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Health Care’s Need To Manage Cost Requires Activity Based Cost Accounting and Activity Based Management Information Systems
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by: Jerry L. Rhoads, CPA, FACHCA


Assessment of Patient’s Problems Sets up the Parameters for Activity Based Cost Controls and Activity Based Management

U.S. Government Assessment Instrument

The Impact of the Minimum Data Set (MDS)

The Medicare and Medicaid programs (and many managed care contracts) reimburse the nursing home based on a rate for a level of care triggered by the patient assessment form MDS.  The content captures the following information for pricing and RUG’S level of care billing:

1) Patient demographics.

2) Assessed conditions related to activities of daily living, medical status, degree of the deficits.

3) The completion of the assessment questionnaire creates algorithms that trigger certain problem categories.  There are 18 different problem possibilities.  When these are triggered, the nursing home is expected to include them in a care plan that they are proceeding on, or justify not proceeding.

4) There are 107 fields that set the rate based upon algorithms or triggers.

5) Of the 730 fields required to be answered, the 107 dictate the rate of payment.  Therefore, those represent the hierarchy of costs.  The other answers affect  cost but do not generate more revenue.

6) In setting up product analysis for establishing a bill of materials for producing the care we will use a linkage of the triggered problems back to the diagnosis indicated in Section I of the MDS.  This is the start of the standardization of the product line and the mapping of clinical pathways.

7) Cost controls need to be established at the point of service.  THE POINTS OF SERVICE are (a) doctor’s orders, (b) direct labor interventions, (c) indirect labor tasks and (d) ancillary service orders.

How to Create Cost Control  prior to the doctor’s   orders.

The first step in controlling physician orders is to create a cost profile from the patient assessment.  This can be a condensed version of the MDS that triggers clinical care maps or pathways of care.  For a doctor to obtain approval for an order it must be submitted to the case manager who will:

1) Input the Patient diagnosis and select the related problems. 

2) For Example: Base upon the diagnosis of stroke, the problems triggered by a pre-admission assessment using a condensed MDS are determined to be:

A) Left sided weaknesses.

B) Immobility

C) Activities of daily living deficit

D) Emotional distress

E) Slurred speech

F) Swallowing dysfunction

3) For each problem, the care maps bring in corresponding interventions. This is called the plan of treatment.  Integrated with the plan of treatment  will be a list of likely medications and supply costs.  Once the mediation and supply orders have been compared to the formulary of dosages and prices the order is approved and put into action.

4) A preset pathway has now been customized to that patient’s current needs which drives the cost utilization of resources.  The pathway specifies the skill level of the staff to do the work, approximately how long it will take to perform the task, the frequency of the task and for what duration the treatments will likely  last.

5) This will set up the mechanism for controlling the direct labor cost of the product and create a production control scenario where the physician interfaces with the Patient Care Plan electronically using the formularies for reference before activating the order.  This interface will be done using a Web network.

How does direct labor Costing save money? 

The pathways create a Direct Labor Summary from the assessment.   
The preset direct labor cost is based upon totaling up the estimated minutes of care required by each staff type, and costs them by using that staff type’s standard pay rate per minute.  The benefits and non-productive time are added into the cost profile using a global file of cost report data.

The direct labor consists of the following staff types in a nursing home:

· Nurses, nurse aides

· Therapists, therapy assistants, rehab aides

· Dietician or dietary care plan coordinator

· Certified Social Worker

Direct labor minutes are summarized for each inquiry by problem, by program, by staff type, by day, by shift so staffing requirements can be based upon the production capacity needed to meet the patient’s treatment requirements. This links the care requirements to the staffing required to produce outcomes needed within realistic time frames.  This is the most important step in balancing capacity with production.

Health Care needs to be organized around a concept of production, standardization, capacity management and productivity measurement.  The clinicians, must be informed on how to use the cost profile in finalizing the plan of treatment.

This allows the clinicians to manage the resources without lowering quality.  If an LPN can do the treatment rather than an RN, we have saved money.  If the treatment can be done in ½, the time if done by the physical therapist we have saved money.   If the treatment can be eliminated because of another less expensive approach, we have saved money.  

Remember that one-half of the costs in nursing homes is the labor component.  If labor costs can be saved because of improved efficiency, productivity or outcome then the overall costs can be cut without harming the quality of life or outcome.

Do indirect Cost efficiencies save money? 

The Indirect Labor and Supplies are controllable as standards are set.    
The indirect labor, related supplies and consulting expenses, for meals, cleaning the room, washing the linens, repairing the equipment, transporting patients, maintaining records, administrating the business, etc., are included in the cost profile at standard costs as follows:

· Meals are the cost of an average meal over the duration of the case.

· Cleaning the room is the amount of time it takes over the duration.

· Washing the linens is the amount of pounds over the duration.

· Repairing and maintaining equipment is the of cost of work orders amortized to each patient.

· Transporting patients is amount of transport time over the duration.  

· Maintaining records is the preparation time consumed each day.

· Admitting patients is amount of time to process paperwork each day. 

· Administering the business is the amount of time handling the affairs of the family, surveyors, employees, and patient inquiries each day.

· Entertaining the patients is the amount of time spent over the duration

The question is, are these costs fixed or variable.  The answer is they are semi-variable.  The savings to be accomplished in semi-fixed or semi-variable costs are in the utilization of the capacity of the staff on hand each day.  If the production staff is at 75% of capacity then the patient care cost is absorbing 25% waste.  How can this waste be eliminated. 

The easy answer is to match capacity with production every day.  Do not schedule excess capacity.  At the same time, do not staff for excess production.  To balance production with capacity you must know what the current capacity is and be able to match that with Full Time Equivalent staffing.  Is census a predictor of capacity?  The answer is yes, as is the case mix of the patient’s levels of care.  If there are 15 empty beds, 20 feeders and 29 special diets the capacity is different then if there are only 

10 empty beds, 5 feeders and 20 special diets.  The way to measure the staffing against capacity is to build cost models for 100% capacity and adjust the full time equivalents to the current census and case mix levels. 

The building of the standard cost models at 100% capacity is a function of time engineering and method management.  At Rhoads Health Care, these models were built over a period of years from facilities we have managed and from client cost reports.  We reorganized the staffing into flex teams to be able to flex with the changes in census and case mix.  These teams are assigned to a care unit and flex with the changing production levels.  If the unit has excess capacity predicted for the day, the staffing is adjusted and the team member is transferred to an under staffed unit.  If all units are over staffed the standards must be checked.

These models are computerized and are run the night before based upon the midnight census and case mix.  The next day the teams are assigned and flexed to the capacity needed.  Very seldom is it necessary to reduce the overall staffing.

How can ancillary Costing save money?

Ancillary Costs from out-sources  must be capped.   
Diagnosis is a predictor of the type of ancillary services each patient requires.  For the stroke patient following are the some of the likely ancillary services needed:

· Therapy treatments for ambulation, speaking, dressing own self, toileting own self, bathing own self, feeding own self, transporting own self, expressing oneself, swallowing food properly, etc.

· Medications for pain management, hypertension, diabetes, analgesics, Parkinson’s, etc.

· Medical supplies for dressings, injections, support stockings, utensils for eating, enemas, catheters, colostomy bags, etc.

· Lab work for blood tests, urine cultures, cholesterol, nutrients, etc.

· X-rays and scans for muscle tone, bone problems, old fractures, etc.

The pathways bring in the likely ancillary costs for the cost profile using cost report data or actual costs based upon the physician orders.

The best of all worlds are those ancillary agreements that establish a per diem cap on all patients.  For example $8 per day for all patients regardless of paytype.  The pharmacy bills whether there are meds passed or not.  If the average med pass costs $10 per patient then the pharmacy loses money.  If the cost is $7 the pharmacy made an incentive.

This method will only work if the $8 per diem is reasonable for the case mix that is being treated.  The only way to track the reasonableness of this approach is to have a system that maps actual ancillary utilization costs and compares it to the level of care and the per diem cap each day and over the duration of each case.  I call this winning the Monopsony Game.  In other words the primary buyer the government sets the price and the only way to make a profit is to manage the costs case by case, day by day.  The days of managing PPD are passed with the passing of retroactive reimbursement.  Once we establish the mechanism a Web network can be set up to interface the ancillary vendors into the Patient Plan of treatment for updating prices and dosages.

How can managing Capital Cost save money?

Capital Cost is added to the Cost Profile based upon census.    
The cost profile includes direct labor at standard, indirect labor at standard, and ancillary costs at estimated or actual.  The missing fixed cost component is the sunk cost of having the building available for each admission:

· Depreciation per licensed bed, interest on mortgage per licensed bed, real estate taxes per licensed bed are included as fixed costs.

· Utilities per licensed bed, fire insurance per licensed bed, assessed license fees per licensed bed and any other expense based upon the license.

The cost of the bed being available and utilized is termed opportunity cost. That cost should be included in the Cost Profile.  The cost of having empty beds ready for admission is termed excess capacity costs and should not be included in the profile.  In a competitive market, the pricing should not include excess capacity costs.  Empty bed costs must be recovered by filling the beds not including them in the costs for pricing or determining contribution to margin.

Therefore, you save capital costs by filling the bed.  Without any source of income the excess capacity fixed costs are lost.  To cut losses is to save money.  Try it.  You may like the fulfillment of hitting 100% occupancy every now and then because you are managing the direct and indirect costs so well that you are not only the cheapest in town but you are by far the best.  In my vision fixed costs are as variable as your prospects for new admissions.  With each new admission you are reducing your fixed costs per case.

What are the related Cost savings?

Employee Non-productive Costs are added to the direct labor.     
The cost of having a productive employee is included in the direct labor cost above.  The non-productive component  must be added in as an indirect component.  This consists of the following:

· Overtime pay, shift differential pay, vacation pay, holiday compensation, sick pay are non-productive employee benefits that must be added into the cost profile for each patient based upon a percentage of the direct labor.  Typically, the non-productive labor will run 9% to 10% of the direct labor.  The lower the productive direct labor per case the lower the amount of non-productive add-ons.  The real savings are in the hidden costs:

· Turnover costs – recruiting and training a new replacement.

· Absenteeism costs – filling a position with overtime worker or agency staffing.

· Injury costs – worker’s comp cost and time off.

· Wasted time costs – low productivity cost.

· Ineffective time costs – poor use of staff’s time

· Poor outcome costs – abuse of patients or company assets

If the direct and indirect productive labor costs are lowered for each case due to  using the activity based management techniques there will be a correspondingly lower non-productive add-on percentage and thereby lower the overall cost of providing care. 

The Variance Analysis sums up the Cost the costs at standard versus actual.    
Displaying the variance analysis is done by comparing the differences between costs at standard versus costs at actual.  It will typically look like the following:

· Direct Labor for treating a stroke for Paul Bunyan (minutes of care for illustration purposes only):

   @Actual  @Standard
Registered Nurse ..45 minutes per day @ $.29 per minute =    $13.05        $10.75

Licensed Nurse ..60 minutes per day @ $.22 per minute =       $13.20         $10.00

Certified Nurses Aide  75 minutes per day @ $.10 per minute = $ 7.50         $ 9.00

Physical Therapist ..60 min. per day @ $.60 per minute =          $36.00        $14.00 

Occupational Therapy assistant ..60 min. @ $.30 per minute = $18.00         $19.00

Speech Pathologist ..30 minutes @ $.65 per minute =               $19.50         $ 10.00  

Certified Social Worker ..15 minutes @ $,17 per minute =          $2.55           $  2.00

Total Direct labor ..345 min. of care (5.75 hours PPD) =     $109.80         $ 74.75

Total indirect labor and supplies: 

· for meals 






$8.30          $9.30 

· for laundry                                                                      $1.15           $1.12 

· for cleaning the room                                                     $2.30           $2.00

· for record-keeping                                                           $.45            $  .35  

· for maintaining equipment                                             $1.10           $1.90  

· for providing recreational activities                                $1.75           $1.85 

· for administering the affairs of the business                $10.15         $10.00

· for administering the patient care                                   $2.30           $2.45

· for transporting the patient to activities                           $ .25            $1.50      

· Total indirect costs =                                           $27.75      $30.47

· Non-productive cost 10% x $103.76 per day =   $10.98      $ 7.48

· Capital cost for providing the room =                 $12.00     $ 15.00

· Ancillary costs for providing 

· medications on the average =                                        $ 8.00             $11.00

· lab work =                                                                          $ 1.50              $ 5.00   

· X-rays =                                                                              $ 5.00               $-0-      

· medical supplies =                                                            $ 5.00               $6.35 

· Average cost ancillary care =                              $19.50        $22.35

· Duration                                                                     28                33 

· Grand total cost for a day for stroke patient    $180.03      $150.05    

· Duration Costs                                                $5,040.84    $4,951.65

· Price per day for this stroke patient                $165.00       $165.00

· Duration revenue                                            $4,620.00    $5,445.00

· Loss per day for this stroke patient                $( 15.03)       $  14.95   

· Duration 28 days profit for duration               ($420.84)      $ 493.35

The unfavorable variance of $929.14 is due to the following reasons:

Unfavorable variance for direct nursing cost due to higher intensity of care that also inflated the non-productive labor add-on.

Unfavorable variance due to shorter actual length of stay that increased the direct labor cost per day.

Unfavorable variance due to the higher actual therapy labor costs that also inflated the non-productive labor add-on.

Unfavorable variance due to a higher intensity of services actually provided because the patient services were shortened  by 5 days.

How can an actual loss per day be turned into a profit by merely extending the length of stay to 33 days?    As the patient gets better the variable costs go below the price line and produce a margin.

Costs change from day to day for each case, and the daily margins also change?   Managing the margins is the essence of managerial systems.  
What are Fixed Costs?

Fixed costs are those expenses that do not significantly change with the occupancy or the care of the patient.  For example, the cost of property insurance, real estate taxes, mortgage interest, and depreciation does not change with the change in census.

What are Semi-Fixed Costs?

Semi-fixed costs are those expenses that change somewhat with the occupancy or the care of the patient, but not sufficiently to change the cost accounting profile for the change.  For example, the usage of water and electricity change somewhat but not appreciably with the change in census.

What are Variable Costs?

Variable costs are those expenses that change in direct proportion with changes in occupancy or the care of the patient.  This means that the changes must be factored into the cost accounting profile for it to be accurate.  For example the usage of medical supplies, medications, nursing hours, and therapy hours change appreciably with the change in level of care.

What are Semi-variable Costs?

Semi-variable costs are those expenses that change in a step fashion  with changes in occupancy or the care of the patient.  This means that the changes may or may not be factored into the cost accounting profile for it to be accurate.  For example the usage of raw food supplies, redecorating expense, and medical record hours change but not appreciably with the change in census.

What are Hidden Variable Costs?

The cost of employee turnover, overtime, absenteeism, low productivity, inefficiency, waste of time and supplies, poor outcomes, theft, abuse of patients, workman comp claims, etc. are but some of the hidden costs of business in nursing homes.  This cost needs to be reduced to its lowest level for a business to be profitable in a competitive market.

In a Standard Cost System What Costs vary and What Costs do not vary with the Change in Census and Condition?

A standard cost system sets up the Cost Profile on each patient based upon the diagnosis and assessed problems using preset care plans that are triggered by the assessment questionnaire.  The direct labor is based upon minutes of  care required for stroke patients with or without complications.  The non-productive labor for down time and paid time off is an add-on as a percentage of the total direct labor.  The hidden costs are excluded from the cost profile.

The indirect labor and supplies do not vary appreciably with changes in census so they are treated as fixed costs per day and added on for each day the patient is in the facility. The ancillary costs do vary from day to day but  can be averaged and treated as fixed estimated costs per day.  If not they can be forecasted using doctor’s orders or added on as they accumulate on an actual basis.    

The capital costs are added at the same amount each day for the duration of the stay.

The apparent loss per day during the duration of a case will reach a breakeven point when the variable costs added to the fixed costs dip below the price and produce a daily margin.  This is called the spread and it can best be managed using preset models (pathways) of care, a cost profile and a margin manager report that shows the daily costs in relation to the daily price.

Summary:  Managing each case using preset models and standard costs proactively control costs   and reduce the excess capacity costs to a minimum.  This will enable a facility to be more cost competitive and be able to discount the pricing and fill the beds with the shopper type cases.

The decision to convert your thinking and your facility to a managerial cost accounting model will have a lasting impact on the bottom line.  If the operation is continuing to produce profits using the existing cost report method of allocating overhead and estimating cost per category of care, so be it.  However, such systems do not allow for the use of modern management techniques for eliminating excess capacity costs and the growing hidden costs, so  you may find Activity Based Cost accounting and Activity Based Management the right alternative.

If you do, the first step is to find a software program that will set-up the nursing department on clinical pathways (preset models of care). If they are diagnosis driven and linked to the MDS triggers these models format or map the care on a standardized basis.  They need to be medical models not custodial models.

From the other end the general ledger will summarize the actual costs for a particular period.  The actual payroll. purchases, and overhead can be compared to the operation at standard cost.  The resulting variance analysis will either confirm a cost effective and efficient operation or not.  If the analysis requires a refinement in the standards for more accuracy this can be an option.  But in the long run the best position to be in is to be able to forecast using standard costs the bottom line and then operate in a mode to accomplish just that.

To enable you to do this the Rhoads clinical pathways were developed from the inside out.  The nursing homes that I managed created the standardized care models based upon the diagnosis and assessed nursing problems.  Without some method of standardization there is no reliable way to map the cost of care in advance and use this map to contain cost.

We then linked the books to the cost report by downloading the working trial balance to spreadsheets that allocated costs to the various profit (product lines) centers.  Using full absorption accounting the overhead is assigned to the products case by case and the excess capacity is shown as a cost of the period not of production.

Using these tools we enable facility managers to do the following:

· Manage the Disease for each case using clinical pathways with cost of care attached.  This connects the CFO and the DON with common data.  The computer software that is designed to do this is truly a breakthrough for health care providers.  The major buyers in the long term care market are begging for such tools and will pay dearly for the benefits produced by them.

· Benchmark the operation against internal standards.  Much like Edwards Deming did for the automobile industry, the standard cost models for staffing, utilization of supplies and consumption of overhead costs allow the CFO and the facility managers to measure productivity and efficiency.  With such a computerized  tool the facility can work to remove excess capacity costs and the hidden cost of staff turnover, absenteeism, waste and low morale.  This is the first time in the history of health care that software had been designed for such cost control.

· Flex the budget with changes in census and case mix.  The pathways, the cost accounting profiles and the cost report enable us to forecast the cost of care for each case.  Using this approach allows the CFO and Clinical managers to staff for the patient’s care plan problem and the Support managers to staff for the current census levels.  The use of standard clinical models and the linkage of certain semi variable costs to census changes with a computer software program allows management to react to changes much like a school of fish.  Getting away from traditional whale like techniques based on historical costing.

For centuries, cost accounting has been a function of setting certain standards and containing costs, not just accounting for run away costs.  If you set a boundary and enforce it, the costs will be less than when there are no boundaries.  The standard costs set the boundaries for accountability. Then the cost variances between standard and actual must be analyzed and explained.  This imports the concept of proactively managing the exceptions to  standards not historical data.

Decision trees and probability tables, which were the predecessors to clinical pathways, exist for a purpose.  They were developed by businessmen to forecast and contain costs of production.  Following is a decision table assuming how long it takes to treat at standard and on an open-ended method:

	Decision to be made
	Minutes based 
	Open ended

	Time it takes to treat
	20 mins.
	45 mins.

	Cost of  treatment
	$15
	$35

	Value of Outcome
	$25
	$25

	Profit from Outcome
	$10
	($10)


· The table demonstrates the value of putting time constraints on labor. (Given the current situation of managing nursing homes without managerial accounting systems  there is no value added by cutting costs because the quality and census will decline). However, using managerial cost accounting that measures productivity and efficiency will save health care resources and allow for creative discounting and pricing that will fill the beds.

Summary:    Other Uses of the Data in a Macro Sense

1) Create care plans that respond to the pre-admission screening data.

2) Create staffing patterns from the care plan data.

3) Create cost scenarios by diagnosis from the care plan data.

4) Create pricing formulas from the cost by diagnosis data.

5) Create benchmarking  and flexible budgets from the care plan data.

6) Analyze the facility wide variances from the cost by staff-type data.

7) Analyze facility wide productivity from the cost by staff-type data.

8) Analyze facility wide efficiency from the cost by staff-type data.
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“Where Outcome Means Income”
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