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Introduction of Speakers

• Michael Ryan      
• President - CostFlex Systems, Inc.  (michael.ryan@costflex.com)

• 30+ years in healthcare DSS

• Worked in hospitals in US, UK, Bermuda, Qatar, Bahamas

• Keith Parker
• Director of Operations - CostFlex Systems, Inc. (keith.parker@costflex.com)

• 20+ years in healthcare

• Managed / Installed hundreds of cost accounting & contract applications
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What is Cost Accounting?

•It is NOT “smoke and mirrors”.

•It is a scientific approach to restating your 
financials in terms of the patients you 
treated.
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Cost Accounting is Not Something New
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Cost Accounting for Hospitals is International

• Cost Activities not 
Charge Codes

• Reimbursement is 
not posted at the 
patient level

• Continuum of care 
(multiple accounts 
for one visit)
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Financials
Revenue
Charges 100,000,000

Adjustments 70,000,000
Net Revenue 30,000,000

Expenses
Salary 17,970,000
Supply 8,985,000
Other 2,995,000

Total Expenses 29,950,000

P/L 50,000

Cost Accounting is 
taking your Financials . . 
. . AND . . . 
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Financials Cost Accounting

Inpatient Outpatient
Revenue:
Charges 100,000,000 30,000,000 70,000,000

Adjustments 70,000,000 21,000,000 49,000,000
Net Revenue 30,000,000 9,000,000 21,000,000

Expenses:
Salary 17,970,000 5,391,000 12,579,000
Supply 8,985,000 2,695,500 6,289,500
Other 2,995,000 898,500 2,096,500

Total Expenses 29,950,000 8,985,000 20,965,000

P/L 50,000 15,000 35,000

Restating 
them to the 
patients you 
treated.
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The Cost of a Patient = Sum of Activity Cost
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Cost of an Activity / Charge Code has Detail
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Cost Accounting: Classify Costs into 4 major 
Categories

Direct

Radiology lease

Indirect

Variable

Fixed

Nursing labor
Supplies / Drugs

Accounting
Housekeeping

Housekeeping 
(nursing floors)
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Basic Concepts to Cost an Activity

• Expenses
• General Ledger
• Payroll

• Workload / Activities
• Charge Codes + Any other 

activity at the patient level

• Only two basic inputs and both are known before you 
start to cost activities.
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Labor is Your Greatest Expense

Labor 
Related

60%

Other
40%

Expenses

Labor Related Other
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Labor Activities / Charges Only 20% of CDM

Labor Supply

20% of CDM are Labor 
Procedures

80% of CDM is a Supply / 
Drug
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For Contracts:  Need to focus on Fixed And 
Variable Costs.

•Fixed

•Variable

•Step Variable 

(very important!)
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Example of Step Variable (hypothetical)
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Use Contribution Margin for Analysis

Reimbursement

Less: Variable Costs

Contribution Margin

Contribution Margin

Less: Fixed Costs

Profit / Loss
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What is a Payer Contract?

Prior to the 1980’s and the inception of DRG’s, HCPCS, and CPT 

codes a hospital would send a bill to Medicare or your insurance 

company that included charges for every Band-Aid, X-ray, alcohol 

swab, bedpan, and aspirin, plus a room charge for each day you 

were hospitalized.

This encouraged hospitals to keep you for as long as possible and 

perform as many procedures as possible. That way, they made more 

money on charges and billed for more Band-Aids, X-rays, and 

alcohol swabs.

As health care costs went up, the government sought a way to 

control costs while encouraging hospitals to provide care more 

efficiently and this was when service level contracts took form with 

DRG Case Rates, HCPCS Fee Schedules, Daily Per Diems, etc.

A legally binding contract between a payer and provider stating the 

payment rates for services rendered on a patient/client during their 

stay at the providing facility.
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Example of Legal Terms

✓ Reimbursement Groups

- The service description or group that a patient 
falls into for payment.
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Example of Legal Terms

✓ Reimbursement Groups

✓ Patient Selection Criteria

- The limiting criteria to select a patient into each 
Reimbursement Group for calculations.
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Example of Legal Terms

✓ Reimbursement Groups

✓ Patient Selection Criteria

✓ Reimbursement Calculation

- The calculation applied if patient criteria is met.
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Example of HCPCS Fee Schedule

✓ Reimbursement Groups

- The service description or group that a patient 
falls into for payment.

✓ Patient Selection Criteria

- The limiting criteria to select a patient into each 
Reimbursement Group for calculations.

✓ Reimbursement Macro / Calculation

- The calculation applied if patient criteria is met.

- Example of Fee Schedule
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Example of Legal Terms

✓ Reimbursement Groups

✓ Patient Selection Criteria

✓ Reimbursement  Calculation

✓ Carve-Out

- Typically lists exceptions that can bring 
additional reimbursement if certain criteria is 
met or exceed a certain threshold set.
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Example of Legal Terms

✓ Reimbursement Groups

- The service description or group that a patient 
falls into for payment.

✓ Patient Selection Criteria

- The limiting criteria to select a patient into each 
Reimbursement Group for calculations.

✓ Reimbursement Macro / Calculation

- The calculation applied if patient criteria is met.

✓ Carve-Out

- Typically lists exceptions that can bring 
additional reimbursement if certain criteria is 
met or exceed a certain threshold set.

✓ Stop Loss

- Verbiage explaining that there is a maximum 
reimbursement that can be paid for a patient 
encounter.  The most common as shown is to 
not exceed Billed Charges for the stay.
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Importance of a Contracts Analyzer Tool

Contracts Analyzer tools are designed to give clients 

the ability to automate said terms, so you have an 

accurate projection of payments expected from 

each payer.

Benefits of a Contract Tool:

1. Calculate expected payment / allowed 

amount.

2. Under/Over payment identification based on 

terms of contract to actual received.

3. Calculate contractual allowances at time of 

billing.

4. Ability to model negotiations and compare to 

current contracts and Medicare.
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1. Contract 
Creation

2. Contract 
Negotiation

3. Contract 
Award

4. Contract 
Administration

5. Contract 
Analysis & 
Renewal Contract 

Lifecycle
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1. Contract 
Creation

2. Contract 
Negotiation

COST 
ANALYSIS

3. Contract 
Award

4. Contract 
Administration

5. Contract 
Analysis & 
Renewal

Contract 
Lifecycle

1. Add COST to your analysis.

2. Model various negotiations 
for comparisons.

3. Analyze the suggested rates 
compared to VARIABLE and 
DIRECT costs to determine 
the profit / loss of agreeing to 
this new rate.

WHERE DOES COST FIT INTO THE LIFECYCLE?
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Expected Profit & Loss for Current vs. Negotiation

Bringing costs into negotiations can add another layer of analysis to determine if the new rates will 

be profitable if agreed on.

The report below is an example of a proposal analysis compared to current rates and how the new 

rates trend in comparison.
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1. Contract 
Creation

2. Contract 
Negotiation

COST 
ANALYSIS

3. Contract 
Award

4. Contract 
Administration

COST 
ANALYSIS

5. Contract 
Analysis & 
Renewal

Contract 
Lifecycle

1. Are contracts up for renewal 
profitable?

2. Depending on cost analysis 
renegotiations might be 
triggered.

Analyze Cost Prior to Renewal
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Cost By Day / Per Diem Analysis

Knowing costs by day can add a layer of analysis to determine if your contract terms for per diems 

are profitable for each day of stay.  The report below shows each nursing category from a contract 

and the average P&L Per Day based on the cost by revenue code that makes up each category and 

the projected allowed amount.

Is this the cost of the room & bed or fully burdened cost?
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Cost Breakdown Explained – Not all “per day” costs are nursing.

Taking the ICU Category as an example.  

Most would look at ICU and say that the cost 

of an ICU room is $1,685.  

That is correct if that costs was for the ICU 

Nursing unit only, but the reality is that during 

a patients stay other services and areas are 

involved in the care of the patients.

So, the actual costs of the room & bed was 

only $795.  The remaining costs were from 

other service / department charges during the 

stay.
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Cost Per Day Changes as LOS Progresses
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Case Studies of Analytics

• Client examples - Comparing one contract vs another

• Apples to Apples: Take population of THAT contract against all others
• Don’t use Medicare’s population to compare to Blue Cross.  

• Use Blue Cross and run through the Medicare calculations.

• Internally use cost

• Externally use RCC for presentations as some might not “trust” cost, 
but can’t “explain away” charges.
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A Southeast Hospital – creates pivot for CEO

Compares Cost

To Actual & Projected Reimb
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• Set all contracts to 
have the same 
“Reimbursement 
Groups” so 
classifications can be 
compared across 
contracts

Western Hospital Example
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• Use population of 
insurance “Local 1”

• Runs same patients 
through Medicare & 
other payors

• Compares baseline 
calculation against 
both Cost and RCC

• Presents % of RCC to 
stakeholders (easier 
for them to 
understand)
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• Analyze numbers for 
“Restraint of Trade” 
issues for self funded 
insurance company
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Same concept is used for Price Transparency

• Patients Classified as 
a product i.e. 
“Shoppable Service” • Each patient is run 

against 100% of all 
contracts to get the 
allowed amount per 
contract.
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Western Hospital: Used Costs for Negotiations

• Negotiations were stuck with a payor.

• CFO brought the cost data to the negotiating table.

• Explained the process of cost accounting to payor.

• Showed costs of 100% of all patients being contracted.

• Signed a contract in good faith that made a profit for 
the hospital.
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