
T
he right consulting expertise can enhance 
operational performance, raise cost awareness 
and improve cost controls through enhanced 
reporting, oversight and monitoring.

Supply chain, revenue cycle, labor spend and employee 
benefit plan redesign are common examples of contingent 
fee consulting arrangements. Some consultants offer a 
wide array of technical experts that are deployed to address 
many operational areas at once. Fees for these “A to Z” 
engagements may run into the tens of millions of dollars 
and can be lifesavers (or at least life extenders) for providers 
struggling with containing costs.

A number of potential risks jeopardize the proper alignment 
of fees and savings. These risks are applicable to consulting 
arrangements that utilize complex measurement models for 
projecting estimated savings.

Revenue cycle
Consultants may assist providers with revenue cycle 
workflow improvements that include:

 • Implementing of workflow tools to assign claims using 
algorithms that prioritize value—meaning staffs will 
work the most important claims first

 • Creating reporting tools that measure staff 
productivity so that low producers can be identified 
and proactively coached

 • Improving process flows and resourcing for registration 
staff, perhaps including the implementation of 
automated eligibility verification tools and other 
techniques to improve payer coordination

 • Improvements in the prioritization and appeals process 
for payer denials

The outcome of these initiatives is that providers convert 
more of their gross revenues to cash. Improvement in the 
cash conversion ratio indicates revenue cycle improvement. 
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Is it worth paying a quarter to save a dollar? 
The basic nature and inherent beauty of 
contingent fee consulting is reflected in this 
type arrangement. The correlation between 
hard dollar savings and related fees is a 
strong marketing tool. Both consultant and 
client have “skin in the game” and a shared 
goal of maximizing project savings.

These contracts pose some risk to both 
parties, and administering a contingent fee 
agreement requires diligence in how savings 
are defined, in how savings are calculated, 
and in converting savings to fees. Internal 
audit can add significant value to the 
engagement by ensuring the economics of the 
engagement unfold as intended.
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Measuring this improvement over time is nuanced and 
complicated.

One measurement model trends revenues and cash for 
a baseline period that predates the consultants’ work 
and a measurement period subsequent to the work (i.e., 
a 60- or 90-day lag to allow the matching between cash 
and underlying revenues). The improvement in the cash 
conversion ratio between the baseline and measurement 
periods is applied to a revenue base (a year of projected 
revenues), which becomes the annual savings attributable 
to the project. While this sounds straightforward, the 
revenue cycle is never static and comparability across 
periods is difficult to measure.

Gross revenues and cash collections are known quantities, 
but the baseline and measurement periods will likely 
require significant adjustment before the two periods are 
comparable. Comparability is essential in order to isolate 
the incremental benefit of workflow improvements. Exhibit 
1 shows areas that may require adjustments either to the 

historical baseline or the project measurement period in 
order to isolate true project benefit.

There is significant complexity in calculating the impact 
of these items. Decision support, patient accounting 
and finance functions will need to collaborate to 
ensure accuracy. Errors can easily result in seven-figure 
implications. A misstatement of the cash conversion rate of 
just 10 basis points applied to a billion dollars in revenue is 
a million-dollar miss.

While measurement models approximate financial benefit, 
they are predicated on very important estimates and 
assumptions. There may be dozens of queries and custom 
reports supporting the various adjustments.

How you can help
What can internal auditors offer, given the complexity 
of the adjustments? Start by interviewing involved staff 
to understand the assumptions that are inherent in the 
models, the complications experienced in manipulating 

Exhibit 1 – Areas to check for adjustment

 • What portion of cash collections is driven by volume fluctuations between the periods?

 • Has the overall portfolio of accounts receivable decreased, indicating out-of-period cash that is comingled in the 
measurement model?

 • Have pricing policies remained static or have there been price increases or strategic price reductions?

 • How has payer mix changed? What is the impact to cash conversion?

 • Have contractually negotiated payer rate changes occurred, and what is the timing and impact of those changes?

 • Are there cash collections for out-of-period items (e.g. Medicare rural floor settlements or successful recovery audit 
contractor appeals or settlements)?

 • Are there new lines of business that do not yet have a mature collections cycle, and if so, what is their impact  
to the overall conversion rate? 
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the data, and the overall level of confidence the team has 
with accuracy. Make certain that the consultants are not 
pressuring the review process or creating arbitrary deadlines 
to prevent thorough analysis. Encourage the team to 
perform independent review and to corroborate project 
savings using reasonableness analytics.

Reasonableness analytics can lend credibility to the results 
of the savings model. If project savings are not directional 
with macro indicators and balance sheet reserve models, 
then the project benefit is misstated. Performing a simple 
high-level analysis ensures the forest is not lost through 
the trees.

The revenue cycle is never 
static and comparability across 
periods is difficult to measure.

Exhibit 2 offers an example that assumes fairly steady ratio 
of cash collections to net revenue between the periods. 
This simple analytic can help make general sense of the 
overall project result. It also ensures project benefit is not 
overstated simply by volume growth or rate increases for 
which the consultant cannot reasonably claim credit.

Labor
Effective management of labor costs is vital since labor 
represents more than 50 percent of total costs for most 
health systems. Consultants can assist in the development 
of productivity targets for departments whose need for 
labor fluctuates with volume (e.g. variable or flex labor 

departments). They can also assist management with 
right-sizing fixed labor departments, either through 
attrition or a reduction in force. Importantly, consultants 
can facilitate collaboration across nursing units to share 
labor resources effectively.

Labor savings for variable labor departments can be 
measured using the ratio of the number of hours worked 
to produce a given unit of service (e.g. a patient day for 
an inpatient nursing unit, a patient encounter in the 
Emergency Department, etc.). A reduction in worked hours 
to produce a given unit of service indicates that labor is 
used more efficiently and can be attributed to the project. 
The conversion of labor efficiency to hard dollar savings 
should be evaluated.

Assuming labor savings are measured using this type of 
methodology, the formula for measurement of variable 
labor savings may look similar to the example in Exhibit 3.

Gross-ups in the example in Exhibit 3 include 
nonproductive time (PTO, staff orientation) and 
employee benefits costs. These costs should be closely 
scrutinized to ensure they are truly variable costs. An 
assumption that benefits costs decrease in correlation 
to worked hours may be false. For example, if a full 
time nurse works 36 hours as opposed to 40, the nurse 
remains benefits eligible and therefore the cost to 
provide health plan coverage for that employee does 
not change.

Another pitfall is the application of a department-specific 
nonproductive factor (PTO, orientation, etc.). Nonproductive 
factors may exceed 20% in small departments that 
experience simultaneous new hire orientations or vacations, 

Exhibit 2 – Measurement of variable labor savings

Annualized measurement period net revenues  $ 500,000,000

Historical period net revenue  $ 460,000,000

Unadjusted net revenue increase  $ 40,000,000

Impact of volume growth (increase in adjusted discharges multiplied by net revenue per adjusted discharge)  $  10,000,000

Net impact of rate (difference in net revenue per adjusted discharge between the two periods multiplied by 
measurement period adjusted discharges)

 $  10,000,000

Impact of out-of-period settlements  $ 1,500,000

Total non-project-related revenue adjustments  $ 21,500,000

Maximum net revenue increase attributable to the project  $  18,500,000
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but this is temporary and will reverse itself over a longer 
period. Verifying that the nonproductive factor is reasonable 
(in comparison to similar departments) is a good audit test.

Fixed department labor savings (e.g. finance or materials 
management) are much simpler to calculate, but erroneous 
assumptions can be made. Encouraging fixed staff to 
take PTO (to defer the recognition of labor expense as the 
PTO liability account is drawn down) is an example. This 
is a timing of expense recognition exercise and does not 
create economic savings. Savings claimed resulting from 
a reduction in force should subtract all costs associated 
with the initiative (e.g. placement assistance or technical 
retraining programs).

Human resources and employee benefits
Many aspects of compensation and benefits can be 
scrutinized as part of an expense reduction initiative. 
These initiatives must be strategic, well thought out and 
well communicated to minimize any negative impact to 

employee satisfaction. Some general points to consider are 
detailed below.

Compensation
 • Payout or sell-back programs for unused sick leave or 

paid time off may be eliminated. Ensure any related 
gross-ups are defensible.

 • Reducing the maximum PTO accrual does not produce 
economic savings (no reduction in cash outflow) 
although it does reduce total liabilities.

 • Elimination or reduction in call-pay programs may 
be limited by regulatory requirements in some 
departments.

 • Your general counsel may express concern over 
automating mandatory meal breaks.

Health plan design changes
Models that measure the change to health plan design can 
be almost as complex as the revenue cycle models discussed 
earlier. You should challenge assumptions in projections 
of claims costs if they do not appear reasonable or are 
difficult to understand. A few issues to consider include the 
following considerations.

Is the inflation factor realistic, if one is included? The 
majority of health plan expenses for hospital systems are for 
services provided by the system itself. Health plan expenses 
are sometimes approximated as a flat percentage of billed 
gross charges. If your year-over-year rate increase is less than 
the national healthcare inflation average, savings will be 
overstated if costs are assumed to rise in relation to national 
averages.

An assumption that benefits 
costs decrease in correlation to 

worked hours may be false.

Does the baseline cost projection reflect actual enrollment 
for the plan elections (e.g. gold, silver and bronze plans)? 
If there is migration from higher cost/lower deductible 
options, then current state enrollment should be used to 
calculate savings.

Is the baseline projection of cost reflective of the current 
number of employees? This is especially critical if there has 
been a reduction in force.

Exhibit 3 – Measuring variable labor savings

Historic period worked 
hours to produce one unit of 
service (UOS)

(A) 1.25

Measurement period 
worked hours to produce 
one UOS

 (B) 1.02

Labor efficiency gain per 
UOS

 (A-B) 0.23

Gross up: Nonproductive 
factor

 (C) 1.1

Estimate of reduction for 
paid hours per UOS

 (A-B)*(C) 0.253

Historic period UOS volume  (D) 100,000

Historic period hourly rate  (E) $27.50

Savings projection assuming 
new worked hours per UOS 
is applied to historic period 
volume and rate

 (A-B)*(C)*(D)*(E) $695,750

Gross Up: Employee Benefits 
Costs

1.21

Total Claimed Savings $841,858
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Annual premium increases have become routine for many 
providers. Premium increases that are routine in nature 
should be backed out of the project savings unless they are 
incremental to the project.

Changes in plan design that increase the employee share of 
cost by raising co-payments or deductibles do not reduce 
total spend; rather they shift the burden from employer to 
the employee. Is cost shifting considered savings? Is the 
measurement period of adequate duration to approximate 
future claims activity?

Comparative analysis of budget and actual health plan costs, 
baseline cost projections and measurement period claims 
experience will help to ensure reasonableness. It may be 
beneficial to retain an actuarial firm to assist with these efforts.

Conclusion
Cost containment and revenue enhancement initiatives can 
generate many millions of dollars in savings. Contingent fee 
consultants can provide necessary expertise and project 
management skills, making these engagements highly 
profitable for their clients and themselves.

Robust quality assurance is required to ensure the many 
assumptions that are inherent in savings models are 
reasonable and that the models themselves are accurate 
and reliable. The role and skillset of internal auditors puts 
them in a great position to help management validate 
claimed savings. It is important that all parties work in 
good faith. However, it is perfectly appropriate to challenge 
assumptions that misstate economic savings. NP

The final maintenance stage included crafting an incident 
response plan that helped the hospital:

 • Identify who should be involved in any response

 • When legal help was required

 • When outside public relations assistance should be 
brought in

 • How the hospital should investigate the incident

 • When it was necessary to offer credit monitoring

These decisions are difficult to make when in the midst 
of an incident. A solid incident response plan is critical 
because no matter how well risks have been addressed, bad 
things can happen.

The approach helped the hospital create a cybersecurity 
program similar to the approach any healthcare organization 
should take. 

Internal audit’s role in the process includes:

 • Identifying high-risk areas

 • Examining the greatest threats

 • Auditing to make sure the controls that have been 
created are effective in the three major risk areas (people, 
processes, and technology)

 • Reporting findings to the audit committee

Meet the cybersecurity challenge
Nimble hackers who view patient data as a prime target 
create a challenging environment. It is critical for healthcare 
organizations to have a sound cybersecurity program that 
meets compliance requirements, protects patient data, and 
addresses incident response and business recovery. Internal 
auditors must play a lead role in developing that program, 
and by doing so, help their healthcare organizations achieve 
better cybersecurity. NP

Internal Audit’s Critical Role in Cybersecurity– continued from page 23
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