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healthcare financial management

treating technology as a luxury?
10 necessary tools

If you've been thinking that technology for improving healthcare

financial management is a luxury, think again.

Tools. Everyone wants tools—to perform a
job better, produce a better result, or
achieve a better outcome. And healthcare
organizations seem to want tools that are
beyond the capabilities of most hospital

legacy financial systems.

But are hospitals actually acquiring and
using the technology that allows them to
achieve significantly better financial out-
comes? There are techniques and software
that every hospital—regardless of size, loca-
tion, tax status, or payer mix—should
acquire and use. And this technology is
commercially available todays; it is not sci-

ence fiction.

10 WAYS TO IMPROVE HEALTHCARE
COST MANAGEMENT

> Enforce accountability.

> Monitor goalsin a timely manner.

> Report results using a balanced scorecard
technique.

> Establish a goal of overhead costs as a
percentage of total costs.

> Adopt flexible budgeting.

> Adopt benchmarking.

> Develop percentile goals.

> Determine labor ratio goals.

> Reduce resource consumption.

> Purchase and use effective cost-manage-
ment tools.

The August 2004, issue of hfm included an
article I wrote describing 10 ways to
improve healthcare cost management.
Unfortunately, based on unscientific sur-
veys I have conducted during my continuing
education classes since that time, it is clear
that many of the more than 5,000 U.S. hos-
pitals still have not adopted all the technol-
ogy and techniques discussed in that

article.

It is past time that hospitals recognize that
these tools and techniques are not a luxury—
they are a necessity. Hospitals that do not
have these in their management toolkits are
missing out on the opportunity to go well
beyond their current results. Much of this
technology has been available for years, and
its usefulness has been validated. Fach tech-
nique and piece of technology is inherently
valuable for different reasons, making them
necessary items in every healthcare organiza-
tion’s toolkit. And although there is a finan-
cial cost to most of these tools, the
benefits—listed in this article—far outweigh
the costs. Healthcare organizations should
not let the costs deter them from acquiring
the value inherent in these effective tools.

Daily Dashboard: Keeps Eyes

on the Prize

The dashboard is essentially the repository
of all the information collected by other
tools. It places the organization’s goals and
results in context, in a timely manner, in an
understandable and readable format, to
enable the organization’s leaders to take

action.

The dashboard allows the organization to
determine its most important needs and set
goals so that the outcomes can be effectively
monitored for results. Among the dash-
board’s benefits are that it places these
metrics directly in front of decision makers
on a daily basis in a usable format. New
technology and commercial software tools
allow the organization to adopt dashboards

for improved outcomes.

Effective daily dashboard reporting

systems allow healthcare organizations

to:

> Improve the understanding of operational
results through a series of pictures, tables,
or graphs

> |[dentity the variances between approved
goals and actual results for volumes, rev-

enues, hours worked, and productivity

hfm FEBRUARY 2007 |



> Clarity the critical success factors that
need to be met

> Take appropriate action

Balanced Scorecard: Tracks the
Indicators

While the daily dashboard is designed to
provide instant information to the hospi-
tal’s decision makers, the balanced score-
card uses the same or similar indicators but
typically on alonger time line, such as
monthly or quarterly. Both are developed to
help the organization’s leaders take appro-
priate action based on results.The score-
card concept has been developed to allow
the user to see, at a glance, the goals and
outcomes of those indicators considered
most important by the organization’s lead-
ers. These indicators are most commonly
arrayed around aggregate dimensions of
service. For example, several U.S. hospitals
use the four-quadrant balanced scorecard
approach developed by two Harvard profes-
sors, Robert Kaplan and David Norton, in
their first book, The Balanced Scorecard.
Other hospitals have developed their indi-
cators around the “five pillars” approach of
Quint Studer in his book Hardwiring
Excellence. And other hospitals have simply
developed their own grouping of indicators

for analytic purposes.

One of the most important enhancements
to the scorecard approach is the ability to
drill down from the organization level to
the division and department levels so that
the entire organization is operating toward
the same goals. There are many software
tools on the market that enable hospitals
and healthcare systems to automate the
inputs and outputs, making the reporting

clean, quick, and timely.

TWO TYPES OF BENCHMARK
DIMENSIONS

The Four Quadrants The Five Pillars

Financial Financial
Customer satisfaction Service
Internal process Quality
Learning and growth People
Growth
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According to Kaplan and Norton, effec-

tive balanced scorecards enable organi-

zations to:

> Clarify and gain consensus about strategy

> Link strategic objectives to long-term tar-
gets and annual budgets

> Communicate strategy throughout the
organization

> Align department and personal goals with
organizational strategy

> Perform periodic and systematic strategic
reviews

> Obtain feedback to learn about and
improve strategy

> Take appropriate action

TOOL | Benchmarking: Points the

Way(s) to Improvement
The best way to develop goals within score-
card indicators is through peer group
benchmarks, a technique that has been
successful in several industries.
Manufacturing companies, for example,
have made improvements in several score-
card dimensions by setting higher goals
than originally thought possible because
they learned that competitor firms were, in
fact, doing better—possibly a lot better.

In its simplest form, benchmarking allows
organizations to set their own goals around
an appropriate percentile. For some organ-
izations, that may mean the soth per-
centile, or median. For other organizations
and specific indicators, the appropriate
percentile may be the 75th, goth, or even
99th. Benchmarking information—whether
financial, satisfaction, quality, people, or
growth—is generally available from several
reputable companies throughout the
industry.

Effective benchmarking analysis allows

healthcare organizations to:

> Develop more reasonable budget forecast-
ing through the evaluation of variances for
revenue opportunities, cost performance,
and FTE utilization

> |[dentity inefficiencies and prioritize oppor-
tunities with the greatest operational
impacts at organization and department

levels

> Reportin ways that allow the organization’s
leaders to make better decisions based on
representative and appropriate compara-
tive information

> Take appropriate action

Benchmarking can be coupled with auto-
mated software tools to create useful
reports for decision makers. If these
reports are used effectively, the organiza-
tion can determine courses of action for

better outcomes.

TOOL | Flexible Budgeting and

Monitoring: Allows Revenue and
Expense Planning

Flexible budgeting and monitoring tech-
nology allows organizations to plan their
revenues and expenses specifically around

volumes.

My informal class surveys support the con-
clusion that more than half of U.S. hospitals
are not preparing or monitoring their
budgets in a flexible, volume-adjusted
manner. When asked for the reason, many
healthcare CFOs say that they would like to
do so but do not have the software.

Many of the budgeting systems provided by
a general ledger software maker do not
allow for flexible budgeting, so some hospi-
tals have developed and are using rudimen-
tary spreadsheet-based budgeting systems
that do not have capabilities for flexing
operating budgets. Flexible budgeting and
monitoring software allows organizations to
develop their goals at the account code level
on a revenue-per-unit or cost-per-unit
basis. Thus, when evaluating whether the
flexible budgeting goals have been met, the
software first multiplies the actual volumes
by the per-unit revenues or costs and then
compares this flex-budgeted outcome with
the actual revenues or costs. The derived
benefit is that volume is no longer a reason
for any variance from goal; it has been fac-
tored out of the equation. This helps man-
agers to better understand their
departmental financial outcomes and the
reasons for variances apart from volume.

In addition, organizations experience the



It is past time that hospitals recognize that these tools and tech-

niques are not a luxury—they are a necessity.

most powerful benefit of a flexible budget-
ing and monitoring software system when
the software is able to instantly generate e-
mail alerts whenever the actual results are
outside parameters set by the organization.
Only software with e-mail alert capabilities
enables administrators to take immediate
action to address out-of-compliance events.

Effective flexible budgeting and moni-

toring software systems allow organi-

zations to:

> Set per-unit goals around volumes so that
results can be more realistically monitored

> Help department managers understand
that volumes have an impact on results

> Display the results with easy-to-use drill-
down capabilities, allowing managers to
clearly understand variances

> Send e-mail alerts to the department
responsible for the out-of-compliance con-
dition and to the department head and the
finance division so that immediate and
appropriate action can be taken to improve
the situation

TOOL | Labor Management Systems:

Help Set Productivity Standards

Labor management is imperative for a well-
run healthcare organization. Yet, according
to my informal class surveys, only about 20
percent of healthcare organizations are
effectively using any type of labor manage-

ment technique or technology.

Labor management is a technique that sets
a standard for labor productivity (hours per
unit of service) and average labor rates.
These labor standards can be internally
derived or can be set using benchmarks.
The standards can then be compared with
the actual results, in a monitoring frame-
work, to determine if the goals have been
met. The results are generally monitored
for productivity analysis (hours per unit of
service—the efficiency variance) and aver-

age hourly rate analysis (the rate vari-

ance).The most effective way to use this
information is to monitor it on a periodic
and timely basis in a manner that enhances
understanding and accountability. The goal
is to help managers optimize the number of
worked and paid hours in relation to the
units of service produced and calculate the
cost of those hours. Although more hospi-
tals are claiming to use a labor management
system, not all are reporting to their man-
agers on a timely (daily or even shift-by-
shift) basis. Reports are most effective
when they can be used to make timely deci-
sions. Thus, the most effective labor man-
agement system provides timely
information in an effective reporting for-

mat.

Effective labor management software

systems enable healthcare organiza-

tions to:

> Match the department’s actual labor costs
with its standard costs on a periodic basis

> Track performance by showing managers
exactly how well labor is being managed in
relation to organizational objectives

> Drill down to the personnel level so man-
agers can understand the factors responsi-
ble for the variances, if any

> Take appropriate action

TOOL | Nonlabor Management

Analysis: Tracks Variances

Although labor takes up 50.5 percent of most
hospitals’ net revenues (according to Fitch
Ratings, August 2006), the nonlabor compo-
nent accounts for another 3o percent to 35
percent, not counting interest and deprecia—
tion. Healthcare organizations should have a
software tool in place that allows them to eas-
ily understand the nonlabor numbers and any

variances from the stipulated goals.

Managers should be able to quickly evaluate
any variances through e-mail alerts and
drill down to the source of the variance,
whether caused by accounts payable

Any hospital without
a functional contract
management system
is forfeiting real cash
on underpaid claims.

invoices, journal entries, or inventory dis-
tribution. Although many hospital systems
allow managers to electronically drill down
to information, some systems require users
to click through six or seven screens before
getting to an answer. When a system is that
difficult, it is neither effective nor efficient.
Thus, hospitals need systems that allow
department managers and finance staff to
easily pull up information in a flexible and

timely manner.

Effective nonlabor management analysis

software systems allow healthcare

organizations to:

> Track actual expenses against the organi-
zation’s flexible budget to determine com-
pliance

> Easily drill down to the detail level for bet-
ter understanding of utilization of
resources

> Send e-mail alerts to the department
responsible for the out-of-compliance con-
dition and to the department head and
finance division so that immediate and
appropriate action can be taken to improve
the situation

Service Line, Physician, and

Patient-Level Reporting and Analysis:
Provide Decision Support

Organization and departmental financial
statements provide high-level information
to users about overall outcomes. These are
important and useful to certain stakehold-
ers, such as the board of directors, execu-
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tives, and investment managers, who need
to understand the organization’s financial
health. Yet these high-level reports are sim-
ply an aggregation of the revenues and
expenses being produced by and for patient
services. It is therefore imperative for the
organization to be able to understand the
financial outcomes of its actions at the
patient level so that this information can be
aggregated back up at a physician, diagno-
sis-related group, ambulatory payment
classification, or other level.

Hospitals should acquire and maintain a
decision support reporting system that
decision makers can use quickly and easily
to understand the outcomes achieved
within these categories. It is difficult to
imagine effectively managing the organiza-

tion without this information.

For example, if you were able to evaluate the
profit or loss at a service line level, wouldn’t
you also want to be able to drill down fur-
ther to the DRG, ICD-9, physician, and
patient levels to understand which physi-
cians were producing positive or negative
margins? This is not an attempt to create
economic credentialing, but to recognize
any significant variability in practice pat-
terns so that further analysis and education
can be developed. This is one of the pri-

mary goals of decision support technology.

Effective service line reporting systems

allow healthcare organizations to:

> Develop a baseline financial position for
planning by analyzing volume, revenue, and
costinformation

> Evaluate net margin per case at the DRG
level, by clinical category, for the service
line as a whole and by institution

> |dentify areas where operating competen-
cies could be enhanced for better financial
performance

> Take appropriate action

To effectively use this type of system, hos-
pitals need two additional automated soft-
ware tools that are linked (integrated or

interfaced) to the patient-level decision
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support software system—cost accounting

and contract management.

TOOL | Cost Accounting Technology:

Shows Costs of Patient Services
Microbased cost accounting is used to assign
direct or indirect and variable or fixed costs
to each element of charge or procedure codes
within the chargemaster. These elements can
then be rolled up or aggregated to determine
the costs of inpatient or outpatient services
at the DRG, APC, physician, and patient lev-
els. This would appear to be advantageous to
hospitals, as it gives them drill-down infor-
mation needed to determine whether they
are making or losing money at each level.

However, this technique, which generally

requires software tools, remains controver-

sial within health care. It appears that less

than 3o percent of all hospitals have

adopted cost accounting at the charge or

procedure level. Reasons given by CFOs for

not using microbased costing include:

> Insufficient time to develop the costing
elements

> Insufficient money available in the budget
to acquire the software

> Insufficient accuracy of costing elements

for use in making informed decisions

Although there is no accuracy in
microbased costing (the first time an
assumption is made, “accuracy” no longer
applies), it is a reasonable method for
determining outcomes on which decisions
can be based. Only with such costing can a
healthcare organization reasonably know
which services, product lines, physicians,
or payers are positively or negatively con-
tributing to its financial outcomes. This is
simply a requirement of good general and
financial management. It is a necessity, not

a luxury.

Effective microbased costing systems

enable healthcare organizations to:

> Develop, analyze, and manage the proce-
dure-level cost of enterprisewide services
through direct costing of labor and nonla-
bor elements and indirect costing with

appropriate allocation of overhead
expense based on step-down methodology
> Couple the costing system with a contract
management system to develop and under-
stand profitability by procedure, diagnosis,
DRG, APC, payer, physician, and patient
> Take appropriate action

TOOL | Contract Management

Technology: Shows Expected Net
Revenue

As long as a hospital has at least 10 percent
of its net revenues coming from managed
care payers, it is well worth the investment
in time and money to acquire and deploy a
contract management system. This tech-
nology provides hospitals with the ability to
know, with certainty, the expected net rev-
enue of every patient at discharge regard-

less of payer.

Although that is a hallmark of good man-
agement, apparently less than 3o percent of
hospitals have adopted this technique.
Instead, most hospitals are waiting around
for the managed care companies to pay
them before recording the cash receipt. This
causes two substantial management prob-
lems:
> The hospital does not know, independ-
ently, whether every payment is correct
(and they are not all correct).
> The delays in recording payment cause the
financial statements to contain estimates
rather than actual information (more

accrual, less accuracy).

A contract management system is not a lux-
ury item for hospitals; it is a necessity for
good management. Any hospital without a
functional contract management system is
forfeiting real cash on underpaid claims.
Based on experience, a contract manage-
ment system can pay for itself in less than
one year as long as there is commitment for
its use. It is a must-have tool for effective

financial management.



Effective contract management soft-

ware systems enable organizations to:

> Coordinate all phases of contracted payer
business (negotiations, payment compli-
ance, performance review)

> Recover prior contract management
under-payments by identifying payment
variances

> Ensure proper payments on all subsequent
claims as it accurately calculates expected
reimbursement

> Model complex contracts with multiple
reimbursement formulas in a simple and
timely manner

> Take appropriate action

TOOL | Denials Management Software:

Helps Reduce Denials and Write-offs
Denials management has been a hot rev-
enue cycle topic for the past several years.
Although the median days of revenue in
accounts receivable have declined over the
past four years (from 63.1 days in 2002 to
50.5 days in 2006, according to Fitch
Ratings), denials have continued to have a
strong negative influence on hospital

income statements.

According to research by denial manage-
ment companies, nearly 20 percent of all
claims are denied, and nearly 20 percent of
denied claims are never resubmitted—
resulting in millions of dollars in lost rev-
enue for an average-sized hospital. And
because of the complexity of the denials
management process, revenue cycle per-
sonnel are unable to accurately report the
true losses, often recording them as con-
tractual adjustments rather than assigning
them the proper denial classification.
Several steps are needed to solve the chal-
lenge of denied claims in a healthcare
organization. A first step is to identify and
understand the underlying causes of the
denial so that the organization can track
and control the denied claims, ultimately
preventing the denial from occurring in the
first place.

Effective denials management software

systems allow organizations to:

> |[dentify sources of denials and improve
analysis capabilities

> Standardize denial categorization

> Reduce the number of denials

> Automate workflow, thus increasing effi-
ciency

> Allow individual and departmental produc-
tivity monitoring

> Reduce write-offs and increase revenue as
well as the ability to collect

> Take appropriate action

Not a Luxury ltem

These 10 tools and techniques provide a

clear path for significant financial

improvement for all U.S. hospitals. This

technology is a necessity for efficient and

effective operational management; without

it, hospitals are giving up significant

opportunities for better financial results.

These tools provide healthcare organiza-

tions the best chance to meet their goals. ®
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