
Services

50 FTE's and
600 Sq Meters
Costs = 27 000

• OutpatIent VISIt
• Etc

RadlO~ SurgeD Therapy Total
AdmInIstratIon 25000 = 50000@OOO @OOO
BuIldIng MaIntenance 10000 30000 60000 = 100 000

Total Allocated 20000 45000 85000 =150 000
Total Direct 33000 46000 27000
Fully Loaded 53000 91000 C1J200V

; i
20/100 *50000 = 10 000 30/100 * 50 000 = 15 000

~
~"

19



ALLOCATE OVERHEAD USING STEP DOWN METHOD

• Expenses are allocated In sequence from one cost center to another
• After a department allocates all of It'S expenses to other departments, no costs can be allocated

back to the first department from any other area

• Advantages: Traceable cost allocatIons and minimal requuements for allocation statIstIcs
• Disadvantages: Cannot send/receive costs from fellow overhead departments (can only

send once) and IS a shghtly more comphcated methodology

Administration
Step]

~\I,

Building
Engineering

Step 2

~

Finance
Step 3

I Security I
I Laundry I

!

Radiology
Step 6

I Laboratory I
I Therapy I

I Surgery I

STEP

DOWN

*Note Alternative method IS
SImultaneous EquatIons

20



-------------------
STEP DOWNALLOCATION OF OVERHEAD

STEP 1: DETERMINE THE SEQUENCE OF ORGANIZATIONAL UNITS IN
THE HEALTH FACILITY

Usually 3 categories:
• overhead/administration
• parachnic
• clinical departments

Principles of Sequencing:
• Departments listed first provide services and support to those listed below.

-Overhead departments: provide support to intermediate & final cost centers
-Intermediate departments: provide support mainly to final cost centers
-Final departments: cost centers that contain cost objects (goal of costing)

(e.g. procedures, treatments, bedday costs)

Within each category, centers with largest budgets should come first.

21
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STEP 2:

STEP 3:

STEP DOWNALLOCATION OF OVERHEAD

SELECT A COST ALLOCATION STATISTIC FOR EACH
DEPARTMENT BUDGET THAT WILL BE DIVIDED AMONG
REMAINING DEPARTMENTS

-Based on type ofservice or support provided
-Easily available and accurate statistic

DETERMINE PROPORTION OF BUDGET ALLOCATED TO EACH
REMAINING COST CENTER BASED ON 0A. OF ALLOCATION
STATISTIC USED IN EACH REMAINING DEPARTMENT

22



-------------------
STEP DOWNALLOCATION OF OVERHEAD (cont'd)

How mIght the costs found wIthIn AdmInIstratIon and BuIldIng Englneenng be allocated to the remaInIng
"productIon" departments?

Denartments Amount to be allocated Measure of Allocation
• Administration 4000000 Total Department Employees
• Buddlne; Ene;. 1 000000 Square Meters

• Surgery
• Oncology
• Gynecology
• Therapy
• RadIology Compare the direct method and the step

• Internal Medlcme method.

• ENT
• Bactenology Lab
• Chnlcal Lab
• FamIly Medlcme
• SpecIal Chnlc

23
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STEP DOWNALLOCATION OF OVERHEAD (cont'd)

Department Employees Square Meters Amount to be
allocated

• Administration 100 200 4000000

• Buildin2 En2. 20 3000 1 000000, • Surgery ........ 40 500
• Oncology '" 5 400
• Gynecology \ 10 300
• Therapy \ 20 300
• Radiology

,
15 300

• Internal Medicine 40 300

• ENT 10 300
• Bactenology Lab 10 200
• Chnlcal Lab 20 200
• FamIly MedIcIne 20 200

\.. • Special Chnlc j " 10 200
~TO~L 320 6400 5000000

""
final cost centers (no Intermediate centers)

24



-------------------
STEP DOWNALLOCATION OF OVERHEAD (cont'd)

320 -100 STEP-DOWN

.,-C)
o

,-
Department Employees Square Amount to Sequence IMeters be allocated 1st AllocatIOn 2nd llocatwn

• AdministratIOn 100 200 4000000 1 ..L400 1 000) I -
• Buildin2 Eng. 20 3000 1000000 2 20/220" 4000000 (I .i63;63bJ

• Surgery 40 500~_ 40/220* 4000000 500/3200* 1363616

• Oncology 5 400 5/220* 4000000 400/3200* 1363636

• Gynecology 10 300 10/220* 4000000 300/3200* 1363636

• Therapy 20 300 20/220* 4000000 300/3200* 1363636

• Radiology 15 300 15/220* 4000000 300/3200* 1363636

• Internal Medlcme 40 300 ,. 3,200 40/220* 4000000 300/3200* 1363636

• ENT 10 300 10/220* 4000000 300/3200* 1363636

• Bactenology Lab 10 200 10/220* 4000000 200/3200* 1363636

• Chnlcal Lab 20 200 20/220* 4000000 200/3200* 1363636

• Famtly Medlcme 20 200 20/220* 4000000 200/3200* 1363636

• Special Chnte 10 200 ~~ 10/220* 4000000 200/3200* 1363636

TOTAL 320 6400 5000000 - -

25
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STEP DOWNALLOCATION OF OVERHEAD (cont'd)

Department Total
1st Allocation 2ndAllocation Total Direct Department

Overhead Costs Costs
• Administration (4000000) -
• Buildin2 En2. 1,363,636 (1363,636) r
• Surgery 727,272 213,068 940,340 2,000,000 2,940,340

• Oncology 90,980 170,454 261,363 1,000,000 1,261,363

• Gynecology 181,818 127,840 309,658 1,500,000 1,809,658

• Therapy 363,636 127,840 491,476 1,500,000 1,991,476

• RadIology 290,908 127,840 418,749 750,000 1,168,749

• Internal MedIcIne 727,274 127,840 855,115 1,000,000 1,855,115

• ENT 181,818 127,840 309,658 750,000 1,059,658

• Bactenology Lab 181,818 85,247 267,045 500,000 767,045

• ClInIcal Lab 363,636 85,227 448,863 500,000 948,863

• FamIly MedIcIne 363,636 85,227 448,863 1,000,000 1,448,863

• SpecIal ClInIc 181,818 85,227 267,045 800,000 1,067,045
TOTAL , 5,018,175 16,318,175

11,300,000

VERIFIED WITH OVERHEAD TO BE ALLOCATED

26



-------------------
STEP DOWNALLOCATION OF OVERHEAD (cont'd)

QUESTION: What do you choose as final cost centers? Both Paraclinical and Clinical
departments? Clinical Departments only?

IF Paraclinical and Clinical Departments are final cost centers:
1. Overhead departments are allocated to paraclinical and clinical
2. List of cost objects comes from both paraclinic and clinical departments
3. Appropriate if fees are charged in paraclinics and clinical departments
4. Appropriate if cost per case can be compiled from cost objects

in clinical and paraclinical departments.

Increasingly used by Western Countries; it is more flexible in cost information

IF ClInical Departments are the ONLY final cost centers:
1. Overhead costs are allocated first to paraclinicals, THEN

total paraclinical costs (including overhead) are allocated to clinical units
2. Item 1 requires detailed assumptions about how paraclinic services are

distributed to clinical departments. This is often not available.
3. List of cost objects comes from clinical departments only, e.g. full bed-day cost
4. Cost per case = Total bed-day cost * ALOS

27
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III. Developing Costs: The RVU Method

• Benefits of the RVU Method of Costing
1 Manages cost dIstortIons very well
2 Allows consIderable flexIbIlIty In selectIng and definIng cost objects
3 ProvIdes a rapId, easIly maIntaIned methodology for costing
4 SImplIfies the costing process
5 SUItable for a dIverse organIzation such as a hospItal or polyclInIc

• The RVU Method
1 A mathematical method for assIgnIng costs to cost objects
2 Each cost object IS first assIgned a relatIve value (1, 2, 3, etc) The relatIve value IS

IndIcatIve of the amount of costs one cost object consumes verses another (Example, a 4
consumes twIce as much costs as a 2)

3 When the relatIve value IS multiplIed times the volume of each cost object, a pro-rata share
of costs can be allocated to each cost object

4 Key to the RVU Method IS the determInation of the RelatIve Value for each cost object

28



-------------------
Example of RVU Costing:

(E) (F)
Total Unit

Cost Cost

(C) (D)

Relative Percent of
Volume Total Cost

(B)

Actual
Volume

Cost
ObJect

Assume: The radIology department does three thIngs They take Chest X-Rays, LImb X-Rays and Skull
X-Rays You have been asked to define the supply cost of each The only supply used IS X-Ray FIlm
Total film costs are 10 000

(A)

RVU

Chest X-Ray 1
Limb X-Ray 1.25
Skull X-Ray 3

200
400
100

200
500
300

200~

500/0
300/0

2000
5000
3000

10 (2000/200)
12.5 (5000/400)
30 (3000/100)

Totals 700 1000 100% 10000

C=AxB
D =C divided by total of Column C
E = % ofD x Total Costs
F = E divided by B

Question: How do you determIne the RVU? ThIS IS a clearly a key to allocatIng costs accurately

29
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• Two Methods are Typically Used to develop the RVU.

1 The Ranking Method

Rank each cost object In order of relatIve resource consumption and simply estImate an RVU by
companng each cost object to the first cost object

EXAMPLE

If supply consumptIon for a Chest X-ray = 1 Then

An X-ray of a Limb IS
An X-ray of the Skull IS

= 125
=30

~
\/",

\

• Ranking requires an expenenced group of Individuals who through their profeSSional
Judgment can estimate the relative consumptIon of costs Most expenenced managers can
provide accurate ranklngs

30



-------------------
2. The Objective Data Method

Estimate the RVU uSlng more "objective data" such as an estlmate of the film consumed, or hours of
labor lnvolved

EXAMPLE:

Labor RVU Analysls uSlng more objective data

Hours of labor for a Chest X-ray = 10
Hours of labor for a Llmb X-ray = 15
Hours of labor for a Skull X-ray = 20

TOTAL HOURS = .45

TOTAL Number of Cost Objects = 3
Average Labor/Cost Object = 15

~
()

Therefore the R VU would be:

A Chest X-Ray
A Llmb X-Ray
A Skull X-Ray

Mathematics

10 dlvlded by 15
15 dlvlded by 15
20 dlvlded by 15

RVU

=066
= 1 00
= 1 33

31



III. Develonin.g Costs: An Exercise UsingRVU Costing Methods

You have been asked to go to the Obstetrics Department and calculate the costs of a bIrth The
Obstetrics Department does only one thIng They dehver babIes There are two types of bIrths,
(1) Normal BIrths and (2) Comphcated BIrths You have been asked to determIne the cost for each type
of bIrth

You have IntervIewed the Manager of the area as well as some expenenced doctors and nurses USIng
the RankIng Method, they have determIned the RVU's and told you the followIng Information

50,000
10,000

5,000
65000

• There are 1200 Normal BIrths per year
• There are 300 Comphcated BIrths per year
• The Total Costs for the Obstetrics Department are 65 000 as follows

RVU's
Normal Complicated

1 2
1 4
1 1

Labor Costs per year
Supply Costs per year
Overhead Costs per year

Total Costs

Question: What IS the UnIt Cost for each type of bIrth?

~
_________ 1
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-------------------
III. Developing Costs: An Exercise Using RVU Costing Methods -THE ANSWERS

Cost Actual Relative Total Unit
ObJect RVU Volume Volume/Percent Cost Cost

Normal Baby
1200= QLabor 1 1 200 33500 2792

Supphes 1 1 200 1200 = 50% 5 000 4 17
Other 1 1 200 1200 = 80% 4 000 333

Total 42500 35.42
100%=

ComplIcated Baby
600= Q~Labor 2 300 16500 55 00

Supphes 4 300 1200 = 50% 5 000 1667
Other 1 300 300 = 20% 1 000 333

Total 22500 75.50
Grand Total 65000

* 1200 + 600 = 1800 120011800 = 67% 67% * 50 000 = 33 500
33 500 divided by 1200 (actual volume) = 27 92 (unzt cost)

33
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Class Exercise 10 RVU Costmg -Complete the followmg RVU CalculatIOn for the Development
ofRVU'sfor varIOus Laboratory cost objects

Cost Object Direct Labor Average Labor RVU
DescriptIOn Hours per Cost Hours Per Cost ..P!:!:

ObJect ObJect Cost ObJect
BloodSu~ar 10 / ==
Blood Count 05 / ==

Blood TVDe 05 / ==
RHFactor 15 / ==

Antibody Test 10 / ==
Coa~lant Test 10 / ==

TransfusIOn 15 / ==

Or~amsm test 15 / ==

POlson Screen 05 / ==

ParasiteTest 10 / ==

Totals
DIvided by
Equals

100
10 Cost Ob/eets
10 Average tune per Cost Object

Cost Object Cost Objects Relative Value Adjusted Volume of
Number Performed per Cost Oblect Cost Oblects

Performed
Blood Sugar 4000 * ==
Blood Count 3500 * ==
Blood Type 2000 * ==
RH Factor 4000 * ==

Antibody Test 4500 * ==
Coa~lant Test 6000 * ==

TransfusIOn 2200 * ==
Or~amsm test 1800 * ==
POlson Screen 4000 * ==
ParaslteTest 3000 * ==

TOTALS 35,000 ?

Total operatmg cost ofLaboratory for the penod
Adjusted number ofCost Objects performed
WeIghted Average Cost Per Cost Object

?
753,500

?

Cost Object Weighted Average RVU Adlusted Cost Oblects Gross
Number Cost Per Cost Cost Per Performed Cost

Object
Blood Sugar

Blood Count

etc etc etc etc etc etc

34
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Cost ObJect Weighted Average RVU AdJusted Cost Oblects Gross
Number Cost Per Cost Cost Per Performed Cost

ObJect
Blood Sugar 22 10 22 4000 38000
Blood Count 22 5 11 3500 38500

etc etc etc etc etc etc

Cost ObJect Cost ObJects Relative Value AdJusted Volume of
Number Performed per Cost ObJect Cost ObJects

Performed
Blood SUJ!ar 4000 * 10 = 4000
Blood Count 3500 * 5 = 1750
Blood Type 2000 * 5 = 1000
RH Factor 4000 * 15 = 6000

Antibody Test 4500 * 10 = 4500
CoaJ!Ulant Test 6000 * 10 = 6000

TransfusIOn 2200 * 15 = 3300
Or~amsm test 1800 * 15 = 2700
POlson Screen 4000 * 5 = 2000
ParasiteTest 3000 * 10 = 3000

Cost ObJect Direct Labor Average Labor RVU
Number Hours per Cost Hours Per Cost ~

ObJect ObJect Cost ObJect
BloodSu~ar 10 / 10 = 10

Blood Count 05 / 10 = 5
Blood Type 05 / 10 = 5
RH Factor 15 / 10 = 15

Antlbodv Test 10 / 10 = 10

CoaKulant Test 10 / 10 - 10

TransfusIOn 15 / 10 = 15
OrJ!amsm test 15 / 10 = 15
POlson Screen 05 / 10 = 5
ParasiteTest 10 / 10 = 10

Class Exercise RVU Costmg -Answers

35

34,250

22

753,500
34,250

100
10 Cost Ob,ects
10 Average tzme per Cost Object

35,000

Totals
DIvided by
Equals

TOTALS

Total operatmg cost ofLaboratory for the penod
Adjusted number of Cost Objects performed
WeIghted Average Cost Per Cost Object

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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APPLYING RVU TECHNIQUES: COSTING PROCEDURES & TREATMENTS
IN EACH DEPARTMENT

PREPARATION: Calculate department level costs (direct and overhead costs)
1 Define cost objects In the followIng departments DISCUSS the problems/concerns
wIth each
2 What would you do wIth the costs In the admInIstration department?
3 How mIght your definItIon of cost objects wIthin a department change over tIme?

Departments

• AdnurustratIOn
• Bmldmg Engmeermg
• Surgery
• Oncology
• Gynecology
• Therapy
• RadIOlogy
• Internal Medlcme
• ENT
• Bactenology Lab
• Chrucal Lab
• FamJ.1y Medlcme
• SpeCial Chruc

-~-
_____ 1

Tips:
• Define cost objects whtch have statIstIcs that are readJ.1y

avaJ.1able
• Define cost objects at a level of detml whtch wJ.11 be

suffiCIent to make mearungful deCISIOns such as
DeCISIOns for PrIce-Settmg
DeCISIOns for Cost Management
DeCISIOns for ProductiVity and Staffing levels

• Define cost objects so that It IS not too dtfficult to calculate
nor mamtam the costs over tIme

36



-------------------
APPLYING RVU TECHNIQUES:

COSTING PROCEDURES & TREATMENTS IN SURGERY

Cost Objects: The Surgery department breaks the services into 3 Types ofSurgery, Level I through III based
on surgical complexity and duration. USing an RVU methodology and the information shown below calculate
the costs ofthe three types ofsurgery

Yearly Department of Surgery Budget
StatIstical InformatIon
Cost ObJect Yearly QuantIty

Article 1 Salary 5 000 000
Article 2 Salary Taxes 1 850000
Article 3 UtllltleslDepreClatlon 1 200 000
Artlcle 4 Travel 50 000
Article 9 NutntlOn 100 000
Article 10 Medicines 3 000 000
Article 12 EqUlpment 30 000
Artlcle 14 Lmens 40 000
Artlcle 16 Capital Repair 80 000
Artlcle 18 MISC 2 600 000

TOTAL Departmental Costs 13950000

RVU's
Surgery Level 1 II III
Salary 10 1 5 20
UtIhties 10 20 30
Travel 10 1 0 1 0
Nutntion 10 1 0 1 0
Medicmes 10 30 50
EqUIpment 10 1 5 20
Lmens 10 1 1 1 2
CapItal RepaIr 10 1 0 1 0
MIsc 1 0 1 5 20

~,

Administration Overhead

TOTAL Costs

1 000000

14950000

Surgery Level I
Surgery Level II
Surgery Level III

TOTAL

30000
10000
4000

44000
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APPLYING RVU TECHNIQUES:
COSTING PROCEDURES & TREATMENTS IN SURGERY

RVU's
Surgery Level 1 II III

Salary I 0 1 5 20
UtIlIties 10 20 30
Travel 10 10 10
Nutntlon 1 0 1 0 10
MedIcmes 10 30 50
EqUIpment 10 1 5 20
Lmens 10 1 1 12
CapItal RepaIr 1 0 1 0 1 0
MIsc 1 0 1 5 20

1. If....Then...statements for each cost type
• (IfLevel I equals 1.0, then Level II

equals ???)
• Based on experienced manager's opinion

or group opinion
• Fast, surprisingly accurate

2. Actual Data Analysis for each cost type
• Obtain relevant data
• Edit data as reqUired
• Option to group data into ranges

Research has shown that expert judgment often leads to similar RVUs as actual data analysis.

~
________ 1
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Insert 8 pages from costacct.xls

~

..J.::....

page 1:
page 2:
page 3:
page 4:
page 5:
page 6:
page 7:
page 8:

Simple calculation of a composite RVU - Surgery Department
Method One: Calculating procedure costs In a department uSIng total Department costs
Estimating Labor RVUs with Labor time - laboratory
Estimating non-labor RVUs with expert judgment
Method Two: Calculating Procedurerrreatment costs by type of cost
Method Three: Calculating .... by Detailed RVUs
Comparison of RVU Methods
Calculating total costs of Treatments and Procedures
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Simple Calculation ofa Composite RVU -Surgery Department

Column 1 Column 2 Column 3 Column 4

Sum of Colt 2 & 3

Article RVUSurgery RVU Surgery RVUSurgery Sum
/iQ. Expense Levell Level II Level III of RVU's

1&2 $6,850,000 1 1 5 2 45
3 $1,200,000 1 2 3 6
4 $50,000 1 1 1 3
9 $100,000 1 1 1 3
10 $3,000,000 1 3 5 9
12 $30,000 1 1 55 2 455
14 $40,000 1 1 1 1 2 33
16 $80,000 1 1 1 3
18 $2,600,000 1 1 5 2 45

TOTAL $13,950,000 4085

Total Expense per RVU 341493 ($13950000 14085 = 341493)

ColumnS Column 5 Column 7

(341493 * Column 1) (341493 * Column 2) (341493 * Column 3)

341493 512240 682987
341493 682987 1024480
341493 341493 341493
341493 341493 341493
341493 1024480 1707466
341493 529315 682987
341493 375643 409792
341493 341493 341493
341493 512240 682987 •

Check Figure

ITOTAL 3073439 4661383 6215177 13950000

IComposlte RVU
(3073439/13950000) (4661383/13950000) (6215177 /13950000) I0220318237 0334149327 0445532436

Summary Composite RVU depends on RVUs for each budget Ime Item. Here each I
category of RVU IS weighted equally, but one could also weight mdlvldual RVUs by

the amount of budget for each Ime Item I
I
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-------------------
Method One Calculatmg ProcedurelTreatment Costs In a Department USING TOTAL DEPARTMENT COSTS

Total Dept Costs
$13,950,00000

Cost Object

Surgery Levell
Surgery Level II
Surgery Level 1/1

Total

Column1

Quantity

30000
10000
4000

44000

Column 2 Column 3 Column 4 Column 5 Column 6

(Column 1·Column 2) (Column 3/11733) (Column 4· $13950000) (Column 5/Column 1)

Total Weighted Total
RVU Quantity Percent of Total Costs Share of Total Costs UOIt Gost

022 6610 6610/11733 = 56 $7,858,335 $261 94
033 3341 3341/11733 = 28 $3,972,825 $39728
045 1782 1782/11733 = 15 $2,118,840 $52971

11733 $13;950,000

ThIS method takes a composIte RVU for all department costs and allocates
these costs to each cost object Afterwards, overhead from admmIstratIOn can be added, or,
overhead could be added mto the $13 950 000 amount from the start

~
~

Benefits

Drawbacks

Easy, QUIck

LIttle vISIbIhty of component costs,
DIfficult to determme fixed and vanable costs,
Not real useful for detaIled performance reportmg



ESTIMATING LABOR RVUs with LABOR TIME -Laboratory Department

Department
Budget Articles

U Total Cost Center Costs

LABORATORY

1+ 2
2,066,000,000

Cost ObJect

I - simple tests
II - complex tests

Labor Time (mmutes) Total
Doctors Nurses Aides Oth Mm

Labor
RVU

5 0 227272727
1Z 0,772727273

Total 22 1

Q

cost per
stand. umt

Total I 388,8041144,6551
Venfy wIth bUdget

DIscrepancy

T I 2,066,000,000
2,066,000,000

o

Note Labor RVUs based on minutes for conducting treatment
Labor RVUs do not separate staff categories
Doctors' time IS basIs for RVUs because their time IS most expensive
Simple but good approximation for labor-RVUs

--0>------
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ESTIMATING NON-LABOR RVUs with EXPERT JUDGMENT - Laboratory Department

Department LABORATORY
Budget Article

3+4+9+14+18+overhead (all non-labor articles except medicines)
U Total Cost Center Costs 574,323,000

Coefficent
Cost Object of Intensity

I - simple tests 1
II - complex test 1

Labor
RVU

05
M

Notes
Assume non-labor resources shared equally = 1
Few statistics available to estimate non-labor RVUs
Medicine costs estimated separately
Simple but good approxImation

Total 2 1

N 0 p Q R S
J J*O Q*J R*O

Labor Actual Adjusted cost per cost per Allocated

IDLU. \lolume Volume stand. unIt test Costs
II - simple tests 05
II - complex test M

388,8041 194,4021Total I T 574,323,000
Venfy with bUdget 574,323,000

Discrepancy 0

--<.::>
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Method Two. Calculating procedureITreatment Costs In a Department by BY TYPE OF COST -Surgery Department

Total Dept Salary Costs
$6,850,000 00 Opt/onal

Column1 Column 2 Column 3 Column 4 Column 5 Column 6 Column 7

(Column 1*Column 2) (Column 3/53000) (Column 4 * $6850000) (Column 5/Column1) (Est $2 millIon)

Salary WeIghted Salary Variable
Cost_Oblect Quantltv BW Salary Percent of Total Costs Share of Iotal Costs UOIt Cost Umt Cost

Surgery Levell 30000 1 00 30000 30000/53000 = 5660377 $3,877,358 $12925 $3774
Surgery Leve/II 10000 1 50 15000 15000/53000 = 2830188 $1,938,679 $19387 $5661
Surgery Leve/I/I 4000 200 8000 8000/53000 = 1509433 $1,033,962 $25849 $7547

Total 44000 53000 $6,850,000

ThIS method apphes an RVU for each cost type costs and allocates
these costs to each cost object Afterwards, all component cost are
summed and overhead from admInIstratIOn IS added

Benefits

Drawbacks

§- - _.

Easy
Good VlSlblhty ofcomponent costs,
EaSler to determme fixed and vartable costs,

More comphcated and tIme consummg

Method 2 Method 1

FlnalRVU FlnalRVU

076 022

134 033

1 92 045

Final Cost Final Cog

$24182 $26194

$42570 $39728

$60958 $52971
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Method Three. CalcUlatIng Procedureffreatment Costs by DETAILED RVU's (staff types) & BY TYPE OF COST -Surgery Department

Total Dept Salary Costs
$6,850, 000 00 Column1 Column 2 Column 3 Column 4 Column 5 Column 6 Column 7 Column 8 Column 9 Column 10

(Column 2 1 33) (Column 3 ·0 94) (Column 4 ·0 72) (Sum Column 5 6 7) (1241/3) (Column 8/Column 9)

Doctor Nurse Other Weighted Weighted Weighted Total
Salary Salary Salary Salary Salary Salary Salary Average

Cost Oble_ct Quantltv IDlU IDLU. IDLU. Doctor ~ Qther Weight Weight IDlU.

Surgery Levell 30000 1 00 1 00 1 00 1 33 094 072 300 414 072
Surgery Level II 10000 1 50 1 50 1 00 200 1 41 072 414 414 100
Surgery Level III 4000 200 200 1 00 267 1 89 072 528 414 128

TOTAL 44000 1241

#1 Avg Wage per Year 140400000 99360000 76278860

#2 Total Avg Wage per Year /3 105346287 105346287 105346287

Wage Weight = #1 / #2 1 33 094 072

Column 10 Column 11 Column 12 Column 13 Column 14 Column 15

(from above) (from above) (Co110 Col11)) (6850000/36850)) (Co113 CoI10)) (Co114 CoI11) Note RVUs for each Staff Cat
Salary Comphcated, but same

Adjusted AdJNol Unit Allocated Not recommended
RVU Quantity Quantity Per/Freg ~ ~

Surgery Levell 072 30000 21750 $18589 $13477 $4,043,066
Surgery Level II 100 10000 10000 $18589 $18589 $1,858,894
Surgery Level III 128 4000 5100 $18589 $23701 $948,040

$6,850,000TOTAL 44000 36850

.--
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Comparison of RVU's
Method 1 Method 2 Method 3

BVU BVLl RVU

Surgery Levell 022 076 078
Surgery Level II 033 1 34 1 32
Surgery Level III 045 1 92 1 85

Comparison of Unit Costs
Method 1 Method 2 Method 3
Unit Cost Unit Cost J.l!1itCos_t

Surgery Levell $261 94 $241 82 $24735
Surgery Level II $39728 $42570 $41772
Surgery Level III $52971 $60958 $588 10

- - _. I



-------------------total costs

Calculating Total Costs of Treatments and Procedures

Department laboratory
Costs of

Capital Medicine and
Direct Labor Direct Non- Overhead Depreciation supply kits for
Unrt cost labor costs costs per (annual each category
(based on (based on unrt (based depreciation of Total
RVU RVU onRVU per treatments/proc Resource Final
calculations calculations calculations) procedure) edures costs Taxes Profit Pnce

Test Category

1 simple unne tests
2 complex unne tests
3 Blood test, Category 1
4 Blood test, Category 2
5 Blood test, Category 3
6 etc

Page 1---~
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IMPLEMENTING RVUs & UNDERSTANDING COSTS- SUMMARY POINTS

1. What do you need to calculate RVUs?

• List ofcost objects (treatments, procedures, services)

• Volume statistics for each cost objectfor specifiedperiod oftime

• Budget allocation for major categories ofresources for specifiedperiod oftime

• Statistics or expert judgment to assign resources to cost objects

40
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-------------------
IMPLEMENTING RVUs & UNDERSTANDING COSTS- SUMMARY POINTS

2. How detaIled should RVU calculations be?

• Costs differences between estimates using simple and detailed R VUs are usually very
small.

• In a health care market where market competition is not very strong, precision in cost
caculations is not necessary.

• RVUs based on expert judgment are usually very similar to RVUs based on statistical
methods.

• RVUs can be calculatedfor main categories ofbudget articles (labor, non-labor) and then
combined to make a composite RVUfor each treatment orprocedure.

• Medicines are usually calculated without R VUs because prices and drug avaialability vary
tremendously and exact cost-recovery is essential.

• Different hospitals can use the same R VUs iftheir treatment practices are similar. A
national, regional, or local set ofRVUs could be developed.

41

..-....s:...



IMPLEMENTING RVUs & UNDERSTANDING COSTS- SUMMARY POINTS

3. How often should RVUs be revised?

• When treatment practices change and the amount and/or cost ofresources change
substantially.

• R VUs are usually stable over 1-2 years.

4. Does RVU costing generate standard (planned) or actual costs?

• Usually, RVU costing generates ACTUAL costs NOT STANDARD costs.

• RVU costing uses actual department budgets and actual volume ofservices for that
period. Ifbudgets and volume ofservices vary, then prices could changefrequently (in a
very competitive market economy) or could be set on an unit costs averaged over several
months.

-~\- - _.1 I
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-------------------
IMPLEMENTING RVUs & UNDERSTANDING COSTS- SUMMARY POINTS

5. How detailed should the list of cost objects be?

• It would be very time-consuming to cost every test, procedure and treatment. Even if
computers were available, all ofthis data would have to be updated in thecomputer on a
regular basis.

• Atfirst, the list ofcost objects might include 100 - 500 services. It should include the most
frequently used tests andprocedures. Often, some tests andprocedures can be grouped in
categories when resources required are similar.

6. What factors influence unit cost estimates?

• Unit costs will change when:
• volume ofservices change;
• department budgets change;
• RVUs change (reflects a change in price and/or quantity ofinputs);
price and quantity ofmedicines change

43
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UNIT COSTS FOR PRICING - KEY ECONOMIC CONCEPTS

Costs

Fixed Cost Pattern
Costs remam fixed as volmne changes

.. - .. - .. - .. -FIxed Costs

Volume

Component Costs
Fixed and vanable costs

Costs

Variable Cost Pattern
Costs Increase as volume changes

Vanable Costs
",. .. ""

.. ",. .. ~"
Volume

Total Cost Pattern
Sum of fixed and vanable costs

Total Costs

--~

Costs Vanable Costs
,.

.. _ .. _ .At:-" .. _ FIxed Costs..
.""..

.""..
Volume

Costs

Volume

44
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-------------------
WHAT IS A SEMI-VARIABLE COST

A semI-vanable cost IS a cost that exhIbIts both a fixed pattern and a vanable pattern Draw a
"semI-vanable" cost hne on the followIng graph
When mIght thIS occur?

Costs

Volume

45
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ECONOMIC PRINCIPLES OF PRICING:
BREAK-EVENAND CONTRIBUTION MARGIN

Total Revenue
Assume Revenue = 20 per unit

Vanable Costs = 9 Per UnIt
--

, .- Total Costs

,
.-.,

--/.-
/

• 7~ :.. • _ • _ • _ • _ • _ • _ FIxed Costs = 660

--/.-

--/
--/

--

" ,",,,/ .-
/.-

/
--//

~

500

--

1000

2000

1500
Costs

10 20 30 40 50 60 70 80 90 100
Volume

Contribution Margin = The amount of revenue per unIt In excess ofvanable costs
Break-even = Where Total Costs equals Total Revenue

.-~ 46
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*
,; *

,;

*

Vanable Costs = 9 Per UnIt

*
*

Total Revenue

,; * Total Costs

,;

,;

*

*

,;

,;

*

*

,;
*,;

*,;
*,;

*

,;
,;

*

Break-even =
60 UnIts

*

,;

*- • -.,? - • - • - • - • - • - - - FIxed Costs = 660
*

,;
*,;

*,;
*

500

1000

2000

1500
Costs

Break-even POInt and Contribution Margln- ContInued

Assume Revenue = 20 per unit

10 20 30 40 50 60 70 80 90 100
Volume

Contribution MargIn = Pnce mInus Vanable Costs (20 - 9) = 11
Break-even = FIxed Costs dIvIded by Contnbutton MargIn (660/ 11) = 60

47
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Exercise - In Fixed, Vanable and Break-even AnalysIs

Calculate the break-even pOint of the following cost object

Total Department FIxed Costs = 1200
Cost Object's Price = 140
Cost Object's Variable Cost = 100

Total Revenue
,/" Total Costs

",

//Vanable Costs

Costs I / __:__"7--'-~ - -Fixed Costs
----'--
Volume

Answer
Break-even = Total Fixed Costs / ContnbutIon Margin
ContnbutIon Margin = 40 [ 140-100]

.-
",.)

~

Therefore
Break-even = 30 [1200/40]
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ExerCIse In Determining FIxed and Variable Costs

Method One = Classifying each cost category by your opinion as to what is fixed and what IS
variable

Usefulness of this method:

• There are too many exceptions In health care - need to use common sense
• The behavior of costs over changes In volume are unpredictable
• The services provided by health care are complex and Inter-related

Classify the follOWing Items by fixed and variable costs

,,/

~~

Manager Salary
X-RAYFl1m
Telephone
Electnclty
Pharmacy-Pl1ls
Laboratory Test
Other Examples

Fixed %
100
a
?

?

?

?

Vanable %
a
100
?

?

?

?
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Exercise In Determining Fixed and Vanable Costs

Method Two = The High-Low Method

The HIgh Volume = 310 and 65,000 Costs
The Low Volume = 200 and 50,000

r 310 units
65000 costs

,~,,,,,.,

""""""

... ""J'''''''
",

"'---+ 200 Units
50000 Costs

Volume

~

\}.I

Therefore a dIfference of 110 unIts caused 15,000 In addItIonal costs
ThIS dIfference IS assumed to be vanable costs

Therefore vanable costs per unIt IS 15,000 dIvIded by 110 = 13636

Because Fixed Costs = Total Costs minus Vanable Costs
Fixed costs at 200 units = 50,000 - (136 36 x 200) = 22,728
Fixed costs at 310 units = 65,000 - (136 36 x 310) = 22,728

The weakness of this method IS that It is based on extremes.
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-------------------
Method three The "Scatter" or Graph Method
(Regression Analysis)

Discuss the benefits and drawbacks ofthis method ofdetermining fixed and variable cost patterns
Describe the relevant range.

o 0

Plot the volumes and costs and fit a lIne
o 0

EXAMPLE:

60000

50000

40000

30000

20000

o

o

o
o

o

-
~

150 200 250 300 350 400
VOLUMES
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UNDERSTANDING COSTS FOR PRICE SETTING

Goal ofExercise: Przclng a "Patient case or VISit" based on costs In the Surgery Department

Known Yearly Costs and Statistics In "The Surgery Department"

Total Fixed Varzable
1 Salanes 5000000 4000000 1 000000
2 Salanes- Taxes 1 850000 1 480000 370000
3 UtIlItIes 1 200000 1 000000 200000
4 Travel 50000 50000 -
9 NutntlOn 100000 100000 -
10 MedIcIne 3000000 - 3000000
12 EquIpment 30000 30000 -
14 LInens 40000 20000 20000
16 CapItal RepaIr 80000 80000 -
18 MISC 2600000 2600000 -

TOTAL 13950000 9360000 4590000
FacIlIty Overhead 1 000000 1 000 000 -
Total Department Costs per year =14950000 = 10360000 + 4590000

Total Level I Cases (or VISItS) 30000
Total Level II Cases 10000
Total Level III Cases 4000
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-------------------
USING COSTS FOR PRICING

Create aper-case costfor allpatients cases In this department. Based on that cost, what minimal
price wouldyou like to obtain?

Answer: Total Cost Per Case = 14950000/44000 =339.77

Fixed Costs
Vanable Cost Per Case
Total Cost Per Case

10360 000
4590000/44000 = 10432

14 950 000/44 000 = 339. 77

.J

$.

IMoneyI Vanable
Costs

1""""-: FIxed
Costs

IVolume I

Minimal price would be more
than the variable costs of 104.32

"Full Cost" based on expected
volumes of 44 000 would be
339.77
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USING COSTS FOR PRICING (cont'd)
Question:
Ifwe set the price at 500 per case and our totalfixed costs are estimated to be 10360000, how
many patient cases would we need to break-even? (We are assuming everyone pays their bi/II)

RemInders
Break-even = Where Total Costs equals Total Revenue
ContributIon MargIn = The amount ofrevenue In excess o/varlable costs

Answers
Break-even = FIxed Costs / ContributIon MargIn

= 10360 000 / 3956t(

= 26 183 Pattent Cases "'-- (pnce 500 mmus Vanable costs 10432)

IMoneyI Vanable
Costs

Ftxed
Costs

-
~
I

IVolume I
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-------------------
USING COSTS FOR PRICING (cont'd)

Question: Assume your patient volumes have been decllnlng andyou expect this trend to
continue What price do we need to set to break-even ifwe are expecting only 30 000 patient cases
and we have been told not to loose any money?

Reminders
Break-even = Where Total Costs equals Total Revenue
Contrlbutlon Margin = The amount ofrevenue In excess ofvarlable costs

=3453~
Requlfed
Contnbution Margin

Answer:
Break-even = Fixed Costs / Contrlbutlon Margin
30 000 = 10 360 000 / ?

? = 10360000 / 30000
345 33 + 104 32 =449.65

""'- Vanable Cost Per Unit

IMoneyl1~ Vanable
Costs

r Fixed
Costs

IVolume I
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USING COSTS FOR PRICING (cont'd)
Question: The market-place sets the prices ofservices. You have no control over thiS Issue. The
market has set a price of100 per patient case or visit.

You expect 39 000 patient cases. For each patient case, how much do you "lose"? Draw the
revenue line on the graph below.

RemInders
Contnbutlon MargIn = The amount ofrevenue In excess ofvanable costs

Answer: You wIll "loose" 10432 -100 = 4 32 for each patIent day + all FIxed Costs

--~
_SI

IMoneyI

~
vanable

Costs

r Fixed...-=;;;. ..J

Costs

IVolume I
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-------------------
USING COSTS FOR PRICING (cont'd)

Question: Given aprice of100 (and the fact that you are loosing 4.32 per case per patient)
discuss what options are availablefor controlling costs

DISCUSSION POINTS

• Lower All Vanable Costs
• Identlfy those patIent types that have the "worst" negatIve contnbutIon (where vanable

costs are not beIng covered)
• RaIse Pnces
• Lower FIxed Costs
• Other POInts

IMoneyl1~ Vanable
Costs

-=:.. ---J/ FIxed
Costs

IVolume I
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Discussion 1 - PriclnglProductivity/Investment and Divestment - A DIscussion Exercise

Situation: Bons IS a famous cost accountant and ChIef MedIcal Doctor of a large InpatIent and
outpatIent medIcal facIlIty He has lIstened to many "experts" dISCUSS new ways to finance health
care MeanwhIle, he has seen hIS budget reduced whIle the sIck pattents contInue to enter the
hospItal He expects some of hIS financIng to come from user fees and some to come from the
government He also expects he wIll obtaIn more and more fleXIbIlIty to define staffing levels
WIthIn hIS faCIlIty In the final analysIs, he knows It IS hIS Job to use any funds he does obtaIn to
the very best of hIS abIlIty He also feels the best way to manage resources IS to make sure each of
hIS department managers make good deCISIon regardIng the management of resources

Discuss:

• How wIll "optImIzIng" contnbutlon margIns of servIces help Bons? What are the key data
elements necessary to do thIS?

• How can Bons lInk contnbutIon margIns WIth worker/department productIvIty?
• What would a performance report look lIke that mIght be useful to gIve to a department

manager In thIS regard?
• What type of goals mIght Bons set for hIS department managers to better manage costs?
• How can cost accountIng InformatIon be used to make an Investment deCISIons?

58



-------------------
Discussion 1 -Dlfect and Indirect Costs
Discuss the usefulness of knowing which costs are direct and which costs are indirect. Can you
classify the following costs within the department of surgery as direct and indirect?

Direct Costs - Those costs directly bnked to departmental operatlons
Indirect Costs - Those costs that are not direct

Possible Answers
Total Fixed Variable Direct Indirect

1 Salanes 5 000 000 4 000 000 1 000 000 4 500 000 500 000
2 Salanes- Taxes 1 850 000 1 480 000 370 000 1 665 000 185 000
3 UtIhtIes 1 200 000 1 000 000 200 000 900 000 300 000
4 Travel 50 000 50 000 - - 50 000
9 Nutntton 100 000 100 000 - - 100 000
10 MedIcIne 3 000 000 - 3 000 000 3 000 000
12 EquIpment 30 000 30 000 - 30 000
14 LInens 40 000 20 000 20 000 10 000 30 000
16 CapItal RepaIr 80 000 80 000 - 80 000
18 MISC 2600 000 2600 000 - - 2600 000

TOTAL 13950000 9360000 4590000 10 185000 3765000
FacIhty Overhead 1 000 000 1 000 000 - 1 000 000
Total Costs per year = 14950000 = 10360000+4590000 10 185000 4765000

'1..1

~
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-------------------
Exercise 1- The Costmg Process

You have been asked to determIne the costs ofyour InstItutIOn for purposes of ImprOVIng management's decIsIOns regardIng the use of
bmIted resources You have decIded on the folloWIng steps to complete the costmg process DISCUSS each step In a group and note any
difficultIes, suggestIOns, or Improvements you have wIth each step

Step Actzon

1 Define the cost objects you feel would be useful to the ExecutIve DIrector
2 Collect/obtam financIal InformatIOn for the past year for the entIre orgamzatzon
3 Define WhICh Departments are overhead departments
4 Collect/obtam statIstIcal mformatlOn to allocate thIS overhead
5 DecIde on an allocatlOn methodology and allocate the overhead costs
6 Group costs mto useful categorIes (Salary, Suppbes, EqUIpment, Overhead, etc - WhIch categones wouldyou choose?)
7 Classify the costs wIthIn each category as to what IS fixed and what IS vanable
8 Develop RVU'sfor each cost objectfor each cost category
9 Calculate costs
10 Test the accuracy of the costs

61
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Exercise 2

QUick Exercise III Overhead AllocatIOns - The POlycliniC that you work In has their own
laboratory which performs basIc blood tests on patients You have been asked to eventually
determine the costs ofthese blood tests and to Include an allocatedportIOn ofthe POlycliniC'S
overhead costs In thiS way the managers wIll understand their "full" costs You are asked to
present the overheadallocatIOn two ways

Fzrst, allocate the overhead based on the Grouped Overhead AllocatIOn Method uSing
FTE's as the basIsfor allocatIOn

Second, allocate the overhead uSing the Single Step-Down AllocatIOn Method Allocate
the AdministratIve Overhead by FTE's, allocate the Laundry overhead costs by lalograms
oflaundry, andallocate the Maintenance overhead costs by square meters

You are prOVIded thefollowmg mformatlon

Overhead Department
AdministratIOn
Costs = 50 000

Overhead Department
~undry
Costs = 100 000

Overhead Department
'lA4alntenance
Costs = 150000

Total PolyclIruc FTE's
Laboratory FTE's

Total PolyclIruc KIlograms ofLaundry
Laboratory KIlograms ofLaundry

Total PolyclIruc Square Meters
Laboratory Square Meters

=500
= 50

= 120000
= 6000

= 80 000
= 12000
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QUIck Exercise m Overhead Allocations - You were asked to present the overhead allocatIOn
two ways

ExercIse 2- Answers

63

150000 * (12000/80000)
= 22500

Overhead Department
aIntenance

Costs = 150 000

= 5000
= 5000

= 22500

100 000 * (6 000/120 000)
= 5 000

Overhead Department
Laundry
Costs = 100 000

Allocated Admlnlstratlve Overhead
Allocated Laundry Overhead
Allocated Mamtenance Overhead

FIrst, allocate the overhead based on the Grouped Overhead AllocatIOn Method USing
FTE's as the basIsfor allocatIOn

Total Polyclmlc Overhead = 300 000
Laboratory's allocated Overhead = 30 000*

* (Sum of50 000 +100 000 +150 000) * (50/500) = 30 000

Total Allocated to Laboratory = 32 500*

50000 * (50/500)
=5000

* (Sum of5 000 + 5 000 +22500

Overhead Department
dmznlstratlon

Costs = 50 000

Second, allocate the overhead USing the Single Step-Dawn AllocatIOn Method Allocate the
AdmInzstratzve Overhead by FTE 's, allocate the Laundry overhead costs by Ialograms of
laundry, and allocate the Maintenance overhead costs by square meters

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Exercise 3-

QUick Exercise ID FIXed and Variable Costs -You haveJust completed an overheadallocatIOn
to the Laboratory department You have been asked to use your best lUdgment and to decide
which portIOn ofthe total costs are fixed and vanable You have collected the followmg
mformatlOn andprepared the followmg worksheet

Cost Tvpe

OverheadAllocatIOn
Admmlstratlve Salaries
Clmlcal Salanes
Medical Supplles
Office andPaper Supplles
Medical EqUlpment
ElectriCity
Office Charrs & Tables
Telephone Costs

Total

Total
Amount

30000
4000

42000
10000
1000
6000
3000
1000
3000

100000

FIXed
Amount

?

VaTlable
Amount

?

Assume you the manager ofthiS department At the beginnmg ofthe year you are given 100 000
andasked to make It last allyear You must accept every patient that comes to your department
You are toldyou are not to close operatIOns under any circumstance You can only get more
money ifyou can prove you reqUlre It but you must advise your superIOr at least 90 days m
advance Descnbe the role ofcomputmgfixed and vanable costs can have m thIS SItuatIOn

What problems do youforesee m computmgfixedand vanable costs m your department?

Descnbe better methodsfor determmmg what costs are fixed and vanable
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Exercise 4- Applymg the 80/20 Rule

You have been asked to proVIde cost accounting informatiOn for an entire
hospital In 90 days' Descnbe the role ofan 80120 analysIs to help minimize your
effort What cntena might you use to perform the 80120 analysIs?

Answer

The 80120 analysIs wouldfocus my attentiOn on those areas (20%) that accountfor the
mOJonty ofresource consumptiOn (80%) Therefore, It would be useful to concentrate
the costing effort on those actiVIties that consume the maJonty ofresources (costs)

An 80120 IS a "rough" estimate So, possible cntenafor an 80120 analysIs might be

• Volumes ofactiVIties - Assumes a relatiOnship between quantity and costs
• Revenue - Assumes a relationship between pnce and costs
• Length ofstay - Assumes a relatiOnship between stay and costs

• Personal Estimate - Allows managers to estimate whatfew (20%) ofthe actiVIties
account for 80% ofthe costs
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Exercise 5- Overhead Allocation Statistics

You have been asked to Improve an overhead allocatlon from the Bu,ldmg
Mamtenance Department to the Pharmacy Department D,scuss how you m,ght
go about th's The cu"ent allocatlon IS as follows

Sendmg Department = Mamtenance
Supply Costs 100,000
AdmullstratlOn Costs 15,000
Labor- Salanes 192,000

TOTAL 307,000

Total Square Meters In HOSpItal
Rate per Square Meter
Square Meters In Pharmacy
Current AllocatIon to Pharmacy

Exercise 5 -Answer

=
=
=

=

100,000
3 07 per Sq Mtr
2,000
6,104 [3 07*2000]

Break-out the mamtenance department's actIVItles mto two categorzes routme
maintenance and department specific maintenance Allocate the routme
maintenance based on square meters and the department specific mamtenance
based on total equIpment cost Identified to that department Assummg there was
no department specific mamtenance for the Pharmacy, the new allocatIOn would
Improve how the costs were allocated

Example
Ofthe total mamtenance costs of307,000 assume only 147,000 mIght befor
routine maintenance Therefore, 147,000 dIvuJed by 100,000 square meters IS
1 47per sq mtr
ThIS would change the allocatIOn ofroutme mamtenance costs to 1 47 * 2,000 =

2,940 The oldmethodallocated 6,140
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ExerCIse 7

Insert Excel spreadsheet RVUexer xIs
ExerCIse Data + Blank forms
SolutIons
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RVU Class Exercise

DEPARTMENT BUDGET
Inpatient Laboratory, 1997

Budget Article
Number Description Budget Amount
DIrect Costs
#1 wages & salanes 2,000,000
#3 utilities & repairs 500,000
#10 disposables 300,000
#14 linens 400,000
#10 medicines 800,000

TOTAL DIRECT 4,000,000

!3/1ocated
Overhead Costs

administration indirect 440,000

direct + indirect +
TOTAL BUDGET o/h 4,440,000

Page 1 of 10
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RVU Class ExercIse

Categories of Tests or Visits

Inpatient Laboratory Department
Volume for

Group Description 1997
1 blood test category 1 20,000
2 blood test, category 2 8,000

3 blood test, category 3 2,000
4 urine test, category 1 18,000
5 urme test, category 2 5,000

TOTAL 53,000

~
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RVU Class Exercise

Coefficient of Intensity (RVU) for non-labor Budget Articles
Articles 3, 10,14, overhead

Cost Object RVU relative to Benchmark

blood test category 1 100

blood test, category 2 1 00
blood test, category 3 1 25
urine test, category 1 1 00
urine test, category 2 1 00

Page 3 of 10



-------------------RVU Class Exercise

Medicines and Supplies
Department LABORATORY
Budget Article 10
Costs:

actual costs (not budget)

...-.
......-
-~-

!.est
blood test category 1
blood test, category 2
blood test, category 3
urme test, category 1
urme test, category 2

~

.package of
medicines, pert~

50
70

200
30
60



RVU Exercise - BLANK FORM

f Salary Costs using Coefficients of Intensity (RVUs) l
Department LABORATORY
Budget Articles 1

U Total Cost Center Costs I I

Cost Object

blood test category 1
blood test, category 2
blood test, category 3
urine test, category 1
urine test, category 2

Total

Labor Time (mmutes)
Technician

5
10
20

7
16

58

Labor
RVU

1

I N 0 PJ J*O
Labor Actual Adjusted
IDl!.! Volume Volume

I
blood test category 1

blood test, category 2

blood test, category 3

urine test, category 1
urine test, category 2

Q R
Q*J

cost per cost per
stand. UOlt ~

S
R*O

Allocated
CQm

-.L.
~

Total I I I
Venfy WIth budget TI I

DIscrepancy
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RVU Exercise - BLANK FORM

~ Non-Labor Costs uSing CoeffIcients of IntensIty (RVUs) ~

Department LABORATORY
BUdget Articles 3+10+14+overhead administration

U Total Cost Center Costs I I

Cost Object

blood test category 1
blood test, category 2
blood test, category 3
urine test, category 1
urine test, category 2

Total

Expert JUdgment Labor
RVU

blood test category 1

blood test, category 2

blood test, category 3

urine test, category 1
urine test category 2

N
J

Labor

BY!.!.

o

Actual
VOlume

P
J*O

Adjusted
Volume

Q

cost per
stand. unit

R
Q*J

cost per

tm

S
R*O

Allocated
.QQm

~
~

Total I I I
Venfywilh bUdget TI I

DIscrepancy



RVU Exercise - BLANK FORM

TOTAL COSTS AND PRICES
Cost Center LABORATORY
BUdget Year 1995 (meds 1996)

'".....
...l

Test

blood test category 1

blood test, category 2
blood test, category 3

urine test, category 1

urrne test, category 2

Labor Unit
~ Non-labor Unit cost

1 (3. 10, 14. overhead)

Med & supplies Total Unit costs Taxes (1%)

(actual costs) plus 40%

Depends on
laws

Page?

Profit (1%)

plus 30%

Depends on
laws



-------------------RVU Exercise - SOLUTION

I Salary Costs uSing Coefficients of Intensity (RVUs) I
Department LABORATORY
Budget Articles 1

U Total Cost Center Costs I 2,000,0001

Labor Time (minutes)
Cost Object Technician

Labor
RVU

blood test category 1 5
blood test, category 2 10
blood test, category 3 20
urine test, category 1 7
urine test, category 2 16

008621
017241
034483
012069
027586

Total 58 1

469,484

375,587

187,793

591,549
375,587

94

33
75

R S
Q*J R*O

cost per Allocated
test ~

23

47

Q

cost per
stand. UDlt

272

272

272

272
272

P
J*O

Adjusted
Volume

20,000 1,724

8,000 1,379

2,000 690

18,000 2,172
5000 1,379

N 0
J

Labor Actual
ffil.!.! Volume

00862069

017241379

034482759

012068966
027586207

blood test category 1

blood test, category 2

blood test, category 3

urine test, category 1
urine test, category 2

Total I 53,0001 7,3451
Venfy WIth budget

DIscrepancy

TI-- 2,000,000
2,000,000

o

0:::-
~
c<)



RVU Exercise - SOLUTION

I Non-Labor Costs uSing Coefficients of Intensity (RVUs) l
Department LASORATORY
Budget Articles 3+10+14+overhead administration

U Total Cost Center Costs I 1,640,0001

Expert JUdgment Labor
Cost Object RVU

blood test category 1 1 019048
blood test, category 2 1 019048
blood test, category 3 125 02381
unne test, category 1 1 019048
unne test, category 2 1 019048

Total 525 1

N 0 P Q R S
J J*O Q*J R*O

Labor Actual Adjusted cost per cost per Allocated

IDlU. Volume Volume stand. uDlt ~ QQ.sts

blood test category 1 019047619 20,000 3,810 161 31 613,084

blood test, category 2 019047619 8,000 1,524 161 31 245,234

blood test, category 3 023809524 2,000 476 161 38 76,636

unne test, category 1 019047619 18,000 3,429 161 31 551,776
unne test, category 2 019047619 5,000 952 161 31 153,271

Total I 53,0001 10,1901 T 1,640,000
Venfy wIth budget 1,640,000

DIscrepancy 0

--...c..
~



-------------------
RVU Exercise - SOLUTION

TOTAL COSTS AND PRICES
Cost Center LABORATORY
BUdget Year 1995 (meds 1996)

Labor UOit
Test Cost Non-labor UOit cost Med & supplies Total UDlt costs Taxes (1%) Profit (1%)

1 (3. 10. 14. overhead) (actual costs) plus 40% plus 30%

blood test category 1 23 31 50 104 146 190
blood test, category 2 47 31 70 148 207 269
blood test, category 3 94 38 200 332 465 605
unne test, category 1 33 31 30 94 131 170
unne test, category 2 75 31 60 166 232 302

Depends on Depends on
laws laws

Page 10
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ObjectIves

Context

Budget Applications - Introduction

EfficIent and effectIve use of resources and servIces IS the key to success
of the health facIhtIes of tomorrow

FaIrness and Improved objectIvIty In resource allocation

Increasing opportunItIes of self-governance In health facIlItIes
SenIor- and mId-level management have IncreasIng responsIbIlIty and
accountabIlity for enSUrIng that hmIted resources are optImally used

• More financIal autonomy, flexIbIlIty In use of budgets
• Management autonomy
• Managers choose theIr own norms and processes
• Managers adapt serVIces to local condItions
• FacIlities compete for patIents

2



-------------------
Budget Applications - Outline of Topics

1. Decentralizing budget information and responsibility

2. Budget Performance Indicators

3. Five types of budgets: introduction
- definitions and linkages between budgets
- examples of each type of budget
- using budget information for management

4. Three approaches to preparing budgets: introduction

5. Expense Budgets: Depreciation

3
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Budget Analysis Can Answer Important Questions

1. What is the cost budgeted for performing key procedures in each department?

2. What specific resources can be reduced or eliminated by improving the
integration of inpatient and outpatient services?

3. What budgeted costs can be eliminated by closing a specific department?

4. What resources are required to start a new service? What is the budget of the
new service? How are the budgets of related departments affected by the new
service?

4
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Budget Analysis Can Answer Important Questions

5. What is the total and incremental budgeted amount attributable to providing
services to a group of patients paid for by insurance, by an enterprise, or by some
other special arrangement?

6. Is the actual expense budget different than the planned expense budget because
of changes in volume? In productivity of stafr? In prices of inputs? In government
allocations?

7. What costs am I (senior management, department head, etc) responsible for
managing efficiently and effectively?

5



.-
v~
1i"

WHO are the PRIMARY USERS of budget information?

• Chief executive officer
• Managers of each Responsibility Area (usually heads of major subunits or
departments)

In many countries, as resources available for delivering health services become
more tightly controlled, executive managers DECENTRALIZE budget responsibility
to those managers who control the operations of key services (e.g. departments)

Why? Those directly responsiblefor implementing a specified activity or
program often have the best knowledge for identifying ways to allocate resources more
efficiently and effectively.

6
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CREATING AREAS OR CENTERS WITH BUDGET RESPONSIBILITY

Responsibility Center

.,..-
v~

resources

Managing resources within a
subunit or department helps to
achieve efficiency & quality Outputs

7
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Decentralizing Responsibility for Budgets
(An example .... a variety of ways to decentralize responsibility)

Global Budget for Health
FacIlIty Complex

I I I !

HospItal Budget PolyclInIc #1 PolychnIc #2 OutpatIent ChnIc
Budget Budget Budget

'-- Surgery Dept - Surgery Therapy

I--- Therapy Dept i-- ENT PedIatrics

I--- Laboratory Laboratory Laboratory
'--

- RadIology

8



-------------------
Assigning Responsibility for Budget Items to Responsibility Areas

.....
\I'
~

Direct Costs: EasIly IdentIfied as costs to a specIfic department
-usually Included In budget of responsIbIlIty center

9



Assigning Responsibility for Budget Items to Responsibility Areas

Indirect Costs Costs not easIly linked to a specIfic department or unIt

-~
e

• Some reasons for NOT INCLUDING IndIrect expenses
a) Department manager may not be able to control the expenses
Example Surgzcal department cannot control overall condztzon ofbuzldzngs

b) Costs may be very small In proportIon to rest of budget.

• Some reasons for INCLUDING indirect expenses
a) Department managers should be aware of the costs they

requIre from other departments
Example Surgzcal department may request all lznens to be changed 3
tzmes a day Laundry may have to buy another washzng machzne to meet
thzs need

b) Costs may be large In proportIon to rest of budget

10
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Assigning Responsibility for Budget Items to Responsibility Areas

Three questions to ask when decentralizing budget authority:

1. Can the department manager CONTROL use of the specific resources?

2. Does putting the specific resource under the control of the department
manager increase overall efficiency of the health facility?

3. Can amounts of specific resources actually used in each department be
measured?

11
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How are Budgets Interpreted and Used?

ResponSIbIlIty area managers (e g senior management, facIlIty dIrectors, department
heads, other responsIbIlIty centers) can use budget InformatIon by monitonng

Trends MonItoring changes In varIOUS budgeted Items in the facilIty over time

Exceptzons ExplaIning large dIfferences between actual budgets and expenses
dunng the budget period

Benchmarks- ComparIng own health facIlIty wIth comparable budget statistics with
other similar well-functIonIng health facIlIties

Internal Monitonng whether budget goals and targets establIshed
Performance Internally have been achIeved

12



-------------------
How Senior Management Examines a Budget?

Three types of questIons should be asked

1 Are resources ALLOCATED FAIRLY AND OBJECTIVELY? How wIll
performance of the health facIhty, major subunIts, and departments be evaluated?

2 Are the STRATEGIC OBJECTIVES Incorporated Into the budget estImations?

3 Are the TECHNICAL assumptIons and methods vahd, correct and reflectIng the
current sItuatIon?

13
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A Sample of Performance Indicators, 1991, (Hospitals with 200-299 beds)

+ Quartile MedIan .:::-QuartIle

Net Price Indicators
Net pnce per dIscharge $4,091 $3,411 $2,815
Net pnce per VISIt $201 $139 $98
Bad debt or chanty 789% 476% 297%
DIscounts 2527% 2002% 1212%
OutpatIent revenue 2526% 2103% 1744%

Volume Indicators
Occupancy rate 6712% 5810% 4784%
Average daIly census 17323 14473 11439
Average length of stay 680 536 452

Intensity of Service Indicators
Cost per dIscharge $3,937 $3,392 $2,972
Cost per VISIt $20223 $141 97 $111 53
Case nux mdex 12795 1 1756 10259

EffiCiency Indicators
FTEs per occupIed bed 459 415 377
Outpatient manhours per VISIt 868 584 468

Umt Cost Indicators
Salary per FTE $24,447 $22,517 $20,347
Employee benefits % 1958% 1704% 1518%

14



-------------------
Example of Trends in Percentage Breakdown by Major Subunits:

1994-1995

Malor SubunIt 1994 1995

Total health faclhty 100% 100%

General AdmlmstratIon 8% 8%

InpatIent Departments 400/0 27%

Adult Polychnlc 45% 65%

ChIld Polychnlc 7% 0%

PossIble budget trends for a health faclhty complex wIth a strategIc plan to ShIft selected InpatIent
servIces to the outpatIent settIng, and mergIng the adult and chIld polychnlc

15
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Medical Admissions by Payer or Type of Payment

General Hospital - Admissions by Payer

GovtPald Enterprise Self-pay Insurance Total

Medlcme 3,546 140 119 48 3,853

Dentistry 3,934 179 137 52 4,302

Gynecology 373 40 71 32 516

Pematncs 985 135 17 65 1,202

Total 8,838 494 344 197 9,873

Other optIOns
-Rayon patIents
-Out-of-rayon patIents

16
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Example of a StatIstIcs Budget (cont'd)

Laboratory Department
Budgeted RelatIve Value UnIts (RVUs)

InpatIent OutpatIent Total

Government benefits 200,000 50,000 250,000
Enterpnse contracts 40,000 10,000 50,000
Pnvate Insurance 80,000 20,000 100,000
Chanty 60,000 10,000 70,000
TOTAL 380,000 90,000 470,000

RelatIve Value Urnt Index number assIgned to a procedure based upon the relatIve amount of labor, supplIes
and/or capItal needed to perform the procedure

17
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Sample Format for Forecasting Inpatient Ancillary Procedures per Admission

General Hospital - AncIllary Services Per Admission

ServIce 1989 1990 1991 1992

Operatmg room 0935 0960 1 009 1 171
'l2 hour mcrements

RadIOlogy procedures 1 092 1 123 1 237 1430

EKG procedures 0930 0957 0995 1137

Lab procedures 0059 0061 0064 0075

• Reflects actual clImcal practices, not norms
• Managers could set goals for these norms to Improve qualIty and efficiency

18
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ObjectIves

Context

Budget Applications - Introduction

EfficIent and effectIve use of resources and servIces is the key to success
of the health facilitIes of tomorrow

FaIrness and Improved objectIvIty In resource allocatIon.

IncreasIng opportunitIes of self-governance In health facIhtIes
SenIor- and mId-level management have IncreasIng responsIbIhty and
accountabIlity for ensunng that hmited resources are optimally used

• More finanCIal autonomy, flexIbl1Ity In use of budgets
• Management autonomy
• Managers choose theIr own norms and processes
• Managers adapt servIces to local condItIons
• FacIhtles compete for patIents

2
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Budget Applications - Outline of Topics

1. Decentralizing budget information and responsibility

2. Budget Performance Indicators

3. Five types of budgets: introduction
- definitions and linkages between budgets
- examples of each type of budget
- using budget information for management

4. Three approaches to preparing budgets: introduction

5. Expense Budgets: Depreciation

3
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Budget Analysis Can Answer Important Questions

1. What is the cost budgeted for performing key procedures in each department?

2. What specific resources can be reduced or eliminated by improving the
integration of inpatient and outpatient services?

3. What budgeted costs can be eliminated by closing a specific department?

4. What resources are required to start a new service? What is the budget of the
new service? How are the budgets of related departments affected by the new
service?

4
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Budget Analysis Can Answer Important Questions

5. What is the total and incremental budgeted amount attributable to providing
services to a group of patients paid for by insurance, by an enterprise, or by some
other special arrangement?

6. Is the actual expense budget different than the planned expense budget because
of changes in volume? In productivity of staff? In prices of inputs? In government
allocations?

7. What costs am I (senior management, department head, etc) responsible for
managing efficiently and effectively?

5
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WHO are the PRIMARY USERS of budget information?

• Chief executive officer
• Managers of each Responsibility Area (usually heads of major subunits or
departments)

In many countries, as resources available for delivering health services become
more tightly controlled, executive managers DECENTRALIZE budget responsibility
to those managers who control the operations of key services (e.g. departments)

Why? Those directly responsible/or implementing a specified activity or
program often have the best knowledge/or identifying ways to allocate resources more
efficiently and effectively.

6
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CREATING AREAS OR CENTERS WITH BUDGET RESPONSIBILITY

Responsibility Center

~v,

resources

Managing resources within a
subunit or department helps to
achieve efficiency & quality Outputs

7
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Decentralizing Responsibility for Budgets
(An example .... a variety of ways to decentralize responsibility)

Global Budget for Health
FacIlIty Complex

I I I I
HospItal Budget Polychnic # 1 Polychnic #2 OutpatIent ClinIC

Budget Budget Budget

- Surgery Dept HSurgery Therapy

- Therapy Dept I-ENT I Pediatrics

- Laboratory Laboratory Laboratory
L--

-
RadIology

8
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Assigning Responsibility for Budget Items to Responsibility Areas
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Direct Costs: EasIly IdentIfied as costs to a specIfic department
-usually Included In budget of responsibIhty center

9



Assigning Responsibility for Budget Items to Responsibility Areas

Indirect Costs Costs not easIly linked to a specIfic department or unIt

~
~

oQo

• Some reasons for NOT INCLUDING IndIrect expenses
a) Department manager may not be able to control the expenses
Example Surglcal department cannot control overall condltlon ofbuzldlngs

b) Costs may be very small In proportIon to rest ofbudget

• Some reasons for INCLUDING Indirect expenses
a) Department managers should be aware of the costs they

requIre from other departments
Example Surglcal department may request all llnens to be changed 3
tlmes a day Laundry may have to buy another washlng machlne to meet
thls need

b) Costs may be large In proportIon to rest of budget

10
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Assigning Responsibility for Budget Items to Responsibility Areas

Three questions to ask when decentralizing budget authority:

1. Can the department manager CONTROL use of the specific resources?

2. Does putting the specific resource under the control of the department
manager increase overall efficiency of the health facility?

3. Can amounts of specific resources actually used in each department be
measured?

11
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How are Budgets Interpreted and Used?

ResponsIbIhty area managers (e g senIor management, facIhty dIrectors, department
heads, other responsIbIlity centers) can use budget informatton by monitonng

Trends Monitonng changes In vanous budgeted Items In the facIhty over ttme

Exceptlons ExplaInIng large dIfferences between actual budgets and expenses
dunng the budget penod

Benchmarks ComparIng own health facility wIth comparable budget stattstics wIth
other sImtlar well-functtoning health facIlities

Internal Monitonng whether budget goals and targets estabhshed
Performance Internally have been achIeved

12
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How Senior Management Examines a Budget?

Three types of questIons should be asked

1 Are resources ALLOCATED FAIRLY AND OBJECTIVELY? How wIll
performance of the health faclhty, major subunIts, and departments be evaluated?

2 Are the STRATEGIC OBJECTIVES Incorporated Into the budget estImatIons?

3 Are the TECHNICAL assumptIons and methods vahd, correct and reflectIng the
current sItuatIon?

13
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A Sample of Performance Indicators, 1991, (Hospitals with 200-299 beds)

+ Quartile Median -=..Q.uartzle

Net Price Indicators
Net pnce per discharge $4,091 $3,411 $2,815
Net pnce per VISit $201 $139 $98
Bad debt or chanty 789% 476% 297%
Discounts 2527% 2002% 1212%
Outpatient revenue 2526% 2103% 1744%

Volume Indicators
Occupancy rate 6712% 5810% 4784%
Average dally census 17323 14473 11439
Average length of stay 680 536 452

Intensity of Service Indicators
Cost per discharge $3,937 $3,392 $2,972
Cost per VISit $20223 $141 97 $111 53
Case nux mdex 12795 1 1756 10259

EffiCiency Indicators
FTEs per occupied bed 459 4 15 377
Outpatient manhours per VISit 868 584 468

Umt Cost Indicators.
Salary per FTE $24,447 $22,517 $20,347
Employee benefits % 1958% 1704% 1518%

14
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Example of Trends in Percentage Breakdown by Major Subunits:

1994-1995

Mazor Subunit 1994 1995

Total health facIhty 100% 100%

General AdmInIstratIon 8% 8%

InpatIent Departments 40% 27%

Adult Polychnic 45% 65%

ChIld PolychnIC 7% 0%

PossIble budget trends for a health faCIlIty complex WIth a strategIc plan to ShIft selected InpatIent
servIces to the outpatIent settIng, and mergIng the adult and chIld polyclInIc

15
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Medical Admissions by Payer or Type of Payment

General Hospital - Admissions by Payer

GovtPald Enterprise Self-pay Insurance Total

Medicme 3,546 140 119 48 3,853

DentIstry 3,934 179 137 52 4,302

Gynecology 373 40 71 32 516

PedIatncs 985 135 17 65 1,202

Total 8,838 494 344 197 9,873

Other optIOns
-Rayon patIents
-Out-of-rayon patients

16
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Example of a StatIstIcs Budget (cont'd)

Laboratory Department
Budgeted Relative Value UnIts (RVUs)

InpatIent OutpatIent Total

Government benefits 200,000 50,000 250,000
Enterpnse contracts 40,000 10,000 50,000
Pnvate Insurance 80,000 20,000 100,000
Chanty 60,000 10,000 70,000
TOTAL 380,000 90,000 470,000

RelatIve Value Urnt Index number assIgned to a procedure based upon the relatIve amount of labor, supplIes
and/or capItal needed to perfonn the procedure

17
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Sample Format for Forecasting Inpatient Ancillary Procedures per Admission

General Hospital - Ancillary Services Per Admission

ServIce 1989 1990 1991 1992

Operatmg room 0935 0960 1 009 1 171
~ hour mcrements

RadIology procedures 1 092 1123 1 237 1430

EKG procedures 0930 0957 0995 1 137

Lab procedures 0059 0061 0064 0075

• Reflects actual climcal practices, not norms
• Managers could set goals for these norms to Improve quality and efficiency

18
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Budget Performance Reporting

The performance ofmanagers with increased budget responsibihty
should be monitored by a standard set of indicators

• To determine ifbudgets are being managed efficiently and
effectively,

Budget Performance Reports should

• Compare actual budgets with actual expenses,

• LInk actual budgets wIth performance IndIcators such as

-Volume of actiVIty
(total, and by type of servIce)
-ProductIVIty of Inputs
-Costs per servIce
-QualIty of care

19



Some Performance Indicators

SELECTED NET PRICE INDICATORS

1 Net pnce per discharge

2 Net pnce per ViSit

3 Bad debt and chanty care
percentage

4 Inpatient revenue %

5 Outpatient revenue %

6 Other revenue %

VOLUME INDICATORS

net mpatIent revenue
Total discharges

Net outpatient revenue
Total outpatient ViSitS

Bad debt and chanty care x 100
gross patient revenue

Net mpatIent revenue X 100
Total revenue

Net outpatient revenue X 100
Total revenue

Other revenue X 100
Total revenue

7

8

9

Occupancy rate

Average dally census

Length of stay

patient days
365 X hcensed beds

patient days
365

patient days
total discharges

20
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Some Performance Indicators (con't.)

INTENSITY OF SERVICE

10 Cost per dIscharge InpatIent OperatIng Expense
Total dIscharges

11 Cost per VISIt Total OutpatIent Expenses
Total outpatIent VISItS

EFFICIENCY

12

13

14

Full-tIme eqUlvalents/bed

OutpatIent labor hours/VIsIt

InpatIent labor hOurS/VISIt

InpatIent FTE staff
Average dally census

outpatIent FTEs' x 2080*
Total outpatIent VISItS

InpatIent FTEs' x 2080
Total dIscharges

UNIT COSTS FOR INPUTS

15

16

Salary per FTE

CapItal cost
nPT nll;!l"'h!:lTOP1"'- -,.I.U_ ..u·..... O-

Salanes
FTEs

InpatIent mterest payments and depreCiatIOn
Total dIscharges

PROFIT INDICATORS

17 Profit per dIscharge

18 Profit per VISIt

InpatIent net revenue - mpatient costs
Total dIscharges

OutpatIent net revenue - outpatIent costs
Total VISItS

*number of hours worked per person per year = 2080 hours
= 260 days per year X 8 hours per day
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Budget Preparation and Development - Outline of Topics

• Budget Methodologies:
-FIxed
-FlexIble
-Product LIne

• Volume Budget
-Volume of InpatIent and Outpatient ServIces
-Ancillary servIces

• Expense Budget
-Induect costs
-Personnel and non-personnel Items
-Vanable and fixed expenses

• Revenue Budget
-Components of the revenue budget

• Capital Budgeting - A non-numerical approach
-PnontizatIon Matnx

22
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Methods

• Fixed
budgets

• Flexible
budgets

• Product Line
budgets

- --
Types of Budgets and How They are Related

Statistics Budget
f. ,J, ,

Capital Expense Revenue Gifts
Budget Budget Budget Humanitarian

____.l r;::---
Surplus/Loss Financial Statements

&
Cash Budget

23



Methodologies for Budgeting - Setting Goals for Performance·

Importance:

Indicator of
of Performance:

Responsibility for
Performance Indicator:

Evaluating the financial performance of a health
facIlIty and the areas of responsIbilIty

The difference (variance) between actual and planned
budgets Variance = Actual budget - Planned budget

Managers should be held responsIble for those vanances
they can control

Identifying reasons for variances:

OLD 1 Change In government allocatIons Focus before market reform

~
t

REFORM 2 Change In volume of serVIces Reasons 2-5 become more
3 Change in input pnces lmportant durlng market reform
4 Change in pnces charged for serVIces
5 Change In efficIency and productIvIty
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Fixed Budgets:

Flexible Budgets:

- - --
Overview of Methods for Calculating Budgets

Budget IS developed based upon one level of activIty Revenue,
expense, and staffing are fixed even If the actual actIVIty vanes
from the budget

Budget IS developed by basIng It as much as pOSSIble on the
volume forecast USIng standards or "relationshIps" per unIt of
volume and a vanabIhty factor Adjusts budgeted revenue,
expense and staffing when actual actIVIty vanes from the
onginal activity budgeted

~
'\,tl

Product Line Budgets Forecasts volume USIng groups of servIces (e g DRGs, types
of cases) as the first step In the budget process

Appropriation Budget: Government allocations for health facIhty, specified for each
type of actIVIty or category of expense Each hne Item usually
becomes a maxImum Supplemental funds reqUIre
government approval

25



-~
----c:.

Methodologies for Budgeting

How Different Methods Explain Differences between planned and actual budgets:

Fixed Budgets: (Actual - Planned budget) for responsIbIlIty areas
- total difference only

Flexible Budgets: (Actual- Planned budgets) for responsIbIlIty areas
- volume
- znput przces
- servzce przces
- efficzency andproductzvzty

Product Line Budget: (Actual- Planned budgets) for patIent groups, types of servIce
- volume
- znput przces
- servzce przces
- efficzency andproductzvzty

26
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Methodologies for Budgeting

Fixed Budgeting (Traditional Approach):

Budget IS developed based upon a fixed predIcted volume of actIvIty Revenue,
expense, and staffing remaIn constant even If the actual volume of actIvIty changes from
the predIctIon

27
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Fixed Budgeting: Advantages and Disadvantages

Advantages:
1. TradItIonal, well-known approach

A good place to begIn first attempts at budgetIng

2 SImple to understand

3 Less tIme consumIng that flexIble budgeting

4 Appropnate when volume of servIces IS stable

Disadvantages:
1 The lInk between cost and volume IS not well defined

Cannot dIfferentIate carefully between fixed and vanable costs

2 Budgets cannot be revIsed easIly If future volumes change

3 DIfficult to IdentItY reason for dIfferences between actual and planned budgets
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FIXED BUDGETING REQUIRES:

1 Predicted volumes general and by type of services (cases, departments, major
subunits)

2 Resources (personnel and non-personnel) required per unit of volume (productIvity
and quahty of care)

3 Resource costs for each type of resource

4 Pnces paid for services (by government, Insurance, user fees )

5 Volume of services rendered to each type of payor

~
~

Command Economy
Planning assumptions based
on estabhshed and regulated
norms

Market-oriented
Planning assumptIons based
on actual processes (chnlcal and
non-chnical)
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Forecasting Volume of Services & Patient Choice of Provider

1 PrOjectIons based on historical trends useful startIng pOInt, but not sufficient.
• MIX of patIents may change

• New facIhty construction or renovatIon may change demand for serVIces

• DemographIc changes In the communIty

• Changes In the medIcal staff attract dIfferent types of patIents

• Changes In treatment protocols (e g inpatient to outpatient, reduced ALaS)

• Changes In financIng of servIces user fees, exempt populatIon, new CIty and
oblast payment methods

• Other changes In the economy

• Changes In services offered by neighbonng and competIng hospItals
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Forecasting Volume of Services

Some Methods for Forecasting Inpatient or Outpatient Volume:

1 Average of past 3 years
2 LInear regressIon trend analysIs

Some Methods for Forecasting Ancillary Services

1 AncIllary CHARGES for each department per patIent day
2 RELATIVE VALUE UNITS per patIent day or patIent VISItS
3 NUMBER OF PROCEDURES In each ancIllary department

Classifying Volume Statistics

• By type of payer government, user fees, Insurance, enterpnse contracts
• By type of department or serVIces
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Case Example of Statistical Volume - Outpatient Visits

The outpatient clinic at Alpha General clinic has experienced the visit counts:
1990 12,000 viSItS 1993 16,000 vIsits

1991 13,200 VISIts 1994· 17,600 VISItS

1992 14,520 VISItS 1995?

Possible estimates for 1995:

1 Trend of 10% growth per year
1995 17,600 x 10% = 19,360 VISItS

1996. 19,360 x 10% = 21,296 VISItS

~

2 Average of past 3 years (1992-94)
14,520 + 16,000 + 17,600

3 years

16,000 + 17,600 + 16,040
3 years

= 16,040 VISItS

= 16,546 VISItS

32



Case Example of Statistical Volume - Outpatient Visits (cont'd)

Additional Information to Consider: the capacity of clinic:

What if:
ThIS chnIc Includes five exam rooms that can handle a maXImum of two exams per

hour dunng a five-day-a-week schedule wIth 10 holIdays

Maximum capacity of the clinic =

ChnIc days {(52 weeks/yr X5 day/week) - 10 holIdays}
Exams per day 5 exam rooms X2 exams/hour x 8 hours/day
MaXImum capacIty = 250 days X80 exams per day = 20,000 VISItS

=250
= 80

Conclusion:
WIth trend forecast
WIth averagIng forecast

maXImum capacIty would be reached In 1996
maXImum capacIty not reached for several years

ti,...

Simple calculations can have dramatic results!!!! Use your best judgment!!!
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Case Example of Statistical Volume Calculation - Laboratory (cont'd)

Laboratory department tests depends on volume of servIces In MANY departments

Calculate lab test per patient day:
Surgery Pedlatncs ICU Outpatient

Pattent days or VISItS 19,800 9,200 3,600 20,000

ChemIstry test/day or /VISlt 1 2 1 4 29 1 0
Hematology test/day or /VISlt 1 2 1 2 1 4 1 1
Bactenology test/day or /VISlt 1 2 1 2 1 6 05

Surgery Pedlatncs ICU Outpattent
ChemIstry tests 23,760 12,880 10,440 20,000
Hematology tests 23,760 11,040 5,040 22,000
Bactenology test 23,760 11,040 5,760 10,000
Total 71,280 34,960 21,240 52,000
Grand Total 179,480

~

"

ChemIstry tests, pedlatncs = patIent days x
12,880 = 9,200 days x

chemIstry tests per patIent day
1 4 tests per day
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Suggestions for Volume Forecasting
Department Volume Element Forecasting Technique

1 Total hospItal Total admIssIons, -averages of past 3 years,
patIent days regressIon of past 3 years

2 PatIent care unIt monthly admIssIons, -same
patIent days

3 DIetary meals -meals per patIent day
x patIent days

4 Laundry kIlos of laundry -kIlos per patIent day
x patIent days

5 RadIology relatIve value unIts -RVU per patIent day
x patIent days

6 Laboratory relatIve value unIts -RVU per patIent day
x patIent days

7 HousekeepIng volume of space -subjectIve estImate

8 Emergency VISItS -average or
regressIon

35



i

Examining a Revenue Budget
General HospItal- OperatIng Revenue Budget, 1995 (From Public and other Sources)

Change 1994 to 1995

1994 1994 1995
budget actuals budget Amount Percent

PatIent Services
Inpatient

-Medical $11,630,000 $12,281,000 $13,121,000 $ 840,000 68
-Paraclmlcs 11,423,000 12,216,000 13,548,000 1,332,000 109

Total 23,053,000 24,497,000 26,669,000 2,172,000 89

Outpatient 2,733,000 3,228,000 3,576,000 348,000 108

Total patIent $25,786,000 $27,725,000 $30,245,000 $2,520,000 9 1

Less·
- govt discounts $ 2,968,000 $3,291,000 $3,660,000 $ 369,000 11 2
- Insurance discounts 532,000 489,000 540,000 56,000 11 5
- free care, bad debt 1,158,000 1,074,000 1,088,000 14,000 ..u

Net patient revenue $21,128,000 $22,871,000 $24,952,000 $ 2,081,000 9 1

Other revenue 481,000 497,000 548,000 31,000 62

NET REVENUE $21,609,000 $22,871,000 $25,480,000 $ 2,112,000 90
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Some Explanations about U.S. Revenue Budgets

1 DIfferent subunIts and departments wIthIn the health
facIlIty can earn then own revenues

2 DIfferent payers (Insurance companIes, government)
negotIate dIfferent dIscount rates These are tracked separately

3 Other operatIng revenue Includes payment from parkIng
lots, cafetenas, gIft shops
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General Hospital - Combmmg Budgets of Revenues and Expenses, 1995

Change 1994 to 1995

1994 1994 1995
budget actuals budget Amount Percent

Patient Services
Inpatient
Total $23,053,000 $24,497,000 $26,669,000 $2,172,000 89%

Outpatient 2,733,000 3,228,000 3,576,000 348,000 108

Total patient $25,786,000 $27,725,000 $30,245,000 $2,520,000 9 1
services

Less
- govt discounts $ 2,968,000 $3,291,000 $3,660,000 $ 369,000 112
- Insurance discounts 532,000 489,000 540,000 56,000 115
- free care, bad debt 1,158,000 1,074,000 1,088,000 14,000 J..J.

Net patient revenue $21,128,000 $22,871,000 $24,952,000 $ 2,081,000 9 1

Other Operatmg 481,000 497,000 548,000 31,000 62
revenue

NET REVENUE $421,609,000 $22,871,000 $25,480,000 $ 2,112,000 90

Operatmg Expenses $ 20,493,000 $22,557,000 $24,484,000 $ 1,927,000 85

NET INCOME $ 1,116,000 $ 811,000 $ 996,000 $ 185,000 228
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Departmental Statement of Budgeted Revenues and Expenses
Department _
Month or Year _

BudgetedRevenues
Departmental government budget allocatIOn
Net revenues from user fees

Total Revenues

Mmus BasIc Operatmg VarIable BudgetedExpenses
Article 9 Actual NutntlOn Expenses
Article 10 Actual MediCIne Expenses
Total Variable Expenses

Mmus BasIC Operatmg FIxed BudgetedExpenses
Article 1 Actual Labor Expenses
Article 2 Actual Labor Taxes
Article 3 Actual Utilities and overhead Expenses
Article 4 Actual BUSIness Tnp Expenses
Article 12 New eqUIpment fund
Article 14 Actual LInen Expenses
Article 16 Actual BUIldIng Repair Expenses
Article 18 Actual Miscellaneous Expenses

Total Fixed Expenses

Total Operatmg Budgeted Expenses
Net Operatmg Budget Profit (Loss)

Before Taxes

Mmus Taxes

Net Operatmg Budget Profit (Loss)
After Taxes
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Under 100% government finance

-Government IS the only
source of revenue

-All funds allocated by
the government are spent

-All funds are spent according
to government specified rules

- revenue budget Indicates funds
received from different levels of
government

=> minimal need
for revenue budget;
almost no distinction between
revenues and expenses

The Revenue Budget

Market reform & many
sources of funds

- Many sources of funds
government, enterpnses,
user fees, Insurance

- Opportunities to generate
surpluses to Improve
health services

- Increased flexlblhty In
how funds can be used

- revenue budget Indicates
funds receIved from
different payers by type
services

=> Increased need for
detailed revenue
budgets by type of
payor and type of
service
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Components of the Revenue Budget

Gross revenues Total potential revenues before dIscounts,
bad debt, or other reductions are taken

Discounts: Reductions In pnce given to payers (e g
Insurance companIes, enterpnses)

Bad debt Revenues not earned because a payer has
defaulted on payment

Charity Care Revenues not earned because health faCIlIty
chose to exempt patIent from payment, or was legally requIred
to exempt patient

Net Revenues Gross revenues mInus all reductions In
revenue from dIscounts, bad debt, chanty care

Other Revenue Non-patIent servIces parkIng, rents,

41



Gross revenues = 40 scans x $50 per scan x 50 weeks per year =
100,000
Percentage of bad debt and other allowances =1 -{$1,500 ~ $2,000} =
25%

Net
Revenue
after bad

Price debt and Net
Number per Gross allowances revenue
of tests test Revenue per scan per week

10 $50 $500 $3700 $370

The Revenue Budget - A Case Example
Gynecology Department Ultrasound Test

Type of
payer

General
pubhc
source

Enterpnse 5
contracts

Pnvate 21
Insurance

Self-pay 4
(User fee)

TOTAL 40

$50

$50

$50

$250 $35 00

$1,050 $4440

$200 $5 50

$2,000

$175

$933

$22

$1,500
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Other Methodologies for Budgeting

Flexible Budgeting (Newer Approach selectively being phased in):

Before JudgIng the performance of a department or subunIt, revenue and expense
budget estImates are adjusted to Include changes In the volume of servIces The ObjectIve
IS to determIne the appropnate revenue, labor, and supplies and other lesources when
actual volume changed from the predIcted volume on WhICh the onginal budget was
based

FleXIble budget reqUIres knowledge of FIXED costs and VARIABLE costs

43
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Flexible Bud!!ef AnE I

Gynecology Department - Flexible Budget

Actual
Revenue & Fixed Variance:
Actual Flexible Flexible Planned (Actual-
Expenses Budget Variance Budget Planned)

Revenue $100,000 $97,500 $2,500 F $90,000 $10,000

Salaries 18,000 16,245 1,755 U 15,000 3,000

Supplies 2,000 1,900 100U 1,800 200

Labor hrs 1,030 1,040 10F 960 70

Patient Days 130 130 0 120 10

UsIng the flexible budget, you can IdentIfy precIsely the extent to which the dIfference
between the actual and planned budget IS explaIned by changes In volume
As shown above, the flexIble budget IS calculated to be consIstent WIth actual number of
patIent days (130) rather than the onglnal predIctIon (120)

44
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What does the Flexible Budget Show?

Total Variance:
Actual Budget - Fixed Planned Budget

Revenues: $10,000
Salaries: $3,000
Supplies: $ 200

Remaining Flexible Variance
(Explained by other factors)
Actual - Flexible Budget

Revenues: $2,500
Salaries: $1,755
Supplies: $100

Volume Variance
(Explained by change in volume)
Flexible - Planned Budget

$7,500
$245

$100

Productivity
Variance

~

~

Unit Cost
Variance

I Volume Variance I
Flexible Budgeting - Basic Formulas
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Volume Variance: (BV - AV) x BCV
Isolatzng the budget change due to a change zn volume whzle
holdzng the cost per unzt constant

Input Price Variance: (BCV - ACV) x AV
Isolatzng the budget change due to a change zn unzt costs,
whzle holdzng the volume costant

BV Budgeted volume
AV Actual volume
BCU Budgeted cost per unIt
ACU Actual cost per unIt

46
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Flexible budget (based on actual volume).:.

Flexible Budgeting - Calculations

Revenue: $750 per day * 130 days = $97,500
Salaries: $15.62 * [130 days *8 hours/day] = $16,245
Supplies: $600 + $10(130) = $1,900
Labor hours: 130 days * 8 hours/day = 1,040 hrs

$750 per day
$769.23 per day
8 hours per day

$10 per patIent day + $600 fixed
$10.77 per patient day + $600

$15.62 per hour
$17.48 per hour

120 days
130 days

1,030 hours
1,040 hours

Budgeted supplies:
Actual supplies:

Budgeted salaries:
Actual salaries:

Data:
Budgeted revenue:
Actual revenue:
Labor hours:

Budgeted volume:
Actual volume:

Budgeted labor hours:
Actual labor hours:

I
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Flexible Budgeting - Calculations

Flexible Variance (remains to be explained)

Revenue: (769.23 - 750) * 130

Salaries:
Unit cost: (17.48 - 15.62) * 1,030
Efficiency: (1,030 - 1,040) * 15.62

Supplies:
Unit cost: (10.77 - 10) * 130

=2,500

=1,916
=- 156

1,760

= 100.01

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

48

I

vl~ I



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Flexible Budgeting - Example

ConsIder the followIng data

Item Actual Actual Actual
Quantity Unit Total Cost

Cost

Syringes 1,000 $050 $500

Gauze pads 2,000 $005 100

IV sets 1,000 $200 2,000

TOTAL $2,600

Item Planned Planned Planned
Quantity Unit Total

Cost Cost

SyrInges 2,000 $050 $1,000

Gauze pads 2,000 005 100

IV sets 1,000 2 10 $2,100

TOTAL $3,200
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Flexible Budgeting - Example (cont'd)

Total Variance: $3,200 - $2,600 = $600 Favorable
(less spent than planned)

Volume Variance for syringes:
Planned Use.
-Actual Use

QuantIty DIfference
X UnIt cost

Volume VarIance

2,000 synnges
-1,000 synnges

1,000 synnges
x 0 50 per synnge
$500 favorable

(fewer used than planned)

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

50

I

2.-\'3 I



51

Total Variance = Volume Variance + Unit Cost Variance
$600 F - $500 F + $100 F

I
I
I
I
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Unit cost variance for IVs:
Planned unIt cost
-Actual unIt cost

UnIt Cost dIfference
x Actual Volume
UnIt cost varIance

than planned)

$2 10
-$200

$0 10
1,000
$100 favorable (unIt cost less



Flexible Budgeting - Data Requirements

A flexible budget shows how budgets change with changes in volume ThIS requIres
data on

•

•

•

•

•

•

FIxed costs

Vanable costs

Seml-vanable costs

Input unIt costs

Input productIvIty standards
- staff productivIty (e g nursIng hours per patIent day)
- ancl1lary servIce requIrements (e.g tests per patIent day)
- other support servIce requIrements (e g housekeepIng per patIent day)

Good forecasts of volume of servIces

52
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-------------------
Flexible Budgeting - Advantages and Disadvantages

Advantages:
1 Monetary amounts are adjusted to reflect changes In volume

2 Performance of responsIbIlity centers (e g departments) are more meanIngful SInce
changes In volume have been Incorporated Other reasons for differences between actual
and planned budgets are eaSIer to IdentIfy

3 Development and refinement of InformatIon requIred to develop fleXIble budgets
wIll result In a better data base for forecastIng In future years

Disadvantages:
1 More tIme needed to prepare and maIntaIn the budget

2 More traInIng of department heads IS needed

3 ReqUIres more sophIstIcated InformatIon system patIent records system and
finanCIal InformatIon, Inventory records WhICh can be hnked
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Methodologies for Budgeting

Product Line Budgeting (Newest Approach selectively being phased in):

Budgets are prepared accordIng to types of servIces performed (e g DRG groups, other
patient classIficatIon systems, major dIagnoses groups, chnIe groups, ICD9 codes) Fixed
or flexIble budgetIng can be used In conjunctIon WIth product hne budgetIng
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Product Line Budgeting - Example

Net Variable Revenue Fixed
Product Categ,QII Revenue Cost - V. Cost Cost Net Income

A ComplIcated $ 6,675 $2,493 $4,182 $5,839 ($1,657)
Pregnancy

B SImple $ 9,925 $3,302 $6,623 $4,496 $2,127
Pregnancy

C C-sectlOn $ 3,427 $1,420 $2,007 $4,002 ($1,995)

AnalYSIS
• WInch type of delIvery generates the most profit?

• For those pregnancIes whIch are not yIeldmg a profit, what actIOn mIght you take to Improve therr
profitabIlIty?
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Product Line Budgeting - Advantages and Disadvantages

Advantages
1 Shows the effects of groups of services on volume, staffing and profitabIlIty of
departments

2 Generates more accurate volume projections based on patIent or servIce groups

DIsadvantages
1 RequIres substantIal effort to develop resource consumptIon profiles by product

2 RequIres somewhat sOphIstIcated patIent records system and financIal InformatIon
system WhICh can be linked

3 Requires coding system WhICh can track patients by patIent groups

4 Not easIly lInked to department structure Management will stIll occur accordIng to
departments, not products
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-------------------
Case-Based Budgeting: Steps

1 DetermIne how patIent groups wIll be defined (e g, DRGs)

2 Develop forecasts of the volume of cases In each patient group

3 Develop typIcal treatment protocols for each patIent group
(Should reflect actual practIces) Treatment protocols should be organIzed by lIst of
cost objects (procedures, tests, bed-days)

4 Based on forecast of volume of cases, and typIcal treatment protocols for each case,
determIne volume of tests, procedures, bed-days In each department

5 Based on costs for each cost object, estimate department costs for cases forecasted

6 Add fixed costs of department to get total costs per case

57
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The Capital Expense

In some expense budgets, capital depreciation may be included as a funded expense.

Depreciation: 1S the exp1rat1on (or uS1ng up) of a cap1tal asset's quant1ty of usefulness

58
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Depreciation - Cost of a Capital Asset

The cost of an asset Includes all normal and reasonable expendItures necessary to
get the asset In place and ready to use

Examples
• znstallatzon costs
• obtaznzng permzts
• remodelzng ofspace for znstallatzon
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Depreciation - Service Life

SerVIce life IS the length of time the capital asset wIll be used In the operations of
the busIness ThIS may not be the same as the asset's potential lIfe The actual use of
equIpment may be longer than the serVIce lIfe

DetermInants of servIce lIfe
1 Wear and tear from use

2 Inadequacy - asset no longer approprIate for type of service or capaCIty of
serVIce

3 Obsolescence - new Inventions have made the old equIpment
InapprOprIate
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Depreciation - Service Life

Some Rules o/Thumb

~

BuIldIng
VehIcle
Refngerator
FurnIture
MedIcal equIpment (e g exam table)
MedIcal equIpment (e g , speculum)
StenlIzer
AudIovIsual equIpment

25 years
3-5 years
5-10 years
5-10 years
5-10 years
3-4 years
5 years
5 years
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Depreciation - Salvage Value

The salvage value of a capItal asset IS the amount that wIll be recovered at the end of the
asset's serVIce hfe

The salvage value should be net of any costs Incurred to dIspose of the asset (e g movIng
costs, dismanthng, wreckIng of old buIldIngs )

62
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Depreciation - Methods of Calculation

1 Straight-hne deprecIatIon: Constant and equal reductIon In value of capItal over
the serVIce lIfe of the pIece of equIpment

2 Units-of-productIon ReductIon In value of asset for each unIt of serVIce
produced wIth the equIpment

3 Accelerated deprecIatIon
a DeclInIng balance
b Sum-of-the-year's dIgIts
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Straight-line Depreciation

Cost - Salvage Value
SerVice Life

Equal shares ofan assets total depreczatzon zs allocated to each accountzng perzod
Cost of refrigerator = $500
Service hfe = 4 years
Salvage value = $50

Annual depreciation =~ = $112 50 per year
4 yrs

Book value (residual value) of refngerator (Initial cost - depreciation)
end of year 1 $387 50 = 500 - 112 50

2 $275 00 = 387 50 - 112 50
3 $162 50 = 275 00 - 112 50
4 $50 = 162 50 - 112 50
Salvage value = $50
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Units of Production Method

Cost - Salvage Value
Estimate UnIts of ProductIon

Cost of lab equIpment = $24,000
Salvage value = $4,000
Number of lab tests = 125,000 mIles

DeprecIatIon per unIt of
ProductIon

DeprecIatIon per test = j24,000 - $4,000
125,000

$0 16 per test

At the end of25,000 test Intervals, the book value of the truck IS
25,000 tests 20,000
50,000 tests 16,000
75,000 tests 12,000

100,000 tests 8,000
125,000 tests 4,000 Trade-In value 4,000

65
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Budget ApplIcatIons

DIscussion Exercise 1

1 Descnbe who currently has responslblhty for creatmg and managmg the budget ofyour
faclhty?

2 Would you recommend decentrahzmg budget responslblhty to heads ofmaJor subumts
and/or departments Wlthm each subumt? Why or why not?

3 Ifyou were to decentrahze budget responslblhty, WIth whIch major subumts and/or
departments would you begm? Why?

4 What kmd ofassIstance would managers need to assume more responslblhty for the
budgets of theIr subumts and/or departments?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Budget ApplIcatIOns
DIscussIon ExercIse 2

In gIvmg more budget responsibIlity to heads ofmajor subumts and/or faclIttles, the semor
managers must decide whIch budget Items are (or should be) WithIn the control of the head ofthe
subumt or department If the budget Item can be controlled by the head of the umt, then the head
of the umt should be able to momtor the expenses mcurred by hIs or her department related to
that budget Item Go through the Itst of budget artIcles below, and determme whIch of the budget
articles can (or should) be controlled by the head ofthe subumt and Itst how the expenses mcurred
m that subumt can be momtored Give reasons for your deCISIon

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Budget Artzcle
1-2 Labor & tax

3 UtIlItIes

4 Busmess Tnps

9 NutntlOn

10 Medicmes

12 New EqUIpment

14 Lmens

16 BUIldmg repaIr

18 Miscellaneous

To be
controlled
by Central
AdminIstration?

To be
controlled
by Head oj
Subumt?

Momtonng
Mechamsm Reasons



DIscussIOn Exercise 3

Budget ApplIcatIOns

In small groups, please prepare responses to the followmg question

PART 2
Based on your dISCUSSIons above, what would you recommend as steps reqUired to strengthen
budget mformatlOn for your health faclhty?

I
I

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Already avallable or
ModlficatlOns reqUired

Type ofbudget necessary
Expense. revenue. capItaL cashPnonty QuestlOns

1

PART 1
As manager ofa health faclhty (eIther a hOSpItal or a polychmc or other health center) m a
dramatically changmg econOmIC enVironment m Ukrame, what pnonty questIOns should a budget
analysIs answer to help you dehver sefVlces more effiCIently and effectIvely For each questIon,
IdentIfY what type ofbudget would proVide you With the answer Do you already have this type
ofbudget for your health facdlty and/or how would you modIfY your current budgetmg system to
handle these pnonty questIOns

4

2

3

5

6

7
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I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Budget ApplIcations

DISCUSSion Exercise 4

In small groups, please prepare responses to the followmg questIOn

1 For your health facIlIty, whIch performance mdlcators do you already morutor? Wlnch
addtoonal performance mdicators would you lIke to collect? Do you already have the data easIly
avaIlable to calculate the mdlcators? Complete the followmg table to answer these questIOns



VOLUME INDICATORS

INTENSITY OF SERVICE

DEVELOPING PERFORMANCE INDICATORS

IndIcator

NET PRICES

Net pnce per
dIscharge

Net pnce per
VISIt

Bad debt &
chanty %

InpatIent revenue
%

Outpanent revenue
%

Other revenue %

Occupancy rate

Average daIly census

Length of stay

Cost per dIscharge

Cost per VISIt

Already avaIlable?
(Yes or No)

Collect m the future?
(Yes or No)

Necessary data
EasIly AvaIlable?

(Yes or No)

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



PROFIT INDICATORS

YOUR SUGGESTIONS?

Capital cost per discharge

UNIT COSTS FOR INPUTS

Necessary data
EasIly AVaIlable?

(Yes or No)
Collect m the future?

(Yes or No)
Already avaJ.1able?

(Yes or No)

DEVELOPING PERFORMANCE INDICATORS

Indicator

full-tune eqUivalents
per bed

outpatient labor hours
per VlSlt

EFFICIENCY

mpatlent labor hours
per VlSlt

Salary per FTE

Profit per discharge

Profit per VlSlt

Profit per department

1

3

2

4

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

I



Budget Preparation and Development ExerCIse
DISCUSSIon ExerCIse 5 - Volume Budget

Your lab IS able to produce up to 30,000 tests each month The trend m tests over the years has
been as follows (amounts shown are annual tests)

1992 312,000
1993 327,600
1994 343,890

What amount oftests will you budget for m 1994?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



Exammation ofthe data shows that there IS a 5% mcrease m tests every year

Budget PreparatIon and Development ExercIse
DIScussIon ExerCIse 5 - Volume Budget - SolutIOn

The annual capaCIty of the lab IS 360,000 based on the monthly capaCIty of30,000 tests per
month Thus, the 1995 maxunum IS 360,000 Budget would be based on 360,000 tests or less

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

1992
1993
1994
1995

312,000
327,600
343,890
361,100

+5%
+5%
+5%



Budget PreparatIOn and Development ExerCIse
DISCUSSIon ExerCIse 6 - Volume Budget

GlVen the followmg mformatlon, what volume ofservtce would you antIcIpate for your lab m the
budget year? You are gIven mformanon on the most recent 7 months and some forecasts of
patIent volume for the upcommg year

Data on Volume Base Penod
(7 months)

SurgIcal Panent Days 70,000
MedIcal PatIent Days 40,000
Obstetnc Panent Days 10,000
OutpatIent VISItS 204,000

Data on lab tests

Tests for surgIcal patIents
Tests ofmedIcal patIents
Tests for obstretnc patIents
Tests for outpatIent VISIts

BasePenod
(7 months)
175,000
60,000
13,000

153,000

Forecast
Budget Year
120,000
75,000

16,000
350,000

Forecast
Budget Year

?

?

?

?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



1 Calculate doses per patient day for each department

Budget Preparation and Development Exercise
DIscussion Exercise 6 - Volume Budget - SolutiOn

2 Based on answers 10 (1) on tests per patient day or per VISit, calculate the annual
budgeted tests USlOg the forecasted annual volume

175,000 tests - 70,000 patient days =25 tests per surgery patient day
60,000 tests - 40,000 patient days = 1 5 tests per medical patient day
13,000 tests - 10,000 patient days = 1 3 tests per obstetncs patient day
153,000 tests - 204,000 VISitS = 075 tests per outpatient VISit

=300,000 tests
= 112,500 tests
=20,800 tests
= 262,500 tests

695,800 tests

25 tests per patIent day X 120,000 annual patient days
1 5 tests per patient day X 75,000 annual patient days
1 3 tests per patient day X 16,000 annual patient days
075 tests per patient VISIt X 350,000 annual patIent VISits

Surgery
Medical
Obstetncs
Oupatlent

Surgery
Medical
Obstetncs
Outpatient
TOTAL

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



Calculate the depreCIatIon usmg umts of productIOn method

Calculate the strmghtlIne depreCIatIOn used for financIal analysIs

Budget PreparatIon and Development ExercIse
ExercIse 7 - DeprecIatIon

1

2

BuIldmg renovatIon
Salvage value
ServIce LIfe

X-ray machIne
Salvage value
ServIce lIfe

$60,000
o
10 years

$176,000
$ 16,000
10,000 x-rays

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



= $16 per x-ray

Calculate the stralghtlme depreciatiOn used for financial analysis

2 Calculate the depreCiatiOn usmg urnts of productiOn method

54,000
48,000
42,000
36,000
30,000
24,000
18,000
12,000
6,000

o

$60,000
o
10 years

$60,000 - $0
10 years

= $6,000 per year

$176,000
$ 16,000

10,000 x-rays

Annual depreciation

Book value
End ofyear 1

2
3
4
5
6
7
8
9
10

Bmldmg renovatIon
Salvage value
Semce LIfe

Budget PreparatiOn and Development ExercIse
ExercIse 7 - DeprecIatiOn - Solutions

DepreCiatiOn per urnt 176,000 - 16,000
10,000 x-rays

X-ray machme
Salvage value
SefVlce hfe

Book value for every 2,500 x-rays
After 2,500 $136,000

5,000 96,000
7,500 56,000

10,000 16,000 (dIsposal value)

I

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



Budget Preparation and Development Exercise
Exercise 8 - FleXible Budgetmg

As a manager, you want to be able to explam why the actual budget chffered from the planned
budget Examme the data below and determlne how changes m volume and changed m mput
pnces contnbuted to the total vanance of$400

Consider the followmg data

Actual Actual Actual Total
Quantity Umt Cost

Cost

Synnges 3,000 $050 $1,500

Gauze pads 2,000 $005 100

IV sets 1,000 $200 2,000

TOTAL $3,600

Item Planned Planned Planned
Quantity Umt Cost Total Cost

Syrmges 2,000 $050 $1,000

Gauze pads 2,000 005 100

IV sets 1,000 210 $2,100

TOTAL $3,200

1 Calculate the total vanance between actual and planned budgets
2 Calculate the volume vanance between the actual and planned budgets
3 Calculate the urnt cost vanance between the actual and planned budgets

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



1 Total Vanance = Budgeted Amount - Planned Amount
-400 = 3,200 3,600

Summary Total VarIance =Volume VarIance + UBIt Cost Vanance
-$400 U = $-500 F + $100 F
Most of the unfavorable vanance IS due to the Increase In the use of synnges

Tills IS a favorable vanance because less was spent that planned

Budget PreparatIOn and Development Exercise
ExercIse 8 - FleXible Budgetmg - SolutIon

2,000 synnges
-3,000 synnges

-1,000 synnges
x 0 50 per synnge
-$500 unfavorable

(more synnges used than planned)

$210
-$200

$010
1,000
$100 favorable (urnt cost less than planned)

Volume Vanance for synnges
Planned Use
-Actual Use

Quantity DIfference
XUrntcost

Volume Vanance

UBIt cost varIance for IVs
Planned urnt cost
-Actual urnt cost

Urnt Cost dIfference
x Actual Volume
Urnt cost vanance

2

3

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



Budget Preparation and Development ExerCise
ExerCise 8 - FleXible Budgetmg - SolutlOn

Total Vanance =$400

Unit cost
Variance =
$100

Volume Variance =$500

No efficiency variance applicable here with mdlvldual mputs

I
I
I

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Budget PreparatIon and Development ExercIse
DIScuSSIon ExerCIse 9 - FleXible budgetmg

Under what condItions IS a fleXible budget hkely to be more effectIve that a fixed forecast budget?

Based on your answers above, should you be usmg a fixed or a fleXible myour health facility?
What steps would you have to take to generate the mformatIon reqUIred to generate a fleXible
budget?



Budget PreparatIOn and Development ExercIse
DIScussIon ExerCise 9 Suggested Answers

Two conmnons are requIred to JUstIfY the use ofthe fleXIble budget rather thanJust a fixed
budget FIrst, there must be some mdication that some costs are vanable Second, the volume of
servIces should exhIbIt some vanability Ifvolume IS constant every year, then a fixed budget IS
appropnate



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Budget PreparatIon and Development Exercise
DIscussion Exercise 10 - Budgets and Salary Incentives

Dr Miller IS the head ofthe gynecology department HIs department IS particIpatIng In a wage
Incentive program In whIch he and hIs staff receive 20% ofthe department's Income as a bonus
The budget given to the gynecology department IS based on the the labor hours worked by the
health staff Net Income IS calculated as

Net Income In gynecology = ($1200 X gynecology labor hours) - other dIrect expenses

What problems do you see In thIs InCentIve program? How mlght these problems be solved?



Budget PreparatIOn and Development ExercIse
DIscussIon ExercIse 10 - Suggested Answers

Under tlus IncentIve program, Dr Miller would motIvate lus staff to work as many hours as
possIble, even IftheIr servIces are not really needed The larger the number oflabor hours, the
larger the bonus payment Tlus tendency to work unnecessary hours could be controlled by
settIng llffilts on the absolute level of IncentIve payment that could be earned One example would
be to base bonus pay on authonzed overtune work

I
I
I

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



Budget PreparatIon and Development
DIScussIon ExercIse I I - Volume Budget

In your facIhty, hst what measures you would use to mdicate the level ofactIVity meach
department How would you forecast them for the next year

Medical Departments

Other Supportmg Departments
I
2
3
4
5

Forecastmg TechmqueVolume IndIcatorAreas

I
2
3
4
5
6
7
8

9
10

Parachmcs

1
2
3
4
5
6
7
8

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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MODULE 4

UNDERSTANDING ALTERNATIVE PAYMENT METHODS
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Method of Payment - Definition

A payment method is the way in which money is distributed from a source
of funds to the health institution (or individual provider) providing health
care services

Payment method IS one component ofcomplex health care financing reform

2
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I. _
What is so Important about Payment Method?

FInanCIal IncentIves Change Human BehavIor

Example AllocatIon per bed (or bed-days) Increases the number ofbed and bed-days

Market-orIented health InstItutIons change the way they operate and manage themselves

They IdentIfy changes necessary to remaIn financIally vIable
• hue/fire staff
• add/remove types of servIces
• change treatment setting InpatIent vs outpatIent

Payment mechanIsms may affect the delivery ofhealth care services In terms of.
o effiCIency
o eqUIty
o consumer satlsfactlon
o health status

3
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A LESSON

Experience from around the world suggests that system performance is MORE
SENSITIVE to HOW FUNDS ARE ALLOCATED to providers than to the total

amount of funding available for health services.

4
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Payment Methods in Other Countries

Country Health InstItutIon Payment Method

Germany HospItals Per dIem, In the future by per case fee
Non-hospItal physIcIans NegotIated fees (global budget)

UK HospItals NegotIated fees (global budget)
Non-hospItal physIcIans NegotIated fees (global budget)

Canada HospItals Global Budget
(Ontano) Non-hospital physIcIans NegotIated fees

Netherlands Hospitals
Non-hospItal physicians per capita

5
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Payment Methods in Other Countries

~
?'

Country

us

Health InstitutIon

HOspItals

PhySICIans

Payment Method

Medicare regulated case-based fees
PrIvate Insurers

fee-far-servIce
per dIem
per capIta

MedIcare regulated fee-far-service
PrIvate Insurers

fee-far-servIce
per dIem
per capIta

6
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Flow of Funds

Public and Private Financing and Provision of Services - Example
(Source Barnum, Kutzm, Saxeruan Incentives and Provider Payment Methods, World Bank 1994)

Sources of
Finance

Management
Of Finance

Providers

ospltals

PharmacIes

MInIstry TraInIng
PublIc health
CapItal

I , I i I-R.esearch

shanng

L i r1 __ , I =t=. ~ ~lmaryCare
<:::

Government

CItIzens

Employers

7
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MULTIPLE LEVELS OF PAYMENT REFORM

=:> From central source to districts, provinces, or states (decentralization)

=:> From one local geo-political region to another

=:> From local funding authorities to tertiary, secondary and primary providers

8
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I. _
TYPES OF PAYMENT METHODS:

Payments from the Fund Holder to the Health InstltutIon(s)

~
~

1 LIne Item budgetIng

2 Global budgetIng

3 Per capIta payment

Budgets are set by specIfic Item such as salanes,
medIcInes, equIpment, food & nutntIon, overhead,
admInIstratIon)

An aggregate payment fixed In advance to cover
expendItures of a health InstItutIon over a specIfied peri-od
of tIme

A fixed amount paId per enrollee or member of a
populatIon to cover the costs of a defined package of
serVIces for a specIfied penod of time

9



TYPES OF PAYMENT METHODS:

Payments from the Fund Holder to the Health Instltutlon~

5 Case-based payment

6 Fee-for-service

FIxed payment covering all services for a specIfied case or
episode of Illness

Payment is made for each specific service rendered.

Payment from the patIent to the Health Instltutlon(s)

.,)

~

~

7 User fees' DIrect payment of services by the patient

10
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INCREASING PATIENT SATISFACTION & EFFICIENCY

Payment methods should link the consumers' choice of provider to the amount of
money the provider receives. Funds should follow patient and not health service

inputs (e.g. beds)

11
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Prospective Payment:

Retrospective Payment:

Two Types of Payment Methods

payment rate IS negotiated and agreed upon before the
health servIces take place

payment rate IS decIded upon after the service has been
rendered

12
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The Financial Risk Continuum from the Perspective of the Health Institution

Fee for
ServIce

Least
financIal fIsk

LIne Item
Budgeting

Per DIem
Rate

Per Case
Rate

Global CapItatIon
Budget Rate

Most
financIal rIsk

•• DEPENDS ON WHETHER THE PROSPECTIVE PAYMENT IS ••
•• STRICTLY ENFORCED ••

Does the health 1nst1tut1on ga1n when there 1S a surplus?
Does the health 1nst1tutzon bear the loss when there 1S a deficzt'?

13
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Global Budget - Definition & Purpose

DefinItIon

• Overall spendIng target or lImIt that constraIns the pnce and quantIty of servIces provIded

• Aggregate payment fixed In advance to cover expendItures for specIfied servIces dunng a penod
ofttme

• Can be applIed at 3 levels
* NatIonal * RegIonal

Purpose

• Control expendIture growth

* FacIhty

~

• Allow fleXIbIlIty In use of resources WIthIn budget hmits to Improve effiCIency and quahty of
health care servIces

14
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-------------------
Designing a Global Budget: Scope and Amount

I Establish the scope and amount of the budget:
a PopulatIon covered

• entIre populatIon
- selectedpopulatIon groups the pOOl, the elderly, war veterans

b Types of servIces
- all servIces
- or selected servIces InpatIent, outpatIent, medIcInes, dIagnostIcs

c Types ofhealth facIlItIes
• allfacliltles
- or selectedfacliltles hospItals, primary health care, polycllnlcs

15
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Designing a Global Budget: Allocating the Budget to Resources

2 Allocating budgets to health facilities:

To remain within the budget, payment rates (pnces) and/or volume of services must be adjusted

Budget = Unit Cost x Volume

FORMULA ADJUSTMENTS:
• age-sex
• rural or urban
• special environmental or health nsks
• avatlablhty of other competIng health dehvery system
• effiCiency Improvements
• Inter-regional patient flows

16
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Designing a Global Budget: Allocating the Budget to Resources

3. Financial sanctions and rewards for budget performance:

Global budget
ExpendItures
Surplus remaInIng

Global budget
ExpendItures
DeficIt

Who gets the surplus?

Who covers the deficit?

~

• EfficIency Improves when global budgets are strIctly enforced.
• Quality Improves when surpluses are reInvested In the faCIlIty.

17



Global Budgets: Summary of Advantages and Disadvantages

~.-

+ Easy transItIon from hne-Item
budgetIng to more complex form ofpayment

+ Predictable expenditures

+ RelatIvely low administrative costs
compared to other payment methods

+ Permits some IncentIves for effiCiency

Inefficient If not dtrectly tIed to
peformance monltonng

Tendency to lower quahty

RatIoning of services, lower
access

ArtifiCial spending level rather
through market forces

18
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Capitation - Definition & Purpose

DefinItIon

• EntItles are paId a penodlc fixed amount of expendItures for each person enrolled as a
member

• A unIform payment per capIta paId on a membershIp basIs

- member ofa regzon
- member ofan zntegrated health faczlzty znsurance system

Purpose-

~
~

• To provIde a package of servIces to the enrolled populatIon for a fixed fee

19
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Capitation for Hospital
Services

Capitation - Types of Capitation

• Fund holder allocates fixed fee per person per year
(or per month) for hospltal servlces provlded to a group of
people

• 7,000 koupons (example only) per person In
membershlp group

• Covers all hospltal servlces

20
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Capitation - Types of Capitation

~
~

Capitation for Integrated
Services

r Fund Hold~r -J
•

Hospital
Pnmary Care

• Fund holder allocates a fixed fee per
person per year (or per month) for all hospztal
and przmary health care (outpatzent servzces) to
a group ofpeople

• 10,000 koupons (example only) per person per
year zn membershzp group

• Covers allznpatlent and outpatlent servzces

21
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Facility-based Capitation and Types of Services Covered

• Full-capitation (full fundholding):

Health facility assumes responsibility for payingfor all components ofthe cost,
for all types ofservices (outpatient and inpatient), even ifthe patient is referred to
otherproviders.

• Partial-capitation (partial fundholding):

Health facility assumes responsibility for payingfor only selected components of
cost and/orfor a subset ofservices (e.g. only outpatient care and/or selected types
ofreferrals).

22
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Facility-based Capitation - Setting the Per Capita Payment Rate

Full Package of Services

Per Capita Payment
ComposItion In the U S

~
~
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Facility-based Capitation - Setting the Per Capita Payment Rate

~"'-.

,.. . --------.. "'"
Total Per Capita Payment Rate

$10000

Administration, Reserves, Surplus
$1600

Medical Benefits
$8400

24
-.,)

~

~

1 -------



~

1 _

Facility-based Capitation - Setting the Per Capita Payment Rate

How to calculate the medIcal benefits portIon?

1 Forecast demand (utIhzatIon rates) for each type of servIce

2 Resources requIred for each type of service

PredIcted Annual Utthzation Rate per servIce x Cost or Fee per servIce
12 months

= Cost per person per year

25
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Facility-based Capitation - Setting the Per Capita Payment Rate
. ,

Annual Frequency Projected Per Capita
(procedures/member) Average Cost Payment Rate

HOSPITAL SERVICE

Inpanent stay 035 $93800 $2735

Outpanent surgery 005 $1,08200 $451

Emergency room 0125 $13800 $144

Skilled nursmg faclbty 0005 $14960 $006

:MEDICAL GROUP

Office VISitS 42 $3500 $1225

ConsultatlOns o1 $111 00 $093

Inpatient VISitS 0245 $6200 $127

Inpanent VISitS - newborn 0025 $13000 $027

etc

TOTAL $8536

26
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Facility-based Capitation - Incentives for Health Facility That Assumes Risk

How to earn the surplus?

•

•

Fee for Service

Increase revenues by IncreasIng
number of servIces gIven

Provide servIces as long a payment
covers the cost

•

•

Per CapIta Payment

Increase revenues by increasIng
number ofmembers

Control costs since revenues
are fixed through careful
IntegratIon of inpatIent &
outpatIent services

~

• At a mInimum, payment should
cover variable costs

27
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Facility-based Capitation - Incentives for Health Facility That Assumes Risk

Companson of Fee-for-servIce and Capitation
Trends In the U S

Fee-for-Service Payment Per Capita

Members covered 100,000 100,000

Pnmary care phySICians 35-40 phySICians 50 phYSICians (Including some
phySICian assistants)

Specialty phySICians 150 speclahsts 50-60 speclahsts

Hospital beds 275 beds 100 - 150 beds

Use of other outpatient sites
.

httle extensive

Cost per member per year $3,500 $2,000

Total cost for all members 350,000,000 200,000,000

28
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Facility-based Capitation - Summary of Advantages and Disadvantages

~
~

+ PredIctable expenses for
fund holder

+ Faclhty has IncentIve to
provIde servIces efficIently

+ RelatIvely low admlnstratIve
costs

+ Reduces IncentIves for over
treatment

FInancIal risk may bankrupt facihty

ProvIder may seek to enroll only
healthIest IndIvIduals

Facihty may lower quality of care

29



Case-based Payment for Inpatient Care - Definition & Purpose

Payment Per Case:
• A hospital receives a fixed payment per inpatient stay;
• Payment »cost: Hospital keeps surplus;
• Payment« cost: Hospital suffers loss;
• More complex cases receive higher payments
• Shares financial risk between fundholder & health facility

Other Uses of Patient Classification Systems:
• Adjust a global budget for case mix (frequently used in NIS)
• Management: monitor activity of hospitals

......
~
~'0.:

Purpose: Provides incentives to improve efficiency in inpatient care, but
recognizes that different hospitals treat different types ofpatients.

30
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GOALS IN DESIGNING CASEMIX-ADJUSTED PATIENT GROUPS

• A manageable number of groups (500-700)

• Clinical similarity of cases within a group

• Similar resource use for cases within a group

• Based on simple data collected at admission and discharge of patient

31



PREDICTED EFFECTS OF DIAGNOSIS-RELATED GROUPS

Predicted Effeot
Decreased length of stay

More admIssIons ******** (evIdence In NIS)

Aotual Effect
Yes

Yes ****

More surgenes and other procedures performed on an outpatient basIs I Yes

~,.

HospItals dIscourage admIssIon of hIgh-cost patIents

Total payments to hospItals nse at a slower rate

QualIty of care declInes

HospItals manIpulate codIng to Increase payment

Yes

Yes

No

Yes

32
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MINIMUM BASIC DATA SET FOR IN EUROPEAN COMMUNITY

1 Hospital number
2 PatIent number
3 Sex
4 Age on admIssIon
5 Marital status
6 ResIdence
7 Month and year of admIssIon
8 Length of stay
9 DIscharge status (death, home, transfer)
10 PrIncipal dIagnosIs
11 Other diagnoses
12 SurgIcal and obstetrIcal procedures
13 Other sIgnIficant procedures

33
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Fee-For-Service

A payment IS made for each specIfic servIce rendered and can be set either prospectively
or retrospectively UnIts of service may be combIned as epIsodes or VISIt packages (e.g.
first and follow-up vIsit, or VISIt plus standard diagnostIc tests)

34
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I. - - - - - - - - - - - - --
SUMMARY ASSESSMENTS OF FFS PAYMENT

• can be sImple, or very complex to Implement based on the definitIons of the unIts of
servIce

• can be employed for any provIder (hospItal, physIcIan, polycllnic)

• sUItable for a pollcy strategy of competitIon between providers,

• creates LARGE Incentives to Increase volume, whIch may need to be controlled

• Fee-far-servIce often creates dIsagreement between fundholder and the provIder aboutwhat servIces are JustIfiable and should be paId

35
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System Requirements for Alternative Payment Methods

Lme Item Global CapItatiOn CapItatiOn Per Case Per DIem Fee-for
Budget PartIal Full SeTVlce

Legal framework yes yes yes yes yes yes yes
Management yes yes yes yes yes yes yes
Autonomy
Fmanclal + ++ +++ ++++ +++ + ++
mformatlOn systems
Management + ++ +++ ++++ +++ + ++
mformatiOn systems
Closely mtegrated + + +++ ++++ ++ + +
debvery system
Utlbzatlon + + +++ ++++ ++ + +
management

+ low compleXity, ++ average compleXity, +++ above average compleXity, ++++ htgh compleXity

36
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SUMMARY OF LESSONS LEARNED ABOUT PAYMENT METHODS

1 Financial Incentives Matter: Many providers will respond to new financial
incentives such that health system restructuring will take place.

2 Experimentation with payment methods is important: No single payment
method is appropriate for all situations.

3 Payment method is separate from the generosity ofpayment: Payment methods
allocate the same amount of funds more rationally.

4 The key characteristic ofa payment method is the unit ofservice(s) on which it
is based Providers will have incentives to increase the volume of units, but
decrease the cost per unit.

5 As the unit ofpayment becomes more aggregated,jinancial risk to the provider
•Increases.

37
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SUMMARY OF LESSONS LEARNED ABOUT PAYMENT METHODS

6 Payment methods that have stronger incentives for efficiency, consumer
satisfaction, equity, and quality tend to have higher adminstrative costs.

7 Health systems often use a combination ofpayment methods.

8 Payment methods should be kept simple; otherwise, health providers will not
understand the fundamental incentives.

9. Competition among fundholders and among providers improves the
performance ofpayment methods.

10 Competition for patients encourages health facilities to maintain quality and
patient satisfaction.

11 Skilled management and solid information systems are essential under any
payment method.

38
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SUMMARY OF LESSONS LEARNED ABOUT PAYMENT METHODS

Quality assurance programs are essential under any payment method to ensure an
appropriate balance between efficiency and quality.

39



Payment Methods DIScussIon QuestIon

Format DIVIde the class mto four small groups
AsSIgn to each group, one of the followmg payment methods

GrOUP A Global budgets
Group B CapitatIon (for pnmary health care group)

With partIal fundholdmg
Group C Case-based payment
Group D Fee-for-serVIce

DIscussIOn Questions:

Each group should discuss theIr payment method m terms of the follOWIng questIOns
and be prepared to make a short presentatIon

1 What are the major mcentIves created by the payment methods whIch are
Important for your local conditIons?

2 What are the key mdIcators (statIstIcs) whIch would be Important to track
to momtor the Impact of these mcentlves?

3 What management mformatlOn (finanCial and serVIce statIStIcs) would be
requrred to support the lIDplementatIon of the payment methods? Why?

4 What management/orgamzatIonal changes would be requrred to ensure
finanCial VIabIlIty under the payment method?

I-
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Payment Methods DIscussIOn QuestiOn

Format DIVIde the class mto four small groups
AsSIgn to each group, one of the followmg payment methods

Group A Global budgets
Group B CapItatIOn (for pnmary health care group)

WIth partIal fundholdmg
Group C Case-based payment
Group D Fee-for-serVIce

DIscussion QuestIOns.

Each group should dISCUSS theIr payment method m terms of the followmg questiOns
and be prepared to make a short presentatiOn

1 What are the major mcentIves created by the payment methods wmch are
Important for your local condttiOns?

2 What are the key mdIcators (StatIStICS) whIch would be Important to track
to morutor the Impact of these mcentIves?

3 What management mformatIon (finanCIal and serVIce statIstIcs) would be
requIred to support the ImplementatIon of the payment methods? Why?

4 What management/orgarnzatiOnal changes would be reqUITed to ensure
finanCIal VIabIhty under the payment method?

40



~

v'"

11 _

MODULE 5

USER FEES

(repnnted from ZdravReform course manual FInancIal Management and Control, November 1995)
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• Workshop Goals

1 Clearly Identify structure and procedural aspects of efficient and effective cash control

2 ProvIde partIcIpants WIth an understandIng of selected rntemal control methods

3 UltImately to enhance the dehvery ofhealth care by beIng an improved steward of resources

~ Page 2
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• Workshop Agenda

1 IntroductIon - Goals, Agenda & OvervIew o/Need/or Internal Control
• Impact / ProbabIlIty Study

ExerCIse

2 OvervIews
• Internal Control for Cash Management

DefinItIons, CharacterzstIcs, ObjectIves 0/Internal Control
ExerCIses

Creating an Internal Control Structure
Examples 0/Fraud

TYPical Control Procedures
Exercises

• ReceIvables
Two Types o/Systems

ExercIses



Impact I Prohahility Stu~

What IS the probabdlty you wdl be
Involved In he following event?

Fill in 0% to 100%

What IS the relatIve Impact
on your orgamzatIon?

Crisis, High, MedIum, Low

Event IProbabllIty of Occurrmg Impact

What do you thmk the probablltty and Impact IS 11l1s Next Year 11l1s Next Year
of Year Year After Year Year After

1 HaVing a new or revIsed health care finanCing
system where cash IS a part of the funding

2 Competing for bUSIness wIth other
orgamzatIons based on prtce and qualIty

3 HaVing or suspectmg an mCldent of cash-theft
4 Needing to establIsh controls over cash due to

regulatory requIrements
5 Havmg to explain how cash was used or

dIsbursed including better ways to share
mcentIVe momes

6 Obtalnmg a computer to help manage finances
7 Needing to Improve or establIsh the reporting

ofcash to outsIde authorItIes such as a tax
authorIty

8 Needmg to have an external audit of finances
9 Expandmg servIces that are marketed based on

user fees
10 Needmg to WrIte polICIes regardmg user fees

so as to qualIfy for addItIonal humamtarlan aid
II Havmg an account receIvable functIOn In the

facIlIty (Issuance ofcredIt)
12 EstablIshing a servIce only supported through

user fees
13 Purchasmg eqUIpment wIth user fees
14 Other

~'x::. Page 4
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Overview olInternal Controlfor Cash Management

• DefinItion of Internal Control - methods and measures to safeguard assets, seek accuracy and
relIabIlIty of accountIng and admInIstratIve controls, and promote operatIonal efficIency Cash IS a
key asset

• CharacteristIcs of Reliable Internal Control
• a plan to prOVIde for the segregatIon of certaIn functIonal responsIbIlItIes

• a system of adequate polICIes and procedures
• qualIty personnel SUItable to the task DO YOU HAVE THE PERSONNEL RESOURCES?
• focus on the Ideal so partICIpants understand the weaknesses Always a compromIse

• International Objectives of Internal Control
• Depends on Culture DIfferent cultures reflect/requIre different levels of control

• Audits GrOWIng need to assess/understand baSIC control prior to Investment (Examples)
• Typical Objectives of Control ..• AuthorIzed and documented transactIons In accordance WIth

local laws, preventIng unauthOrIzed access to assets or mIsstatements of amounts

• Internal Control Tools

• Checklists and Flowcharts
• PolIcies & Procedures
• StatIstIcal Process Control Techniques (Dorian Shanin)

\~ PageS
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Internal Control Flow-Chart/or Cash Management
Example Flowchart

j .
--------------------------j 1

I A ~ ..... I"t. ........:....... I I - - - - - - - - - - - - - - -

I Bank :
I

: Daily Deposits :
I

I
I

Performs ServIces
Laboratory

l"U;;"VUlIllIl~

. ----------------------- Records Cash--,
Cashier (bookkeepmg)I

I
I

- -- Collects Cash
Accounting

Department.1 Pays BIlls

Performs ServIces
RadIology Accounting

Manage

I IDepartment .2 Receivables

Patient - _

I Admissions ~---------

Workorder/Recelpt

Department.3.
Performs ServIces

NurSIng

~ Page 6
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Exercise: Draw aflow-chartfor how your faCIlzty IS or WIll probably collect cashfrom user
fees Make sure you Identify

1. Who authorizes and determines the user fee amounts?
2 Who collects the user fee?
3. Who accounts for the user fees? (who keeps the records?)
4 Who makes the deposIts of the user fees?
5 Where the deposits are made? (a bank, a safe?)

vi: Page 7
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Internal Control Questionnaire..,for Cash Management

Question Yes No
1 Are cash records kept up to date? Are there dazly, weekly, monthly reports?
2 Are accounts balanced and reconczled regularly?
3 Is the Cashzer the same person as the Admzsszons Clerk?
4 Is the cashzer's records (such as a regzster tape) reconczled wzth copzes of

the recezpts?
5 Can the receipts subsequently be traced to the cash receipts accountlngJournal?
6 Does the Admzsszon Department lzst ofWorkorder Recezpts subsequently

match accounting and cashzer amounts?
7 Is cash handed zn dazly? (ezther to bank or audit area)
8 Are employees trazned zn the cash management?
9 Do employees swztch tasks perzodzcally?
10 Is the book-keeper requzred to take annual vacatzons?
11 Is there a perzodzc audzt ofthe process?
12 Are recezpt/workorderforms pre-numbered and controlled?
13 Is management satzsfied that all employees are honest?
14 Are all vozded work-orders accountedfor?
15 Is there an occaszonal audzt ofservzces provzded versus cash recezpts?
16 Is the person audztzng the process zndependent?
17 Is there a separatzon offunctzons, zncludzng control over hzrzng key

posztzons?

PageS
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Creating an EffectIve Internal Control Structure

• Cash and other receIvables are "hqUId" assets and requIre more control than non-hquid assets
• Create an organIzation that promotes an enVIronment of control

Assess and pnontize the nsks of losses with the cost of controls
• Promote communICatIon of Internal control among managers as It Improves abIhty to plan, helps

to assure money on hand to meet habIhtIes, unexpected emergenCieS, and other responsIbIhtles
• Need to penodically audIt Internal control procedures and pohcies
• Need to safeguard cash to prevent theft and fraud Learn from other's mIstakes

1994 Fraud Survev bv AICl!A c/o KPMG...- ...

3000}lrmssurveyed

• 18% had a fraud of $1,000,000 or more
• 38% had a fraud of$ 100000 - $999000
• 21% had a fraud of$25 000 - $99 000

How was the fraud detected?

52% were uncovered by Internal Control
51% by TIpS
47% by Internal AudItor
42% by Management Internal Control Audits
34% by Customers
28% by ACCIdent

l5 Page 9
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Typical Control Procedures for Internal Control of Cash
Internal control IS only as good as It'S level ofconsIstent applzcatlon

• Definitive and clear cut assignment to deSignated individuals as to the responsiblhtIes of cash
management This Includes the

=> Establzshment of a system ofwrItten polzcles andprocedures
=> The deSIgn ofadequate documents and records to help Insure the proper recording of

transactIons and events

• Segregate the duties ofpersonnel to reduce the opportunity of allOWing anyone person to be In a
posItion to perpetrate and/or conceal errors or IrregularitIes including the

==:>Establzshment ofdefinIte and separate routInes for managIng the Inflow ofcash and
managIng the outflow ofcash

=>Separatlon ofthe handizng ofcash from the accountIngfor cash Keep those who handle
cash away from the records ofcash and vIse-versa

• Estabhsh adequate safeguards over the access to, and use of, assets and records including

=> The need that all cash should be depOSIted dally
=>Allfiles and documents should be safeguarded andpre-numbered when necessary

=>Independent checks and audIts should occur on a perzodlc baSIS

Page 10
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Internal Control Procedures- Exercise

Break Into three offour groups Each group should design an Internal control system for receiving
cash under one or more ofthefour situations shown below Note the responsibilities ofthe
IndiViduals under each Situation andpOint out the opportunities for poor control as well as the
posslbllztles for good control

Situation 1: One person IS assIgned to the cash responsIbIlIty, the cashIer The cashIer authorIzes the
user fee, receIves cash and maIntaIns the bookkeepIng on the cash The cashIer also deposIts any cash
Into appropnate bank accounts

Situation 2: Two IndIvIduals are provIded to manage cash A cashier and a bookkeeper

Situation 3: Three IndIvIduals are provIded to manage cash An admISSIons clerk, a cashIer, and a
bookkeeper

SituatIon 4 You have no hmit on the number ofpersonnel DesIgn a fool-proof Internal control
system that maxImIzes control of cash and Improves plannIng opportunitIes

"V~ Page JJ
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Internal Control - Typlcal Errors and Irregularltles ofManaglng Cash

• Errors are unintentional and Irregularztles are intentional

• It is more difficult to prevent irregularities than to prevent errors

Types oferrors and irregularities

Defalcations (Stealing): An lrregularzty
Intercepting cash before it is recorded in accounting records
Taking cash from recorded but un-deposited receipts
Diverting cash from itS intended destination (re-routing payments or refunds)

Distortions (Misstatement): An error
Misstating the bookkeeping records without taking assets

Unconcealed (Open): An lrregularlty or an error
The cash amount is less than the recorded amount

Concealed: An lrregularzty
The cash amount is intentionally overstated to force agreement with the bookkeeping
records (Temporary)
The amounts have never been recorded or have been reduced after being recorded
(Permanent)

,,\j
0...- Page 12
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Exercise.'

Uszng the followzng znternal control chart, zdentify where each ofthe four types oferrors or zrregularztzes
mzght occur Gzve examples ofhow thzs mzght happen Comment on what can be done to promote control

, ,--------1--' .: Cashier
Patient u __ u _.! C 11 C h

o ects as

Admissions
VVorkorder~ecelpt

~o~ Page 14

-------------------1------------------------~

Department 1
Performs ServIces

Radz0 logy

Department 2
Performs ServIces

Laboratory

Department 3
Performs ServIces

NursIng

Accounting
Records Cash

Accounting
Pays Bills

Accounting
Manage

Receivables

'"

1
:-----Bank- ----:
I I

: Daily Deposits 1
I

I I
1- I

-------------------
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Exercise: Solutions/Comments

Defalcations
InterceptIon and the takIng of cash suggests cash be recorded qUIckly and regularly Easler to
Intercept cash when personnel functIons are not separated An InterceptIon today can be hId by
an interceptIon tomorrow Thus, It IS Important to reconcIle accounts perIodIcally to avoid a
"rolhng" InterceptIon DIvertIng cash IS usually controlled by "authorIzatIon" procedures

Distortions
Can occur anywhere where records are kept Regular audIts, reconcIhatIon's, and reports
coupled WIth good accountIng procedures helps thIS SItuatIon

Temporary Concealment
An Issue of tImIng RequIres reconcihatIon's to stop Surpnse reconclhatIon's useful

Permanent Concealment
Most dangerous RequIres attentive and consistent internal control measures, safeguardIng of
records, and retroactIve audIts

v
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~
~

Page 16

Common Concerns in Health Care Cash Management Regarding User Fees

• The AuthoIlzatlon procedures are not consistent Example Sometzmes user fees are
requzred, and sometzmes they are not Also, who authorzzes the fees zs often the same person
who collects the money or delzvers the servzce

• PersonneLShortages Ifyou cannot afford to have the proper number ofpeople znvolved,
supplement the znternal controls wzth spot audzts and reconczlzatzon's Also, use statzstzcal
controls to zdentify lzkely areas ofpoor control

• CaslLManagement controls are co-mingled..:wrth..Receivabk..Management Example The
cashzer can authorzze payment through credzt See "Authorlzatzons" above

• Others?

- - - --
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Overview of Internal Control - Receivables

• Receivables: a claIm of money agaInst an IndIvIdual or organIzatIon Commonly used for
patIent accounts of user-fees, a receIvable IS a credIt granted to a patIent In lIeu of cash
payment

• Two (2) Systems of Receivable Control

Card System - Commonly used system A card IS maIntaIned on each patIent wIth a
runnIng balance ofwhat they owe Under the card system, the authOrIZatIons for the
account receIvable are kept as a separate functIon from the card As payments are made,
an entry IS made for each payment on the card Dunng the month, payments are made
and posted, redUCIng the balance owed At the end ofeach month, the cards are
revIewed and a balance of all receivables are summed The benefits of the card system
IS that It separates the authorIzatIon functIon from the collectIon and bookkeepIng
functIon

Open-Invoice System -A simpler system. A secured file IS kept on each patIent's open
Invoices/authonzations (sometImes by date due or by date Incurred) At the end ofeach
month, all InVOIces due are added ThIS method requIres that the file be maIntained In a
secure place Fraudulent access or mIs-filIng of the file can cause the amount due to be
lost



Receivable Control- Card System Example I Card for each pattent

Patient Name and/or Number

DATE ITEM (DescnptIon and Reference) AUTHORIZATION I CREDIT i (DEBIT) I DUE

~ Page 18
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3-3-95
5-3-95

CHEMOTHERAPY TREATMENT
paymentfor chemotherapy-098765

'-- Chronological History

Traceable Authonzattons 
Authonzatton can also serve as
onglnal InvolCe/ service descnptlon

r Lushev 098765
800

Ongoing
Balance

1435 11 435
635

1 __ --
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Receivable Control - Card System Example

Pavment FIQW•

D .... 4-: "".... 4
~------..

Cashier
Collects Cash

Accounting

Mazntazns Card
Mazntazns AuthQrlzatzons- Copy at Cashzer

PQsts bookkeepzng records
Issues statements tQ patzents

SeparatlQn QfDuties zn AccQuntzng - BQokkeepzng and Recezvable
Management

I
I,,,,,

I,,,,
I,

_J

MaIntaIns Cards
Obtains Payment ID

-----..
! ,/

I

Collects Cash,/
I
I,

I
I
I

I___ JIssues Receipt tQ Patient
Completes Receivable IQg referenCing AuthQrlzatlQn

Control ofRecezpts - Stamp or Numbered Recezpts

~

~
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Internal Control - Exerczse on the Card System

Break znto three offour groups Assume not all user fees are pazd zn cash (In other words, assume
there zs some znsurance or other credzt mechanzsm avazlable andyou need to keep track ofaccounts
that are recezvable)

• Dzscuss the applzcatzon ofan znternal control systemfor managzng recezvables under the "card"
system at your faczlzty Summarzze your concluszons

• Conszder thefollowzngfour "sztuatzons" Note the responszbzlztzes ofthe zndzvzduals under each
sztuatzon andpoznt out the opportunztzes for poor control as well as the posszbzlztzes for good
control

Situation 1: You are the cashIer and you maIntaIn the cards & authorIzations

Situation 2: You are the uncle of the pattent and you work In accounting maintaining the books and
the cards

Situation 3: You are the patient. The cashier issues hand written receipts to the patients. You are
skilled at forging documents

Situation 4 The system IS properly Installed but you reconcIle the cash accounts with the accounting
records once per year

Page 20 - - --
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Internal Control - Open Invoice System

• The Authorization / Invoice is maintained In a locked file requiring two people to open
and have access to It.

Someone takes the Authorization / Invoice and the Receivable IS lost forever
AuthOrIZatlons represent assets

• Cash is received and posted at the cashier. Controlled receipts are issued to patIent.

Normal cash procedures
Risk ofCashier Fraud ifReceipts not managed or reconcillation 's ofcash logs and Open

Invoice file notfrequent

• Each day, cash receipts are posted to the open invoice file

Allow different people to post file
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Internal Control- ExercIse

• The Authorization ofa Receivable IS as Important as the collectIon ofcash D,scuss some of

the followIng key questIons as they mIght pertaIn to yourfacllzty Including

~ Who should authorIze a receIvable?

~ To whom and how IS the receIvable paid? (The Card or Open InVOice System)

~ Under what terms ofpayment?(When IS It due, how often, Interest rates?)

~ For what amount?(Are there lzmlts? ExceptIons to the lzmlts?)

~ With what collateral, ifany?{Legallmplzcatlons)

~ Conslderzng what rIsks? (InflatIon, no payment)

~ Key management reports (AgIng Report, Past due Report, Late Collections Report,

etc)

- - --
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Exercise 1D Cash Management for User Fee AnalysIs

Management IS looking ahead to Improve their management ofuser fees In 1997 As such, It IS Important to Identify today those key
data elements that will promote Improved declszon-maklng In the future Review the following subject areas and discuss the relatzye
Im.vortance ofthe Issue and the data elements that should be collected today to promote more effective declszon-maklng m the
future

Ut,hzatlOn ofServices (zncludzng excess capacity)

Marketzngfor AdditIOnal User Fee Busmess

Cost Management ofareas mvolved m userfees busmess

Incentlvesfor those responsible for userfee busmess

Quality Management ofservices prOVided on a userfee basIS

Budgetzng Revenue, statlStlcal, and expense

\t. Page 23
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Exercise in Resource Management Tracking for User Fee Analysis

The worksheet on the followzng page zs a sample document for trackzng user fees, resources, actzvztzes
and more wzthzn a department Szmzlar documents can be used to track cash, patzent-jlows, and
utzlzzafzon ofservzces Look over the document and dzscuss

• Appropnateness for your sItuation
• ModIfication that would facIhtate your use and Improve the control of resources within a

department
• Compansons to sImtlar documents currently In use
• Manpower requIred to Implement such a document
• Other Issues

PageU ------
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Receipt Primary Exempt Professional Thermo Total
Date Number Doctor Name Address Percent Services Gyn G-Lab B-Lab XRay Dlag Other Payments VAT

1--. -----
- ----f-- ------ ----- ----- -- -

------_._-1---

--
-----_._---- ---- ----

-------

TOTAL

Activity Trackrng Form
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MODULE6: GROUP PROJECT

DESIGN AND IMPLEMENTATION
OF MANAGEMENT ACCOUNTING SYSTEMS
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Design and ImplementatIon of
FInancial Management and Control Systems

In YOUR Facility

The purpose of thIs group actIVIty IS for you to desIgn the financIal management and control
systems you would lIke to have m your own health facIlIty, to develop a work plan for
ImplementIng the system you deSIgn, and to IdentIfy the cntIcal first steps you Will need to take
to begm Implementation As you desIgn your management accountIng system, keep m mmd
how It would support the patient classIficatIOn systems bemg developed At the end of the
workshop, each group Will be asked to make a bnef~ hour presentation on the matenals they
have developed

Assemble yourselves mto small groups of4-6 par:tJ.cIpants accordmg to the health faCIlIty where
you work Please answer the follOWIng questIOns

1 What are the key questIons relatmg to finanCIal management and control that you are
currently facmg m your health faCIlIty? LIst these questions m order of pnonty

2 How would you adapt the two mam finanCIal management tools that have been covered
m thIs workshop mcludmg budgetmg, cost accountmg, to the system ofDRGs m order to find
the answers you need

3 For each of the tools you find most Important to strengthen m your health faCIlIty at thIs
tIme, descnbe what aspects of the tool are already bemg used m your health faCIlIty

4 Descnbe the types of Improvements you would make In the fmancIaI management tools
you have chosen for your health facIhty

5 Develop a work plan (hst of actIVItIes and schedule ofthese actIVIties) to show how and
when you would make these Improvements

6 What are cntIcal first steps you need to take m the next month to begm ImplementatIOn of
your work plan?



WORKSHOP EVALUAnON FORM

Thank you for your partIcipatIOn In tins course and In this evaluatIOn

TopICS m EconomIcs and Management Accountmg
for Health Care Fmancmg Reforms

InstructIOns Please assess the course winch you have Just completed Remember that we WIll
use the InfOrmatIOn winch you proVIde to trnprove the design and adffilmstratIOn of future
workshop presentatIOns Your candid answers and recommendatIOns for Improvement are
essential
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2
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Overall quahty of the course 1
Relevance and useful of course matenals 1
How useful were small group actiVIties? 1
How useful was the final group project? 1
Rate the performance ofthe mstructors 1
Rate the quahty of the translated matenal 1
Rate the quality of the mterpretatIOn sefVlces 1
Overall, how much did you learn m this course? 1
Would you recommend this course to a colleague? 1

Circle one number for each Item

Please respond to the follOWIng questions usmg the scale
1 = Poor 4 = Good
2 = Fair 5 = Excellent
3 = Average

Part A
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5
6
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PartB
Please rate the value (1 = least valuable, 5 =most valuable) ofeach module ofthe workshop

I
I

1
2
3
4
5
6
7

General Introduction
Per CapIta Budget Methods
Cost Accountmg
Budget Tools for Market-Onented Reforms
AlternatIve Payment Methods
User Fees
Fmal Group ACtiVIty& presentatIon

1
1
1
1
1
1
1

2
2
2
2
2
2
2

3
3
3
3
3
3
3

4
4
4
4
4
4
4

5
5
5
5
5
5
5

Parte
What charactenstics of the workshop did you hke best?

PartD
What charactenstics of the workshop dId you lIke least?

PartE
What suggestIons do you have for presentmg the workshop m the future?

2


