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This text was developed as the result of a perceived need for non-financial 
managers to know enough about financial management in the context of 
health services to be successful in their day-to-day managerial activities 
while not burdening them with an approach bordering on overkill. As a 
result, this text is not an “everything you ever wanted to know about fi-
nancial management, but were afraid to ask” tome. Instead, it is a plain 
talk, introductory text that provides enough information to be useful and 
completely sufficient for non-financial managers while at the same time 
providing a sound basis for additional study.

Only basic math is required: multiply, divide, add, and subtract. The 
reader must possess a reasonable level of common sense and a willing-
ness to ask questions and challenge the answers the simple math provides: 
Does the answer make sense? Is it achievable? Was the right math applied 
to the wrong data?

The combination of simple mathematics, a positive attitude, a question-
ing approach, and the tools provided in this text will go a long way to 
helping managers succeed in achieving their objectives.

Please note that with the exception of historical values and amounts, 
the volume amounts, dollar values, costs, prices, productivity rates, and so 
on are solely for demonstration purposes and are not meant to represent 
real-world values.

PREFACE
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For decades, managers in health care have risen to those positions from 
the various technical and professional ranks. The best nurse became the 
nurse manager. The best pharmacist became the pharmacy director. The 
best social worker was promoted to director of social work. Few, if any, 
possessed the necessary business skills to perform well in managerial posi-
tions. A cartoon in the New Yorker several years ago portrayed this well. It 
depicted two men chatting at a bar over drinks. One turns to the other and 
says, “Then I made the leap from skilled labor to unskilled management.”

This is not to say that the best nurse, pharmacist, and social worker 
cannot also become strong managers. In fact, one of the most important 
tasks for any manager is overcoming the pervasive myth that non-financial 
managers are incapable of managing the financial resource. This myth 
may have begun in the earliest days of the modern health care era (gen-
erally defined as beginning with the implementation of Medicare in the 
mid-1960s) when department-level managers often concentrated only on 
their professional work (nursing, labs, environmental services, etc.) and 
paid scant attention to their operating budgets. In today’s environment, 
these same managers do pay attention to their financial performance, but 
they are handicapped by the carryover notion that mere mortals cannot do 
financial management. It is a challenge to confidence. Lacking the confi-
dence that one can perform certain functions, one has difficulty with those 
functions. Again, this is based on the notion of living up to or down to 
expectations. The truth is that anyone capable of four simple mathematical 
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tasks (multiplication, division, addition, subtraction) can be a good finan-
cial manager as long as he or she applies a sound level of common sense 
to the results of his or her mathematical efforts.

Like it or not, health care has become a business. Resources are scarce 
and stretched to the breaking point. Doing more with less is routine. The 
need for sound financial management tools—survival skills—is para-
mount. These tools and survival skills form the heart of this book. Man-
agers need proficiency in planning and budgeting, financial analysis, and 
resource maximization. These skills are critical if health care organiza-
tions are to achieve their missions and operating units are to contribute to 
“bottom-line” results.

Planning and budgeting skills include (1) being able to calculate a vol-
ume budget and a revenue budget based on workload and prices; (2) deter-
mining staffing levels that support a given degree of business activity and 
that take productivity and idle time into account; (3) preparing a salary 
budget that includes base salary, raises during the year, shift, and other 
premium payments; and (4) developing a budget for supplies, services, 
and equipment.

Examining financial performance requires that managers know how to 
do volume-adjusted variance analysis to help understand the real drivers 
of a deviation from budget. They need to know how to put together a vari-
ety of financial analyses to support business planning, investigate emerg-
ing opportunities, and make prudent, sound decisions.

Performance reporting is essential to maximize scarce resources. Man-
agers must be able to read and understand the reports, focus on the im-
portant elements, and use the information gleaned from row upon row of 
numbers to better manage their resources.

Because so many managers do not possess these skills, organizations 
often fail to achieve the results they had hoped for. This text will pro-
vide these new managers, as well as their more experienced colleagues, 
with the tools they need to manage scarce resources and achieve their 
objectives.



Chapter 1

WELCOME TO HEALTH CARE  
AND FINANCIAL MANAGEMENT

The principal role of a manager is to achieve the organization’s objec-
tives. That role is not necessarily to achieve the objectives solely of the 
department but rather the organization as a whole. That is to say, managers 
should focus on both their department’s objectives and the entire organi-
zation’s objectives. This is because health care organizations are really 
systems rather than individual departments.

Consider the example of the laboratory manager who wishes to achieve his de-
partmental objective of having the lowest possible cost per test. The easiest way 
to do this is to eliminate evening, night, and weekend staffing; batch process all 
specimens using high-capacity instruments; and ban STAT testing and exotic, 
high-cost tests. These strategies will achieve the lowest possible cost per test. At 
the same time, however, there will be a significant, adverse effect on the orga-
nization’s objective of providing quality, timely care because laboratory results 
will be delayed, causing treatment to be delayed. Let’s say that a patient presents 
in the emergency department on a Sunday evening with a hot belly. The patient 
will languish there while waiting until Monday morning for the labs to reopen. 
By then, a simple case of appendicitis may have degenerated into a more serious 
case: a ruptured appendix and the associated peritonitis. This strategy is certainly 
not good for patient care but successful from the standpoint of a manager trying 
to hit a department cost target. Further, because a lack of timely test results slows 
patient care throughout the hospital, the institutional revenue flow suffers, drop-
ping faster and further than the drop in operating cost.

Managers need to strike a balance between departmental and organiza-
tional objectives. Instead of shooting for the lowest possible cost per test, a 
more reasonable cost target that would have kept the lab fully functioning 
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might have been established while at the same time not blocking the flow 
of patients. In this way, cost could have been reduced, although not as 
dramatically, revenue would not have been negatively impacted, and the 
bottom-line result would have been significantly better.

Unfortunately, many managers don’t see the “big picture” and do not 
understand how their actions impact the rest of the organization. Many are 
incentivized via performance review systems to focus solely on depart-
mental objectives. Health care organizations, and particularly hospitals, 
are extremely compartmentalized, with each department functioning in 
isolation in its own compartment with little or no sense of what is happen-
ing in the other compartments. This is one of the contributors to organiza-
tional dysfunctionality and is a principal reason that patient flow is not as 
smooth as it could be. Inefficiencies abound in these compartmentalized 
organizations.

DEFINING FINANCIAL MANAGEMENT

Financial management is the art of maximizing wealth or value: wealth for 
the stockholders in a for-profit organization and value for the stakeholders 
in a nonprofit setting. It involves getting the most out of the resources. In 
either setting, profit is essential. In fact, to reinforce the proper mind-set, 
it is far better to avoid the use of the terms “for-profit” and “nonprofit,” 
instead using “taxable” for the for-profit organizations and “tax exempt” 
for the nonprofits. People often live up to or down to expectations. And 
so, if the expectation is that the organization is nonprofit, then not mak-
ing a profit is perfectly acceptable. Changing the vocabulary changes the 
expectation.

What parents would ever suggest to their school-age child that they aim 
for a “B” grade? Missing a bit low can result in a “C” which is not a very 
good grade. Instead, parents encourage their children to strive to achieve 
“A’s.” A miss there will still result in a B—a good grade.

As the late Sister Irene Kraus, former head of the Daughters of Charity 
National Health System, so eloquently put it, “No margin, no mission!” 
Without profits (margin), there is no monetary fuel to drive the mission of 
the organization. Where does the money come from to acquire new tech-
nologies, to fund new program initiatives, to renew and expand hospitals 
and clinics, and to do all the other things that patients have come to expect? 
The answer is from the bottom line—the profits of the organization.

But the focus needs to be balanced, not focused solely on the bottom 
line. To borrow from Sister Irene, the focus must simultaneously consider 
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both margin and mission. Proper consideration must be given to the clini-
cal and service implications when making business and financial deci-
sions. And the business and financial reality must be taken into account 
when clinical and service decisions are being made.

Consider a hospital that is in need of reducing operating costs. The materials 
management department is preparing to let a contract for a year’s worth of re-
placement fluorescent bulbs for all of its light fixtures. Historically, the hospital 
spends $3 million on bulbs each year. The hospital management has received 
three bids: Supplier A at $2.5 million, Supplier B at $2.75 million, and Supplier 
C at 2.6 million. All three are 75 watt with an expected life of two years in nor-
mal hospital use. Ordinarily, one would expect to go with Supplier A as the low 
bidder—a strictly business decision. But what if that brand of bulb gave off light 
that caused the patients’ skin to take on an off-color glow? Would this be a good 
business decision, but a poor clinical one? And how could the decision be bal-
anced? If the goal were to reduce cost while providing good clinical care, going 
with Supplier C ($2.6 million) would allow the hospital to achieve a substantial 
cost reduction while simultaneously safeguarding good clinical care: a balanced 
decision.

The best way to visualize this notion of balance is the functioning of a 
grandfather clock. Just as the pendulum of the clock seen in Figure 1.1 
must swing back and forth in order for the clock to keep good time, so 
too must the decision process swing back and forth between the clini-
cal/service imperative and the business/financial reality. Neither side can 
trump the other. Both sides need to be given proper consideration so that a 
prudent, balanced decision is made.

STRATEGIES FOR SUCCESS

The best way to improve financial performance, reported in an organi-
zation’s operating statement, is by employing a series of business strat-
egies to improve the bottom line and in so doing improve and expand 
its mission. These strategies (Figure 1.2) begin with the notion that the 
bottom-line profit is devoted to supporting the organizational mission. 
One could argue that in a for-profit (taxable) entity the mission exists 
in order to make profits, the return on investment for the stockholders, 
while in a nonprofit (tax exempt) entity the profit exists to drive mission. 
Regardless, there has to be a healthy bottom line, or the organization will 
cease to exist. Losing money year after year after year is a prescription for 
bankruptcy.



Figure 1.2
All four strategies combine to drive the mission—the ultimate goal of the 
organization. Each strategy reinforces and supports the others.

Figure 1.1
The grandfather clock will keep good time as long as the pendulum swings 
back and forth between the clinical/service imperative and the business/fi-
nancial reality. If the pendulum sticks to either side, the clock will stop. Good 
decisions require that the pendulum keep swinging.
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The first strategy to achieving business success is a survival strategy 
for the mission—to keep the business in business. This means the busi-
ness must flourish and, more important, grow. This is no different than a 
newborn baby who must also flourish and grow. Failing to do so portends 
a bleak future; a diagnosis of failure to thrive is not good news to new 
parents. The same is true for health care organizations. The profits fuel 
everything from day-to-day operations to the acquisition of new technolo-
gies, all of it designed to support and grow the mission.

The survival strategy leads to the second strategy: a maximization or 
optimization strategy for the profit line, that is, making the most profit in 
order to get the most mission. This can be a maximization strategy—the 
largest possible profit—or an optimization strategy—the largest amount 
possible while at the same time avoiding an adverse reaction from the 
“three Ps”: the press, politicians, and the public. The exact amount that 
triggers such a reaction is unknown. It depends on location, circumstances, 
and a number of other factors. What is clear is that the three Ps have no 
idea how profits work or why they are so vitally important. All they see is 
the juxtaposition of a profit amount and the nonprofit notation. Given the 
current environment surrounding profits, it is best to maintain a low profile 
and optimize versus maximize the bottom line.

The third strategy is revenue growth, and it involves three elements: 
business volume, pricing, and collections. Improvements in any of these 
elements or a combination of all three will generate increased revenue—the 
fuel for the business. Revenue growth is what all successful businesses 
pursue. It is so much easier than trying to cut expenses. And as Tom Peters 
advises, “You can’t shrink your way to greatness.”1 This advice applies to 
the fourth and final strategy as well: cost control.

Not to be confused with cost reduction, cost control strategies seek to 
limit the growth of spending. As will be discussed in Chapter 3 “Cost 
and Cost Behavior,” operating costs are largely fixed. Because of this, 
strategies to control cost growth are not that difficult to implement given 
that the costs themselves have to remain fairly constant. If, for example, 
volume grows by 10%, the amount of cost growth can be limited to a mere 
fraction of that.

While it is certainly important to track and manage performance in the 
current time frame (this month, this quarter, this year), it is also impor-
tant to maintain a long-term perspective. What strategies need to be in 
place in the current time frame in order to assure financial success two, 
three, or four years into the future? Are there sacrifices, which must be 
made this year, to assure a steady stream of business and profits in the out 
years? While losing money consistently is a major problem, losing money 
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this year because of actions designed to safeguard future years may be an 
acceptable business strategy.

A key component of thinking strategically is the ability to anticipate 
what is likely to happen and take appropriate action. Retired hockey star 
Wayne Gretzky provides a marvelous insight into the notion of strategic 
thinking. He advises anticipation, “A good hockey player plays where the 
puck is. A great hockey player plays where the puck is going to be.”2 
It is far easier to achieve positive results if one can anticipate how vol-
ume will change, what new regulations will influence reimbursement, or 
how events in the marketplace will affect future labor costs. Too often, 
however, managers lose sight of the future and concentrate all of their 
efforts on today’s issues. While this is important, it handicaps their ability 
to deal with the challenges of the future. Keep in mind that health care 
organizations, particularly hospitals, long-term acute care (LTAC) facili-
ties, and nursing homes do not maneuver quickly. Because of this, more 
of a long-term view must be taken.

For many years, financial strategies used by large health care organiza-
tions have concentrated on cost reduction, a strategy that seeks to continue 
providing care while reducing the amount of resources used to provide 
that care. And although getting the most from every available resource 
dollar is essential, the result, by and large, has been deterioration in the 
quality of health care provided. No longer can a one-size-fits-all cost 
reduction approach be taken to improving the bottom like. Two abso-
lutes must be kept in mind. The first is that reducing cost never improves 
quality. The best it’s going to do is leave quality unchanged. The second 
absolute is that improving quality always improves cost performance. In a 
worst-case scenario, it will improve cost efficiency. Failure to comprehend 
these two absolutes compromises both business and clinical outcomes. 
The insistence on cost reduction leads to dysfunctionality, which makes 
revenue-generating throughput more and more difficult. This reduces 
bottom-line results and leads to another round of cost reduction. The orga-
nization falls into a downward spiral from which it may not recover. Clini-
cally, a concentration on cost reduction leads to more mistakes and errors, 
and worse clinical outcomes.

It is also important that managers concentrate on proper communica-
tion. This involves not only understanding the language of finance and 
using it properly but also making sure that questions and answers in a 
finance discussion match up with each other. For instance, the answer to 
the question “How much budget do I have?” is not “You have plenty of 
money.” If the manager does not understand the question, how can he or 
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she give a good answer? How can the manager avoid misleading people 
and making a poor business decision? If one does not understand the ques-
tion, ask for it to be clarified. Remember, the one responsible for assuring 
a good dialog is the one starting the dialog. Questions need to be phrased 
simply and in understandable language.

PARADIGMS TO GUIDE PERFORMANCE

Success in managing money is governed by two important paradigms. The 
financial management paradigm (Figure 1.3) encompasses three areas that 
managers must focus on: performance planning, performance measure-
ment, and performance management.

Performance planning deals with developing statements of intent, bud-
gets and plans, and ideas of what is to be accomplished. So the questions 
to be asked in this element of the paradigm are, what do we want to accom-
plish? what are our objectives?, and what is it that we wish to have achieved 
when all is said and done? This is the “where do we want to be?” element.

The second element, performance measurement, answers the question, 
“where are we?” in the journey to achieve the objectives. Are we ahead of 

Figure 1.3
Managers must focus on all three elements of the financial management par-
adigm: planning what they want to accomplish, measuring progress toward 
that goal, and managing resources to get there.
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the plan or behind? Is business growing faster than expected or slower? Is 
corrective action needed to achieve the objectives? This sort of informa-
tion helps managers understand how their performance is and what, if any, 
action they need to take to improve their performance.

Depending on what is reported and how well or poorly actual results 
compare with the original performance plan, the third paradigm element, 
performance management, comes into play. What analyses must the man-
ager perform to determine the cause of a performance deviation? What 
will be the financial effect of proposed remedial action? How should per-
formance be modified to get back on track to achievement of the budgeted 
performance? In essence, what does the manager need to do to get the first 
two disks of the paradigm, performance planning and performance mea-
surement, to overlap; what does the manager need to do to get “where are 
we?” to be the same as “where do we want to be?”

In managing financial resources, follow a monthly cycle of activities as 
depicted in Figure 1.4. These activities begin with a thorough examination of 
actual performance of business volume, revenues, and operating expenses. 
Following these, a prudent manager will prepare forecasts—looking at 

Figure 1.4
The cycle of management: examining performance and comparing it with 
the budget, developing a forecast of the future, and putting together an ac-
tion plan to remedy problematic performance are among the monthly tasks 
for managers.
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future business volume, future revenue, and future operating expenses—to 
determine if managerial action is needed to achieve compliance with the 
operating budget. In those rare instances when no action is needed, the 
manager can move on to other activities and await the subsequent month’s 
performance reports. But in most cases, action will be needed to correct 
performance deviations. This will require an action plan without which 
nothing ever happens.

The second essential paradigm deals with management in general: the 
management success paradigm. Its three elements (Figure 1.5) are respon-
sibility, authority, and accountability.

Figure 1.5
The management success paradigm: assigning specific responsibility, del-
egating appropriate levels of authority, and holding individuals accountable 
for achievement of objectives are essential to success.

In order to succeed, someone needs to be made responsible for the 
achievement of something. Examples include a financial objective, the 
implementation of a new program, or the installation of some new tech-
nology. It is important that whatever is to be achieved should be clearly 
defined and compliant with the concept of SMART objectives—Specific, 
Measurable, Achievable, Relevant, and Timely or Time bound. (For a more 
detailed description of the SMART objectives, visit the IOM website at 
www.iom.edu and enter the keyword SMART.) The following scenario 
illustrates the use of SMART objectives.

http://www.iom.edu
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A physician practice currently has a patient satisfaction score of 3.5 on a five-point 
scale. The leadership of the practice wants to improve patient satisfaction. The 
practice manager is charged with achieving an improvement in patient satisfac-
tion scores. After six months’ effort, the latest survey shows that the satisfaction 
score stands at 3.7. Mission accomplished! But the physicians are not happy. 
They had expected more. They would have been better served to have stated the 
target as “improved patient satisfaction scores to 4.7 or higher within the next six 
months.” Now the manager knows exactly what is expected: the target is specific, 
measurable, achievable, relevant (to the success of the physician practice), and 
timely (needing to be accomplished within six months).

In assigning responsibility, focus on individuals and not teams or groups. 
There can be too much confusion if responsibility is assigned to more than 
one person. Phrases like “I thought Sally would handle that” or “I was 
waiting for Bob before I took action” are common problems when respon-
sibility is assigned to more than one person.

The second element of this management success paradigm is author-
ity. The person responsible needs to be given the necessary authority to 
achieve the objective: not too much and not too little. Whether this involves 
schedule changes, resource reallocation, or work process changes, the per-
son responsible should be able to make the changes without needing to 
request approval from a higher authority. If the person is constantly ask-
ing for permission, then he or she is not really in charge. The assignment 
of too much authority must also be avoided. The manager responsible for 
reducing waiting times in the clinic cannot have the authority to change 
corporate policy governing fringe benefits or vacation time accrual.

The final element is accountability: the individual needs to be held 
accountable for what was, or was not, achieved. This means some form 
of positive reward for achievement and a penalty for not achieving. 
Often, the notion of accountability carries with it a negative connotation. 
Fail to achieve and bad things happen. But better results are achieved 
with positive accountability (good things happening to the individuals 
involved); it sends a clear message to everyone that success is rewarded. 
It is based on the old adage, “you can catch more flies with honey than 
with vinegar.”

TODAY’S HEALTH CARE DILEMMA

Health care, specifically the high cost of health care and the resulting 
need for reform, has been one of the hottest topics of discussion in several 
presidential election campaigns during the 20th century and in the early  
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21st-century. Why health care reform? The answer lies in the fact that 
millions of Americans have no insurance coverage and must pay out of 
pocket for the care they receive. Others who do have coverage face high 
deductibles. At the same time, premium costs are growing at alarming 
rates. There is no health care system-wide cost containment program. Pol-
iticians are quick to grasp the fact that so many uninsured or underinsured 
Americans represent a sizable block of votes. Health care has progressed 
rapidly from an annoyance to a national campaign issue. But this is not 
a new issue. It first surfaced when Roosevelt was running for office. But 
not Franklin Roosevelt, Teddy Roosevelt and his Bull Moose Party had 
national health insurance as part of their campaign platform in the early 
days of the 20th century. Now, over a century later, it remains a hot politi-
cal issue.

Economic recessions contribute to the situation and will likely continue 
to do so in the future. Between the Great Depression (1929–1933) and the 
Great Recession (2007–2009), there have been 12 such economic down-
turns lasting from a few months to over a year. In each, a large and vocal 
segment of the population has lost their employer-provided health insur-
ance coverage when they lost their jobs. In turn, the states felt the effects 
in the form of lowered tax revenues and the swelling of medical assistance 
rolls. The decreased state tax revenues, coupled with “balanced budget” 
spending caps in many states, resulted in significant Medicaid program 
cuts. Such issues as cost, affordability, and access will remain until a 
workable and lasting solution is developed. One thing is clear: health care 
reform has been and will remain a hot political topic for many years to 
come. The only question is the pace and scope of the reform efforts.

But what exactly is the health care delivery system that many say is in 
such dire need of a massive overhaul? Some facts and figures can help 
to define it. In a 2014 snapshot, the U.S. health care system comprised 
approximately 5,700 hospitals, approximately two-thirds of which were 
in multihospital systems. Hospitals operated over 920,000 beds, with an 
occupancy rate below 70%. They employed nearly 40% of the total health 
care workforce.3,4 Nearly 15,500 nursing homes operated 1.6 million 
beds.5 Just under 900,000 physicians were active as of September 2014, 
split fairly evenly between primary care physicians and specialists.

In 2013, Americans spent approximately $2.9 trillion (Table 1.1), with 
the majority spent on hospitals and physician services.

The cost of these services (Table 1.2) was spread among several payers, 
with employers picking up nearly half of the tab through health insurance 
premiums.
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Table 1.1
Health Care Spending by Segment, 20136

Health Care Segment Dollars in Billions

Hospitals $936.9
Physicians and clinics 586.7
Prescription drugs 271.1
Nursing care and continuing care retirement facilities 155.8
Other health, residential, and personal care services 148.2
Dental care 111.0
Other professional services 80.2
Home health care 79.8
Other nondurable medical products 55.9
Durable medical equipment 43.0
All others—nonspecific 431.4

Total $2,900.0

Source: Adapted from data found in “National Health Expenditures 2013 Highlights,” Centers for 
Medicare and Medicaid Services.

Table 1.2
Paying for Health Care

Payment Source Approximate Proportion (%)

Private (employer) 37
Medicare 22
Medicaid 18
Other public 10
Out of pocket and uninsured 13

Total 100

Note: As of 2013, private and employer-provided insurance covered over a third of the 
cost, with government programs paying about 40%. A large segment of the population 
remained uninsured.

Source: National Health Expenditure Data, Centers for Medicare and Medicaid Services  
(http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/ 
NationalHealthExpendData/index.html?redirect=/NationalHealthExpendData/).

Regrettably, Americans do not live significantly longer despite spend-
ing more per capita than any other nation. Table 1.3 shows the comparative 
per capita spending on health and life expectancy of selected countries. 
Japanese spend a bit over a third of their American counterparts but live 
five years longer.

http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/NationalHealthExpendData/index.html?redirect=/NationalHealthExpendData/
http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/NationalHealthExpendData/index.html?redirect=/NationalHealthExpendData/
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The excessive spending in the U.S. system is nothing new. As Fig-
ure 1.6 illustrates, spending has been growing almost asymptotically since 
the advent of Medicare and Medicaid in the 1960s. It now accounts for 
17.9% of gross domestic product.8

Table 1.3
Spending More but Living Less7

Country Per Capita Spending ($) Life Expectancy

United States 8,895 79
Canada 4,676 82
Germany 4,617 81
Japan 3,378 84
United Kingdom 3,495 81

Source: “Life Expectancy, Both Sexes, 2012; Per Capita Total Expenditures on Health,” World Health 
Organization, 2012.

Figure 1.6
Total health care spending has grown at a compound annual growth rate of 
9.66% since the advent of Medicare and Medicaid in the mid-1960s. (Califor-
nia HealthCare Foundation)
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Whether focusing on the total national health care expenditures, 
patient out-of-pocket amounts, health insurance premiums, or per cap-
ita spending, health care has become “too expensive.” With an average 
annual spending of close to $9,000 per person, the question becomes, 
how can an individual afford health care? Consider the impact on a 
patient suffering from the wet form of age-related macular degenera-
tion. Given an average charge of about $2,500 a month or $30,000 a 
year, an uninsured or underinsured patient could face two unpleasant 
choices: blindness or bankruptcy. In short, without insurance, health 
care services have largely become unaffordable except for the wealthy 
and well insured.

As a result, increasing pressure has been applied to providers to avoid 
expensive, and possibly unnecessary, tests and procedures. The challenge, 
given the reality that no two patients are alike, is to determine which tests 
and procedures are truly unnecessary. The move to population health is 
the latest effort in this regard. Keeping patients healthy and, thus, able to 
avoid expensive health care (or is it health repair?) encounters is far more 
cost-effective.

To understand fully how the health care delivery system in the United 
States got into this mess, it is necessary to understand two critical 
elements—the public’s expectations of the system and the way health care 
is financed.

THE PUBLIC’S EXPECTATIONS

The following open letter to the American public may help explain how 
the public and the health care delivery system work together to create the 
dilemma now facing the country.

[Dear American Public:]
I can’t stand it any longer—it’s me—I am guilty—I did it. I listened to your 

demands for more of everything, and I supplied them. You wanted more and bet-
ter educated people to take care of you, and I supplied them. You wanted new and 
higher levels of care, and I brought them to you. The pressure to create bright, 
beautiful facilities became a goal for you, and I have responded. You wanted more 
time in life and I gave it to you. You want me to be close by—and you want me 
to be ready for anything at anytime—and I am. You want me to pull you into this 
life and you want me to gently caress your hand as you leave it, and I do. And yes, 
it costs. It cost a lot more than you like and much more than I would like—and 
I will continue to create the best possible system for you to use. And I will always 
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be aware of the resources I consume and the financial burden I contribute to—but 
I will be here—it’s me—I did it—I’m guilty.

Sincerely,
Your American Healthcare System9

The letter was written in 1987, but the sentiments are as current as this 
morning’s newspaper headlines. The health care delivery system contin-
ues to give the public everything it asks for, but now the public doesn’t 
like the price. The public wanted excess capacity, standby capacity, and 
no long waits for service, but now the public does not like the price. 
The public wants to abuse its bodies and have transplants and other 
high-technology treatments available—without rationing—but now the 
public does not like the price. Health care providers are doing things today 
that were unimaginable just a decade ago, but now the public does not like 
the price. Health care providers find themselves in a difficult position: the 
public wants more, but wants to pay less for it, and smart politicians are 
encouraging this.

HOW HEALTH CARE IS FINANCED

To achieve an understanding of how health care is financed, it is necessary 
to begin with a lesson on basic economic theory—supply and demand. The 
normal economic system exists in a monetary environment. The parties 
involved include suppliers (those who supply the goods and services) and 
consumers (also referred to as orders or payers who “demand” goods and 
services). As Figure 1.7 illustrates, this is essentially a two-sided exchange 
between the supplier and consumer accomplished via the exchange of 
money (or the promise of money) for supplies and services. The economy 
has operated in this manner for centuries. In the early days, wampum belts 
and animal skins were quite successful as a unit of exchange.

In the world of supply and demand, price acts as a great equalizer. It 
establishes an equilibrium (Figure 1.8) so that supply and demand equal 
each other. Given an economy free of outside pressures (price controls and 
so on), a lack of equilibrium will cause prices to rise or fall so that equilib-
rium can once again be established. This concept became painfully obvi-
ous with the gasoline crisis of the 1970s. At 30¢–40¢ per gallon, demand 
exceeded supply. With prices controlled by the government and unable 
to rise, equilibrium was not easily achieved and long lines and rationing 
resulted. Since price controls were lifted, prices have been able to float 
freely up and down to maintain the balance of supply and demand. The 
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Figure 1.7
In the normal economic environment, all parties function within the mon-
etary environment.

Figure 1.8
Price increases and decreases act to balance supply and demand. When de-
mand is higher than supply, price will rise to mitigate demand and spur sup-
ply. When there is an excess of supply, price will decrease to boost demand.

long lines at gas stations during the 1970s were caused by the disequilib-
rium between supply and demand.

The ability of price to act as the great equalizer is rooted in an eco-
nomic principle called price elasticity or, as it is sometimes called, price 
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sensitivity. Simply stated, this principle holds that the amount of change 
in demand for (desirable) goods and services is a function of the amount 
of change in the price of those goods and services. As can be seen in Fig-
ure 1.9, as price decreases, demand for goods and services increases and 
vice versa. It follows therefore that as price decreases to zero, demand for 
goods and services will increase to the point of becoming insatiable. This 
is important to remember as it relates to health care because during the 
late 1960s and into the 1970s, the price of the average American who was 
“demanding” health care became, by virtue of insurance coverage, essen-
tially zero. The result was an insatiable demand for health care. As supply 
increased to meet this insatiable demand, the cost to the nation for health 
care rose at an alarming rate.

This can be understood more clearly by examining the differences 
evident in the health care economic environment as compared with the 
normal economic environment. As depicted in Figure 1.10, the monetary 
environment has remained but has shrunk and no longer includes all of the 
parties. The relationship between the parties has undergone a significant 

Figure 1.9
As price increases, demand falls. At price P1, Q2 of quantity will be de-
manded. As price increases to P2, demand drops to Q1. Conversely, as price 
drops, demand rises.
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Figure 1.10
In the health care economic environment, only the supplying and paying par-
ties function in the monetary environment.

change. Supply continues to be provided by a single party. Demand, how-
ever, which previously included three parties (orderer, consumer, and 
payer) within the monetary environment, is now divided into three sepa-
rate parties—the orderer and the consumer, who function outside the mon-
etary environment—and the payer who continues to function inside the 
monetary environment. The problem in the health care economic system 
began with this significant change. The cause of the problem stems from 
the fact that only the supplier and payer function inside the monetary envi-
ronment. However, the orderer and the consumer function outside of the 
monetary environment; therefore, price is not able to influence demand. 
Since neither the orderer nor the consumer (physician and patient) is con-
cerned with price, demand becomes insatiable. Efforts to alter this sit-
uation via increased shifting of insurance premium costs to employees 
and higher deductibles and co-pays have met with little success. This is 
because after decades of repetitive action the behavior of demand is now 
habitual. Americans, plain and simple, want lots of care and they do not 
like paying much for it.

The lack of price sensitivity on the part of the public finds its genesis in 
the growth of health insurance coverage following World War II. During the 
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war, approximately 10% of the population was insured. That amount grew 
until, with the advent of Medicare and Medicaid, about 85% of the popula-
tion was insured. As more and more people became insured, the price (the 
amount paid out of pocket) plummeted, and demand increased. Adding 
fuel to the fire, insurance coverage often encouraged the use of high-cost 
services to the exclusion of less expensive ones. Certain treatments, for 
example, were covered only if performed in inpatient setting, even though 
the same services could be safely provided in less expensive outpatient set-
tings. In essence, health care suffers from demand push inflation—the cost 
of health care is being driven up by demand. People want more and that 
costs more. Any reversal of this half century of growth in coverage leads 
directly to a public outcry over the high cost of health care.

Coupled with this was the introduction of Medicare and Medicaid in the 
mid-1960s. These two programs instituted a reimbursement methodology 
called cost reimbursement. The underlying principle was that since the 
government covered so many patients, the programs should get a good 
“deal” from hospitals by buying services at cost. In theory, at least, that 
was fine, but in practice it introduced the notion to providers that “the 
more you spent, the more you got.” In effect, cost reimbursement taught 
hospitals to spend money—to supply health services to the expanding 
demand at almost any cost. The flaw in the cost reimbursement logic can 
be illustrated by the following example.

A wealthy gentleman approaches an automobile dealer and explains that he is 
in the market for automobiles for all of his five grandchildren. “I want to buy an 
automobile for each; however, since I am buying so many cars, I don’t want to 
pay the sticker price; I will only pay your cost.” With that, the gentleman explains 
where to deliver each automobile and where to send the bill. Is the dealer likely to 
send the grandchildren the least expensive or most expensive automobiles?

Substituting Medicare and Medicaid for the wealthy gentleman, hospital 
for automobile dealer, program beneficiary for grandchildren, and hospital 
service for automobile produces the following version of the story.

Medicare and Medicaid approach a hospital and explain that they are in the mar-
ket for hospital services for all of their beneficiaries. “We want to buy hospital 
services for each; however, since we are buying so much, we don’t want to pay 
the sticker price; we will only pay your cost.” With that, Medicare and Medicaid 
explain where to deliver the hospital services and where to send the bill. Is the 
hospital likely to provide the beneficiaries the least expensive or most expensive 
hospital services?
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In the decades following the birth of Medicare and Medicaid, government 
spending has risen sharply. And because one of the rules of cost reim-
bursement (the programs paid the “lower of cost or charges”) required that 
the prices charged to non-Medicare and Medicaid patients be higher than 
the cost to Medicare and Medicaid, the prices charged to patients and their 
insurers climbed as well—hospitals proactively raised their prices to make 
sure they were well above the cost to Medicare and Medicaid.

IS THERE A SOLUTION?

Will the United States be able to get out of this financial mess? Hopefully, 
the answer is “yes,” but only if care is taken to avoid “trendy” approaches, 
if a number of popular myths can be debunked, if the multiple agendas of 
the various players in the melodrama can be avoided, and if all the parties 
begin to focus on the real problem and not just the symptoms.

A number of trendy ideas are making the rounds these days. A num-
ber of academics and policy experts point to the Canadian system, for 
example, and see it as a way to deal with America’s problem. Canadians 
spend less and live longer. The problem with this idea is that the Canadian 
approach to life in general is completely different from that in America. 
Canadians believe in peace, order, and good government. Americans 
believe in life, liberty, and the pursuit of happiness. There is a high price to 
be paid for the (reckless) pursuit of happiness. The fundamental difference 
in the two populations (Canadians are orderly. Americans are not—stuck 
in the “Wild West” mentality of a bygone era) can be illustrated by visit-
ing the subway systems of New York City and Toronto. In New York 
City, a subway train pulls to a stop, the doors open, and the crowd on the 
platform pushes into the cars even as the passengers in the cars are trying 
to exit. It is chaotic almost to the point of anarchy. In Toronto, quite the 
opposite is the case. There, a subway train arrives at the station, the doors 
open, and those on the platform clear a path so that the passengers on the 
train can exit. Then, once those exiting are finished, they file into the train 
in an orderly manner. The kind of health system that provides care for an 
orderly population can never be expected to succeed in dealing with an 
American population, which wants instant gratification and refuses to wait 
in line.

Another myth is that providing even more insurance will solve the 
problem. But the growth of insurance is at the heart of the escalation in 
demand and cost and is not likely to ameliorate the problem. Still another 
myth holds that a single-payer, national health insurance program will 
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work—the Bull Moose Party’s approach. Hopefully, it will fare no better. 
The government has clearly demonstrated its inability to deal effectively 
with health care since the 1960s and will likely repeat its failings again 
and again. One need only look at Amtrak, the Postal Service, the Internal 
Revenue Service, and the Transportation Security Administration to get 
an idea of what could be in store with a noncompetitive, federally operated 
system of national health insurance operated by a single payer. And, in a 
worse-case scenario, were the government to federalize the entire system, 
it would mean VA style health care for all.

A global budget approach has been suggested as a way to hold down 
cost. In this approach, each hospital is given a total annual revenue amount 
and is expected to live within that monetary amount when providing care 
to its patients. This, however, forces providers into the uncomfortable posi-
tion of managing the lives of patients (one of the principles of account-
able care and population health) so they do not need health care services. 
Carried to the extreme, one could envision the “health police” carefully 
monitoring what people eat, how much they exercise, their life styles, and 
other factors that influence demand. Such an approach does nothing to 
effectively deal with the demand for service. Rather, it constrains supply. 
Will the American public, which prefers instant gratification and no lines, 
tolerate this approach over time?

Another popular myth is that insurance companies should insure every-
one, even those with expensive, preexisting conditions. Usually the most 
poignant cases are used to illustrate the “unfairness” of the situation. If the 
social objective is to insure all, regardless of risk, then everyone should 
understand that doing so is expensive and amounts to cost shifting. The 
very idea behind insurance is to provide a hedge against uncertainty. Insur-
ing those with expensive-to-treat preexisting conditions means taking on 
an obligation that is certain to occur. There is no risk; there is certainty. 
At best this represents cost shifting. At worst it is a prescription for bank-
rupting the insurance industry when the premiums increase higher and 
faster than is now the case and the buyers of those insurance services stop 
buying. Cost shifting is fine as long as those to whom the cost is being 
shifted agreed to accept that cost. Further, if the pool of insured is unbal-
anced (more sick people than healthy ones), cost shifting can be quite bur-
densome. As the population ages, to whom will the cost be shifted? Will 
rationing be used to rebalance the cost shifting equation?

The final myth in need of debunking is that profits in health care are 
wrong and that nonprofit providers should make no profits, and, if they 
do, it is proof that they are abusing the public. And for-profit providers 
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had better not make too much profit (however too much profit might be 
defined). The public needs to be educated about profits and the need for 
them if health care providers, be they for-profit or nonprofit, are to sur-
vive. Profits provide the funds necessary to replace aging physical plants, 
acquire modern equipment, develop new and improved programs, and 
so on. Lacking profits to fund these, where will the money come from? 
Depreciation on yesterday’s equipment will in no way pay for tomorrow’s.

Political agendas must be set aside. Telling the public that it has a right 
to unlimited access to high-quality, low-cost health care is irresponsible at 
best. While those are noble goals, it is the notion of unlimited access that is 
at the heart of the cost problem. As a result, unlimited access and low cost 
simply do not go hand in glove. Unlimited access is achievable, but health 
care will cost significantly more. Suggesting that providers alone should 
be responsible for the health of individual patients (the notion promoted 
by the Affordable Care Act) is wrong. Providers can only be responsible 
and be held accountable for their actions in providing care. Obviously, 
they can suggest appropriate behaviors for their patients (better diet, more 
exercise, healthier life styles, etc.), but acquiescence and compliance with 
those suggestions is the responsibility of patients.

CRITICAL PLAYERS IN THE HEALTH CARE DILEMMA

In order to achieve a solution, all of the parties must take an active role, 
or there will be no lasting solution, only another quick fix that may cure 
one or more of the symptoms at the expense of the other parties. All of the 
parties will have to give up something if there is to be a lasting solution. 
Everyone will have to compromise. Just who are all these parties, and 
what stake does each have?

Most of the money spent on health care goes to the providers of care: 
hospitals, physicians, and so on. They will be interested in a reimburse-
ment stream that satisfies their need to cover the realistic cost of doing 
business, including a stream of profit necessary to ensure survival and 
growth. Indirect providers like drug companies and manufactures of 
durable medical equipment will need enough of a profit stream to cover 
research and development and provide sufficient return on investment to 
keep stockholders happy. In exchange for this, they may find themselves 
more regulated.

The people paying the bills must be involved. Insurers, employers, 
and government programs want to reduce the amounts they pay out for 
health care. For insurers, the driver is premium-based competition. For 
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employers, the picture is more complex. A reduction in fringe benefit costs 
translates into an increased ability to offer competitive benefits programs 
to attract and retain good employees. An overall decrease in premium cost 
translates into improved business competitiveness. The government, too, 
should keep down the cost of entitlement programs. To achieve this objec-
tive, the payers must be willing to stop the gamesmanship designed to 
reduce cash expenditures. Questionable business practices to avoid paying 
claims—delaying payment or refusing to pay on the basis of technicali-
ties, raising the burden of proof for providers of services, or refusing to 
divulge the criteria used in determining if a claim will be paid—raise ethi-
cal questions.

Those who shape public perception and understanding, the politicians, 
most certainly must be involved. These are the folks telling the general 
public that there is a free lunch. This must stop. Instead of telling the pub-
lic what it wants to hear, they must begin telling the public what it needs 
to hear: that living a healthy lifestyle and being prudent consumers will 
reduce their cost of health care. The risk to politicians is that telling the 
public anything it does not want to hear is usually a prescription for losing 
an election. These are, however, our leaders, and they should lead!

Finally, the people the health care industry is expected to serve, the 
public, must take an active part in the dialogue. Expectations will have to 
be changed. Access, immediacy, and cost will be affected by the compro-
mises that all parties must make. The public needs to take more responsi-
bility for its own well-being.

THE REAL PROBLEM

Understanding the following formula is essential to resolving the dilemma: 
cost = price × volume. Simply stated, the cost of health care is a function 
of two variables: the prices charged for the various services provided and 
the volume of services provided. Until now, attempts to solve the dilemma 
of high health care cost have focused mainly on price. State-sponsored 
rate control, global budgets, and similar measures have attacked price and 
revenue. Volume has not been effectively influenced. It must be under-
stood that the high cost of health care is a function of supply and demand. 
Those initiatives that have dealt with volume have concentrated on the 
supply side. The demand side, however, has been almost completely 
ignored. As an inescapable result, the cost of health care is not being con-
trolled, despite all of the efforts. The demand for health services must be 
controlled, and a one-sided approach will never succeed.
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In reality, the problem is not the high cost of health care. The excessive 
and uncontrolled demand for health care is the real underlying problem. 
In effect, we have been treating the symptoms and not the underlying dis-
ease. Is it any wonder the patient (the health care system) is getting sicker?

A number of factors influence the demand for health care services and 
thus drive up cost. The first of these is the broad category of lifestyle 
choices: the way in which Americans consciously choose to live causes 
the system to be used more than necessary. When a motorcyclist expresses 
his constitutional right not to wear a helmet and smashes his bike and his 
body into a roadside utility pole, the cost of putting it back together again 
is accounted for as a part of “the high cost of health care.”

Abortion is far more costly than contraception as a form of birth con-
trol. The cost of abortion services is accounted for as part of the high cost 
of health care. Diet and exercise are involved as well. Americans overeat 
and underexercise and wonder why heart disease is the leading cause of 
death. The American public seems bent on mistreating the body for 40 or 
so years and then relying on transplants and other costly high-tech inter-
ventions to make everything right. “Life in the fast lane” is an expensive 
proposition. The public needs to recognize this fact. Again, the cost is 
accounted for as part of the high cost of health care.

When a 14-year-old can walk into a school with a loaded handgun and 
kill some classmates, the cost of that social problem adds to the “high cost 
of health care.” As a society, behavior problems have been “medicalized.” 
Spouse abuse, child abuse, alcohol and drug abuse, and a host of other anti-
social behaviors are thought of as diseases. The sense of personal respon-
sibility for one’s behavior has given way to a belief that the health care 
system should treat these diseases. Needless to say, the cost of these aber-
rant behaviors is accounted for as a part of “the high cost of health care.”

Abuse of the medical malpractice insurance system has done wonders to 
drive up cost. A man and woman look into a mirror and see two very ugly 
people. They have a baby who looks just like them. They sue the obstetri-
cian for malpractice! A bit of an exaggeration, perhaps, but the example 
serves to illustrate the fact that the public has come to expect a financial 
reward as the outcome of almost any event it does not like. It matters not 
whether the care was properly rendered, but whether the patient likes the 
result. Tort reform is essential. The losing plaintiff in a malpractice case 
should be required to pay all of the costs of the winning defendant.

Finally, technology has made significant advances. So much more can 
be done to heal the human body and to meaningfully extend life. These 
advances justifiably cost more—and they are worth it. As with most other 
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things in life, there is abuse, which adds needless cost to the nation’s health 
care bill. But the benefits of technological advances far outweigh the cost.

WHAT IS REALLY NEEDED?

Two elements must be blended together to produce an effective lasting 
solution: a national health policy and leadership at the local and national 
levels to develop, implement, and maintain it. A national health policy 
must be developed to reduce needless demand, promote healthy lifestyles, 
mandate preventive care, eliminate excess capacity, promote basic insur-
ance coverage, potentially provide coverage for those who cannot afford 
it, and protect against catastrophic loss.

How often does the general public present at the hospital emergency 
department with a cold or upper respiratory tract infection? Cases like 
these belong at the drugstore or perhaps at a general practitioner’s office 
or urgent care center, but certainly not an expensive emergency depart-
ment. How much cosmetic surgery is really necessary? This kind of nee-
dles demand fails to improve the health status of Americans but succeeds 
in adding to the high cost of health care. Healthy lifestyles will allow 
Americans to reduce the demand for health care; less demand translates 
into less cost. Preventive care has been shown to be far less expensive than 
interventional, reparative care.

The excess capacity in the delivery system must be eliminated. Too 
many hospitals are operating at an occupancy rate that cannot be justified. 
Operating at occupancy rates that are well below 70% cannot be justified 
or sustained. Rather than reducing the number of beds in each hospital, 
there need to be fewer hospitals. This approach eliminates more cost and 
reduces individual hospital capacity. The difficulty lies in selecting the 
hospitals to close. Most hospital executives would support hospital clo-
sure, so long as the hospitals chosen for closure are someone else’s. With 
so many empty beds in the civilian sector, can a separate, parallel Veterans 
Administration Medical System be justified? If the idea is to provide for 
the brave men and women who put their lives on the line for the country, 
why not give them a “gold” card and let them use whatever hospitals and 
doctors they want—just like everyone else?

As a nation, basic health insurance coverage and protection against cat-
astrophic loss should be made available. A basic level of coverage should 
be available to all citizens, with expanded coverage available to those 
willing to pay for it. There should be some form of “stop loss” protec-
tion against catastrophic illness, but it should be structured in a way that 
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avoids the everything-for-everyone, one-size-fits-all dilemma. The role of 
government should be limited to encouraging, perhaps mandating, others 
to provide the insurance coverage as opposed to being the insurer itself. 
Instead of Medicare and Medicaid being payers, the government should 
issue vouchers so individuals can buy coverage in the marketplace that 
makes sense for them.

The second, and perhaps most critical, element is leadership at both the 
national and local levels. Leadership is needed at the local level because the 
creative solutions necessary to achieve success are best developed locally 
to meet the needs of a diverse population as opposed to a uniform solution 
in which everything is either black or white with no shades of gray. The 
role of national leadership should be to develop a national framework on 
which effective local solutions will be assembled. Local experimentation 
can provide valuable lessons and pathways to enhancements that a single 
countrywide approach cannot.

The leadership agenda must make meaningful, sustainable, and realis-
tic cost containment a high priority. While the high cost of health care is 
largely a result of demand for services, providers must make sure that each 
unit of services is delivered at the lowest possible cost. This has not been 
a priority. Systems available in other industries could be “borrowed” and 
adapted to health care, but there has been a reluctance to do so.

Leadership is needed to involve all the parties: those demanding care, 
those receiving it, and those paying the bills. All will need to compro-
mise so a solution can be achieved, but none will be willing to be the first 
to compromise. Leadership must force the necessary compromises while 
making sure that none of the parties is disadvantaged.

If an effective, lasting solution is to be achieved, a fundamental change 
in the public’s perception of the health care system is essential. A pro-
gram of public education is key. America’s leaders must be willing to tell 
the public what it must hear, not just what it wants to hear. Leadership is 
needed to convince the public that health is the responsibility of the indi-
vidual, not the system. If an effective, lasting solution is to be achieved, 
leadership is needed to help make the difficult choices that must be made. 
Leadership is needed to rally everyone’s support. Americans have grown 
accustomed to instant gratification, and leadership must force the focus to 
be on the long term as opposed to the short term. The problems with the 
health care system of the United States did not spring up overnight, and 
the solutions will, likely, not spring up overnight either. Further, because 
the solutions will be somewhat painful, leaders must “stay the course,” or 
else one set of problems will merely be exchanged for another.
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THE MANAGEMENT BALANCING ACT

As health care managers begin to focus more and more on financial results 
(the “bottom line”), it is vitally important to remember what health care 
is about: the provision of health services to the public. Survival requires a 
balance between the dictates of the business and financial reality and the 
clinical and service imperative.

The delivery of health services without regard for the financial aspect 
invites disaster; likewise the fixation on dollars and cents to the exclu-
sion of concern for the clinical aspects is equally disaster prone. Balance 
requires understanding—understanding by those involved with caregiv-
ing of the financial impact of their actions and understanding by those 
involved with the finances of the effect their decisions have on the delivery 
of care.

The two disciplines can be combined in such a way as to provide 
high-quality, cost-effective health care. This is the challenge to manag-
ers. Meeting the challenge will mean success, both for managers them-
selves and for their organizations. This text will help managers meet that 
challenge.
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Chapter 2

BASIC BUSINESS AND 
ACCOUNTING CONCEPTS

In order to run a business successfully, one must understand the basic 
business model, the drivers of the business. The same is true in health 
care. How does the physician practice operate from a business standpoint? 
What causes a hospital to be successful? How can an imaging center make 
money?

From a business standpoint, it all begins with volume. As depicted in 
Figure 2.1, volume leads to revenue for the organization. Revenue, in turn, 
allows the organization to hire and pay staff and purchase supplies and 
equipment to be used in providing the services. Profits result when rev-
enue is greater than operating expenses. The profit can be used to make 
investments in new programs, buy equipment, construct facilities, and 
increase the capacity of the organization. This allows it to generate even 
more volume. The resulting upward spiral leads to a growing, successful 
organization.

Two real-life success stories help illustrate the benefits of growing 
business volume. The turnaround of what was then Baltimore City Hos-
pitals (now Johns Hopkins Bayview Medical Center) was accomplished 
by growing admissions, and the associated revenue, by as much as 20% a 
year. The former municipal hospital had lost $70 million over a 10-year 
stretch before a three-member executive team from Hopkins accom-
plished the turnaround. The focus of the team was on volume growth 
and selective investments in staffing, renovations, and program develop-
ment. Costs were increased to achieve improved operating functionality, 
but revenues grew significantly faster. The team was able to get black 
ink on the bottom line within nine months. A similar turnaround was 
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accomplished at Newton Wellesley Hospital outside Boston by a newly 
appointed executive team that stressed new program development to 
grow the top line while controlling costs and boosting quality. In both 
cases, dramatic results were achieved as a result of volume growth that 
drove an increase in revenue.

Keeping track of business activity is the role of accounting. It is the 
art of collecting, analyzing, and recording; summarizing and presenting; 
and interpreting financial and operating data. This is done to support the 
information needs of audiences that are both internal (the leadership and 
management of the organization) and external (the public, stockholders, 
stakeholders, and others with a vested interest in the organization).

All of the organization’s transactions are collected and analyzed to 
understand their impact on the financial condition of the business. Then, 

Figure 2.1
The basic business model in health care begins with volume—providing ser-
vices that patients want. Lacking this, the organization cannot succeed.
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they are recorded in monetary terms in the various books and records of 
the organization. The financial statements of the organization and the vari-
ous internal performance reports are prepared using the data that have 
been recorded.

A few basic definitions will help in understanding the practice of account-
ing. Assets represent those items of value with an estimated life of greater 
than a year to which an organization has legal title or in which a business 
possesses an interest or claim. Examples of assets include such things as 
cash and investments in securities, accounts receivable, inventories of parts 
or supplies, expense items paid in advance, equipment, and facilities.

Liabilities consist of items owed by the organization and include such 
things as accounts payable and long-term debt. Equity represents either 
the claims of the owners or, in a nonprofit organization, the net asset value 
(assets – liabilities). Revenue is the amount paid for the organization’s ser-
vices during the accounting period. These could include room and board 
charges, lab and imaging fees, and physicians’ professional fees. Expenses 
include such items as salaries and wages, fringe benefits, supplies, interest 
on debt, and deprecation of assets.

ASSET VALUATION

The two most important assets in terms of balance sheet valuation are the 
accounts receivables and the facilities and equipment. Health care pro-
viders seldom require payment at the time of service. Instead, bills are 
sent to insurance companies, to Medicare and Medicaid, or to individuals 
who are responsible for their own bills. Providers are seldom paid the 
face amount of the bills they render. Discounts accrue to large payers like 
Medicare and Medicaid. Some patients cannot afford to pay and are given 
charity discounts. Others refuse to pay for one reason or another, and this 
results in a bad debt. As a result, in order to accurately display the value 
of the receivables on the balance sheet, an analysis must be prepared to 
determine their realizable, or “net,” value.

To determine the realizable value, an aging analysis is prepared. This 
examines how old the outstanding receivables are and combines that 
information with collection probabilities to determine approximately how 
much will actually be collected. This amount is the realizable value of the 
receivables. Table 2.1 shows such an analysis.

Nominally, the receivable has a value of $11,910,000. But how much is 
it really worth? To answer this important question, the amounts are sepa-
rated into buckets based on the amount of time that has elapsed since the 
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charges were billed. The logic is that the older an account becomes, the 
greater the probability that it will not be paid either entirely or in part.

First, the receivable is broken into buckets based on the number of days that 
have elapsed since it was originally billed. In this case, of the $11,910,000 
of total accounts receivable, $3,210,000 is less than 30 days old. The prob-
ability of collecting that amount is estimated to be 98%. In the far-right col-
umn in Table 2.1, $465,000 is greater than180 days old and the probability 
of collecting it is estimated to be only 45%. When the probability rates are 
multiplied by the receivable amounts in each of the buckets, the estimated 
value of the receivable can be determined. In this case, it is estimated that 
the $3,210,000 of receivable that is less than 30 days old will likely result 
in a collection of $3,145,800 (98% of the original amount). Similarly, of the 
$465,000 that is greater than 180 days old, the estimate is that only $209,250 
will probably be collected. When all of the buckets are summed together, the 
analysis indicates that the receivable is likely worth only $10,438,750.

The value to be reported on the balance sheet is $10,438,750. But in the 
interest of full disclosure, it is often reported broadly as shown in Table 2.2. 
Both the gross amount and the net amount are shown along with the associ-
ated allowance for those accounts that may not be collected in full or in part.

The importance of this receivable valuation analysis cannot be under-
stated. Overstating their value or understating it can result in an overstate-
ment or understatement of company profits. It is possible to manipulate 
the profit picture based on the valuation. For this reason, independent 
accountants carefully review the analysis and the receivable valuation as 
part of the annual audit.

Another high-value asset that must be properly valued on the balance 
sheet is the facility and equipment asset. These assets become expenses as 
they are “consumed” in the normal conduct of business. A new CT scanner 
is partially consumed each year as it is used to generate business volume 
and revenue. From an accounting standpoint, it is important to recognize 
this consumption and, as well, associate the cost of consuming the scanner 
with the revenue activities of the organization. The accounting technique 
that accomplishes this is called depreciation (for property, plant, equipment 

Table 2.2
Accounts Receivable

Accounts Receivable $11,910,000
Less Allowance for Uncollectable Accounts 1,471,250

Accounts Receivable – Net $10,438,750
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like the CT), amortization (for intangible assets like the value of a brand 
name), and depletion (for natural resources like oil and natural gas).

Four main methods are used for depreciating plant and equipment assets. 
The straight-line method charges an equal amount to each accounting period 
benefited. The sum of the years’ digits and the double declining balance 
methods, referred to generically as accelerated depreciation methodolo-
gies, apportion a higher percentage of depreciation to the earlier years of an 
asset’s life and smaller amounts to the later years. The units-of-production 
method depreciates assets using some measure of output. Using this method 
in a hospital, a CT or MRI might be depreciated using the number of scans 
performed as opposed to an amount per month or per year. An organization’s 
finance department will determine which method is the best for it to use.

Depreciation expense is balanced by accumulated depreciation. The 
expense is reported on the operating statement and is used in the calcula-
tion of profits or losses. Accumulated depreciation, on the other hand,  
is the amount of annual depreciation that has been accumulated thus far in 
the life of the asset. Once the asset is fully consumed or fully depreciated, 
the accumulated depreciation will equal the asset acquisition cost less any 
salvage value. The salvage or residual value of an asset is the amount for 
which the asset can be sold at the end of its useful life. This value is used 
in all of the depreciation formulas except the double declining balance 
methodology. The depreciation formulas are shown in Table 2.3.

To see how these various methods work, consider the example of Memo-
rial Community Hospital that on January 1 purchased a new lab instrument 
for $65,000. The estimated useful life is five years and it has a salvage value 
of $5,000. The instrument will perform 100,000 tests over its life (14,000 in 
the first year; 26,000 in the second; 28,000 in the third; 12,000 in the fourth; 
and 20,000 in the fifth). The depreciation for the instrument would be calcu-
lated as shown in Table 2.4. The annual depreciation amount will be slightly 
different depending on the method chosen by the organization.

Accelerated methods of depreciation are customarily used by for-profit 
or taxable organizations as a way to defer taxes. This is because the higher 
amounts of depreciation in the early years reduce profits in those years and 
defer them to the later years when the depreciation amounts are smaller. 
Although the same amount of depreciation will be recorded and the same 
amount of profits realized over the years, the taxes on those profits are 
deferred to the future when the value of a dollar is less.

When a long-term operational asset is purchased during a year, depre-
ciation is taken for a partial year only. The amount of depreciation is usu-
ally calculated as a percentage of the year; that is, if an asset is purchased 
on April 1, nine-twelfths of a full year’s depreciation is taken, no matter 
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Table 2.3
Depreciation Formulas for Facilities and Equipment Assets

Depreciation 
Method Formula

Straight Line (Cost of the Asset – Salvage Value) ÷ Asset Life

Sum of the Years’ 
Digits

(Years of Asset Life Remaining ÷ Sum of the Years’ 
Digits) × (Cost of the Asset – Salvage Value)

Double Declining 
Balance

((1 ÷ Life in Years) × 2) × (Cost – Accumulated 
Depreciation)

Units-of-production (Number of Units Produced in the Current Year ÷ 
Total Number of Units to Be Produced over the 
Asset’s Life) × (Cost of the Asset – Salvage Value)

which method is used. Some organizations employ a half-year convention: 
only a half-year of depreciation is taken in the year of acquisition and 
again in the year of disposition, regardless of the real date of acquisition.

THE PURPOSE OF ACCOUNTING

The accounting process is designed to collect, categorize, and transform 
accounting data into a usable form. The general-purpose financial state-
ments like the balance sheet and operating statement that are prepared for 
external users are important outputs of the accounting process. Financial 
accounting focuses on the information needs of investors, creditors, and oth-
ers who are interested in the future performance of the organization. These 
outside parties are concerned with liquidity (a company’s ability to pay its 
current obligations), solvency (a company’s ability to pay its long-term 
debts and other obligations), and profitability (a company’s ability to gener-
ate revenues in excess of the expenses incurred to produce the revenues).

An accounting standard of full disclosure requires that all relevant 
information be presented in an unbiased, understandable, and timely man-
ner. Full disclosure of accounting information helps external users better 
assess the performance of the organization.

APPROACHES TO RECORDING TRANSACTIONS

Two methods are available for recording business transactions. The 
accrual basis recognizes events (revenue and expense) when they happen. 
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Revenue is recorded when it is earned and expenses are recorded when 
they are incurred. This method of recording transactions is used when 
businesses are operating under generally accepted accounting principles, 
and it the only method of transaction recording upon which an indepen-
dent audit firm can render an opinion as to its veracity.

The second method of recording events is the cash basis of accounting. 
Events are recognized and recorded only when the cash changes hands. As 
a result, revenue is recorded when cash is received and expenses are rec-
ognized when cash is paid out. This approach is not subject to generally 
accepted accounting principles, and independent accountants cannot pro-
vide an opinion of any financial statements prepared using this approach.

For most individuals, the cash basis is the most easily understood 
because most individuals think this way in their day-to-day lives. They 
recognize revenue (their personal income) when they are paid. They rec-
ognize expenses when they make a payment. The business world, on the 
other hand, relies solely on the accrual basis.

Some simple transactions can help illustrate the difference between 
these two approaches. Consider the following expense-related events tak-
ing place in the months of March, April, and May:

On March 10, $1,000 of expense items are ordered. On March 15, a shipment of 
$600 worth of items arrives, but no payment is made to the vendor. On March 31, 
the books of the organization are closed for the month of March so interim finan-
cial statements can be prepared. On April 10, the final shipment of $400 worth of 
items arrives, but, once again, no payment is made. At the end of April the books 
are again closed for the preparation of the interim financial statements. Finally, 
on May 15, the vendor issues an invoice for the full $1,000 worth of items and it 
is promptly paid by the organization. No other events occur in May. On May 31, 
the books are again closed. During March, the business served 60 customers and 
served another 40 during April. In May, however, they served no customers.

The two different methods of recording these events will result in two very 
different portrayals of the company’s activities. As seen in Table 2.5, the 
accrual basis accurately records the expenses in the months in which the 
supplies were received and used. But the cash basis approach misstates  
the business activities. It shows no expense transactions in March and 
April, thereby understating expenses. Then, in May, it rebounds and over-
states company expense by recording $1,000 in a month in which no ex-
pense items were received or used.

The use of accrual accounting accurately matches financial and busi-
ness activity in a way that analysis would be able to identify correlations 
and relationships between, for example, business volume and expenses. 
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Table 2.5
Accrual and Cash Basis Recording of Expense Transactions

Month Accrual Basis Accounting Cash Basis Accounting

March expense $600       $0
April expense $400       $0
May expense     $0 $1,000

March cost per customer $10        $0
April cost per customer $10        $0
May cost per customer – Infinite value

Cost per customer, for instance, can be calculated accurately and provide 
valuable insights in comparing this business with other similar companies 
and competitors.

Similarly, these two approaches record revenue differently, as shown 
in Table 2.6. Again, consider the following revenue-related events taking 
place in the months of March, April, and May:

One hundred customers are seen throughout March and invoices amounting to $1,000 
for services are sent to them on March 25. No payments are received in March. In 
April, services are provided to 140 customers that amount to $1,400 and, once again, 
invoices are mailed out, but no payments are received. Finally, in mid-June, pay-
ments totaling $2,400 are received. No other customer activity occurs in May.

Again, the use of accrual accounting accurately matches financial and 
business activity. Revenue is properly recorded in the month in which 

Table 2.6
Accrual and Cash Basis Recording of Revenue Transactions

Month
Accrual Basis 
Accounting

Cash Basis 
Accounting

March revenue $1,000 $0
April revenue $1,400 $0
May revenue       $0 $2,400

March revenue per customer     $10 $0
April revenue per customer     $10 $0
May revenue per customer – Infinite value
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there was business activity. And while the cash basis understates financial 
and business activity in March and April and overstates them in May, the 
accrual basis properly matches time, money, and activity.

BASIC TERMINOLOGY

In order to carry on a proper conversation with finance staff, it is essen-
tial that non-financial managers understand some basic finance terms and 
avoid confusing them so as not to lose credibility.

“Revenue,” sometimes called charges, is the term applied to funds derived 
from the provision of goods or services. The fee charged by a physician for 
an office visit, a hospital’s bill for an invasive procedure, or the price paid 
for a prescription at a pharmacy is considered revenue. Gross revenue is 
what is billed for the services, and net revenue is what is collected. In health 
care settings, net revenue is customarily far less than gross revenue except 
for certain instances where payment is required before service is rendered. 
Laser vision correction is one example of this. The procedure is not covered 
by insurance, and the patient is expected to pay directly. If payment is not 
made, the procedure is not performed. Concierge physician services are 
similar to this. In this instance, the patient pays a flat amount per month and 
in return enjoys having a physician who has time to pay attention to impor-
tant details, 24/7 access to the physician, including nights and weekends, 
same-day or next-day appointments, and more face-to-face office time with 
the doctor. Insurance is not accepted. Both physicians and patients like this 
arrangement. Physician office costs are reduced because they do not have 
to deal with billing and insurance company bureaucracy. Patients appreciate 
the fact that physicians charge less in a no-insurance-accepted environment.

“Expense,” sometimes referred to as cost, is the term given to the cost 
associated with providing goods and services: salaries, benefits, supplies, 
depreciation, interest, and so on. For the most part, these are cash items, but 
depreciation and amortization are expenses that do not require a cash outlay.

Profit, or loss, is the amount remaining when all the expenses of running 
a business are deducted from the revenue. A business that has $1,000,000 
of revenue and $750,000 of expenses would record a profit of $250,000. 
Conversely, if a company had revenue of $750,000 and expenses of 
$1,000,000, it would record a loss of $250,000. Typically, losses are 
recorded with brackets around the amount to easily distinguish them from 
profits. A loss of $250,000 would be written as ($250,000).

An expenditure is an outlay of cash for any reason. While the terms sound 
very similar, do not confuse expenditure with expense. It is entirely possible 
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to make an expenditure for something other than an expense. A payment for 
purchase of a lab instrument is an expenditure but not an expense. Making 
a payment to the bank to retire debt is not an expense but rather an expendi-
ture. It is a reduction of a liability. Conversely, an expense does not neces-
sarily involve an expenditure. The depreciation of a company’s assets is an 
expense, but it does not involve an expenditure. The expenditure took place 
in the, perhaps distant, past when the assets were originally purchased.

Revenue, the money flowing in, is not the same as profit, the money 
retained after covering the expenses. Profit and income are not the same 
thing. Income is what is coming in. Net income, very similar sounding, 
is the same as profit because it carries the notion of net—what is left over 
after the expenses are taken care of.

Two other terms that should not be confused are cost efficiency and cost 
reduction. Cost efficiency involves getting the most from the costs incurred 
in providing goods or services. Total cost is not lowered but instead is 
used more effectively, more efficiently. Cost reduction, on the other hand, 
involves cutting expenses. This can lead to dysfunctionality and unfavorably 
affect the organization’s bottom-line performance. Both cost efficiency and 
cost reduction are discussed at length in Chapter 3, Cost and Cost Behavior.

Do not confuse cost and charges. Both have been defined earlier, but 
clinicians and others writing in the clinical literature often confuse them. 
This happens because of the changing nature of cost and charges. As 
depicted in Figure 2.2, the costs the hospital or other provider incurs are 
used as the basis for the charge, the bill, for the services. When that bill 
is sent to the payer (an insurance company, Medicare or Medicaid, or the 
patient), it changes from charge to cost and becomes the cost to the payer.

Consider the example of a patient who enters the hospital for a CABG procedure. 
The hospital incurs costs to provide this service. Assuming those costs hypo-
thetically are $20,000 and that the hospital marks up its costs to cover bad debts, 
charity care, and discounts, the bill might be $25,000. Now answer this simple 
question. How much did the CABG cost? There are two answers. It cost the hos-
pital $20,000 but cost the payer $25,000.

Often, those writing in the clinical literature focus on the cost to the payer 
and assume it is the same for the provider. So when they assert that they 
can reduce hospital cost by reducing the length of time spent in the hospi-
tal, what they are really saying is that they can reduce the cost to the payer. 
The charges, the revenue of the provider, are also reduced, but the pro-
vider’s cost does not really go down because most provider cost is fixed 
in nature. In effect, they are misleading their audience by their assertions 
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about cost. Hospital costs do not drop, but hospital revenue does. What 
CEO wants to be told his or her cost will drop only to learn it was the 
revenue that went down?

For this reason, the clinical literature that purports to describe hospital 
cost reduction opportunities should be looked at with a wary eye. This 
subject is covered in greater depth in Chapter 15, The Business Case for 
Quality and Patient Safety.

In order to record transactions properly as well as to understand what 
is reported, the practice of accounting is guided by a number of princi-
ples or conventions that govern the recording and reporting of the various 
transactions.

BASIC ACCOUNTING CONCEPTS

The Money Measurement Concept requires that a record be made only of 
those facts that can be expressed in monetary terms. This provides a com-
mon language in expressing business events. For this reason, market share 
is not given a value in the books and records of the organization.

Figure 2.2
What enters provider organizations as cost (salaries, supplies, etc.) exits as 
charges. In turn, the charges enter the payer organization as cost. So whose 
cost is being described in the literature? This confusion often leads to a 
misunderstanding of how quality improvement initiatives benefit provider 
organizations.
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The Concept of the Going Concern specifies that unless there is good 
evidence to the contrary, accountants must assume that a business will 
continue to operate for an indefinite period of time. Consequently, assets 
that are used to generate business are recorded at their acquisition cost and 
not at their current value to an outsider interested in purchasing them. The 
land on which a hospital has been built will likely have a higher current 
market value than its original acquisition cost. But to realize this increased 
value, the hospital would have to sell the land and presumably go out of 
business to realize the increased land value. Thus, the increased value can-
not be realized, and thus, it is not recorded in the books and records of the 
organization.

Closely related to the concept of the going concern is the Cost Con-
cept. This stipulates that an asset (buildings, equipment, etc.) is ordinarily 
recorded at its purchase price (its cost), which becomes the basis for all 
subsequent accounting for the asset. Do not mistakenly think that the value 
at which the asset appears on the reports is its actual market value. While 
cash, certain investment assets, and accounts receivables are recorded and 
reported at their actual or estimated market value, this is not the case for 
all assets of the organization. Accounts receivable represent one of the 
largest assets of a health care provider organization; and their value, the 
amount actually expected to be realized as opposed to their face value, 
must be properly reported in the financial statements. Similarly, property, 
plant, and equipment assets that have long, but limited, service lives are 
systematically reduced over the course of that life by a process called 
depreciation. This gradually reduces the value of the asset and transforms 
it into a cost of operating the business.

SUMMARY

Understanding the basic concepts of any business, the basic business 
model, and the rules and conventions that guide accountants in recording 
and reporting the business activity is essential for any manager. Success in 
any business requires an understanding of how that business works, how 
the actions of the manager affect volume and throughput, and how these, 
in turn, influence revenue, profits, and capacity. Knowing how accoun-
tants think and how they look at business activity will assist managers in 
discussing business opportunities with the finance staff. It allows for coop-
eration and collegiality based on a common understanding of business and 
the role of accounting.



Chapter 3

COST AND COST BEHAVIOR

In order to be successful as a manager, it is important to understand the 
behavior of the various costs associated with the services provided. What 
are the types of costs to be managed? What drives these costs to rise or 
fall? How does cost behavior affect business strategy and vice versa? How 
much influence can a manager have on the behavior of these costs? And 
based on the amount of influence, what actions should a manager take? 
What are the best strategies to employ to improve cost performance?

UNDERSTANDING COST BEHAVIOR

In health care, the costs of providing services include salaries and wages 
paid to workers, the fringe benefits (life insurance, tuition reimbursement, 
pension contributions, etc.), supplies and services, interest on borrowed 
money, and depreciation. These costs generally fall into one of three cat-
egories: fixed, variable, or semi-variable.

Fixed costs are those that are held constant regardless of the amount 
of business volume. Consider, for example, the salary costs of a clinic 
staff. Whether the clinic provides services for 1,000 patients each month 
or 1,050 patients, the staff will be paid.

Variable costs, on the other hand, rise and fall as business volume 
rises and falls. In an immunization clinic, being operated by a city health 
department, for example, one would logically expect that if the volume 
of patients being immunized rose by 5% the cost of vaccines would also 
rise by 5%. If the number of patient meals prepared in a hospital kitchen 
dropped by 3%, the cost of food would also be expected to drop by 3%.

Semi-variable costs are a bit of both. They are fixed over a range of vol-
ume, then vary sharply with a change in volume, and then become fixed 
again. Often they are called “step costs” because, graphically, they resem-
ble a set of steps (Figure 3.1). Staffing is an example of a semi-variable 
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cost. A small physician practice, for example, consisting of one physician, 
one nurse, and one technician is able to accommodate a panel of 1,000 
patients. If that panel of patients were to grow to 1,200 patients, staffing 
would double but would then remain at that level until the volume reached 
2,000 patients. If the size of the practice were to grow again beyond the 
2,000 patients, a complete third cohort (physician, nurse, and technician) 
would be needed. This happens because it is not possible to expand the 
staff by the fraction by which the panel of patients has grown. This is 
referred to as a diseconomy of scale. Adding volume makes each unit of 
volume more expensive. Conversely, if staffing was in place to accom-
modate a panel of 1,400 patients, volume growth from a base of 1,000 
patients to 1,200 patients would not require any added staff. This would 
be considered an economy of scale. Adding the volume in this case makes 
each unit less expensive.

While semi-variable costs cannot be disregarded entirely (they are usu-
ally associated with a significant change in the scope of business), manag-
ers usually deal with just two kinds of costs: fixed and variable.

Figure 3.1
The movement of semi-variable costs resembles steps, thus the term “step 
costs.” They remain fixed over a range of volume, become variable as volume 
passes a threshold, and then become fixed again until the next threshold is 
reached.
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THE NATURE OF OPERATING COSTS

As shown in Table 3.1, the operating costs of health care institutions are, 
for the most part, fixed. They consist mostly of labor costs that can range 
as high as 65% to 70% at the organizational level and even higher in indi-
vidual departments. While some claim that labor is a variable cost, the test 
of that assertion is this: can the workers be dismissed for short periods of 
time without pay if volume drops? While this might be possible in some 
locales, given the overall shortages in the health care labor market, work-
ers dismissed without pay are likely not to return. While predominantly 
fixed, some labor truly is variable—overtime wages, travelers and agency 
staff, float pool, per diem staff, and so on—and can be made to vary up 
and down with volume. Supplies and services also lean heavily to the fixed 
side of the ledger, with perhaps a third of supply costs being variable. 
Finally, interest expense (the cost of borrowing money) and depreciation 
expense (the cost of consuming fixed assets) are entirely fixed.

As a result of these varying proportions by expense category, overall, the 
costs of operations are approximately 90% fixed. Some variation from one 
institution to another is certainly possible, but the important message is that 
health care is a high-fixed-cost enterprise. This reality drives business success.

Understanding this high-fixed-cost proportion is essential to good busi-
ness operation and the development of successful business strategies. If an 
organization with high fixed costs begins to experience falling volume, the 
impact on the bottom line is significant and immediate. The revenue goes 
away instantly while the costs are reduced only a small amount. Take, for 
example, the business illustration described in the following scenario.

High Hope Health Company is running at just above breakeven, having a mod-
est profit of $100,000. Revenues are $1,100,000 and operating costs consist of 
$650,000 of staff costs, $150,000 of supplies and services, and $200,000 of 

Table 3.1
The Proportion of Fixed and Variable Costs by Category

Expense Category
Total 
Cost

Fixed 
Portion 

Variable 
Portion 

Salaries and fringe benefits 65% 60% 5%
Supplies and services 15% 10% 5%
Interest 10% 10% 0%
Depreciation 10% 10% 0%
Total operating costs 100% 90% 10%



46 HEALTH CARE BUDGETING AND FINANCIAL MANAGEMENT

interest and depreciation. A small drop in volume, just 5%, will have a devastat-
ing impact on the bottom line. Revenues will decline by $55,000, while expenses, 
which are 90% fixed, decline by only $5,000, thereby reducing the organization’s 
profit to $50,000.

But if a similar organization with similar high fixed costs pursued a strat-
egy to grow its volume, the impact would be positive and significant.

Success Health Practice achieves an annual profit of $100,000. Similar to High 
Hope Health, its revenues are $1,100,000 and operating costs are $1,000,000. 
Employing a business strategy to increase volume, Success Health is able to at-
tract 5% more visits each year. As a result, revenue grows by 5% ($55,000) while 
expenses, which are 90% fixed, grow only slightly ($5,000), thereby providing a 
$50,000 boost to the organization’s bottom line—a 50% growth in profits!

These two organizations perform this way because of the nature of busi-
ness volume, revenue behavior (entirely variable), and operating cost be-
havior (largely fixed), as illustrated in Figure 3.2.

Figure 3.2
As volume rises, revenue grows in direct proportion to the volume because it 
is 100% variable with volume. Cost, on the other hand, rises and falls at a far 
slower rate because is it largely fixed. Knowing this allows for the develop-
ment of better strategies to guide the business.
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Knowing how costs behave, understanding the influence a manager can 
have on those costs, and understanding the relationships between costs 
and revenue and costs and volume will allow managers and leaders to 
select appropriate strategies for controlling and/or reducing costs and for 
seeking out appropriate levels of business volume to achieve operating 
efficiencies and improve bottom-line performance.

IMPORTANT COST CONCEPTS

The cost of a service can be described in four different ways: Average 
cost, marginal cost, opportunity cost, and standard cost. Each provides 
an answer to a different question and each is designed for a different 
purpose.

Average cost identifies the cost of producing a single unit of work 
output—the average unit. To determine average cost, the total cost of pro-
viding a service is divided by the total number of services provided. In 
the ICU, for instance, the cost per case is determined by dividing the cost 
of running the ICU (salaries, fringe benefits, supplies, services, etc.) by 
the number of cases cared for. This provides an overall approximation of 
the cost per unit of service, which is essential if comparisons are to be 
made to other providers. Is the cost higher or lower than other provid-
ers? If higher, what causes that? Can the unit cost be lowered in order to 
be more competitive? Are economies or diseconomies at play? Average 
cost is useful in determining competitiveness and the direction of unit 
performance.

Marginal cost, on the other hand, looks at the cost of producing not 
the average unit, but rather the very next unit of output. It is calculated by 
dividing only the variable costs associated with the service by the total 
number of services provided. This view of cost is essential for making 
sound decisions about incremental volume. Only the variable costs are 
used in the calculation because only the variable costs will rise with the 
addition of the next unit of service. The fixed costs are already present, 
and no added fixed costs will be added in order to accommodate the new 
unit of service.

Table 3.2 shows a typical department’s costs and the calculations of its 
average and marginal costs. Note that the calculation of average cost in the 
far-right column uses all the cost ($1,200,000), while the calculation of 
marginal cost in the middle number column uses only the variable costs.

In health care, well-intentioned decisions are often based on average 
cost, and these decisions are often incorrect. Consider a hospital whose 
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Table 3.2
Average versus Marginal Cost

Total Costs
Marginal 
Cost Logic

Average Cost 
Logic

Fixed operating costs $1,000,000 $1,000,000
Variable operating costs $200,000 $200,000 $200,000

Total operating costs $1,200,000 $200,000 $1,200,000

Volume of services (visits) 20,000 20,000 20,000

Marginal cost per visit $10.00
Average cost per visit $60.00

average cost per case in the emergency department (ED) is $1,000. If a 
patient were to present with merely a runny nose, would the hospital lose 
money treating this patient? The conventional thinking suggests that the 
hospital would be reimbursed perhaps only $15 from the patient’s insur-
ance company as a triage fee. Thus, based on average cost logic, the hos-
pital would lose $985 ($1,000 – $15). But in reality, the hospital would 
profit from this patient. The marginal revenue of $15 is offset by perhaps 
$1.00 for a dose of an antihistamine, leaving $14 of marginal profit. The 
decision using marginal cost logic is to welcome the patient. Regrettably, 
most hospitals look at this patient from an average cost perspective and, 
erroneously, see him or her as a losing proposition.

Opportunity cost gets at what could be done with resources had they 
been used in a different way. The person who spends $75,000 for a hot 
sports car could have invested the money in a collage education instead. 
Thus, the opportunity cost of the car is the college degree. In the runny 
nose scenario, the only reason to turn down that patient is if treating the 
patient with a runny nose blocks a room that might yield even more rev-
enue. The opportunity cost of taking the runny nose is the thousands of 
dollars of revenue associated with a potential heart attack or trauma case. 
The costs of the ED are already in place, so the question becomes how 
best to use the costs, how best to use the ED resources: with a runny nose, 
a trauma case, or no case at all?

Using average cost logic to decide if a losing business should be 
expanded is also problematic. Consider a hospital that is losing money. 
It has an average cost per case of $12,000, of which $10,000 is fixed cost 
and $2,000 is variable cost. The hospital’s net revenue is $10,000 per case, 
resulting in a loss of $2,000 per case. If an opportunity to add 100 cases 
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presented itself, should the hospital defer those cases? Regrettably, some 
decision makers would because “we lose money on every case.” But as 
Table 3.3 shows, the use of average as opposed to marginal cost logic can 
lead to poor decisions.

In this case, the hospital has an opportunity to improve financial per-
formance by taking the 100 cases that would have contributed $800,000 
to the bottom-line results. The marginal cost of each of these incremental 
cases is only $2,000 (the variable cost), which the net revenue per case 
easily covers, leaving an $8,000 profit on each case. While the decision 
to take these cases will not eliminate the overall bottom-line loss, it will, 
nonetheless, help the situation.

Having an understanding of cost behavior and the basics of a volume- 
driven business, managers and leaders are better able to make correct 
decisions that benefit the institution. Lacking this understanding, they are 
likely to implement strategies that will not serve their institutions well.

The fourth and final way to describe cost is standard cost: the cost that 
should be incurred to produce a unit of output. This is the most precise 
determination of product-specific cost and is the most effective method 
for controlling cost. Standard costs are used throughout manufacturing to 
help control the cost of products rolling off the assembly line. Each prod-
uct is studied to learn the exact, appropriate amount of resources needed 
to produce it. Managers must carefully explain deviations from these stan-
dards of resource use. In health care, a budget for the operating rooms, for 
example, is developed before the year begins and is based on the number 
of cases and historic amounts of resource cost. It’s a reasonable way to 
control spending. In manufacturing, no such budget would be prepared. 
Instead, once the number and types of cases are known, standard amounts 
of resources would be “earned” by the department, and this standard 
amount would be compared to actual resource spending. An operating 
room director, for example, would then be expected to explain the reasons 
for any deviations from the standards.

Table 3.3
Thinking Average versus Marginal

Average  
Cost Logic

Marginal  
Cost Logic

Net revenue per case $10,000 $10,000
Operating cost per case   12,000     2,000
Profit or (loss) per case ($2,000)   $8,000
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It is a far more rigorous method of controlling costs and, for this reason, 
is employed in manufacturing. In that setting, every product is carefully 
studied to determine its resource load and a “bill of materials” is prepared 
that forms the basis of the cost standard. The standard can be adjusted up 
or down as the product is modified, the manufacturing process is altered, or 
prices for the resources change. Deviations from standard are thoroughly 
investigated because of their implications for financial performance, 
product quality, and overall business performance. Standards-based per-
formance is then tied to accountability for manufacturing department 
managers.

Is such an approach worth implementing in health care? Is it even pos-
sible? The answer to both of these questions is a resounding “yes!” One 
of the best ways to achieve consistent, high-quality care is to follow a 
predetermined, peer-reviewed, best practice approach and follow it con-
sistently. Such an approach (whether it is called a clinical pathway, a criti-
cal path, a protocol, etc., is unimportant) can provide both high-quality 
and cost-efficient outcomes that can be justified to regulators, payers, the 
public, and any other group interested in how care is provided and how 
much it costs. It would be difficult for congress or the Centers for Medi-
care and Medicaid (CMS) to skimp on reimbursements if providers could 
demonstrate a lack of waste and argue effectively for fair and reason-
able payments for work-based, documented effort and resource use. It is 
impossible for CMS to deny the existence of something that is thoroughly 
documented and which results from expert, peer-reviewed efforts.

Manufacturing has been doing this for decades. The information sys-
tems exist. All that’s missing is the will to borrow proven methods and 
the willingness to roll up the sleeves and determine the true best practice 
approach to care. Certainly there are arguments against doing so: each 
case is different, there are too many diagnoses and complicating comor-
bidities, it represents cookbook medicine.

FIXED VERSUS VARIABLE COSTS

While semi-variable costs cannot be disregarded entirely (they are usually 
associated with a significant change in the scope of business), managers 
usually deal with just two kinds of costs: fixed and variable. The propor-
tion of costs that are fixed or variable will change as volume rises or falls. 
As seen in Figure 3.3, as the volume rises, the fixed cost remains the same 
while variable cost rises. As a result, the variable portion of total cost rises 
right along with volume. Thus, a department such as the operating rooms 
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may be 50% variable at 1,000 surgical procedures but become 75% vari-
able when the surgical load moves to 2,000 procedures.

REAL-WORLD IMPLICATIONS

Failing to recognize the real proportion can lead to errors in the deci-
sion process. Two real-world scenarios illustrate how knowing the 
fixed–variable split can lead to a smart decision and a successful price 
negotiation while not knowing can lead to financial disaster.

In Scenario A (Table 3.4), a provider has annual, ongoing patient volume of 400 
cases and operating costs amounting to $1,000,000. Those costs are 40% fixed 
and 60% variable.

An organization approaches the provider with an offer to direct an additional 
400 cases in exchange for a discount on the price of services. Currently the provider 
charges $2,600 per case and agrees to a deep discount, accepting a contract pay-
ment of $1,400 per case based on an erroneous assumption that its costs are 50% 
fixed and 50% variable. As seen in the middle column of numbers in Table 3.4, 
the provider expects to make a $60,000 profit on this incremental business based 

Figure 3.3
The proportionality of fixed and variable costs changes as volume changes. 
As volume rises, the amount of fixed cost remains constant, but the variable 
costs increase. This, in turn, changes the proportions, and the department’s 
costs become more and more variable with volume.



52 HEALTH CARE BUDGETING AND FINANCIAL MANAGEMENT

Table 3.4
Real-World Scenarios—Scenario A

Current 
Situation

Scenario A 
Assumption

Scenario A 
Reality

Number of cases 400 400 400
Variable cost $600,000 $500,000 $600,000
Fixed cost $400,000

Total cost $1,000,000 $500,000 $600,000

Cost per case $2,500 $1,250 $1,500
Price per case $2,600 $1,400 $1,400

Total profit $40,000 $60,000 ($40,000)

on the incorrect assumption that it will incur only $500,000 of added variable 
costs in providing the services. The reality, as displayed in the far-right column, 
is quite a bit different. The provider’s costs increase by $600,000 because they 
are really 40% fixed and 60% variable. The fixed costs do not increase, but the 
variable ones double. As a result, there is a significant loss, and the provider’s bot-
tom line drops to zero! The lack of understanding of its costs and their behavior 
resulted in a bad decision.

In Scenario B (Table 3.5), a similar provider has annual, ongoing volume of 
400 cases and its operating costs amount to $1,000,000. The costs are 40% fixed 
and 60% variable. This provider, however, knows exactly how the costs behave.

An organization approaches this provider with an offer to direct an additional 
400 cases in exchange for a discount on the price of services. This provider agrees 
to a discounted price of $1,600 based on an accurate understanding of its cost 
profile (40% fixed and 60% variable). As seen in the middle column of numbers, 
the provider expects to make a $40,000 profit on this incremental business while 
offering a nearly 40% discount.

The provider now has a combined volume of 800 cases and a bottom line of 
$80,000. This is quite a difference from the provider in Scenario A and results 
from the proper understanding of costs and their behavior.

In Table 3.6, note that at the combined 800 case level of operation (the 
right-hand column), the proportion of fixed and variable cost is quite different 
from the 400 case level of operation. At 800 cases, the organization is now only 
25% fixed and 75% variable. If another such offer were to be received, the organi-
zation would need to take this new fixed/variable proportion into account to avoid 
making an error similar to that shown in Table 3.4.

While any addition of volume should be considered in light of the vari-
able or marginal costs, consideration should also be given to the impact 
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Table 3.5
Real-World Scenarios—Scenario B

Current 
Situation

Scenario B 
Assumption

Scenario 
B Reality

Number of cases 400 400 400
Variable cost $600,000 $600,000 $600,000
Fixed cost $400,000

Total cost $1,000,000 $600,000 $600,000

Cost per case $2,500 $1,500 $1,500
Price per case $2,600 $1,600 $1,600
Total profit $40,000 $40,000 $40,000

Table 3.6
Real-World Scenarios—Post Scenario B

Current 
Situation

Scenario B 
Increment

Post 
Scenario B

Number of cases 400 400 800
Variable cost $600,000 $600,000 $1,200,000
Fixed cost $400,000 400,000

Total cost $1,000,000 $600,000 $1,600,000

Cost per case $2,500 $1,500 $1,500
Price per case $2,600 $1,600 $1,600
Total profit $40,000 $40,000 $40,000

added volume may have on the fixed costs. Would the fixed office staff 
need to be expanded? Would space rental cost, normally considered a 
fixed cost, need to increase because more space was needed to accom-
modate the added volume? When managers properly understand their 
costs and know how costs behave, they are able to make sound business 
decisions. If the provider in Scenario A had known more about its costs 
and the fixed–variable split, a better, more profitable decision could have 
been made.

DIRECT AND INDIRECT COSTS

In addition to identifying costs based on their behavior in relation to vol-
ume, they can be described based on their location in the process of care. 
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As the name suggests, direct costs are those incurred in departments that 
provide direct, hands-on care to patients: the nursing units, imaging, labs, 
and so on. The costs include all the salaries, fringe benefits, and sup-
plies. Indirect costs, sometimes called overhead, are those associated with 
administrative and supporting departments like finance, medical records, 
transport, and maintenance. The distinction is that direct costs can be 
directly associated with individual patients while indirect costs cannot be 
so identified. A lab test run on patient Johnson can easily be associated 
with Johnson. Both the charge and the cost of the test can also be associ-
ated with Johnson.

Indirect costs, on the other hand, cannot be associated with individual 
patients. When the maintenance department repairs a steam pipe, does an 
individual patient benefit? Its work benefits all patients and its costs are 
allocated to the departments that provide direct care. Thus, the cost of a 
lab test includes not only the direct costs of the laboratory, but allocated 
costs for maintenance, medical records, accounting, billing, executive and 
administration, legal, marketing, and all of the other departments that do 
not bill patients directly for their services.

The allocation of the indirect or overhead costs to the direct care depart-
ments is accomplished via cost allocation methodologies that will be dis-
cusses later in this chapter.

COST ACCOUNTING

One of the major functions of the organization’s accounting and finance 
staff is that of cost accounting—determining the cost of a product or ser-
vice and providing cost information to support sound decision making. 
Cost accounting systems exist in most industries and provide accurate 
information that can be used to determine price or make decisions relative 
to technology investments, new lines of business, expansion of services, 
and so on.

In the manufacturing setting, cost accounting systems are prospec-
tively or future focused—what a product should cost to manufacture in 
the future. This results in a cost “standard,” which forms the basis of tight 
cost control—judging actual cost performance against the standard. If 
a product costs more than standard, an unfavorable variance results and 
management must take action to correct the problem. The systems used 
are extremely precise and are based on studied reviews of manufacturing 
processes and the costs of resources used in the manufacturing process.
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Health care organizations, principally hospitals, also use cost account-
ing techniques and have invested millions of dollars in automated systems. 
Unfortunately, they are retrospectively focused—what a service did cost 
in the past. Further, in determining this historic value, too many aver-
ages are used, thereby significantly reducing precision. Because they look 
to the past instead of the future and develop average cost information as 
opposed to standard costs, they are of little real value in controlling the 
use of resources.

The following description illustrates the differences between the two 
approaches. A patient comes to the hospital for a relatively simple elective 
surgical procedure. A manufacturing cost accounting system would care-
fully determine such things as the amount of time the procedure should 
take, the labor cost involved, and supplies to be used. The result would be a 
cost standard that could be used to develop a price for the procedure (even 
being able to quote that price for the payer prior to the procedure) and to 
manage the resource consumption from admission to discharge. A hos-
pital cost accounting system, on the other hand, would basically divide 
total costs by total cases and develop an average cost per case. At best, 
it could calculate an average cost for types of cases—orthopedic, neuro, 
urology, and so on. Lacking a standard cost, management of resource con-
sumption is less effective. Imagine how much more effective management 
could be if the OR director knew prospectively what a procedure should 
cost, could monitor resource consumption against that standard, and could 
more effectively manage and use the limited resources at their disposal.

Several approaches can be used for gathering and analyzing cost data. 
Activity-based cost accounting (ABC Costing), the Bill of Materials 
approach, and relative value unit (RVU) schemes provide detailed data on 
costs associated with products, procedures, and services.

Activity-Based Costing seeks to assign costs directly to products or ser-
vices based on the various activities involved. Activities are also used to 
assign the cost of indirect or overhead centers like finance and billing. 
Table 3.7 shows the approach. This organization has $200,000 of indirect 
or overhead cost that must be allocated to its four different services. In 
allocating this overhead, ABC Costing looks at the proportion of total 
activity time involved with each service and assigns overhead in the same 
proportions. Thus, Service A, which accounts for 20.2% of total activity 
time, is assigned 20.2% of the $200,000 overhead or $40,400. This con-
tinues for the other three services until the entire $200,000 of overhead is 
assigned.
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Table 3.7
Activity-Based Costing Methodology 
Calculation of Overhead Allocation to Each Service

Service A Service B Service C Service D Total

Activity 1 (minutes) 100 150 150 150
Activity 2 120 120 170 170
Activity 3 130 130 130 150
Activity 4 200 200 200 230
Total time (minutes) 550 600 650 700
Volume of services 200 100 250 300

Total minutes 110,000 60,000 162,500 210,000 542,500

Proportion 20.2% 11.1% 30.0% 38.7% 100.0%

Overhead assigned $40,400 $22,200 $60,000 $77,400 $200,000

AuQ1

The Bill of Materials approach begins with a detailed recipe of labor 
and supply resources used in a product, procedure, or service. Costs are 
then associated with each based on the quantities used. This results in 
a standard cost for the item in question. Overhead is not considered in 
the development of the standard cost, as demonstrated in Table 3.8. The 
standard cost for the four services range from a low of $536 for Service 
A to a high of $1,090 for Service C. These standard amounts can then 
be compared to actual spending to provide a more rigorous form of cost 
control.

The listing of the labor and materials associated with each service 
shown in Table 3.8 is developed based on observation, discussion, and 
procedural methodology. This forms the basis of a Bill of Materials. 
It identifies every resource used in each of the services. Based on the 
amount and cost of those resources, values are assigned. The total of 
these values is the standard cost for the service. Once the number of 
cases performed is known, standard amounts of resources would be 
“earned” by the department, and this standard amount would be com-
pared to actual resource spending. The manager responsible would 
then be expected to explain the reasons for any deviations from the 
standards.

Relative Value Unit schemes are similar in approach to the Bill of Mate-
rials, also beginning with the listing and valuing of resources by service. 
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Table 3.8
Bill of Materials Methodology 
List and Value of Resources by Service

 Service A Service B Service C Service D 

Nursing salaries and benefits $100.00 $140.00 $255.00 $100.00
Technician salaries and benefits 120.00 100.00 185.00 120.00
Supply item 1 10.00 23.00 78.25 8.25
Supply item 2 20.50 56.00 25.00 32.00
Supply item 3 9.25 76.00 65.00 14.00
Supply item 4 5.25 34.00 32.75 25.45
Supply item 5 7.50 77.00 15.00 63.00
Supply item 6 56.50 22.00 68.00 69.00
Supply item 7 12.40 87.50 95.00 85.30
Supply item 8 5.00 9.90 84.00 47.00
Medication 1 134.60 265.00 75.00 41.00
Medication 2 55.00 105.60 112.00 135.00

Total standard cost $536.00 $996.00 $1,090.00 $740.00

But instead of developing a standard cost for each service, a common 
resource-based value is assigned to each procedure or service based on 
the value of all the resources used in performing the procedure or service. 
The development of RVUs as part of the development of resource use 
standards is discussed in Chapter 12.

Two less detailed methods of determining the cost of a product, proce-
dure, or service are unique to health care: the cost-to-charge ratio and the 
ratio of charges to charges applied to cost (RCCAC). These are merely 
rough estimation methods based on price and revenue data.

A hospital might identify the charges for a particular surgical procedure 
and apply a ratio of cost to charges to determine the underlying cost of 
the procedure. If, for example, the Memorial Hospital’s revenues were 
$25,000,000 and its costs were $22,500,000, it would have a cost-to-charge 
ratio of 90% ($22,500,000 of cost divided by the $25,000,000 of revenue). 
Then, if the charges for the surgical procedure were $12,500, the finance 
department might erroneously, but confidently, conclude that the underly-
ing cost was $11,250 (90% of $12,500). This approach is often used in 
the clinical literature to identify cost reductions associated with quality 
improvement initiatives. The fact that charges have been reduced because 
of a quality initiative does not mean that costs are reduced; they are largely 
fixed. Regrettably, because of this assumption about the cost-to-charge 
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relationship, almost all of the clinical literature on the topic of potential 
hospital cost reduction is inaccurate. An unfortunate consequence of this 
is that quality improvement initiatives have lost credibility. They simply 
do not deliver the promised cost reductions for hospitals. This may be why 
quality improvement has not gained the traction in health care that it has 
in other industries.

The RCCAC method is virtually identical. In this approach, if the hip 
replacements at Memorial Hospital accounted for $8,000,000 of the hos-
pital’s $25,000,000 of total revenue (32%), finance might, again errone-
ously, but confidently, conclude that the cost of hip replacements amounted 
to $7,200,000 (32% of Memorial’s $22,500,000 total cost).

MANUFACTURING VERSUS HEALTH CARE

Regardless of the method used, it is interesting to note the differences 
between health care and manufacturing in their use of cost accounting. In 
manufacturing, the emphasis is on accuracy. Cost accounting data are used 
to control manufacturing costs and, thereby, to gain competitive advan-
tage. The data are often used in determining price quotes in response to 
a request for proposal or request for quote. Often, the cost accounting 
and industrial engineering disciplines are paired to achieve performance 
improvement.

In health care, cost accounting grew out of the cost reporting require-
ments of Medicare and Medicaid, which reimbursed hospitals on the basis 
of their cost to provide care. As a result, the emphasis was not placed on 
accuracy, but on cost allocation to maximize Medicare/Medicaid cost and 
in so doing maximize reimbursement. Unlike its use in manufacturing, 
cost accounting in health care has no role in controlling costs. And the 
notion of using industrial engineering approaches to improve performance 
is anathema.

Manufacturers have tons of cost data and know what everything costs. 
Health care organizations have tons of cost data but know what nothing 
really costs. Consider the following example from the auto industry.

A mid-sized car comes with a number of “basics” like brakes and a 
windshield. But beyond the basics, the customer can order a car with 
the specific options he or she wishes. Those lists of options can be quite 
lengthy.

The person interested in buying the car can choose from over 20 options 
leading to a car that can be uniquely his or hers. Given all the possible 
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permutations of colors and options, the number of possible unique cars 
is an incredibly large number of possible vehicles: 133,373,577,685,028,
000,000,000,000,000,000. And yet the manufacturer is able to know how 
much each will cost to produce and how much it and the dealer are will-
ing to accept as an offer from the potential buyer. This is just one car from 
a manufacturer who offers several models and sizes (full-size, mid-size, 
compact, subcompact, SUV, minivan, etc.).

Why is it important for health care organizations to understand this? It 
suggests that the argument that health care is too complex to know pro-
spectively what any patient’s stay will cost is not valid. Good manufac-
turing cost accounting systems can and do track complex processes with 
trillions of alternatives and provide extreme granularity with respect to 
cost and support good control. Health care could do the same. Only the 
will to do so is lacking.

COST ACCOUNTING VERSUS  
FINANCIAL ACCOUNTING

Cost accounting and financial accounting are different disciplines. While 
cost accounting works to determine the cost of a product or service and 
provide cost information to support sound decision making within the 
organization, financial accounting focuses on the financial condition of 
the organization and prepares financial statements (balance sheets, etc.) 
that report that condition primarily to those outside the organization. 
Although both are user oriented and rely on accurate basic accounting 
data, they differ in a number of ways. Financial accounting takes a historic 
perspective, reporting how the organization performed in the past. Cost 
accounting considers the past but looks to guide future decisions. Finan-
cial accounting, because of the importance of accurate financial state-
ments, makes precise determinations. Cost accounting is able to deal with 

Body type (three types) Climate control Cloth or leather seats
Doors (two or four) Power mirrors Wheels (three styles)
Bench or bucket seats Power locks Antitheft system
Engine size (three sizes) Remote keyless entry Tilt steering wheel
Transmission Power windows Fog lamps
Forward gears Power seats (driver/pass.) Trunk lid cargo rack
Power steering (yes/no) Sound system Satellite radio
Power brakes (yes/no) Head-up display Navigation system
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order of magnitude or rough estimates. Financial accounting is governed 
by generally accepted accounting principles (GAAP), the standards that 
drive financial reporting, but cost accounting need not conform to GAAP. 
Financial accounting, by its very nature, is conservative. Cost accounting, 
on the other hand, can be speculative, supporting “what if?” questioning 
associated with decision making.

ACCOUNTING FOR COSTS

Keeping track of operating costs is essential to running any business. 
Knowing which departments are incurring costs and for what reasons is 
essential to manage resources, make performance comparisons, price ser-
vices, and so on. To do this, most organizations use a series of numbered 
departments called cost centers where expenses are aggregated. These 
can be either patient care centers (labs, ICU, ED, etc.) or support centers 
(accounting, maintenance, medical records, etc.). The way to differenti-
ate these two kinds of cost centers is by the services they provide. Patient 
care cost centers, sometimes called direct care cost centers, provide ser-
vices that are identifiable to specific patients and are itemized on the bill. 
Overhead cost centers provide services that cannot be identified to specific 
patients and are not itemized on the bill. Rather, they are allocated to the 
patient care cost centers as a way of getting their costs onto the bill.

Within each center, a series of line item accounts delineates the costs into 
categories for salaries and fringe benefits (including lines for department 
managers, nurses, technicians, and clericals) and supplies and services 
(office supplies, medical supplies, etc.). Figure 3.4 shows a typical cost 
center and account listing. A significant digit number system is employed. 
The numbering system allows the observer to know what type of account 
it is just from the number: asset, liability, cost center, and so on. With cost 
center accounts, the first set of digits is used to identify the department. In 
the example shown, “601” refers to Nursing Unit 4 West. The second set 
of digits indicates the type of expense with the 100 series used for salary 
costs, the 200 series for fringe benefits, and the 300, 400, 500, 600, 700, 
and 800 series used for supplies and services. The 900 series is usually 
reserved for expense recovery, the recoupment of expenses incurred on 
behalf of another department.

When costs are accounted for at the cost center level, they are generally 
put in one of three broad categories. Direct costs are those that a depart-
ment incurs itself for its own use. Salaries and supplies are prime examples. 
Overhead or indirect costs are those incurred directly by one department 
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and then allocated to another department. The cost of the maintenance 
department, for example, is direct cost for the maintenance department, 
but overhead or indirect cost when allocated to another department like 
the ICU. Finally, financing and other costs include interest expense, depre-
ciation, depletion and amortization expenses, and research and develop-
ment costs. These, too, are eventually allocated to other departments.

OVERHEAD COST ALLOCATION

Cost allocation is a technique used to determine the “fully loaded” cost 
(both the direct and indirect costs) of a service, product line, department, or 
procedure. The costs of overhead cost centers are allocated to patient care 
cost centers using one of several different methodologies, all of which are 

Figure 3.4

All accounts have a title or account name and an account number and follow 
a significant digit numbering system.
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designed to allocate 100% of the overhead. These methodologies range in 
simplicity from the single step down methodology (so called because the 
allocation worksheet resembles a set of steps) to the extremely complex 
multiple, simultaneous equation methodology. Once the fully loaded cost 
is known, prices can be set such that all of the organization’s costs can be 
recovered.

To allocate overhead to patient care centers, a series of statistical indica-
tors must first be developed for use in allocating the costs. For example, as 
seen in Table 3.9, the cost of the admitting office is spread among all the 
inpatient cost centers on the basis of the number of admissions each has 
handled. The cost of the accounting department is allocated based on the 
direct cost of the individual departments. Then, using these and other such 
values, the costs are allocated from one department to all the others, then 
from another department to all the remaining departments, and so on until 
all of the overhead has been allocated.

Once these amounts have been determined, a table of allocation statis-
tics, Table 3.10, can be developed. This will form the basis for spreading 
the overhead dollars among the overhead receiving departments. The cost 
of the Admitting Office will be spread only to the inpatient units because 
only those units admit patients. And because 2 North accounts for 22.1% 
of the admissions (2,100/9,500), it will receive 22.1% of the cost allocated 
from the Admitting Office.

Once the allocation statistics have been assembled, the dollars of 
overhead cost can be allocated, as seen in Table 3.11, in the same pro-
portions as the statistics. In allocating the cost of the executive offices, 

Table 3.9
Partial List of Statistics Used to Allocate Overhead Costs

Overhead Department Statistic Used to Allocate Cost

Executive Offices Direct cost of departments receiving the allocation
Accounting and Finance Direct cost of departments receiving the allocation
Billing Office Direct revenue of departments receiving the allocation
Admitting Office Admissions
Social Services Cases opened
Environmental Services Square footage
Nutrition Service Meals served
Maintenance Square footage
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Table 3.10
Cost Allocation Step Down Statistics

Department Name

Direct  
Cost 
($000s)

Direct  
Revenue 
($000s) Cases Admits

Square 
Footage

Executive Offices $750
Accounting 1,600
Billing & Collections 1,500
Social Services 1,850
Admitting Office 1,500
Environ. Serv. 1,800
Maintenance 5,000
Nursing 2 North 9,800 $21,600 2,100 2,100 13,800
Nursing 2 South 9,700 21,400 2,070 2,070 14,000
Nursing 3 North 10,100 22,200 2,270 2,270 13,800
Nursing 3 South 10,300 22,700 2,150 2,150 14,000
Intensive Care 16,000 34,100 1,800 910 15,000
Imaging Center 12,500 27,500 21,000
Clinical Labs 9,500 20,900 11,000
Operating Rooms 10,100 32,000 15,600
Emergency Room 8,000 17,600 9,000 17,000

Total $110,000 $220,000 19,390 9,500 130,200

$750,000 must be spread to all the other departments. Those other 
departments have total direct costs of $109,250,000 (110,000,000 –  
$750,000). Since the Accounting Department represents 1.5% of 
the total direct expense (again, all departments except the Executive 
Offices), it receives $10,894 (1.5% of $750,000). This same calculation 
is carried down the column until all of the $750,000 is allocated. At the 
bottom of the column, the total is $0 since the sum of the amount of cost 
removed from the Executive Office line and the amounts added to the 
other cost centers is zero.

Each of the other overhead departments follows in turn, each absorbing 
overhead from other overhead departments and then allocating the combi-
nation of their own direct cost and the overhead allocated to them. Thus, 
the Social Services department allocated a combination of its direct cost 
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($1,850,000) and $40,896 of overhead allocated to it ($12,700 from the 
Executive Offices and $27,685 from the Accounting Department).

Finally, when all the overhead costs have been assigned to the direct patient 
care cost centers, the total cost remains at $110,000,000. At this point, it is 
possible to develop a price list for the departments and their services that are 
billable in such a way that the entire $110,000,000 is recovered.

THE FALLACY OF COST ALLOCATION

Fully loaded cost is often incorrectly used to determine the soundness of a 
potential business venture. By knowing the fully loaded cost of a service 
or product, it can be compared to the potential revenue to determine if a 
profit or loss would result from pursuing the venture. This method is inap-
propriate for decision making and can lead to poor decisions.

Further, despite the growth in sophistication of the allocation methodolo-
gies, one thing has not changed. No matter how much or how little overhead 
is allocated to a given department, the manager of that department will feel 
he or she is charged too much. And, truth be told, that manager is probably 
right. The question that must be asked is this: Is appropriate or sufficient 
value received for the overhead assigned? In the manufacturing sector, over-
head is referred to as “burden” because it represents the burden each depart-
ment must struggle to carry. In health care, that burden is enormous, easily 
overshadowing the direct cost of the patient care centers. In addition, and far 
more troubling, overhead obscures the real cost situation. Much as the icing 
obscures the kind of cake it covers, overhead makes it difficult, if not impos-
sible, to fully understand performance. Consider the following scenario.

Department A is one of three patient care departments in a health service or-
ganization. Each department is allocated an equal amount of the organization’s 
$1.2 million overhead. Performance is measured using fully loaded cost per unit 
of service. The three departments are shown in Table 3.12.

Concerns have been raised that Department C’s volume has dwindled signifi-
cantly over the years and its cost has risen to the point of not being competitive. 
The decision is made to close Department C. At the same time, however, the man-
ager in Department A has identified a way to improve her direct cost by $50,000. 
Logic tells us that Department A’s manager has done well. But, as shown in 
Table 3.13, after the overhead has been reallocated in the wake of Department C’s 
closure, things don’t look quite so rosy for the department manager.

It now appears that both managers lost control of their costs. Despite a cost 
saving of $50,000, Department A’s cost per unit of service rose by $15 and De-
partment B’s cost per unit of service rose by 20%!
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Table 3.12
Selected Departmental Performance Statistics

Department A Department B Department C

Direct cost $500,000 $600,000 $300,000
Allocated overhead 400,000 400,000 400,000

Total cost $900,000 $1,000,000 $700,000

Units of service 10,000 10,000 700
Cost per unit of service $90 $100 $1,000

Table 3.13
Selected Departmental Performance Statistics

Department A Department B Department C

Direct cost $450,000 $600,000
Allocated overhead 600,000 600,000

Total cost $1,050,000 $1,200,000

Units of service 10,000 10,000
Cost per unit of service $105 $120

The use of allocated overhead in this scenario clearly confuses the situ-
ation and makes judgment about performance more difficult. And while 
the earlier scenario is merely for illustrative purposes, the following 
real-world example demonstrates the danger in using fully loaded cost to 
assess performance. The facts remain unchanged, but the manager’s name 
and location have been fictionalized.

The manager of the surgical ICU at a 300-bed hospital in the northwest had 
worked diligently to implement a number of best practice initiatives aimed at 
improving clinical quality, patient safety, and operating performance. She had 
worked collaboratively with her staff and the physicians to implement the “vent 
bundle,” improve glycemic controls, and reduce sepsis. The results were startling. 
Clinical outcomes soared, average length of stay declined sharply, and direct cost 
per case improved by an astounding 36%. The celebration was short lived, how-
ever. Finance reviewed the ICU’s performance using “fully loaded” cost (the di-
rect cost of the unit and allocated overhead). In its methodology, overhead was 
allocated based on the number of admissions. Since the ICU had become far 
more efficient in moving patients through the unit, its admissions had risen and 
it had been allocated far more overhead. Enough overhead, in fact, that Finance 
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demanded to know why “fully loaded cost” had risen by 8%! Following sev-
eral months of heated exchanges with Finance, the nurse manager resigned in 
frustration—doing the right thing had cost her the position and deprived the hos-
pital of good managerial talent.

The nurse manager’s outstanding performance in this case had been 
masked by the allocation of overhead. But worse, what sort of message is 
sent? Doing the right thing draws fire from Finance. Too often, overhead 
allocation and the use of fully loaded cost lead decision makers astray. The 
most accurate way to make decisions about the cost of a service is to look 
only at the direct cost involved and leave the overhead out of the discus-
sion. After all, overhead is, essentially, a fixed cost. So, if the overhead 
assigned to one department rises, it must fall in other departments. The 
net effect is zero, another reason to avoid using overhead in the first place.

IMPORTANT CAVEATS

In using cost data, whether for comparison purposes, for decision mak-
ing, or for judging performance, several important caveats cannot be 
overlooked.

First, choose the right data for the right job. Average cost data are fine 
for comparison purposes. It can be used to judge performance relative 
to other organizations, to compare one department to another within the 
same organization, or to gain competitive advantage. Average cost data, 
however, should never be used for decision making. That is the realm of 
marginal cost data. Remember, averages are about existing business while 
decisions are about new, incremental future business, which will have a 
different cost profile. Marginal cost data should be used for making deci-
sions. This data is related specifically to the new, incremental business, 
which will not be burdened by the current cost profile.

Second, never use fully loaded cost in making decisions. The addition 
of allocated overhead to the calculation merely clouds the cost issue and 
leads to bad decision making. Instead, use direct cost only—the marginal 
or incremental costs (the changes in cost) that are associated with the deci-
sion itself. The logic is that any costs allocated to the idea being consid-
ered must be unallocated from the rest of the enterprise. This results in a 
“wash”—that is to say, no change in the total overhead. The increase in 
one area is balanced by a decrease in the others.

Third, never use cost allocation to determine what anything costs. 
Because overhead centers are often quite removed from the location of 
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patient care, their input to the cost of providing a service or performing a 
procedure is questionable at best. Instead, use the direct, and knowable, 
cost of the service or procedure. Rely on the most accurate cost data and 
do not muddy the waters with an allocation of overhead cost.

Finally, when judging managerial performance, only use direct cost. 
Department managers cannot control overhead spending, nor can they 
control the amount of overhead allocated to their departments. Judging 
their performance based on costs that they cannot control is unfair at best. 
Rather, understand what they can control and judge them accordingly.



Chapter 4

REVENUE AND REIMBURSEMENT

Every industry has payment or reimbursement methodologies that are fairly 
unique to the industry. Baseball teams don’t sell season or single-game 
tickets the same way airlines sell seats. Auto dealers don’t price their cars 
the same way movie theaters price their tickets for the latest blockbuster. 
The same is true of health care. Regardless of the industry, understanding 
how prices are set and how buyers pay for services is essential to success.

HEALTH CARE REIMBURSEMENT METHODOLOGIES

Several methodologies are used to pay health care providers for their ser-
vices. These range from the classic fee-for-service approach in which the 
payer buys services on a piecemeal basis to the global budget methodol-
ogy used in countries like Canada and Taiwan in which the national gov-
ernment pays a flat amount regardless of the number of patients served or 
the services provided. All of the methodologies have their advantages and 
disadvantages, and each provides strong incentives that influence provider 
behaviors.

Fee-for-service reimbursement is one of the oldest forms of payment 
for hospitals, doctors, long-term care facilities, and so on. The provider is 
paid for each individual service. The more services provided, the more the 
provider receives from the payer. A patient in the hospital for nine days 
(at, for example, $1,000 per day) would be billed $9,000. If that length of 
stay were to be reduced to only five days, the bill would drop to $5,000. 
The clear incentive for providers with fee-for-service reimbursement is to 
perform more procedures, test more, keep patients in hospital longer, and 
in other ways provide more services. In hospitals, fee for service is usually 
associated with longer length of stays than under a case-based methodol-
ogy. Physicians paid via fee-for-service arrangements are thought to run 



more tests and provide added, though potentially unnecessary, services in 
order to increase payments. For this reason, case-based and global pay-
ment methodologies were introduced in the hope that they would drive 
down the cost of health care.

Cost reimbursement took off as a methodology with the arrival of 
Medicare and Medicaid in the 1960s. Regardless of what they charged 
for services, hospitals were reimbursed for the cost per inpatient day. The 
amount calculated was based on a cost allocation (see Chapter 3), which 
sought to identify the total cost per inpatient day by allocating the cost of 
overhead departments (accounting, maintenance, etc.) to the direct care 
centers (general medical/surgical nursing units, intensive care unit, oper-
ating rooms, etc.). Though cost, not charges, was used for reimbursement, 
this approach was, essentially, a fee-for-service approach and did nothing 
to reduce the cost of health care. In fact, it worked to increase the cost of 
care as hospitals learned that the more they spent, the more they were paid.

In the charge-based reimbursement approach, providers developed a 
price list (charges for the various services) based on their determination 
of the underlying cost for their servicers. These charges formed the basis 
of the bill. Some payers, based on prior negotiations with the provider, 
pay a discounted amount of these charges. Often, the charges for services 
are far greater than the amounts paid under a case-based methodology. 
Self-pay patients, those without insurance, would be expected to pay the 
full amount of the charges.

The case-based reimbursement approach makes a single payment for 
an entire case, regardless of the amount of services provided or the length 
of hospitalization. It accounts for about 60% of all payments for inpatient 
services to hospitals in the United States. Essentially, hospitals are paid a 
set amount based on the patient’s diagnosis. The methodology is designed 
to drive down cost by incentivizing the hospital to eliminate needless ser-
vices, reduce length of stay, and eliminate complications that drive up 
the cost of care. Unfortunately, this methodology can place hospitals and 
physicians at odds. The hospital benefits from shorter length of stay, but 
the physician does not.

As shown in Table 4.1, three different hospital cases with the same 
exact diagnosis generate three different sets of charges. A large part of 
the difference is in the room and board charges associated with a longer 
length of stay. While a fee-for-service payer may reimburse based on these 
charges, thus paying substantially more to Hospital C than to Hospital A, 
those payers using the case-based approach are not bound by the different 
charges and pay a flat amount regardless of length of stay or other charges.
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Table 4.1
Comparing Fee-for-Service and Case-Based Payments

Hospital A Hospital B Hospital C 

Room and board $14,500 $16,000 $17,500
Laboratory 2,500 2,600 2,700
Diagnostic imaging 1,400 1,500 1,600
Medications 3,800 4,000 4,200
Other charges 2,800 2,900 3,000

Total charges $25,000 $27,000 $29,000

Fee-for-service payment $25,000 $27,000 $29,000
Case-based payment $26,000 $26,000 $26,000

In this illustration, the case-based payer will pay only $26,000. Hospital 
A will benefit from this, while the other two hospitals will not. They are, 
thus, incentivized to reduce length of stay and “unnecessary” services.

Under a capitation scheme, providers receive a specified amount per 
member per month regardless of the amount or cost of the services pro-
vided. Capitation pays a provider, typically a physician or physician prac-
tice, a set monthly amount for each patient (member) assigned to them 
regardless of the amount of services provided. The payment is referred to 
as the PMPM (per member per month) amount. In theory, providers will 
carefully manage resources to provide the most efficient and effective care 
for those covered by the PMPM. Spend less than the PMPM and they keep 
the difference. Spend too much and they lose. A payer uses this approach 
as a way of incentivizing providers to reduce “unnecessary” services and 
stress more cost-effective preventive care. The payment rises and falls 
only in response to the number of beneficiaries enrolled.

The global budget methodology is similar. Providers receive an annual 
amount set before the fiscal year. Global budgets are used in Canada, 
Taiwan, and a number of other countries as a means of controlling total 
national health expenditures. The global payment caps them at a set 
amount. When the money runs out, services are no longer provided. 
A hospital in Ontario, Canada, for example, would receive an annual pay-
ment amount or budget. The payment amount is the same whether it cares 
for more patients or fewer.

The pay-for-performance (P4P) approach pays providers based on the 
quality of care provided. This is more of a philosophical approach than 
a methodology in that it is used to modify case-based payments. Case 
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payments are adjusted based on certain indicators of quality. These include 
process indicators like the use of aspirin for chest pain patients, outcome 
measures like readmission rates, and cost. Though not without its prob-
lems and flaws, P4P incentivizes providers to improve outcomes not just 
in absolute terms but also in relative terms—compared to other providers. 
That can present a problem for high performers whose rate of improve-
ment compared to other, lesser performers may not be as dramatic.

Consider this scenario involving a high-performing hospital (Hospital A) in which, 
for example, 99% of patients presenting at the ED with a complaint of chest pain 
are administered an aspirin within 30 minutes of arrival. Other hospitals, Hospital 
B through Hospital J, administer aspirin in only 50% of such cases. Now consider 
that all the hospitals decide to improve their clinical performance with respect to 
this process measure and all of them achieve a 100% compliance rate. Which of 
the hospitals will appear to be more improved? Hospitals B through J will show a 
200% increase, while Hospital A—the best practices hospital—will show only a 
paltry 1% increase! Hospital A will be penalized in the reimbursement because it 
did not improve as much as the others.

Despite the flaws, pay-for-performance reimbursement is an appropriate 
and long overdue approach. In no other industry can mistakes be made 
and consumers be forced to pay for them. If a car is taken to the mechanic 
because the brakes are squealing and the brakes still squeal after the me-
chanic works on them, will the customer pay for the repairs? Probably 
not. The customer will expect the squealing to stop before paying for the 
repairs. The difference between the mechanic and health care is that in 
health care, payments have historically been made for effort, whereas in 
all other endeavors the payments are for results.

The bundled payment approach provides a single payment for all of the 
providers and services associated with a single episode of care. For exam-
ple, rather than individual payments to a general practitioner, orthopedic 
surgeon, anesthesiologist, physical therapist, radiologist, hospital, imag-
ing center, and so on for the repair of a torn rotator cuff, a single payment 
is made and shared among the various providers. The intent is to lower the 
total cost of the repair by forcing the providers to coordinate care better 
and eliminate redundancy and needless interventions.

More recently, population-based reimbursement has entered the scene. 
This approach is designed to drive providers, mainly hospitals, to focus on 
population wellness.

Is there a single best way to pay for health care services? Is reimburse-
ment the best way to modify provider behaviors? Table 4.2 highlights the 
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various provider behaviors that have been incentivized by the different 
reimbursement methodologies. Note that none of them are aimed at the 
ultimate consumer, the patient. One thing is clear, without the participa-
tion of the patient in the financial impact of his or her health decision 
making, all the reimbursement schemes in the world will not slow the 
rapidly rising cost of health care. The reimbursement approaches at this 
point focus only on the supply side of the equation. Unless the demand 
side is dealt with using similar financial incentives, health care costs will 
continue to rise in spite of the efforts of the government, consumer groups, 
insurance companies, and employers.

SETTING PRICES

Two approaches can be used to determine the price for a service. Prices 
can be based on market conditions—the push and pull of supply and 
demand, competition, and so on—or on financial requirements—the 
amount of cost, interest on debt, and so on that must be covered. Setting 
prices, however, should not be confused with reimbursement. It is possi-
ble, for example, for a physical therapist to set a price of $175 for a session 
but be reimbursed only $35 by the payer. This discrepancy in price versus 
payment must be considered when prices are determined.

As depicted in Figure 4.1, equilibrium between supply and demand is 
achieved when they balance each other. The term “price elasticity” refers 
to the ability of price to balance supply and demand. It measures the 
responsiveness of supply or demand for desirable products or services to 
changes in price. As price rises, demand decreases and supply increases. 
As price falls, demand rises and supply decreases.

Figure 4.1
Price is a powerful force in modifying demand.
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Whether based on market conditions or financial requirements, price has 
an impact on both supply and demand. If supply is greater than demand, 
a reduction in price can boost demand or reduce supply to the point that 
equilibrium is reset. The same is true in the other direction. If demand is 
too high, an increase in price will either reduce demand or incentivize oth-
ers to supply goods and services until equilibrium is once again achieved.

Setting prices based on market conditions requires a fair amount of 
knowledge of the marketplace: the number and types of providers, the 
level and quality of services, the locations of providers and potential cus-
tomers, the need and demand for the service (which may very well be dif-
ferent from each other), the level of competitiveness in the marketplace, 
and so on. After choosing a competitive price, one must make sure that 
price will cover all the financial requirements. These include the direct 
cost of the service along with other financial considerations like debt 
repayment; profit, which is a routine part of business even for nonprofits; 
and sufficient coverage for discounts, bad debts, and charity care. Finally, 
overhead or indirect costs are covered. But, as depicted in Figure 4.2, the 
money works its way down from the price to the overhead. In this depic-
tion of the market-based approach, the amount of overhead is a function 

Figure 4.2
Price setting based on the marketplace.
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Table 4.3
Market-Based Price

Price $134.41
Anticipated volume of business 24,000

Gross revenue $3,225,840
Write-offs and discounts
(7% of $3,225,840)

225,809

Net revenue $3,000,031
Profit target $500,000
Other financial considerations 500,000 1,000,000

Available to cover expenses $2,000,031
Direct costs 1,500,000

Available for overhead  $500,031

of affordability. After the revenue is reduced by the direct cost of the prod-
uct or service, including discounts and other write-offs, profits, and other 
financial considerations, whatever is left is available to support overhead. 
While this approach is not designed to be an overhead limiting approach, 
it actually serves that very useful purpose. Care must be exercised in set-
ting the price. If it is set too high, demand may not materialize; if it is set 
too low, insufficient funds may be provided for operating the business.

As seen in Table 4.3, the combination of a market-based price and 
anticipated volume of business yields total revenue—the amount that must 
cover all the financial needs of the organization. But the total revenue must 
be reduced by the amount of discounts, bad debts, and charity care that 
will be provided as part of normal business operations. In this example, 
7% of billed charges are given over to discounts to payers, bad debts of 
patients who have refused to pay their bills, and charity care for patients 
who cannot afford their care, leaving $3 million available to cover every-
thing else, including a modest profit.

Note that in the example, the first call on the $3 million is the profit 
target of $500,000 followed in order by $500,000 of other financial con-
siderations and then the $1.5 million of direct costs. At this point, only 
about $500,000 is available to cover overhead, thus limiting the amount 
of overhead.

Alternatively, price can be set based on the cost of providing a ser-
vice. The various costs and financial requirements are combined and then 
divided by the expected volume of service to determine a price. As seen in  
Figure 4.3, the direct cost of the service is the starting point. Then indirect 
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costs, financial considerations like debt service and profit, are added in. 
Finally, those costs are marked up to cover discounts and write-offs. The 
final total is divided by anticipated volume to arrive at a price for the service.

While this approach has the benefit of covering all costs and other 
financial needs, the possibility exists that the price will be set too high 
and demand will not materialize. The calculations needed to determine a 
cost-based price are shown in Table 4.4.

As seen in the table, the direct and indirect or overhead costs are the first 
items taken into account. Next come the other financial considerations (e.g., 
debt service) and profit. Once this amount is determined, it can be “grossed 
up” to take into account the 7% of billed charges that are not collected. This 
is done by dividing the net revenue needs ($3,000,000) by the collection 
rate of 93%. The result is the amount of gross revenue that needs to be gen-
erated by the combination of price and volume. Note that this is calculated 
by dividing the net revenue amount by the collection rate in order to deter-
mine the larger amount of gross revenue. If one were to merely add 7% to 
the net revenue needed (Table 4.5), an insufficient amount of gross revenue 
need would be calculated, leaving the organization short of its needs. This 
is because the 7% that is not collected (and the 93% that is) applies to the 
gross revenue amount, not the net revenue amount.

Figure 4.3
Price setting based on cost.
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Table 4.4
Calculating a Cost-Based Price

Direct cost of the service $1,500,000
Overhead or indirect costs 500,000

Total operating costs $2,000,000
Other financial considerations 500,000
Profit target 500,000

Net revenue needs $3,000,000
Collection rate 93%

Gross revenue needs $3,225,806
Anticipated volume of business 24,000

Price $134.41 

Table 4.5
Calculating Gross Revenue Needs Based on the Collection Rate

Using Multiplication Using Division

Net revenue $3,000,000 $3,000,000
Collection rate 93%
Gross revenue
Write-off percentage             7%

Write-offs mount   $210,000

Gross revenue $3,210,000 $3,225,806
Collection rate           93% 93%

Net revenue $2,985,300 $3,000,000

The difference in gross revenue as seen at the bottom of the table is about 
$15,000, a simple mistake to make and one that seems perfectly logical. If 
the organization doesn’t collect 7% of its bills, just add 7% to the bills to 
begin with. But, as demonstrated in the table, adding 7% doesn’t work. One 
must “gross up” by dividing by the amount collected—in this example, 93%.

Moving from the simple, a single price for a single service, the concept 
remains the same, but the complexity of the calculations increases. Con-
sider, for example, the hospital that provides inpatient services (on a num-
ber of nursing units) along with several ancillary services (imaging, OR, 
labs) and wished to price its services. As described in the discussion of 
overhead cost allocation in Chapter 3, it will allocate all costs to the direct 
patient service centers (2 North, Imaging, etc.). Then, as seen in Table 4.6, 
a profit target (column B) will be applied to each center to determine the 
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targeted net revenue (column C). The net revenue amount is then grossed 
up to determine the required amount of gross revenue to be generated by 
each service. This is done by dividing the amount in column C by the col-
lection rate in column D. Once this amount (column E) is determined, it 
is divided by the anticipated units of volume (column F) that each of the 
centers will handle to arrive at a price (column G) for each service.

The price for a patient day on the 2 North nursing unit is $613.32: 
$1,962,600 spread across 3,200 patient days. The same approach is used 
for all the centers. The only difference is the units of volume. For the inpa-
tient units, patient days are used. In imaging, relative value units are used. 
In the OR, it’s minutes and for the labs, the number of tests.

BILLING AND COLLECTING

Once prices have been set and bills rendered for services provided, the 
focus turns to collecting the bills. This involves a complex cycle of activi-
ties involving various departments within the provider organization as 
well as an insurance company, Medicare, Medicaid, or other party respon-
sible for paying the bill. The billing and collecting cycle, as illustrated 
in Figure 4.4, begins with the services themselves. The number of days 

Figure 4.4
The billing and collecting cycle. Factors that influence collections include 
proper documentation, appropriateness of services, payer preauthorization, 
length of time between billing and collecting activities, and coverage limits.
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the patient spends in the hospital, for example, is recorded in the census 
system. Similarly, the use of ancillary services like lab tests, CT scans, 
transfusions, and medications are also tracked in various systems in the 
pharmacy, the labs, and so on.

The information about the various services and the patients involved 
is sent to the billing office where it is compiled and matched against a 
charge master, which contains the prices for all the services. Next, the 
priced-out data are entered into the revenue system which reports rev-
enue by department, location, type of service, and so on and onto the 
patient bills. The revenue reports are distributed to departments as part 
of the performance reposting routine at the end of the month. The bills 
are batched and transmitted to the various payers. Copies are kept in the 
billing office.

Upon receipt of the bills, the payer begins its processing routine, which 
involves verification of the patient information, determination of coverage 
and its limits, compliance with any applicable preauthorization require-
ments, and so on. This verification process also includes examination of 
underlying medical records information to determine the exact cause of 
the encounter and the appropriateness of the treatments involved. Once it 
has been verified to be a legitimate claim, it is processed for payment and 
the provider receives a check.

As noted previously, there can be a large difference between the amount 
billed and the payment received. This is because all third-party payers 
are entitled, either by law or by contract, to significant discounts off the 
charges on the bill. Consider the following scenario.

An 80-year-old grandmother who lives alone in the independent living section of 
a retirement community falls while trying to get into bed, hits her head, and be-
comes disoriented. Paramedics take her to a nearby hospital where she is treated 
in the emergency department. The injuries suffered in the fall are relatively minor, 
consisting mainly of a nasty bump on the head. But doctors want to know what 
caused her to lose her balance and fall in the first place. A transient ischemic at-
tack? An inner ear infection causing dizziness? Something else? They probe and 
test. The final bill is just over $22,000. But grandma is a Medicare patient and the 
payment to the hospital is only $9,900.

The scenario illustrates the difference between coverage and payment. 
The charges are fully “covered” by Medicare, meaning the patient has 
nothing to pay. But the payment is significantly less than the bill. This 
concept applies to all third-party payers. If an item is covered, it merely 
means the payer will reimburse for it. It does not mean it will pay the 
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face value of the bill. If an item is not covered, the patient is left to pay it 
personally. And this is where the charges on the bill apply. Had grandma’s 
hospital encounter not been covered, she would have been responsible for 
paying the full $22,000.

As complicated as the billing process is, the real challenge for pro-
viders is collecting the money owed. Dealing with third-party payers 
brings issues of coverage limits, payment delays, challenges relative to 
appropriateness, contractual limits on payments, and so on, but dealing 
directly with patients, whether for the entire bill or the patient responsibil-
ity portion, is far more difficult. These bills result in bad debt and charity 
write-offs.

A bad debt is defined as the amount that the patient could pay but 
chooses not to pay. Hospitals and other providers work hard to mini-
mize this kind of write-off, often working out time-payment arrange-
ments or compromise deals (giving a discount in exchange for agreeing 
to pay the residue) in order to get the bills paid. Almost every encounter 
a patient has with a health care provider entails a patient responsibil-
ity amount of some sort. Some are small, others quite large, depend-
ing on the patient’s coverage. Collecting these amounts is essential to 
stable financial operations. The level of bad debts as a percentage of 
revenue continues to rise. Because hospital profit margins are so nar-
row to begin with, any upward movement in bad debt write-offs can be 
calamitous.

Charity care—the value of care provided to those who truly cannot 
afford to pay—has also been rising. This, too, burdens hospital bottom 
lines and has been the focus of legislative inquiry. Just how much charity 
care is sufficient? Some states have passed legislation mandating that a 
specific percentage of operating costs be allocated to free care for the indi-
gent, while others have required tougher definitions of what constitutes 
medically indigent.

As displayed in Figure 4.5, the level of write-offs for charity and bad 
debts as a percentage of total charges has been rising steadily for over a 
decade.

Beginning with write-offs of 5.4% in 2002, the rate has climbed to 5.9% 
and is likely to continue rising.1 Levels this high place significant strain on 
hospital resources. Hospitals, physicians, and other providers are forced to 
accept deep discounts from Medicare and Medicaid and may be unable to 
pursue other classes of paying patients. At what point will these providers 
be unable to continue providing care of any kind?
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Figure 4.5
Write-offs for bad debts and charity care have been rising steadily. (Health 
Forum, AHA Annual Survey Data, 1980–2011)

SUMMARY

Successful managers and leaders in all fields understand the importance 
of revenue to the continued success of the business. In health care, the 
emphasis has often been placed on cost. But to be successful moving for-
ward, health care providers will need to broaden their focus to take into 
account revenue, a significant part of which is price. They need to recog-
nize that there is a limit to how much cost can be reduced. As competi-
tion increases, providers will need to stress value, which is located at the 
intersection of quality and price.

NOTE

1. Health Forum, AHA Annual Survey Data, 1980–2011.
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Chapter 5

INTRODUCTION TO BUDGETING

Budgeting is one of the most important tools in managing any enterprise, 
from sole practitioner physician practice to large academic medical center. 
It lays out the expectations and tone for management of the organization’s 
resources. The budget should be looked at as an opportunity for deciding 
what will be accomplished in the coming year, for aligning resources with 
objectives, and to set about planning for an organization’s achievements.

Often, however, individual managers face the budget preparation pro-
cess with a sense of dread. To some degree, this has to do with the pres-
sure to stretch scarce resources. But it also originates in the fact that many 
managers are simply uncomfortable with the idea of calculating a budget.

BUDGET DEFINITION

A budget is a detailed plan showing how resources will be acquired and 
used over a specific time period. It is a plan for the future expressed in 
formal, measurable terms.

A DETAILED PLAN

The detail contained in a budget is both a curse and a blessing. It is 
a curse because accumulating the detail requires a sizeable amount of 
work. For some managers this represents a major effort beyond their 
usual heavy daily workload. But the effort is well worth it. The detail in a 
budget provides managers with a full picture of all the volume, revenues, 
staffing, supplies, and so on—all the resources at their disposal in order 
to achieve their financial objectives. The more detail, the better. Just as a 
digital camera with 10 megapixels provides a clearer and crisper picture 
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than a 1-megapixel camera, a budget with significant detail makes man-
aging the resources easier. For example, in the pharmacy, it is possible 
to prepare a budget with a single budget line for pharmaceuticals. But 
is that budget helpful as the director attempts to manage the pharmacy? 
The following scenario illustrates the power of budget detail to help with 
management.

The director of the pharmacy has been allotted $12,000,000 to cover pharma-
ceuticals during the year. Historically, spending in January is heavier than most 
other months, so $1,200,000 is allotted to January, the first month of the budget 
year. The budget and actual spending are accounted for in a single account, “phar-
maceuticals.” When the actual report arrives on the director’s desk at the end of 
February, it indicates that actual spending was $1,440,000.

What caused the 20% deviation in spending? Will the pharmacy director know 
what drove him to spend the added $240,000? Probably not; the pharmacy budget 
lacks the detail needed to identify which drugs or class of drugs was involved in 
the overspending. Had the director allotted the budget not just to the individual 
months but as well to classes of drugs (antineoplastics, antibiotics, etc.) or even to 
specific lines for each or most of the drugs in the formulary, sufficient information 
would have been available to indicate if the overage was associated with higher-
than-expected use of certain drugs or classes of drugs.

While it may take added work to develop such a detailed list of drugs 
and expected amounts and then to allocate the budget accordingly, there 
is a clear payoff. The added detail makes it possible to analyze perfor-
mance, determine causes of budget deviations, and improve management 
of scarce resources.

RESOURCES

Most managers list staff and supplies as the main resources to be dealt 
with in a budget, but there’s far more to it than that. Resources also include 
a mix of tangible and intangible resources: patients, physicians, space, 
equipment, facilities, information, people (with the right attitudes, skills, 
and intellectual abilities), money (e.g., financial strength), and time (per-
haps the most important resource of all).

Patients are certainly necessary to any provider organization; they 
are the essence of its mission. If an organization drives away patients 
(perhaps via poor customer service, poor clinical quality, lack of ser-
vices, etc.), what will become of that organization? Will it thrive or will 
it wither and die? Paying attention to the needs and attitudes of patients 
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is essential to continued success and also to growth of the business. This 
means paying attention to where the patients are, their characteristics and 
demographics, population trends, disease demographics, competition, 
and so on. Any factor that will influence patient behavior is important to 
understand.

Equally important are physicians who direct patients to the hospital, 
imaging center, laboratory, and so on. Similar to patients, this resource 
must be understood fully in terms of convenience, location, specialty, 
practice growth, and other factors that will influence their behavior with 
respect to use of the health care organization. How easy is it to post a 
case on Hospital X’s operating room schedule? How long does it take to 
schedule an MRI? How quickly are lab results available from a reference 
lab? Is rounding on patients easy or difficult? The answer to these and 
similar questions will determine how well the organization is perceived 
by physicians and how much utilization will result. Not to be forgotten, 
however, is the unique physician–patient relationship. Often, a patient’s 
experience with a particular provider organization will influence physi-
cian decisions with respect to admission. Memorial Hospital may be the 
surgeon’s choice for performing the surgical procedure. But if the patient 
has had a bad experience there, the surgeon, who likely has privileges at 
several hospitals, may decide to do the case elsewhere. This unique rela-
tionship must never be forgotten. For physician practices, linkages with 
other physicians are also important as they provide patients via referrals. 
Not many patients seek out specialists like neurosurgeons or oncologists 
directly. Rather, they make the connection via a referral from a primary 
care physician. Thus, the relationships between and among primary care 
and specialty physicians are crucial.

Facilities, space, and equipment resources are also important to the 
overall success of the organization and must be given due consideration 
during the budget process. Is enough of the right equipment available to 
achieve the stated objectives? Are the physical locations and adjacen-
cies appropriate and supportive of efficient clinical and operational func-
tioning? Are the facilities conveniently located? Is the space sufficient 
to accommodate patients, providers, and all of the associated, necessary 
support functions? Questions like these will help determine whether these 
resources are adequate.

Last, but certainly not least, of the tangible resources is money—the 
financial strength of the organization. Money, or access to it, allows orga-
nizations to invest in new programs, purchase equipment, acquire phy-
sician practices, pay workers, and buy supplies. Money is an essential 
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resource for achieving the organization’s objectives. Without the financial 
wherewithal, organizations struggle to survive.

Intangible resources should also be considered. While these have no 
physical dimensions or weight, they are equally important and in some 
cases more important than the tangible ones. These include the skills and 
attitudes of staff, the intellectual “firepower” of those in management and 
leadership positions, business intelligence, and time.

Clearly, the skill level of workers, whether they are environmental techs, 
nurses, pharmacists, lab techs, and so on, is important. Beyond the skill 
level, however, worker attitude cannot be ignored. Both Jim Collins, of 
“good-to-great” fame, and Jack Welsh, the noted former CEO of General 
Electric, point out in their writings: getting the right people is essential to 
success. The right people have the right attitude. Given the right attitude, 
most people can be trained to do the necessary work. All the training in the 
world, however, cannot compensate for bad attitude.

The intellectual resource, smart people, should be considered one of the 
principal resources of any organization. People who can see opportuni-
ties when others cannot, who can find ways to succeed when others can’t, 
who can achieve difficult goals, and who can think “outside the box” are 
invaluable and can set an organization head and shoulders above its peers 
and competitors.

Another intangible resource is business intelligence. Successful orga-
nizations gather timely and usable information that supports day-to-day 
decision making as well as long-term strategies. Some examples include 
knowing how reimbursement schemes will play out, understanding the 
impact of proposed regulations, recognizing the health needs of a patient 
population, and evaluating the financial strength and needs of a potential 
competitor.

Finally, several aspects of the time resource should be considered. First 
among these is timing—when to do things. Should the organization be the 
“first kid on the block” to offer a particular service? Being first can offer an 
opportunity to establish market presence, perhaps even market dominance 
before others offer the same service. It can also expose the organization 
to risk. Timing also means the orchestration of time and action steps. If a 
new cardiac surgery program is to open on July 1 of the new fiscal year, 
when should the nurses be recruited, June 1 or perhaps January 1 to allow 
for orientation and training? Another aspect is the amount of time—how 
long does it take to do something? Has sufficient time been provided in 
the budget to accomplish the organization’s objectives? If six months is 
required to construct and equip a new cardiac cath lab, it makes no sense 
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to include nine months of volume and revenue in the operating budget. 
One thing is for sure: time is the only resource that cannot be recaptured 
once it is gone. A CT scanner can be replaced. Staff can be recruited to 
replace those who have left. But once time is gone, it can’t be replaced; 
yesterday will not be back again. And actions that could or should have 
taken place yesterday are lost forever. Opportunities that should have been 
taken advantage of may never present themselves again.

ACQUIRING AND USING RESOURCES

A well-prepared budget will also deal with plans for acquiring needed 
resources, especially scarce ones such as staff in nursing, pharmacy, and 
other labor-sensitive departments. In the human resources department, the 
budget should plan for recruitment, training, and development. If the num-
ber of physicians practicing at a hospital is an area of concern, the budget 
should provide resources to recruit and retain them, support their office 
practices, and fund continuing education programs. These would be ways 
of establishing physician loyalty and addressing that concern.

A budget should describe how resources will be used or deployed by 
location, time of day, and throughout the fiscal year. Will all of the staff be 
used at the main location, or will some business be conducted at remote 
locations? Some hospitals operate stand-alone outpatient facilities in 
locations away from the main campus. Will all departments be operat-
ing 24 hours a day, 7 days a week? What is the work schedule, and are 
resources matched to this? Will some resources be needed only during the 
last three or four months of the year while others are needed for the entire 
year?

A SPECIFIC TIME PERIOD

A budget normally covers one year and is often referred to as an annual 
plan. Other time periods can and should be involved. Monthly budgets, a 
12-month subset of the main budget, are used to populate management 
reports. A salary budget that is divided into pay periods provides better, 
more current information to assist in managing salary costs.

Some organizations prepare multi-year business plans or strategic plans 
that cover anywhere from three to five years. Each year, the multi-year 
plan can be modified and extended. And each year, too, as the annual plan 
is prepared, the multi-year plan can be referenced to make sure the annual 
activities are consistent with long-term goals.
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Seasonalizing the budget (dividing it into the individual monthly and 
pay period amounts) requires a thoughtful approach. The “lazy man’s” 
approach is to divide the budget amounts by 12 to determine the monthly 
amounts (or by 26 to determine the amount per pay period). But in the real 
world, do patients arrive evenly throughout the year? Are fewer elective 
cases done in surgery in December than in October? If this is expected to 
happen, the seasonalization of the budget should reflect it. Seasonalizing 
by simple division gives the impression that each reporting period is either 
better or worse than that budget when, in fact, the opposite may be the 
case. As can be seen in Figure 5.1, improper seasonalization can give the 
wrong impression about performance.

Figure 5.1
If a budget is seasonalized by dividing it into 12 equal monthly amounts, the 
result can look like this. Rather than follow the pattern of historical usage 
and, thus, provide a better monthly yardstick, the improperly seasonalized 
budget gives the impression that all months deviate, some significantly, from 
budget. The time saved by this lazy man’s approach is more than lost dur-
ing the year in determining why actual amounts deviate so much from the 
budget.
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A PLAN FOR THE FUTURE

One thing that frightens many managers when it comes to budgeting is 
the notion that they are dealing with events as much as 18 months into the 
future. Consider, for example, that it takes about six months to prepare 
a budget and that the budget itself is 12 months long. That’s 18 months 
from start of the process to end of the budget year. For many managers 
the question of what their department will be like in 18 months’ time is 
an extremely difficult one to answer. Rather than try to project where the 
department will be in 18 months, better managers decide where they want 
it to be and then move to achieve that vision. As pointed out by the late 
management expert Peter Drucker, “The best way to predict the future is 
to create it.”1 Wise advice for leaders and managers as they approach the 
budget preparation work. Table 5.1 represents one version of a timetable 
for budgeting from the preparation stage to approval.

Table 5.1
Budget Timetable

Events Timeline

CEO and leadership team establish overall goals and 
objectives to include volume targets, inflation rates, 
labor contract settlements (if unionized), salary increase 
parameters, profit target, dollar limits for equipment and 
facility improvements, etc.

17 weeks prior

Guidelines for operating and capital budgets issued to 
departments; includes schedule of due dates for various 
budgets.

16 weeks prior

Departments prepare operating and capital budgets, 
including new program and budget adjustment requests.

16 weeks to 
12 weeks 
prior

Operating and capital budgets submitted to Budget 
Office and Capital Review Committee via appropriate 
administrative hierarchy.

12 weeks prior

Budget Office performs nonjudgmental technical review 
of submitted budgets and prepares for budget review 
meetings. Capital Review Committee performs similar 
review of equipment and improvements requests.

12 weeks prior

Budget meetings with departments to review their 
requests for operating and capital funds.

10 weeks to  
6 weeks prior

Capital Review Committee makes determination of which 
requests to recommend for funding.

6 weeks prior

(continued)
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Events Timeline

Executive level of organization makes final determination 
of funding for operating and capital budgets, to include 
new programs and budget adjustments.

4 weeks prior

Budget Office prepares supportive analysis for 
presentation to governing body for final approval.

2 weeks prior

Presentation of budget to governing body for board 
approval.

Last board 
meeting 
prior to start 
of budget 
year

The governing board is ultimately responsible for the operation of the organization 
and delegates the necessary authority to management. The governing board 
retains approval authority for the operating and capital budgets. Management 
must obtain the board’s approval prior to implementing the new budget.

Because the meeting schedule varies from one institution to another, the 
timeframes described herein are expressed in terms of weeks prior to the 
board meeting at which the budget will be presented for approval. The 
notation “- 12 weeks,” for example, indicates that the associated tasks should 
take place 12 weeks prior to that board meeting.

Table 5.1 (continued)

FORMAL AND MEASURABLE TERMS

Finally, budgets are always expressed in formal and measurable ways. 
The budget must be approved by the board, hence a certain formality to 
the process (“all those in favor . . .”). Budgets that do not use measurable 
outcomes are useless for management purposes. For example, budgeting 
for “improved quality” does not provide a real target. How much improve-
ment? To what level of quality? Budgets must contain measurable tar-
gets for all departments and components and for all categories within the 
budget: volume, revenues, full time equivalents (FTEs), salaries, fringe 
benefits, supplies, and so on. Lacking measurability, success is impos-
sible. Drucker, leadership guru Tom Peters, and Britain’s famous Admiral 
Horatio Nelson all spoke of measurement. To paraphrase all three, “if you 
can’t measure it, you can’t manage it.”

TYPES OF BUDGETS

Organizations deal with three main budgets: the operating budget, the 
capital or equipment budget, and the cash flow budget. Additional budgets 
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may be in play for a new program implementation, a major facility proj-
ect, or some other significant, nonroutine purpose.

The operating budget contains all of the items that would normally be 
considered part of the day-to-day functioning of the organization: the profit 
and loss statement of the organization. It begins with the volumes for the 
various departments (patient days, admissions, clinic visits, procedures, 
tests, etc.) and moves from there to revenue by combining business vol-
ume with price and collections information. Next come the expenses of 
the organization, principally staffing, but also supplies, purchased services, 
depreciation, and interest expense. This is the budget that managers deal 
with on an ongoing basis. Some refer to it as the “monthly budget” because 
it forms the basis of the monthly performance reports managers receive.

The equipment or capital budget deals with asset acquisition: mainly 
equipment, but renovations, new construction (normally kept separate 
and apart from a major building project), and any other planned “asset” 
acquisitions. Managers are involved with this budget perhaps two or three 
times a year: once when they request equipment, a second time when they 
learn if their request has been approved, and, finally, when they order and 
acquire the equipment.

The final budget, the cash flow budget, deals with money coming into the 
organization and flowing out of the organization regardless of the source or 
purpose. Cash can flow in from revenue, the sale of investments, contribu-
tions received, borrowing, and so on. Cash can be used to pay expenses, 
purchase equipment, make investments, pay down (retire) debt, and so on. 
This budget is the purview of the finance department, and operating man-
agers are not involved with its formulation. They do, however, affect the 
management of the cash flow budget with, for example, their handling of 
registration and insurance data, spending on resources, and communicat-
ing with respect to equipment acquisition. Incorrect insurance and registra-
tion data can make a claim impossible to collect, thus reducing cash flow. 
Overspending the expense budget can drain cash from the organization 
and compromise other needs. Failure to accurately communicate planned 
purchase dates for high-priced pieces of equipment can wreck havoc with 
planned investments, interest expense, or investment income. So, while 
operating managers may not be directly involved with the organization’s 
cash, their cooperation is essential to its proper and effective management.

REASONS TO PREPARE A BUDGET

A well-prepared budget requires a significant effort in finance and the 
operating departments and at all levels of the organization from individual 
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departments on up to executive row. There are seven reasons to prepare 
a budget: (1) to identify available resources, (2) to identify and prioritize 
needed resources, (3) to measure performance, (4) to control cost, (5) to 
increase awareness, (6) to ensure sound, prudent management, and (7) to 
deal with uncertainty.

Defining the outer boundary of spending, the available resources, for 
day-to-day operations and capital acquisition helps avoid situations in 
which organizations spend more than they can pay for—not a good thing. 
As with any venture, it is essential to know the limits. When a young 
person moves into his or her first apartment, he or she needs to know his 
or her monthly income (his or her available resources) to determine the 
affordability of an apartment before signing the lease.

The second reason to prepare a budget is to identify and prioritize needed 
resources. Knowing the volume of service contained in the budget allows 
managers to determine their needs for staffing, supplies, equipment, and so 
forth to achieve the objectives of their departments and, by extension, the 
organization. The best approach to prioritizing these needs is to group them 
into three categories. An A-B-C style prioritization allows managers to trim 
their requests from the bottom up should a reduction become necessary. In 
the OR, for example, sutures and anesthetic agents are clearly examples of 
the highest priority (the “A” items). Some added instrument sets (to com-
plement those already in hand) might be in the second category (the “B” 
items), while two replacement office chairs for the clerical staff would be in 
the “nice to have, but not need to have” category (the “C” items).

Measuring performance is possible only if there is a properly prepared 
budget to use as a yardstick. Is a clinical lab, which has spent $198,000 on 
solutions in the month of February, performing well or poorly? It is hard 
to say without a budget for comparison. If the budget is $150,000, the lab 
director has a problem. If the budget is $200,000, then performance is 
considered to be acceptable. Lacking a budget, no appropriate judgment 
can be made.

Controlling costs is an important managerial function, and a well- 
prepared budget is an important tool in this effort. Sometimes referred 
to as “budgeting for control,” it establishes boundaries. It tells what is 
expected and, conversely, what is not expected. But there is a problem 
with using a budget to focus solely on cost control. That approach is too 
narrow, focusing solely on costs and not on total financial performance. 
What if a department could generate $400,000 of additional revenue if it 
spent $100,000 that was not in its expense budget? What if the extra spend-
ing caused the manager to overspend his or her entire expense budget? 
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Would generating an extra $300,000 of profits ($400,000 – $100,000) be 
a good thing to do? Assuming the added revenue and profit is consistent 
with the mission and overall objectives of the organization, the answer 
should be a resounding “yes!” But if the manager focused only on expense 
budget compliance, the extra $300,000 would be missed. For that reason, 
the “enterprise approach” yields better overall financial results. In this 
approach, a manager focuses not just on expenses but also on revenue, 
and departmental profit. Using this approach, a manager would tolerate 
overspending the budget by $100,000 in order to generate $400,000 of 
added revenue. In effect, the manager becomes a mini-CEO (of his or her 
department) focusing on bottom-line performance as opposed to merely 
one aspect of performance. Clearly, cost control is essential, but all too 
often managers who focus only on cost miss opportunities to improve 
bottom-line performance.

Organizations in which everyone understands what is to be achieved sig-
nificantly increase his or her chances of achieving it. Awareness is impor-
tant not just for the management staff and leaders but also for the staff in 
the departments. In this way, everyone is moving in the same direction. 
When everyone knows what is to be achieved, anyone can identify oppor-
tunities to meet and even exceed expectations. No department in a health 
care organization exists in and of itself. All departments are connected to 
several others both upstream and downstream. Thus, all department man-
agers should understand the objectives of all the other department manag-
ers. The ICU must understand what is expected of the operating rooms 
and the emergency department as well as the routine inpatient units and 
the step-down units and vice versa.

Consider the example of the spider and the spider web. Whenever a fly touches 
the spider web, the spider knows “lunch is served!” If, however, the individual 
strands of spider silk are disconnected so that no strand is connected to any other 
strand, flies can land all day long, but the spider will starve to death because it 
will not know the food has arrived. The same is true of an organization. Each de-
partment is like one of the strands of spider silk. All of the departments, not just 
some of them, must be linked together as if it was a spider web. The linkage is 
communication and knowledge of each other’s objectives.

Often, however, this awareness is missing and the organization and the 
patients it is attempting to serve suffer because of it.

Sound, prudent management requires a periodic reassessment. Manag-
ers should look around to see how they are progressing in achieving their 
objectives. Are they ahead of plan or behind plan? Are there performance 
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problems that need resolution? This is no different than what happens in the 
clinical setting when the nursing unit day shift hands off to the evening shift. 
There is a pause and the dayshift reports on what has transpired with respect 
to each of the patients that the evening shift will be expected to care for dur-
ing the next shift. Similarly, managers should call a time-out to assess how 
well they are complying with the budget. Information gained during this 
assessment can then be used to prepare the budget for the following year. At 
the departmental level, the best time to do this is when the monthly perfor-
mance reports arrive. Managers can assess the situation, analyze their perfor-
mance (variance analysis, spending analysis), and take action as indicated.

At the organizational level, the same sort of “where are we, where are 
we heading, is that where we want to be, and what should we do about it?” 
review can be undertaken as part of the initial stages of the annual budget 
preparation work. This can include SWOT (strengths, weaknesses, oppor-
tunities, and threats) analysis, PEST (political, environmental, social, and 
technological) analysis, and stakeholder analysis.

One of the biggest issues managers at all levels grapple with is uncer-
tainty. Where is the organization heading? What’s going to happen with 
health care reform, payment for services, volume of business, and so on? 
How do these issues impact my department, my organization? A budget 
cannot answer all the questions, but it can provide a forum for discuss-
ing actions to be contemplated or taken in the event a particular event 
happens. For larger, more significant issues such as payment reform, sce-
narios planning can be done. If event “A” happens, the organization will 
take certain actions. If event “B” happens instead, the organization will 
take a different set of actions.

Departments cannot set aside contingency money in the budget. This 
would be a terrible waste of valuable resources. If a hospital had 100 
departments set aside just $1,000 for contingency, a total of $100,000 
would be “hidden” from view and not available should an emergency arise 
or an opportunity present itself. At the institutional level, however, it is 
perfectly acceptable to set the same $100,000 aside under the control of 
the CEO and use it to deal with event “A” or event “B” or an unforeseen 
challenge or opportunity.

WHO PREPARES THE BUDGET?

The simple answer to the question “who prepares the budget?” is “every-
one.” The involvement of people throughout the organization results in a bet-
ter budget. This is because involvement translates into ownership. Staff who 
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feel they “own” a piece of the budget will treat it differently. It has the effect 
of converting “your” (the manager’s) budget to “our” (the workers’) bud-
get. This conversion is important if success is to be achieved. Workers who 
“own” a stake in the department’s performance will work more diligently 
to achieve success. To see the benefits of ownership, one need not look fur-
ther than rental cars. How many people who rent cars ever take them to the 
car wash before returning them to the rental agency? They have no stake in 
the car’s ownership. The agency, which owns the cars, however, does wash 
them—after every rental. The agency has the ownership stake while the 
renter does not, and this simple fact drives their behaviors. Similarly, depart-
ment budgets benefit from worker ownership. Some organizations speak of 
their work staff as being either “owners” or “renters.” The better organiza-
tions strive to recruit and retain only owners for their workforce.

Can a hospital’s chief operating officer (COO) really control a hospital 
operating budget? Can the chief financial officer (CFO)? Probably not 
alone. But if each worker feels a sense of ownership of some portion of 
that budget, success is far more likely.

THE FLOW OF INFORMATION

The separation between executive row and the departments can be sizeable. 
The distance is not measured in feet or miles, but in information—what, 
why, and how things are to be done in the budget year. At the executive 
level, the CEO and the other corporate officers know what the organi-
zation needs to achieve. At the department level, managers and workers 
know how things work. To be successful, this knowledge must be shared. 
But it is not enough for the CEO to tell department mangers what needs to 
be achieved (the objectives); he or she must also explain the “why” behind 
the objectives. For example, why is the organization intent on achieving 
magnet status? Or why is a reduction in length of stay important? Know-
ing why allows managers, and workers at any level for that matter, to be 
more flexible in pursuing the objectives. It also allows them to pursue 
alternate strategies that produce the same or better results. Figure 5.2 illus-
trates the pathways of communication.

It is also important not to exclude the workers from these conversa-
tions. The workers make things happen. And despite the best intentions of 
leadership and management, if the workers are blind to what needs to be 
achieved, it is likely that it will not be achieved. This applies to subordi-
nate managers as well. In fact, it applies to everyone at every level of the 
organization.
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Figure 5.2
Information must flow in multiple directions. The organization’s leadership 
must inform department-level managers about what needs to happen and 
why (the down arrow). Department management needs to describe how that 
will happen (the up arrow). Finally, department managers must communi-
cate across the organization (the horizontal arrow) to support each other and 
achieve success.

The COO of a hospital has received comparative information about the 
cost of providing services. The information suggests the hospital’s medi-
cation expense is 5% higher than the most costly hospital in the bench-
mark data set. Resolution of this problem can play out one of two ways, 
as illustrated in the following conversations. The COO’s how-to-do-it 
approach goes like this.

COO: “Burt, we’re spending way too much on drugs. I want you to reduce our 
consumption of antibiotics and antineoplastics.”

That approach can adversely affect patient care by arbitrarily forcing a 
reduction without understanding the consequences. A prudent approach is 
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to tell the pharmacy director what needs to happen and let him determine 
how that can be accomplished. A conversation might go something like 
this:

COO: “Burt, we have to reduce medication expense by 
5%. Here’s the latest benchmarking data. What can  
we do?”

Pharmacy director: (after a careful study of options) “If we can hire some 
clinical pharmacists, we’ll actually be able to reduce uti-
lization beyond the 5% target as well as cover the cost of 
the added positions.”

This is a far better approach. Rather than tell the director how to achieve 
the reduction, this COO merely tells what needs to be done and allows 
the director—the person most familiar with medication usage, cost, and 
consequences—to develop a workable approach.

IMPORTANT PLANNING DOCUMENTS

One of the first and most important documents to review before starting 
the budgeting process is the budget guidelines document provided by the 
finance department. This document contains such information as the time-
line for budget preparation (when departments are due to submit their bud-
get requests, when review meetings will be held, etc.), the organization’s 
position on new program spending (it might say, e.g., that no new pro-
grams will be funded due to tight resource constraints), anticipated rates 
of inflation, projected number of admissions, average length of stay, and 
clinic visits. While this document may be boring—it isn’t the most excit-
ing prose ever written—it does contain valuable information and should 
be read carefully. At a minimum, the executive summary and the budget 
timeline should be carefully studied.

When assembling a budget, few review the organization’s mission state-
ment. But the mission is what drives the organization and should be one of 
the guiding principles used in formulating the budget. Does it make sense, 
assuming the program is not a financial drain on the organization, to pro-
pose as a new program the opening of a geriatrics day care center at a pedi-
atrics hospital? Of course not. Such a venture, while potentially profitable, 
is inconsistent with the mission of a pediatrics hospital. On the other hand, 
does it make sense vis-á-vis its mission for a geriatrics center to offer child 
day care? It might—especially if the program was designed as an assist 
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with staff recruitment and retention. The fact that the clinical literature 
suggests that both little children and older adults benefit from proximity to 
each other supports this venture and its mission-friendly nature.

The strategic plan of the organization contains valuable information 
about long-term goals, which can be used to influence the short term that 
is dealt with in the immediately upcoming year’s budget. As seen in Fig-
ure 5.3, if the hospital is going to be operating a new technology in budget 
year 20X4, resources need to be provided in both the fiscal 20X2 and 
20X3 budgets.

The budget for fiscal year 20X2 will cover the costs of researching the 
technology, obtaining necessary regulatory approvals, equipment pur-
chase, and so on. The 20X3 budget will need to cover the cost of staff 
recruitment and training, marketing, and the like in anticipation of begin-
ning operations on the first day of fiscal year 20X4. Finally, the budget for 
20X4 will contain the resources needed to finish construction and instal-
lation and operate the technology (staff, supplies, etc.). Not thinking long 

Figure 5.3
To successfully begin operating a new technology in fiscal year 20X4, it may 
be necessary to budget resources in the two prior years as well.
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term and not providing resources with sufficient lead time can compro-
mise success.

Often, market analysis focuses on zip codes to determine primary and 
secondary patient catchment areas (What percent of patients are coming 
to the hospital from West Southbury, from East Northbury, and so on?). 
And while this information is vital, it is not all that should be considered 
in the way of market information. The services provided by hospitals and 
other health care providers are based on clinical science and influenced 
by the prevalence of disease. Demographic and epidemiological analysis 
needs to be reviewed and carefully considered when preparing a budget. 
Is the population of the primary catchment area aging and thus in need of 
programs for geriatric patients? Does there seem to be a high incidence of 
cancer, suggesting the need for oncology programs? If so, how will such 
programs be implemented? Will there be a mix of treatment and preven-
tion programs? What about recruitment of gerontologists and oncologists? 
Will an oncology program include radiotherapy, tomotherapy, gamma 
knife or cyber knife services and what will such equipment cost? What 
are the facility needs?

Market analysis can also assist in deciding how to allocate resources. As 
seen in Figure 5.4, the various service lines can be arrayed on a profit/market 

Figure 5.4
Moving counterclockwise from upper right, the four quadrants in this dis-
play represent high market share and high profit, high market share and low 
or no profit, low market share and low or no profit, and low market share 
and high profit.
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share matrix so one can easily see which ones are most profitable and which 
have the highest market share. In the figure, the size of the disk indicates the 
proportion of the organization’s business represented by the service line. 
While this sort of display cannot be the sole method used to allocate scarce 
resources, it can help influence decision making, helping determine which 
service lines should be emphasized or de-emphasized during the budgeting 
process. For example, resources might be diverted from a service line with 
low market share and low profitability in order to bolster a highly profitable 
service line that is suffering from a decline in market share. As seen in the 
figure, the organization uses the major diagnostic categories (the MDCs) to 
display several hospital service lines that have been ranked on the basis of 
the individual profitability and market share. A complete list of the major 
diagnostic categories can be found in Appendix 7.

It might be decided that additional budgetary resources would be allo-
cated to MDC 6 (the high profit, low market share digestive system ser-
vice line) in the hopes that such added resources would allow for market 
share growth so the service line could rise to the high-profit, high-share 
quadrant. Similarly, a decision could be made to expand MDC 8 (muscu-
loskeletal and connective tissue), which is highly profitable, in order to 
subsidize MDC 14 (pregnancy and childbirth), which is neither profitable 
nor high share, but which might be a core mission service.

SWOT and PEST, two other forms of analysis, are valuable to the devel-
opment of the budget at the organizational level. The information gathered 
via these analyses can influence decisions on new program initiatives, 
resource allocation, new technology investments, and so on. In prepar-
ing SWOT analysis, care should be taken to be as objective and candid as 
possible, especially in describing organizational weaknesses and environ-
mental or competitor threats. This is not the time to sugarcoat bad news. 
An honest appraisal can lead the organization to improvement, while an 
appraisal that minimizes weaknesses and threats can lead to failure.

While department managers are constructing their individual budgets, 
they should be careful to examine more than just their own individual 
goals and objectives. It is essential to examine the objectives of all of the 
other departments in the organization. This is because of the interconnect-
edness of all departments.

Consider the situation of the operating room (OR), which is seeking to boost 
the number of cases by opening two new rooms to support a group of newly 
recruited surgeons. At the same time, the manager preparing the budget for the 
patient transportation department has cost reduction as his prime objective and to 
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achieve it has decided to reduce the staff from 15 patient transporters to 10 using 
attrition to avoid a layoff. This one-third reduction of his staff will allow him to 
achieve his objective, but what of the ORs? Will the objective of increasing the 
number of surgical cases be achieved? Or will it be compromised because insuf-
ficient transporter resources will be available to support the expanded caseload? 
Knowing that the operating rooms were anticipating a significant growth in case 
volume, it is highly doubtful that the transportation manager would have reduced 
staffing and probably would have looked for a cost reduction in some other area.

Because health care organizations, particularly hospitals, are so compart-
mentalized, it is essential that managers preparing a budget consciously 
find out about the objectives of all the other departments as well as the 
organization as a whole. In this way they will assure themselves of prepar-
ing a budget that both is consistent with overall organizational direction 
and provides a good chance to succeed.

Finally, managers should be cognizant that the operating budget and 
capital equipment budget often are overseen by different executives and 
are prepared using different timetables. It is, therefore, possible for one 
budget to be “approved” before the other. This has the potential to make for 
interesting and embarrassing situations. What happens to the organization 
that approves a shuttle van for transporting patients between an assisted 
living facility and the hospital in the capital budget, but fails to approve 
the driver in the operating budget? Or approves new physical therapists in 
the operating budget but does not approve the work hardening equipment 
they need in the capital budget? Managers can play a role in avoiding this 
sort of uncoordinated planning by carefully following any and all budget 
requests. If one is disapproved, they should ask that its companion request 
be deleted. Conversely, if an item in one budget is approved, that should 
be communicated so it can be taken it into account as the second budget 
is reviewed. This way, the organization does not devote resources to an 
initiative that cannot succeed because it has not been properly planned for.

SOME POINTS TO KEEP IN MIND

Managers, especially those preparing a budget for the first time, should 
be mindful of the “facts of life” when it comes to budgeting. No budget 
ever moves from a blank page to a finished and approved budget. But new 
managers often feel that if that is not the case they have somehow failed. 
In turn, this sense of failure leads to an erosion of confidence that makes 
budgeting even more difficult for them. No budget is ever completed in a 
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single work session. They always come bouncing back. In fact, managers 
whose budgets do not come back for reconsideration, revision, and further 
discussion should worry that adjustments are being made without their 
knowledge or involvement—a fairly good prescription for disaster at the 
department level.

A well-constructed budget benefits from a process that is iterative in 
nature—a healthy back and forth that results in the best possible allocation 
of resources.

As seen in Figure 5.5, the process begins with a delineation of the over-
all goals and objectives of the organization. These organizational goals 
and objectives are then converted to objectives for the individual depart-
ments. An overall organizational goal of reducing length of stay, for exam-
ple, might result in an objective for the surgical ICU to reduce the rate of 
ventilator-associated pneumonias. Once the departments have determined 
their individual objectives for the budget year, workload estimates can be 
developed. For example, based on a surgical caseload of X cases, the head 

Figure 5.5
Budgeting is an iterative process that begins with and flows from the organi-
zational goals and objectives.



INTRODUCTION TO BUDGETING 105

of the transportation department may determine that Y number of transports 
will be required. At this point, the budget has been converted from words 
to numbers and from this point forward it will all be about the numbers. 
Once the workload is determined, estimates can be prepared for revenues, 
staffing levels and the accompanying salaries and fringe benefit costs, and 
the supply and service amounts. At the same time, a capital budget can 
be put together with the necessary equipment and facilities to support the 
workload. In the finance department, all the cash inflows and outflows asso-
ciated with the revenues, expenses, and equipment acquisitions along with 
other financial transactions (borrowing, cashing in of investments, investing 
activities, etc.) will be combined to develop a cash budget. However, once 
all of this has been assembled, it does not mean that the budget process is 
finished. The question remains: does this budget achieve the organizational 
goals and objectives? If it does, the process is finished and preparations can 
be made to take the budget to the board for its approval. But if, as is more 
likely the case, the budget does not achieve all of the organizational goals 
and objectives, the process must be reworked until it does. Managers must 
be aware that this iteration process can result in their budget request being 
returned for reconsideration; as previously stated, that is not a bad thing.

Two other challenges face the executive team as the budget is put 
together. The first is to make sure that the operating budget, capital bud-
get, and cash budget are fully integrated and complement each other. Suf-
ficient revenues must be generated in the operating budget to fuel the cash 
budget. The cash budget must be able to support the start-up costs of new 
initiatives and buy the equipment in the capital budget. The equipment 
purchased in the capital budget must generate the revenues included in the 
operating budget, and so on. If the three budgets are not appropriately inte-
grated, problems can develop during the operating year that make achieve-
ment of the overall objectives virtually impossible.

The second challenge is to balance the needs of the various depart-
ments. These departments fall into three broad categories: direct patient 
care centers (primarily the inpatient nursing units, but also the emergency 
department and clinics), the ancillary services (labs, imaging, physical and 
occupational therapy, etc.), and the support centers (environmental ser-
vices, maintenance, social service, medical records, etc.). When resources 
are constrained, resource allocation must be prioritized. A problem can 
develop if insufficient resources are allocated to the support centers to 
support the work of the patient care departments. If additional resources 
are provided for the nursing department to handle a significant increase 
in the number of surgical cases, but no additional money is provided for 
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the transport department, it may become impossible for the transportation 
department to provide enough transport resources to move all the patients 
in a timely enough manner to support the expanded OR schedule. As a 
result, the operating rooms back up, cases are delayed or canceled, the 
planned revenue does not materialize, and a crisis develops. When cost 
reduction is a principal goal during the budgeting process and budget cuts 
are limited to the support centers, it can become very difficult for the patient 
care centers to do their jobs. A reduction in the social services department, 
for example, can make it difficult to discharge patients in a timely enough 
manner to take the next admission or to avoid an ED backup. The execu-
tive team must strike a proper balance and allocate resources across the 
board based on the overall objectives of the organization. If they remove 
resources to reduce costs, they must do so very carefully. In terms of 
reducing resources, the organization should be thought of in its pyramidal 
shape. Limiting the reductions to the bottom of that pyramid can result in 
dysfunctionality throughout the organization. If resources do need to be 
cut, it is far better to trim the sides of the pyramid than the bottom.

THE NUMBERS GAME

Sometimes, managers feel their requests are being treated like just another 
bunch of numbers rather than the real need they represent. It is true that 
once past the words of the goals and objectives, the budget process does 
become something of a numbers exercise. It is also true that the budget 
can become formula driven as opposed to needs driven. When this hap-
pens, there are consequences for managers at the department level and, as 
well, at the executive level. Table 5.2 provides an example of a formula 
approach to developing a department budget for fiscal year 20X2.

Table 5.2
Budget Formula versus Operational Reality

Formula Approach Reality Approach

Current (FY 20X1) budget Starting point Annualized YTD spending
+ Inflation Inflation + Inflation
+/– Volume Volume +/– Volume
+/– Adjustments Adjustments +/– Adjustments
– Cost reductions Cost reduction – Achievable cost reductions

New (FY 20X2) budget Ending point Real (FY 20X2) needs
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The table demonstrates the overall approach. A starting point (either 
the current year’s budget, or the annualized level of year-to-date actual 
spending for the same budget year) is modified by a series of adjustments. 
Inflation is added. If volume were expected to rise, the budget would be 
increased. If volume were expected to decline, it would be decreased. 
The “adjustments” line will be different depending on who is preparing 
the budget. If centrally prepared, there is likely to be no knowledge of 
any needs. If prepared at the department level, such adjustments might 
include, for example, money to cover unfunded legislative or regulatory 
mandates (such as the Health Insurance Portability and Accountability Act 
or HIPAA as it is referred to) or a need for additional supplies associated 
with a new initiative. Finally, cost reduction comes into play as a reduction 
to the budget. The sum of all of this is the budget for the new year.

But is this approach appropriate? Can a totally mathematical approach 
developed apart from the knowledge and needs of the department manag-
ers possibly arrive at a workable budget? The answer to all of these ques-
tions is a resounding “no.” Because the formula approach relies solely on 
the calculus of additions and deductions, it must assume a steady state—
no changes in the internal or external environment other than inflation and 
volume. But the real world that managers deal with is far from static or 
steady state.

Table 5.3 (which alters Table 5.2 to show dollar amounts) demonstrates 
how the two approaches can yield such different results based on different 
starting points as well as missing information that a centralized, formula-
based approach lacks. As see in the table, the formula begins with the 
current budget of $35,000,000, while the reality approach begins with the 
actual year-to-date annualized spending of $37,000,000. That means that 

Table 5.3
Budget Formula versus Operational Reality

Formula Approach Reality Approach

$35,000,000 Starting point $37,000,000
+ 1,050,000 Inflation + 1,110,000
+ 1,800,000 Volume + 1,890,000

– Adjustments + 500,000
– 350,000 Cost reduction – 300,000

$37,500,000 New budget $40,200,000
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the monetary amounts for inflation and volume will also be different even 
if the same rates of change are used in the calculations. The amount of 
adjustments is also going to be different because only the manager knows 
what needs to be included.

Finally, the amount of cost reduction differs because the reality approach 
has been tempered by the manager’s knowledge of what can and cannot be 
cut—something no formula can ever accurately determine.

JUSTIFYING THE NEED

With a difference of just over $3 million in the two approaches, the effected 
manager’s challenge is to develop a way to justify the $40 million budget 
request. If the difference was a few hundred thousand dollars, a manager 
might put on a brave face and explain that they needed more; but for the 
good of the organization, “We’ll somehow make it work.”

But with a difference of more than 7%, the manager will be hard pressed 
to achieve the objectives and comply with the budget. What to do? What 
arguments can be used to justify the need for the extra resources? For 
years, managers have struggled with this issue and for years they have 
failed to make the case. It may be time for a change in strategy. Instead of 
explaining and advocating for the needed resources, the $3 million in this 
case, managers should instead focus the discussion on the consequences 
of the resource shortage. Talk about what will not be done if the resources 
are not provided. Make sure the decision makers understand the conse-
quences of their decisions. For too long, decision makers were isolated 
from the consequences—the department managers had to deal with them. 
Rather than arguments, which can alienate, switch to explaining the con-
sequences in calm, nonjudgmental, but nonetheless accurate, terms. Avoid 
a litany of dire consequences, which really will likely not come to pass: 
patients will die, the clinics will be closed on Fridays, patients will be 
required to bring their own sutures, and so on. Instead, list the real poten-
tial outcomes: the insufficient staffing in the PACU will likely back up 
the ORs and the ED, the lack of a preventive maintenance contract on the 
CTs and MRIs has the potential to compromise the revenue stream if the 
machines go down for any length of time while waiting for a repair team 
to arrive, insufficient resources to support the staff of clinical pharmacists 
will have an unfavorable impact on pharmaceutical spending.

Employing this approach, managers fulfill their responsibility to inform 
those above them in the organization and, at the same time, avoid the 
unpleasantness of confrontational budget meetings focused solely on 
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making their point. Moreover, key decision makers are no longer shielded 
from the consequences of their resource allocation decisions.

WHERE TO BEGIN

A budget has to begin somewhere. The challenge is to use the best starting 
point. Which is better, a budget based on the current one (budget-to-budget  
or B2B) or one based on year-to-date annualized spending (actual-to-budget  
or A2B)? The answer, frankly, is “neither.” Using the B2B approach 
rewards good performers by not taking away resources they haven’t con-
sumed (it’s the antidote to the infamous “spend it or lost it” approach). But 
this approach can also put good managers in a bad hole to begin the new 
budget year by not recognizing resource shortages they cannot manage 
their way around. The following scenarios demonstrate what can happen 
when either a strict B2B or A2B approach is taken.

The manager of the Environmental Services Department at University Medical 
Center prides herself on not overspending the expense budget. Six months ago, 
however, new state regulations required a special, and far more costly, method for 
handling infectious waste. To comply with the regulations, the department will 
incur an annualized cost of $120,000, which the current budget does not include. 
If the budget-to-budget approach is taken, the Environmental Services Depart-
ment will come up short; since the current budget does not include the $120,000, 
neither will the new budget. In this case, the B2B approach hurts a good manager.

Moose Jaw Medical Center is a small hospital that relies heavily on volunteers. 
The Volunteer Services Department has just two paid positions: a director and a 
secretary. The secretary who earns $36,000 a year was out on medical leave for 
the first three months of the year. Part of that time was unpaid. As a result, the 
total salary expense the department will incur for the year is only $27,000. Using 
the B2B approach, the department budget will continue to carry $36,000 for the 
secretary position and the manager is not penalized by the B2B approach.

At Sunset Memorial, the coming year’s budget is based on actual spending 
(the A2B approach). During the current year, the clinical lab received a $50,000 
refund from a manufacturer to compensate for a shipment of defective petri dishes 
made to the hospital two years ago. Because of this, the lab’s actual spending in 
the current year is lower than the budget. For the following year, the A2B ap-
proach will yield a smaller budget that will penalize the manager of the labs for 
pursuing the refund.

The director of guest services at Moonbeam General Hospital has hired two 
additional guest service workers to accommodate patient inquiries. This move 
causes her to spend $130,000 for salaries and fringe benefits more than is in the 
budget. Using the actual-to-budget approach, the department’s next year budget 
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would be increased by $130,000 because the starting point for the calculations 
would be the higher year-to-date annualized amount as opposed to the current 
budget. In this case, the manager is rewarded for overspending with a bigger 
budget for the new fiscal year.

The overall approach taken to budgeting provides managers with incen-
tives to either comply or not comply with their budgets. The B2B approach 
generally rewards managers who conserve resources and underspend 
their budgets while penalizing those who overspend. The A2B approach 
rewards those who spend more than is budgeted (“the more you spend 
the more you get”) and penalizes those who spend less than their budget 
(“spend it or lose it”). It can cause some managers to spend frivolously to 
avoid losing budget.

The best approach is to base the new budget on the old budget, but with 
the ability of managers to make the case for added resources based on 
circumstances they cannot control—new environmental regulations, state 
mandates, and so on.

SOURCES OF BUDGET INFORMATION

The information needed to prepare a budget is available throughout the 
environment, both internally and externally. When preparing the person-
nel budget, for example, ask the personnel department about salary rates, 
plans for any general increases in wage rates, rules for merit increases, 
the potential for hiring new staff during the upcoming budget, training 
program costs, and so on.

When it comes to supplies and other consumable items, the materi-
als management department may be able to help with information on 
costs and usage patterns. The accounting department may be a source of 
information about inflation. The facilities, maintenance, and engineering 
departments can provide valuable insights regarding potential equipment 
purchases.

Often, the best source of information necessary to the budget process 
is overlooked. Managers and supervisors are probably the most knowl-
edgeable about departmental performance because of their day-to-day 
involvement. They possess a hands-on understanding of how and why 
the department functions and information about obsolete equipment, the 
impact of new programs, and so on. Their input in preparing the budget 
can be invaluable. The director of the operating rooms, for example, has 
valuable information (surgical case volume) that can make for a better 
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budget in the transportation department. Similarly, the nutrition services 
department can benefit from knowing what nursing anticipates for inpa-
tient volume.

Knowing about constraints is also important. What is and is not avail-
able resource-wise? Is the next fiscal year an austerity one requiring tight 
limits on spending growth? What latitude do managers have in requesting 
funds for new initiatives? What rules are to be followed in putting together 
the budget request? Though not technically “information,” this level of 
understanding can be quite valuable.

Industry norms and standards can also be helpful in determining nurse-
to-patient staffing ratios, productivity levels, and the like. Often, this 
information is available via professional associations and industry trade 
groups, consulting firms, and even other institutions. Getting outside the 
organization can also be valuable. Managers should attend trade shows 
periodically to keep abreast of the latest developments in equipment, sup-
plies, and technology. While equipment and supply salesman can provide 
a lot of information, their input should be used with caution. The best peo-
ple to talk to at tradeshows are not the salesmen but the other attendees. It 
is a great opportunity to swap information, build a professional network, 
and learn from each other.

Ask questions—the more, the better. Don’t worry about asking a “dumb” 
question; in reality a dumb question is often the one that no one had the 
nerve to ask but that everyone had thought about asking. The uncomfort-
able feeling sometimes associated with asking a lot of questions can often 
be mitigated by prefacing the questions with such statements as “let me 
play devil’s advocate” or “we’ll need to answer a lot of questions from the 
boss, how do we explain this?” In this way the onus shifts to an unidenti-
fied someone else making it easier to ask the tough, pointed questions that 
must be asked.

NOTE

1. “Joe’s Journal: On Creating the Future,” Drucker Institute, May 24, 2011, 
 http://www.druckerinstitute.com/2011/05/joes-journal-on-creating-the-future/.

http://www.druckerinstitute.com/2011/05/joes-journal-on-creating-the-future/
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Chapter 6

THE OPERATING BUDGET

One of the first impressions to be dealt with in preparing a budget, either 
for a department or for an entire institution, is that it is an overwhelm-
ing task involving millions of dollars, hundreds of people, expensive 
equipment, outside environmental threats and opportunities, third-party 
reimbursement mechanisms, patient’s ability to pay, and so on. Putting 
together a budget, however, is really as elementary as multiplying some 
numbers, adding other numbers, and so on. It is a mechanical process 
that expresses, in numerical terms, the goals and objectives that form the 
foundation of the budget.

INTERRELATIONSHIPS

If the elements of the annual plan, or budget, are arrayed using a matrix 
format, as displayed in Figure 6.1, the relationships can be seen more 
easily. Notice the relationship between the volume budget and all of the 
elements of revenue and expense. Similarly, the revenue budget affects all 
other elements and acts as a constraint on all budgets by establishing the 
“affordability” of all of the other elements.

As the process of putting the budget together begins, these interrelation-
ships must be kept in mind. Otherwise, costly and embarrassing errors can 
creep into the budget. All of the elements must blend together. They must 
complement and support each other.

If there is one key to dealing with the interrelationships of the budget 
elements, it is orchestration. Just as orchestration is responsible for the 
rich, full sound of a symphony, so too orchestration brings out the best 
in budgeting. Consider, for example, the symphony orchestra in which 
each section plays different instruments and different notes at different 
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Figure 6.1
Each element of the budget touches upon and influences many other elements.

times. Orchestration makes the difference between the din one hears dur-
ing warm-up and the recognizable sounds that come forth once the con-
ductor taps his or her baton.

It is vital that the same information used to prepare one element of the 
budget be used to prepare all others. It is clear that operating expense and 
capital budgets based on an 80% occupancy rate and the revenue budget 
based on an 85% occupancy rate are inconsistent. The budget is com-
promised before the year even starts. If the 85% occupancy rate is not 
achieved, the shortfall in revenue, and cash coming into the organization, 
can compromise the ability to purchase the planned equipment or hire the 
necessary staff to provide care. Conversely, if the occupancy rate were to 
hit 85%, the operating expense budget might lack sufficient resources. 
Plans for new program implementations, expansion of existing programs, 
and the enhancement of older (but still viable) services may fall by the 
wayside. Beyond that, there is very real embarrassment associated with 
putting together a budget that does not make sense. Finally, since the 
budget is an important management tool, faulty budgeting leads to faulty 
management, which, in turn, leads to a waste of valuable resources.
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SOURCES OF INFORMATION

One question confronts many managers: where does one find all the 
information needed to prepare the budget? The best answer is that the 
information is available throughout the environment. When preparing  
the personnel budget, for example, ask the personnel department about sal-
ary rates, any planned general increases in the wage rates, the rules for 
merit increases, the potential for hiring new staff during the upcoming bud-
get period, training programs, and any other potential personnel expenses.

When it comes to supplies and other consumable items, the purchasing 
department or storeroom may be able to help with information on cost and 
usage patterns. The accounting department may be a source of information 
about inflation. Table 6.1 lists some of the factors that influence the various 

Table 6.1
Sources of Budget Information

Budget Element Influencing Factors and Sources of Information

Organizational goals and 
objectivesa

• Governing board
• Upper management
• External environment

Departmental goals and 
objectives

• Organizational goals and objectives
• Department management

Volume • Upper management
• Accounting department (for historical data)
• Departmental volume relationships
• New program influences
• Physician practice patterns
• Historical trends
• Regulatory/competitive issues
• Technology effect
• Process improvements initiatives
• Marketing initiatives
• Demand altering reimbursement changes

Gross and net revenueb • Volume projections
• Prices
• Regulatory/competitive issues
• Pricing strategies
• Mix of third-party payers
• Third-party discount arrangements
• Accounts receivable management effectiveness

(continued)



Budget Element Influencing Factors and Sources of Information

• Organizational and departmental goals and 
objectives

• Patient insurance information
• Reimbursement changes
• Federal mandates (e.g., Hill-Burton Act, 

EMTALA)
• Charity care policies and targets
• Discount and collection policies

Other operating revenueb • Activities related to such non-care activities as 
gift shops, cafeteria sales, and parking facilities

Personnel • Volume
• Patient acuity
• Productivity data
• Targeted staffing ratios and patterns
• Payroll department (for pay rates)
• HR department (planned salary and benefits 

changes)
• Accounting (for cost of fringe benefits per 

worker)
• Labor contracts
• Organizational goals and objectives
• New program staffing needs
• Technology effect
• Process improvement initiatives
• Budgetary constraints

Supplies and other 
operating expenses

• Volume
• Usage trends and patterns
• Fixed/variable expense profile
• Accounting or materials management (for 

inflation data)
• Organizational goals and objectives
• Budgetary constraints
• New program needs
• Technology effect

Interest and depreciationa • Level of organizational debt and repayment 
schedule

• Interest rates
• Projected cash inflows and outflows
• Fixed asset values
• Depreciation policies
• Capital budget

aNot normally prepared at the departmental level.
bMay occasionally be prepared by department-level personnel but customarily prepared centrally.

Table 6.1 (continued)
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elements of the budget and the sources of information that managers can 
look to for help in preparing the budget. Often, the best source of informa-
tion for budgeting is overlooked. Managers and supervisors are probably 
the most knowledgeable about departmental performance because of their 
day-to-day involvement. They possess the hands-on understanding of 
how and why a department functions. Their input in preparing the budget  
can be invaluable. Finally, the best way to gather information is to ask 
questions—the more, the better. Do not worry about asking a “dumb” 
question. In reality, a dumb question is often the one that no one has the 
nerve to ask but that everyone has thought about asking. The uncom-
fortable feeling sometimes associated with asking a lot of questions can 
almost always be mitigated by prefacing the question with such statements 
as “Let me play devil’s advocate,” or “We will need to answer a lot of 
questions from higher up in the organization, and we should prepare our 
answers now. How will we answer these questions?” In this way, the onus 
shifts to an unidentified someone else. It makes it easier to ask the tough, 
pointed questions that must be asked.

AN ORDERLY APPROACH

After the raw data have been gathered both from outside sources and 
from within the department, it is time to “put pencil to paper” and pre-
pare the department budget. The best way to approach this is by follow-
ing an orderly progression from one element to the next. After reviewing 
the appropriate documents as explained in Chapter 5, the recommended 
sequence is as follows:

• statement of goals and objectives

• volume budget

• revenue budget (if prepared at the department level)

• personnel budget (sometimes including fringe benefits)

• supplies and services budget

Logic plays a major role in determining this sequence. A budget can-
not be prepared until two questions have been answered: (1) what is to be 
accomplished? and (2) what are the expectations? Thus, the statement of 
goals and objectives is logically the first step in the process. This tells what 
the department hopes to accomplish (its own goals and objectives for the 
budget year) and what upper management expects of the department (its 
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departmentalization of the organization’s goals and objectives). Because 
budgeting is mainly a mathematical exercise and because goals and objec-
tives are customarily expressed using words, it is necessary to provide a 
transition from words to numbers. This is the role of the volume budget. It 
provides the translation of goals and objectives into useful mathematical 
statements of what the department will be doing: the workload of patient 
days, visits, tests, meals served, relative value units (RVUs), and so on. 
The remaining budgets are based on these numbers. The revenue budget 
comes next. Of the budgets that involve money, this should be the first 
because it sets a boundary—an upper spending limit—that constrains the 
size of the operating and capital budgets.

STATEMENT OF GOALS AND OBJECTIVES

Whether for the entire hospital or a single department, the statement of 
goals and objectives should be a carefully written document spelling out the 
overall goals of the organization in general terms (become a high-quality 
provider and achieve a national quality designation of some sort, increase 
market share in the northeast corridor, examine collaborations with an aca-
demic medical center, etc.) as well as the specific objectives to be achieved 
as part of achieving the goals. Often, goals and objectives can be thought of 
as long term (the goals) and short term (the objectives). Strategic plans tend 
to be driven by goals, while budgets are driven by the objectives.

Well-written objectives, whether at the organizational or departmental level, 
should meet the SMART criteria: Specific, Measurable, Achievable, Relevant, 
Time specific. They should clearly align with one or more of the goals.

A manager might write an objective like this: reduce the incidence of 
hospital-acquired infections (HAIs) during the budget year. And while this 
seems fine, it fails to meet the SMART criteria. A well-written objective 
would be far more specific: reduce the incidence of catheter-associated 
urinary tract infections (CAUTIs) to no more than three for budget year 
20X1. This objective meets the SMART criteria. It is specific to CAU-
TIs as opposed to infections in general, is measurable and achievable, is 
relevant to the goal of becoming a high-quality provider, and has a time 
constraint—to be accomplished during budget year 20X1. This objective 
makes it easier to budget the resources needed to achieve it.

THE VOLUME BUDGET

Every department and every function in a health care organization has its 
own way of describing volume. Some examples include patient days, visits, 
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and procedures. Whatever description is used should be associated with both 
resources and the potential to generate revenue. The manager of an inpatient 
nursing unit might use the average daily census to determine resource needs, 
but might also select and monitor patient days or cases because revenue is 
associated with those statistics. In the plumbing shop, the manager might 
track volume in terms of work orders received or completed. In fact, track-
ing both would provide more useful information for the manager. In looking 
at both, he or she will have information about both resources needed (work 
orders received) and responsiveness (work orders completed).

While the finance department may require the tracking of specific statis-
tics for some departments and functions, managers are free to track what-
ever statistics, including informal ones, they feel best inform them about 
their business volume and resource use. In the environmental services 
department, for example, while finance may use “square feet cleaned” as 
a measure, the manager may want to capture and track discharges, deaths, 
and transfers because those actions drive his resource use. Rooms are not 
cleaned because they have square feet, but because of patient activity, 
principally discharges, deaths, and transfers. Further, the terminal clean-
ing routine for a room that has just been vacated by a discharged patient 
will likely be more resource intense than the daily cleaning routine per-
formed over the course of that patient’s hospital stay.

Some managers believe that a preliminary estimate or order of magni-
tude value can be a good starting point. An imaging department manager 
might look at the overall capacity of her department and use 85% of this 
value as a starting point and refine it from there. The director of social ser-
vices might look at the current level of case volume and decide to annual-
ize that amount plus a growth factor for the budget year’s volume.

Sometimes, a collaborative effort produces the best result. The volume 
for the operating rooms might be based not only on the current usage rate 
but also on information from the hospital’s leading surgeons about their 
plans for the budget year. A manager’s previous experience with trends and 
patterns of volume—seasonal variations, for example—may also be helpful.

Generally, however, two kinds of situations can be encountered in pre-
paring the volume budget. Either a department’s volume is dependent on 
another department’s volume (as in the case of ancillary services), or it is 
independent of other departments’ volumes.

Independent volume. The simplest situation is the one involving inde-
pendent volumes—visits in a clinic or patient days on an inpatient nursing 
unit. Volume in departments or setting like these is generally established 
as part of an organization’s overall set of objectives or by estimating the 
demand for services.
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The mathematics of volume calculations involves simple math. For an 
inpatient nursing unit, for example, it involves the number of calendar 
days, beds available, occupancy rates, and average census levels. Calculat-
ing a budget for total patient days is shown in Table 6.2.

Following these calculations, the manager can base the rest of the bud-
get (revenue, staffing and salary costs, supplies, etc.) on an average daily 
census of 20 patients. In addition, the manager knows that the absolute 
capacity of the unit is 25 patients per day or 9,125 total annual patient 
days. The only thing missing is the notion of patient acuity, which can 
have an impact on resource need.

Knowledge of operating capacity is essential to success, but, regrettably, 
too many health care managers are unaware of their department’s capac-
ity. In the examples cited earlier, had someone inadvertently assigned a 
volume budget of 9,521 patient days (perhaps as a result of a typographi-
cal error or a misreading of the numbers), the budget for the entire unit 
could be significantly misstated unless the manager knew that the unit 
operating capacity was only 9,125 patient days.

Similarly, consider an outpatient clinic that has seen its volume rise for 
the past five fiscal years, as shown in Table 6.3.

Table 6.2
Inpatient Volume Calculations

Nursing unit bed capacity 25
Calendar days 365

Bed days (total capacity) 9,125
Budgeted occupancy rate 80%

Patient days budget 7,300

Budgeted average daily census 20

Table 6.3
Outpatient Clinic Visits

Fiscal Year Number of Visits

20X1 actual 12,000
20X2 actual 13,200
20X3 actual 14,520
20X4 actual 16,000
20X5 YTD annualized 17,600
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The budget for fiscal year 20X6 is arrived at in two steps. First, the visit 
counts are examined to see if there is a trend and, should there be one, to 
determine if it will continue as is, accelerate, or decelerate. In this case, 
the trend is an upward growth of 10% each year. If that were expected to 
continue, the volume budget would be calculated by adding 10% to the 
20X5 year to date (YTD) annualized volume. Assuming there is no capac-
ity limit, the visit budget for 20X6 would be set at 19,360 visits, as shown 
in Table 6.4.

Consider some additional information about this clinic. It includes five 
exam rooms, each of which can handle a maximum of two exams per hour 
during a five-day-a-week (eight hours/day) schedule. It is closed for 10 
holidays each year. This translates into a capacity of 20,000 visits a year, 
as seen in Table 6.5.

Assuming the trend in visit growth (10% per year) continued into fiscal 
year 20X6, the initial 20X7 budget calculation might be 21,296, as seen 
in Table 6.6, but this amount would be constrained by the capacity limit 
of 20,000 visits. Prudence would suggest that the clinic could not sustain 
running at 100% of capacity, so a lower-volume estimate would be used, 
perhaps even holding at the 20X6 estimate of 19,360.

Table 6.4
Budgeting for Volume

20X5 estimated volume 17,600
Annual growth rate 10%

Annual volume increment 1,760

20X6 budgeted volume 19,360

Table 6.5
Calculating Clinic Capacity

Weeks in the year 52 Exam rooms 5
 ×5 Exams/hour × 2

Weekdays 260 10
Holidays –10 Clinic hours/day ×8

Clinic days 250 Exams/day 80

Clinic days 250
Exams/day ×80

Clinic capacity 20,000
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If no trend were apparent, one might set the volume budget at the level 
of visits experienced during the most recent 12-month period. This may 
be influenced by the overall goals and objectives of the organization or 
other factors such as competition, changes in technology, and altered 
demographics.

Dependent volumes. More complex is the situation involving a depart-
ment whose volume of business is dependent on another department. Con-
sider the clinical laboratories whose demand is created by nursing units, 
clinics, and so on. To prepare the volume budget for labs, it is necessary to 
establish or document these relationships and then project the budget for 
the laboratory based on the volume budgets of these other departments. As 
an example, consider the volume relationships shown in Table 6.7.

The volume budget for 20X4 could be 77,140 tests (20,300 patient days ×  
3.8 test for day) or 75,110 tests (20,300 patient days × 3.7 tests per day) 
depending on whether the most recent experience (20X3) or the three-year 
average was used. In reality, the volume budget for laboratory will be the 
sum of many pieces (chemistry, hematology, bacteriology, etc.), each of 
which is dependent on the volumes in a number of different areas (a vari-
ety of medical/surgical nursing units, special care units, clinics, etc.), each 
of which will have a slightly different relationship with the laboratories.

The top half of Table 6.8 shows the ratios of tests to patient days and 
clinic visits. Using this data, the bottom half of the table would be pre-
pared. The number of tests is calculated by multiplying the number of 
applicable patient days and visits by the ratios of tests per patient day 
or visit. For example, the 22,410 tests chemistry will perform for pedi-
atrics is a function of 12,450 patient days and 1.8 tests per patient day 
(22,410 = 12,450 × 1.8 = 22,410).

The volume budget for the laboratory is now complete. Because it was 
prepared in such detail, the impact of any change to the factors that drive 
volume (occupancy rates, the ratios of tests to patient days, clinic visit, etc.) 
can be understood. This is an example of how the “detailed plan” described 

Table 6.6
Estimating Volume

20X6 estimated volume 19,360
Annual growth rate 10%

Annual volume increment 1,936

20X7 initial budgeted volume 21,296
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Table 6.7
Laboratory Tests by Year

Year Patient Days Lab Tests
Tests per  
Patient Day

20X1 19,500 72,150 3.7
20X2 20,000 72,000 3.6
20X3 19,900 75,620 3.8
Average 19,800 73,257 3.7
20X4 20,300

Table 6.8
Laboratory Tests by Type of Laboratory and Location

Ratios of Laboratory Tests to Patient Day and to Visit

2 North 2 South Peds ICU Clinic 1 Clinic 2

Patient days/ 
visits budget

19,800 21,000 12,450 7,300 20,000 23,000

Laboratory
    Chemistry 2.5 2.3 1.8 5.6 1.0 2.0
    Hematology 2.1 3.0 1.2 5.4 1.1 3.0
    Bacteriology 2.8 1.9 1.0 3.7 1.5 0.5

in the definition of a budget can help managers. It may take longer to develop 
the budget, but any deviation from the budget can more easily be understood 
and dealt with because of the detailed information about volume.

In a similar manner, a public health department can calculate a volume 
budget for immunizations by combining population data with targeted 
immunization rates. As seen in Table 6.9, the health department would 
need to perform 12,150 immunizations if it wished to immunize a popula-
tion of 4.5 million people. The math is relatively straightforward, multi-
plying the population by the target immunization rate for each condition.

Lab Test Budget by Lab and Location

2 North 2 South Peds ICU Clinic 1 Clinic 2 Total

Chemistry 49,500 48,300 22,410 40,880 20,000 46,000 227,090
Hematology 41,580 63,000 14,940 39,420 22,000 69,000 249,940
Bacteriology 55,440 39,900 12,450 27,010 30,000 11,500 176,300

Total 146,520 151,200 49,800 107,310 72,000 126,500 653,330
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And just as a laboratory budget can be prepared by lab and location, a 
health department service budget can be prepared in similar detail. Con-
sider a health department that provides several services to a city popula-
tion of just over a half million people. As shown in Table 6.10, by tying the 
ratio of services to the population, a detailed budget for volume by service 
can be developed. With this level of detail, deviations can be understood 
more easily.

While the mathematics of volume budgeting is relatively straightfor-
ward, other factors must be considered. Internally, the ability of the orga-
nization to deliver what the market needs and wants must be given careful 
consideration. Does the organization possess the requisite skills to provide 
a service? If not, can those skills be obtained? Further, does the organiza-
tion want to recruit for those skills? Does a hospital with a growing geri-
atric population have the ability to provide the kind of medical services 
that the population needs? Does it have geriatric programs, geriatricians 
on staff, facilities suited to an older patient population, and so on? Can 
it obtain those resources? Is this a service line it wants to get into? Does 
a rural hospital, for instance, have what it takes to perform kidney trans-
plants? Does it even want to be in the transplant business? And lacking the 
capacity to perform an appropriate number of transplants to assure quality 
outcomes, should it be in the transplant business? Lacking the resources, 
the organization will not be able to serve that population of patients. Simi-
larly, does the organization have the capacity to capture the volume? If a 
hospital’s clinics are already running at capacity, would they be able to 
accommodate one or more new clinic sessions and all of the associated 
demands? Might opening such a clinic actually cause volume to decline 
as the result of overcrowding and the associated patient dissatisfaction?

Science and technology. Advances such as new treatments, improved 
preventive measures, and better diagnostics can affect volume. Often, 

Table 6.9
City Health Department Immunization Volume Budget

Targeted Immunization Rate Immunizations

Flu 75.0% 3,375,000
MMR 90.0% 4,050,000
Pneumonia 65.0% 2,925,000
Shingles 40.0% 1,800,000

Total immunizations 12,150,000
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managers and providers are the first to know of these advances, and their 
input should be solicited as part of the preliminary discussions.

Population demographics. If the population is growing, for example, 
with young families with little children, it is highly likely that volume 
associated with pediatric care will grow. Similarly, if the prevalence of 
cardiac patients grows, cardiologist office visits will grow. Age, disease, 
patient mobility, income level, and similar demographic factors all play 
into the determination of business volume.

Market dynamics and competition. New providers entering the service 
area or new care models implemented by existing providers can drive vol-
ume to or from providers. A new physician practice offering more conve-
nient office hours (being open until 9:00 p.m. while others close at 5:00 
p.m.) might draw patients from the others. A more convenient location 
(e.g., laser eye correction clinic located in a popular shopping mall) might 
also result in more volume.

Geography. The physical location of facilities vis-à-vis where patients 
live can impact volume projections. Are patients likely to drive past a 
provider that is nearby to use one 20 miles distant? Does the road system 
make using a particular facility easier or more difficult? Does a hospi-
tal located in the downtown business district of a large city have a more 
difficult time attracting inpatient volume than a suburban one? For some 

Table 6.10
City Health Department Public Service Volume

Services per Capita by Neighborhood

Neighborhood Southdale Uptown City Center Northwood Total

Population 189,000 92,300 36,000 200,000 517,300
Service 1 1.3 1.4 2.9 1.0
Service 2 1.5 1.2 1.4 1.1
Service 3 1.7 1.8 1.6 0.5

Service Volume by Service and Neighborhood

Neighborhood Southdale Uptown City Center Northwood Total

Service 1 245,700 129,220 104,400 200,000 679,320
Service 2 283,500 110,760 50,400 220,000 664,660
Service 3 321,300 166,140 57,600 100,000 645,040

850,500 406,120 212,400 520,000 1,989,020
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medical conditions, patients will travel great distances (organ transplants, 
world-class specialists, etc.), but for routine medical conditions, the con-
venience associated with geography often plays a part in where patients 
go for care.

Competition. The presence or absence of competitors in the market 
must be considered. Do they have a better reputation with which to draw 
patients and practitioners? Are they stronger financially and thus able to 
adapt to changing market conditions faster? Do they have other resources 
(newer facilities, better geographic location, more diverse physician base, 
etc.) that may be more attractive to patients? If there is no competition, is 
the market such that it is attractive to other providers, which might decide 
to establish a presence thus changing demand patterns? Is there sufficient 
potential patient volume to “go around”?

Timing. It refers to when things are done. When should a new service 
be offered? When is it time to modernize or change the way service is pro-
vided? Is it too soon to move into a new service or technology that is not 
yet mature? Would the organization gain competitive advantage by mov-
ing faster or earlier than other organizations? Establishing market domi-
nance by moving earlier than the competition can assure access to patient 
volume that otherwise might not be available. When is the clinic open for 
business? Are the hours of operation too restrictive, too inconvenient for 
paying patients? Does a physician practice limit its potential volume by 
not having evening and weekend hours?

THE REVENUE BUDGET

Once the volume budget has been locked in, it is time to turn to the revenue 
budget. The basic formula for revenue calculations is units of service ×  
price = revenue. In departments with more than one billable unit of ser-
vice, multiplying each service by the applicable price and summing up the 
results produces the revenue budget. Consider, for example, a department 
with 10 billable units of service. Its revenue budget would be calculated as 
shown in Table 6.11 using the formula just listed.

For an entire hospital, the revenue budget would be the sum of all of the 
department revenue budgets. Table 6.12 shows a typical hospital revenue 
budget.

The final step in budgeting for revenue is converting gross revenue (the 
amounts billed) to net revenue (the amounts actually collected). This is 
done by multiplying the gross revenue amount by an overall collection 
rate or by breaking the revenue down by payer and applying payer-specific 
collection rates, as shown in Table 6.13.



Table 6.11
Departmental Revenue Budget

Revenue Items Quantity Price Gross Revenue

Procedure #1 1,000 $100.00 $100,000
Procedure #2 2,000 150.00 300,000
Procedure #3 1,500 300.00 450,000
Procedure #4 500 50.00 25,000
Procedure #5 400 75.00 30,000
Procedure #6 200 100.00 20,000
Procedure #7 250 350.00 87,500
Procedure #8 300 1,000.00 300,000
Procedure #9 1,000 50.00 50,000
Procedure #10 600 100.00 60,000

Total $1,422,500

Table 6.12
Hospital Revenue Budget

Revenue Center
Units of 
Service Volume Price

Gross 
Revenue

Adult Med/Surg—2 North Patient days 10,250 $950.00   $9,737,500
Adult Med/Surg—3 North Patient days 10,000 950.00 9,500,000
Adult Med/Surg—4 North Patient days 9,850 950.00 9,357,500
Adult Med/Surg—2 South Patient days 7,500 950.00 7,125,000
Adult Med/Surg—3 South Patient days 7,250 950.00 6,887,500
Adult Med/Surg—4 South Patient days 6,950 950.00 6,602,500
Pediatrics Patient days 3,000 850.00 2,550,000
Surgical Intensive Care Unit Patient days 4,400 3,200.00 14,080,000
Medical Intensive Care Unit Patient days 4,500 2,500.00 11,250,000
Cardiac Care Unit Patient days 4,000 3,300.00 13,200,000
Behavioral Health Unit Patient days 3,000 650.00 1,950,000
Emergency Department Visits 35,000 750.00 26,250,000
Outpatient Clinics Visits 52,000 175.00 9,100,000
Operating Room Minutes 790,000 25.00 19,750,000
Anesthesiology Minutes 632,000 25.00 15,800,000
Medical Supplies (billable) Cost + 10% 6,500,000
Pharmacy Cost +10% 12,000,000
Clinical Laboratory Tests 2,375,000 40.00 95,000,000
Blood Bank 500cc Units 6,000 150.00 900,000
Radiology RVUs 795,000 30.00 23,850,000
Nuclear Medicine RVUs 650,000 30.00 19,500,000
Respiratory Therapy RVUs 251,000 20.00 5,020,000
Physical Therapy RVUs 175,000 15.00 2,625,000
Occupational Therapy Minutes 212,000 10.00 2,120,000

Total gross revenue $330,655,000
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Table 6.13
Converting Gross Revenue to Net Revenue

Using Payer-Specific Collection Rates

Payer Gross Revenue Collection Rate Net Revenue

Payer #1 $33,065,500 50.0% $16,532,750
Payer #2 82,663,750 65.0% 53,731,438
Payer #3 115,729,250 40.0% 46,291,700
Payer #4 33,065,500 80.0% 26,452,400
Payer #5 66,131,000 85.0% 56,211,350

Total $330,655,000  $199,219,638

Using an Organizational Average Collection Rate

 Gross revenue  $330,655,000  
 Collection rate 60.25%  

 Net revenue  $199,219,638  

While either approach yields the same amount, the first approach 
using detailed collection rates by payer provides better information for 
management.

THE STAFFING BUDGET

Developing a budget for staffing involves planning for the types and num-
bers of people required, base salary levels, premium pays like shift dif-
ferential or charge pay, performance or cost-of-living increases, and so on.

While guidelines can be used in determining staffing levels (e.g., one 
full-time technologist for every 100,000 laboratory tests), these differ 
from one unit to the next and from one institution to the next depending 
on patient acuity, equipment sophistication, work processes, and other fac-
tors. There are no hard and fast rules, but every profession has standards 
that can be helpful.

Several approaches can be used for determining staffing levels. One is 
to base it on average productivity per full-time equivalent worker (FTE). 
Another is to base the staff size on average work output per hour worked. Still 
another relies on an engineering approach based on each task performed.

Average productivity per FTE. This method establishes relationships 
between historic averages for work output and staff FTE levels. In Depart-
ment A, for example, if each worker FTE can handle 500 visits, a total 
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workload of 1,250 visits would require a staff of 2.5 FTEs (1,250 ÷ 
500 = 2.5). There is no need to adjust for vacation or sick time as the use 
of a “per FTE” productivity rate factors this in already. This simple math 
calculation requires a few challenge questions before the manager can be 
satisfied that the amount is proper and correct. Is the per FTE productivity 
amount reliable? Has the work associated with each visit changed in some 
way and become more or less involved? Is the type of visits different? Has 
the work process changed? Perhaps the most important question is, can a 
0.5 FTE be hired? If not, the budget may need to be set at 3.0 FTEs and 
not the 2.5 as calculated.

Average productivity per hour. In this approach, average worker out-
put per hour is used to determine the number of workers. But unlike the 
previous method, nonproductive time must be factored in. Consider the 
situation of Department B in which each worker can perform 60 tests per 
hour for a total of 480 tests per day. At that rate, such a worker might be 
expected to perform 124,800 tests in a year’s time (480 tests per day × 
5 days/week × 52 weeks = 124,800 or, alternatively, 60 tests per hour × 
2,080 annual hours). But is that really the case? Will such a worker actu-
ally work that much? Probably not, given vacation days, sick days, holi-
days, and other such days off. Most workers enjoy a certain level of this 
sort of nonproductive time—time for which they are paid, but expected 
not to be at work.

As a result, the calculated number of workers must be grossed up 
(increased) to account for the nonproductive time. For Department B, the 
total annual test load is 2,121,600 tests. The initial calculation of staff 
needs would be 17 workers (2,121,600 ÷ 124,800 = 17). But that amount 
is insufficient to get the work done and must be adjusted to take into 
account nonproductive time. In this case, assume each worker is given 
20 vacation days a year and 10 holidays and uses 9 sick days—a total of 
39 days or 312 hours off with pay. The balance of the time, 1,768 hours 
(2,080 – 312), the worker is expected to be on the job and producing tests. 
This results in a payroll productivity rate of 85% (1,768 ÷ 2,080). By 
dividing the 17 FTEs by the productivity rate, it can be determined that 
20 FTEs should be hired (17 ÷ 85% = 20). In this way, if the 20 FTEs are 
each given their time off, a sufficient number of workers will be present 
to get the work done.

Avoid the mistake of merely adding 15% of nonproductive time back to 
the 17 workers. As demonstrated in Table 6.14, doing so will short change 
the FTE count and leave a manager short staffed even before the fiscal 
year begins.
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Table 6.14
Calculating FTE Needs

Proper Approach Improper Approach

17.00 FTEs 17.00 FTEs
÷ 85% productivity rate × 15% nonproductive rate

Correct FTE needs =  20.00 FTEs 2.55 FTEs
– 19.55 FTEs + 17.00 FTEs

Staffing shortage =        0.45 FTEs 19.55 FTEs

In this case, the calculation on the right results in a nearly 2% shortfall 
in FTEs. This is because the 15% of nonproductive time is not 15% of 
17.00 FTEs, but rather 15% of 20.00 FTE. But the 20 is not a known value 
at the start of the calculations. It must be determined by division using the 
productivity rate. This is reminiscent of the old grade school ratio prob-
lems such as “10 is to 20 as X is to 40, solve for X.” Even those skilled 
in budget calculations often make the mistake of saying, “Let’s add 15% 
for nonproductive time.” But this approach is clearly incorrect and will 
always result in a budget that lacks sufficient staff.

To determine the actual productivity rate, managers can consult the pay-
roll records. Divide the total worked hours (usually categorized as “regular 
hours”) by the total paid hours. The resulting percentage is the productiv-
ity rate. Typically this rate would be in the neighborhood of 85%. If this 
rate is much lower, there is an issue of workers taking too much time off; if 
it is much higher, there is a risk of burning out workers because they have 
not taken enough time off to “recharge their batteries.”

Engineered FTE calculations. For a far more precise and highly cred-
ible calculation of staffing needs, managers can build their staffing needs 
from scratch using the combination of anticipated volume and task and 
time analysis. Table 6.15 shows this approach.

The analysis begins with a comprehensive list of tasks that are routinely 
performed for each unit of service the department handles. These could 
be tasks like taking vital signs, writing a nursing note, and serving a meal 
tray. In the table, only 20 tasks are listed, but in the real world, this list 
could be longer or shorter depending on the department. Next, the appro-
priate amount of time expressed in minutes needed to perform each task 
is entered into Column A. Careful study and observation of worker move-
ments can result is usable values. Before using them, however, they should 
be reviewed with staff to check the accuracy and see if any significant 
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Table 6.15
Department XYZ
Engineered FTE Calculations

Work Tasks 
Performed 
by Staff

Time to 
Complete

Frequency 
Performed

Total 
Task 
Time

Units of 
Service 
Multiplier

Total 
Time 
Required

(A) (B) (C) (D) (E)

Task 1 10 20 200 10,000 2,000,000
Task 2 5 10 50 10,000 500,000
Task 3 15 5 75 10,000 750,000
Task 4 7 3 21 10,000 210,000
Task 5 3 2 6 10,000 60,000
Task 6 5 3 15 10,000 150,000
Task 7 10 5 50 10,000 500,000
Task 8 20 4 80 10,000 800,000
Task 9 40 1 40 10,000 400,000
Task 10 9 1 9 10,000 90,000
Task 11 11 1 11 10,000 110,000
Task 12 16 1 16 10,000 160,000
Task 13 20 1 20 10,000 200,000
Task 14 5 3 15 10,000 150,000
Task 15 10 3 30 10,000 300,000
Task 16 15 5 75 10,000 750,000
Task 17 7 1 7 10,000 70,000
Task 18 8 1 8 10,000 80,000
Task 19 3 2 6 10,000 60,000
Task 20 1 1 1 10,000 10,000

Total productive minutes 7,350,000
Total productive hours 122,500
Productivity rate 87.5%
Total paid hours 140,000
Total paid FTEs 67.31

tasks have been omitted. Column B contains the frequency with which 
each task is performed for each unit of service. If Task 8 is performed, for 
example, every six hours for an inpatient, that value, four, is entered. If 
Task 9 is performed only once, for instance at admission or discharge, a 
value of one would be entered.
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The values in Column C are arrived at by multiplying the values in Col-
umn A by those in Column B. These represent the amount of time spent 
on each task for each unit of service. Following this, the amount of service 
volume is entered in Column D. This is the volume amount (patient days, 
clinic visits, procedures, etc.) that drives the work. Multiplying Column 
C by Column D and summing the total determines the total need for pro-
ductive work time in minutes. In this example, that is 7,350,000 produc-
tive minutes of 122,500 productive hours. The hours are converted from 
productive to paid hours by dividing by the productivity rate, in this case 
87.5%, yielding 140,000 total paid hours. If an FTE is worth 2,080 paid 
hours, Department XYZ will need 67.31 FTEs. If a 0.31 FTE cannot be 
achieved, the manager will need to decide if the calculated value should 
be rounded down to 67 FTEs or up to 68 FTEs.

This “engineered” approach provides maximum credibility. If finance 
does not want to fund the entire documented FTE need, the manager can 
move the discussion to which tasks can be omitted. That can shift the bur-
den back to finance by demonstrating the consequences of its decisions.

The ongoing challenge for managers is to “make it work” in the budget 
year. Often, however, productive time is not really productive. Examples 
abound in health care: the well-paid and highly skilled OR nurse who is 
waiting for the next case to start; the physician who is ready to examine a 
patient, but the patient has not arrived yet; or the technician awaiting the 
arrival of a patient before starting the CT scan. Such examples represent 
“idle time,” time spent waiting on patients, equipment, and so on. Workers 
are ready to work, but the work is not ready for the workers. This is an area 
managers need to focus on because of the significant financial burden—
especially in an era of scarce resources. In 2013, a TeleTracking study iden-
tified millions of dollars associated with idle time and waste, both added 
cost and missed revenue.1 In some cases, a second gross-up is required to 
account for idle time that a department cannot avoid. Consider an admit-
ting office in which the process of admitting a patient takes one hour and 
which must admit 16 patients each day. Nominally it would require two 
clerks to do the work. But if the patients failed to show up until after noon, 
processing the same number of admissions would require four clerks. This 
is because for half of the day they are all idle. Dividing the two FTEs by 
50% non-idle rate yields a need for four FTEs—unless and until the situa-
tion is remedied by an improvement in scheduled arrival times for patients.

Because health care is, essentially, a series of hand offs from one depart-
ment or function to another (e.g., floor bed to surgery to recovery to sur-
gical ICU to floor bed), it can be difficult for a single department to deal 
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with idle time. In such cases, it falls to organizational leadership to lead 
the effort to reduce idle time by investing in better coordination, commu-
nication, and management information.

Once the staffing calculations have been finalized, it is time to move on 
to the salary budget. Even with modern financial systems that are centrally 
managed by the finance department, it is useful for managers to develop a 
salary matrix of their own to maximize their understanding of their salary 
needs and, just as important, to verify that the central system has accu-
rately allocated resources to the department. Using any of a number of dif-
ferent spreadsheet software programs, managers can develop this matrix 
by listing the position titles and names of incumbent workers vertically 
down the page and the categories of information about salaries (hourly 
pay rates, FTE values, etc.) horizontally across the page.

Figure 6.2 displays such a matrix that has been set up to run in a spread-
sheet software program. It provides spaces for rank or type of employee 
(Column A) and the name of the incumbent (Column B). This ensures 
that no employee or labor category is inadvertently, and embarrassingly, 
omitted. The FTE value is provided for in Column C and is used later in 
the matrix as part of the individual salary calculations. A full-time person 
who works 2,080 hours (a full 40-hour week) per year is 1.0 FTE. A half-
time employee works 1,040 hours and is expressed in the worksheet as 
0.5 FTE. The current hourly pay rate (Column D) is included to establish 
an audit trail from the current time frame to the future. The next columns  
(E and F) provide a way to adjust the current hourly pay rate for any 
increase scheduled to take effect before the budget year begins. In this 
way, the budget calculations will begin with the pay rate in effect on the 
first day of the new fiscal year (Column G). Column H is the location for 
the base salary budget for each employee. It is the product of 2,080 hours 

Figure 6.2
A salary budget worksheet will pull together all types of wages for each 
employee.
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and the data from Columns C and G. If no wage increases were planned 
during the budget year, the budget worksheet would stop at this point. 
However, since wages are usually adjusted for one or more reasons dur-
ing the course of the budget year, columns are provided in the worksheet 
for an additional increase during the budget year. The total salary budget 
(Column L) is the sum of the salary shown in Column H and the amount 
of increase shown in Column K. Columns can be added to provide for a 
variety of additional budget information, including such premium pay-
ments as overtime, charge pay, shift differential, and on-call pay, that each 
employee could earn. If this information is not known for each individ-
ual employee, the information could be recorded on separate lines in the 
matrix.

The use of this matrix approach is shown in Figure 6.3, in which a 
departmental budget encompassing a manager and three types of work-
ers is displayed. Note that workers are categorized by type first, with the 
names then listed along with current FTE values and current rate of pay in 
Columns A through D. This is the beginning of an audit trail leading from 
the day the budget work begins up to the new budget year and builds cred-
ibility that can be helpful during a budget review meeting. From that point 
forward, the calculations are relatively straightforward.

Figure 6.3
A completed salary budget worksheet.



Column Formula or Data Required

Column E In this column, enter the planned percentage of pay increase for 
each worker. Each can be different if a performance-based 
system is used. If everyone received a predetermined general 
increase (perhaps as in the case of a union contract escalator), 
then a single amount is applied to all lines.

Column F The effective date should be between the day of preparation 
and the start date of the budget year. If it is not between those 
two dates, it is not needed and the current amount would be 
entered directly into Column G (Budget Year Pay Rate). This 
is because no raise would be given prior to the start of the new 
budget year.

Column G Rather than an amount or value, this column is used to enter a 
formula that will calculate the pay rate in effect at the start 
of the budget year. Using the line for Smith, the manager, the 
formula is (D2*E2)+D2 (where * is used for multiplication and 
/ for division). This will result in the amount of the pay rate 
being displayed in the column.

Column H Similarly, this column is populated with a formula 
(2,080*C2*G2) that results in the calculation of the base salary 
for the budget year.

Column I In Column I, enter the planned percentage of pay increase for 
each worker. Again, as with Column E, the percentages can be 
the same for all workers or can differ from one worker to the 
next.

Column J Enter the number of months in the budget year for which the raise 
will be in effect (the number of months from the date of the 
raise to the end of the year). For example, a raise on May 1 for 
a fiscal year that ends on June 30, enter 2 (May and June).

Column K Just as a formula was entered in Column H, a formula is entered 
here as well. H2*I2*J2/12 will calculate the amount of salary 
increase applicable to the budget year. This amount will be 
smaller than the annual value since it represents only that part 
that must be covered in the budget year.

Column L Finally, Column L represents the sum of the amounts that were 
automatically calculated in Columns H and K. This is the 
salary budget amount needed to cover the individual worker 
whose name appears in Column B.
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As often as possible throughout the worksheet, enter formulas as 
opposed to values. For example, rather than enter $85,696 in Column 
H, line 2, take advantage of the power of the spreadsheet and enter a 
formula: 2,080*C2*G2. The spreadsheet will then multiply 2,080 hours 
by the value shown in cell C2 and then by the value shown in cell G2. In 
this way, formulas can be copied and used on other lines in the sheet. For 
example, for line 23, the same formula will return a value of 95,004 for 
cell H23. As the formula is copied down the sheet, the software automati-
cally updates the line numbers. In addition, by using the cell containing 
the FTE value as part of the formula, the formula works with all FTE val-
ues. In this example, the formulas in Columns G, H, K, and L differ only 
in the line number. This takes advantage of the power of the spreadsheet, 
avoids having to write the formula on each line, and allows managers at 
a future point in time to play “what if?” scenarios with their budgeted 
requests.

Additional columns and rows can be added to account for such things as 
premium pay or overtime. If the amounts are knowable by individual (as 
might be the case, for example, with charge pay), a column can be used 
to account for the necessary budget. If only an amount is known with no 
specificity as to which workers are involved (overtime pay, for instance), 
a row can be used.

As displayed in Figure 6.3, the total salary budget need is for $852,956. 
In a budget review meeting, if this amount were not affordable and the 
manager was challenged to reduce it, the power of the spreadsheet can be 
harnessed merely by changing certain input variables. What if the number 
of vacant FTEs were reduced? By what amount would this reduce the bud-
get request? And what impact will such a reduction have on departmental 
and organizational performance?

This may seem like a lot of detail and preparation work, especially in 
a department with perhaps 100 FTEs. In fact, a salary budget can be pre-
pared with far less detailed information, but the information developed 
by using the spreadsheet will be valuable later on when comparing actual 
performance to the budget. As a rule, the more budget detail available, 
the easier it is to understand deviations and take appropriate management 
action. Simply stated, the more detail, the better.

If fringe benefits are to be included in the personnel budget at the 
department level, the calculation is usually a simple matter of adding a 
flat percentage to the salary dollars. The human resources department 
can provide the appropriate percentage, or it may be found in the budget 
guidelines.
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Figure 6.4
A worksheet for developing a budget for supplies and services.

SUPPLIES AND SERVICES BUDGET

An account-by-account work-up provides a good level of detail, but it is 
possible to budget down to the level of individual items such as antibiotics 
in the pharmacy’s budget or surgical implants in the ORs. Figure 6.4 dis-
plays a spreadsheet approach to developing a supplies and services budget.

Data from an appropriate base period can be used to develop the bud-
get. Typically, this will consist of four to six months of year-to-date val-
ues for the current fiscal year. This data is then “cleaned” to adjust for 
unusual items and then extrapolated based on time and volume to a full 
year amount. In the case of new programs for which base period data are 
not available, budgets can be developed via consultation with other insti-
tutions or “experts,” reference to data for similar services, or estimation 
on an item-by-item basis.

First, the names of the expense accounts along with the amounts of 
spending in the base period being used are entered in Columns A and B. 
Next, the base units are entered in Column C. These represent the months 
associated with the spending of fixed expense items or the units of volume 
associated with variable expense items. Dividing the Column B values 
by the Column C values yields the amounts per month or unit of volume 
in Column D. Multiplying these by the budget year volume for the vari-
able expenses and 12 months for the fixed ones yields the base budget 
amount. Inflation is added (Columns G and H) to take into account nor-
mal price increases developing during the budget year. Typically, inflation 
rates will be provided whether in the budget guidelines document or by 
staff in materials management or purchasing. The final budget amount is 
determined by combining the inflation amount (Column H) and the base 
budget amount (Column I). Figure 6.5 displays a completed spreadsheet. 
In this illustration, those expense items deemed to be fixed are marked 
with an (F) and the variable ones with a (V). The best person to determine 
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Figure 6.5
A completed supplies and services budget worksheet.

if an expense item is fixed or variable is the department manager—the 
person with the best sense of how the item behaves given a variety of busi-
ness situations.

BASE PERIOD ADJUSTMENTS

Exercise caution when selecting data for the base period. Guard against 
situations that could invalidate the data and cause budget calculations to 
be inaccurate. An adjustment to the base period may be necessary before 
using it for budget calculations. Thus, it is important to examine the actual 
expenditure amounts in the base period. Make sure they are representative. 
This is particularly important with those accounts that are charged with an 
expense only once or twice a year. An example would be the maintenance 
expense shown in Figure 6.5. The budget was based on the assumption that 
the $15,000 was an amount representative of the five months in the base 
period. If this were not the case, and the $15,000 expense was incurred for 
the entire year, but paid in a single lump sum payment at the start of the 
fiscal year, the initial, pre-inflation budget of $36,000 would be overstated 
since only $15,000 would be necessary.

The following three situations can be particularly troublesome.
The unusual month. The base period may contain one or more months 

in which events occurred that are not likely to be repeated in the budget 
year. Start-up expenses, items billed and paid for once a year, one-time 
expenditures, and a one-time cost avoidance or credit are examples of 
financial events that could be reflected in the base period.

Normalization. Occasionally, a base period is selected that does not 
fully represent the current, ongoing operation. Perhaps the prior 12-month 
base period was absent the full effect of a new program that had added or 
reduced expenses on an ongoing basis. The base period may not include 
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staff who have yet to be brought on or other changes that will be instituted 
between the time the budget calculations are made and the new budget 
begins.

Seasonal patterns. Be careful in selecting the base period for any expense 
category that is affected by seasonal patterns. Utility costs, for example, 
are particularly vulnerable to seasonal highs and lows. Institutions that 
air-condition their facilities using electrical centrifugal chillers will have 
higher electric bills in the summer than in the winter. Use of a base period 
heavily weighted toward the summer months will result in too high an 
electricity budget. Conversely, the use of a base period heavily weighted 
toward the winter months will likely result in too low an electricity bud-
get. Because resource needs should be budgeted as accurately as possible, 
accurate, representative base periods are essential. A calculation resulting 
in too high a budget is just as bad as one resulting in too low a budget. In 
both cases resource allocation decisions elsewhere in the organization are 
influenced by the erroneous calculations. Consider the effect on an institu-
tion that overestimates its utility budget by $2 million. Elsewhere in the 
institution, a needed program may be deferred because sufficient budget 
resources are not available. Then, months into the budget, when actual 
utility use is running well below budget and the error becomes apparent, 
it may be too late to implement the new program. Competitive advantage 
and market position may be adversely affected.

NOTE

1. “Executive Briefing: The Value of Time in Healthcare,” TeleTracking Tech-
nologies Inc., 2013.
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Chapter 7

THE CAPITAL BUDGET

Capital budgeting, which includes equipment and facility renovations, 
customarily takes place as part of the annual budgeting process. It involves 
integration of the short-term and long-term operating needs of the organi-
zation with regard to equipment acquisition and renovations. By consider-
ing the goals and objectives in the annual plan and the three-to-five year 
business plan, resources are not consumed in acquiring equipment that is 
not consistent with these objectives. By definition, equipment dealt with in 
this budget has an acquisition cost in excess of a stated dollar amount (per-
haps $1,000—as determined by each organization) and has a life of more 
than one year. The cost of this equipment is not charged to an expense 
account. It is carried on the balance sheet and depreciated over the course 
of its life.

CAPITAL ACQUISITION

The acquisition of capital equipment and renovation projects should occur 
via one of three possible methods: as part of the annual plan, as part of a 
multi-year or strategic capital plan, or as a response to a developing busi-
ness opportunity.

Part of the annual plan. This is the normal approach to capital equip-
ment budgeting for new items, replacement equipment for older, worn-out 
pieces or pieces that have become technologically obsolescent, and reno-
vations to the physical plant. Renovations can result from a need to refresh 
cosmetically or modernize space, improve functionality, or provide for 
a new or expanded function. Acquisitions and renovations made as part 
of the annual plan must be consistent with the organization’s strategic 
plan. If the strategic plan envisions the replacement of monitoring sys-
tems throughout the critical care units in 20X3 and 20X4 with Brand 
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A equipment, the short-term goal must support that. In 20X2, it would 
not be prudent to acquire monitors that are incompatible with Brand A. 
Whatever actions are taken in the short term must be complementary and 
supportive of the long-term plan.

Typically, a capital equipment budget begins with establishing at the 
highest level of the organization a “not to exceed” amount and the chal-
lenge is to fit as much equipment into that total as is possible. It means that 
all the requests are unlikely to be approved. Some will be funded, some 
will be deferred to the following year, and some will be rejected.

Part of a multi-year plan. Certain pieces of high-cost, high-technology 
equipment lend themselves to a longer-range approach. Typically these 
included pieces of equipment for radiology, the laboratory, and the IT 
departments.

Table 7.1 displays a capital equipment budget that integrates the short- 
and long-term thinking necessary to budget successfully. Note that the 
first call on dollars goes to scheduled replacements. Rather than replace 

Table 7.1
Strategic Equipment Plan

XYZ Healthcare Company

Strategic Capital Equipment Budget

Description
Year 1 
($000s)

Year 2 
($000s)

Year 3 
($000s)

Year 4 
($000s)

Year 5 
($000s)

Programmed replacements $483 $550 $600 $650 $1,700

Minor equipment (<$50,000) 407 450 500 550 1,600

Major equipment (>$50,000)

Unspecified 3,500 3,750 4,000 5,250
ICU monitoring—nursing 1,195
Laser—ophthalmology 125
Kitchen equipment 65
Cardiac cath lab 1,875
Surveillance system—security 188

Contingency 150 200 250 300 350

Imaging center
Multi-year replacement plan 3,237 3,500 1,250 9,125 2,900
Funding set aside 275 600 3,350 –4,225

Total $8,000 $8,800 $9,700 $10,400 $11,800
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all of the anesthesia machines in 20X1, all the dialysis machines in 20X2, 
the ventilators in 20X3, and so on, a predetermined number of each are 
replaced every year as part of an ongoing renewal program. Next come 
minor acquisitions, those costing less than an organization-specific 
amount—in this case, $50,000. Major acquisitions, costing more than the 
organization-specific amount, are listed on an item-by-item basis. These 
are followed by a small amount of contingency dollars to allow some 
latitude to the organization’s leadership in taking advantage of develop-
ing opportunities that may not wait for next year’s budget or to provide 
“insurance” in the event that a piece of equipment must be replaced on an 
emergency basis.

Last in this example, a department with high-priced equipment needs, 
radiology, is listed. Two lines are used. The first indicates the amounts 
needed in each of the five years covered by the plan. The second indi-
cates that over the first three years of the plan funds will be set aside to 
ensure that enough cash will be available in year four, when the largest 
single-year outlay (greater than the entire year’s budget) is scheduled. In 
this way, the excess funds that otherwise might be spent in year one, two, 
and three are safeguarded, there are no surprises in 20X4, and all neces-
sary equipment can be acquired.

It should be noted that while major modifications to existing buildings 
or the construction of new ones should also be considered in the context 
of long-term planning, they are usually not included in the strategic capital 
equipment plan, but rather in a separate plan that receives separate board 
scrutiny. This is because such projects typically involve significantly larger 
sums of money than do minor renovation projects and require additional 
up-front work such as financial and regulatory feasibility studies, certifi-
cate of need acquisition in certain cases, and architectural and engineering 
studies. A separate facility redevelopment budget may be used for these 
major projects.

Response to a business opportunity. Occasionally, an opportunity 
arises outside the normal planning process. This usually takes the form 
of an opportunity to improve financial performance by lowering the cost 
of operations or increasing the ability to generate and collect revenue. 
Examples include pieces of equipment that reduce labor and supply costs 
(automated equipment that saves worker time and effort) or that pro-
vide additional capacity to treat patients (a new scheduling system that 
increases the number of patient visits to a clinic). In addition, the opportu-
nity to acquire a major piece of equipment at a substantially reduced price 
occasionally presents itself. This, too, would be included in this business 
opportunity category.
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THE QUESTIONING TECHNIQUE

The acquisition of equipment or the renovation of the physical plant 
involves the commitment of large sums of money—a resource that hos-
pitals, nursing homes, and other health care providers are finding to be 
in scarce supply. Consequently, it is important that every piece of equip-
ment and every renovation represent the best possible choice. One way to 
increase the likelihood of this is to ask questions, many questions, in order 
to develop as much understanding and factual information as possible as 
part of the decision-making process.

At the department level, where the request for a piece of equipment 
or a renovation is most likely to originate, questions should focus on the 
following: the effect on volume (additions, reductions, or substitutions); 
the likely changes to revenue and collections (payment caps like global 
budgets and experimental technologies must be taken into account); the 
impact on operating costs (more or fewer staff, changes in supply type 
and costs, maintenance requirements, etc.); and the profile of installa-
tion costs (special electrical requirements, possible modifications to the 
heating, venting, and air conditioning (HVAC) system, etc.). A more 
detailed list of questions to be considered as part of the original deci-
sion and justification process at the department level is presented in 
Table 7.2.

Questions should also be asked regarding the availability of the equip-
ment and any supportive pieces, along with the amount of lead time to build 
into an acquisition schedule. Delivery and installation should be dovetailed 
with the schedule of any associated renovations in order to avoid the deliv-
ery of equipment before its physical environment is prepared. Depending 
on the particular piece of equipment, it is possible that significant cost 
could be incurred for storage while construction progresses. It is also pos-
sible that the unavailability of a particular brand in time to meet a program 
deadline could result in a decision to pursue a different manufacturer’s 
offering. A number of questions need to be asked throughout the process. 
Will the equipment, system, or renovation “work”? Are the projections 
and assumptions about cost and revenue performance sound? Does the 
new piece of equipment or technology represent a genuine improvement 
or simply the latest fad; merely the addition of a few “bells and whistles”? 
Can the organization afford not to proceed with acquisition? What are 
the intangibles (image, marketability, mission, etc.) that can influence the 
decision-making process? Occasionally, the decision to proceed may rest 
on the answer to one or more of these questions.



Table 7.2
Questions in Search of Answers

Volume questions

• What is the effect on units of service volume?
• Will additional units of volume be generated?
• Will volume be reduced?
• Will there be increases in some and decreases in others?
• Will volume change in departments other than the one requesting the 

equipment or renovations?
• Will incremental volume attributable to the new equipment exceed the 

department’s capacity?

Revenue and collections questions

• What is the effect of the change in volume on gross revenue? Inpatient 
revenue? Outpatient revenue? Ancillary revenue?

• What changes will there be to revenues in departments other than the 
requesting department?

• How much of any incremental revenue will be collected?
• What effect will reimbursement methodologies such as global budgets or 

case-based reimbursement have on revenues and collections?
• Will prices be modified because of the change in volume?
• Will prices be increased to afford the requested acquisition?
• How much of any incremental revenue will be realized in a cost 

reimbursement environment? In a rate-controlled environment?
• Will the new equipment improve the collection of revenue?
• Will any incremental revenue be deemed to be “experimental” by third-party 

payers? If not covered by insurance, at what rate will incremental revenues be 
collected?

Operating cost questions

• What additions, reductions, or changes to the staff complement will be needed 
to support the new piece of equipment?

• What kinds of skills must incremental staff possess?
• Are staff available internally or must they be recruited from outside the 

organization?
• Will labor market shortages compromise the ability to recruit staff?
• Must staff be specially trained? If so, on-site or at a remote location?
• If a reduction in staff is involved because of an equipment-related productivity 

issue, will attrition or a layoff be used to reduce the workforce?
• In a unionized environment, what will be the effect of contractually 

guaranteed “bumping” rights (for staff reductions) and with the promotional 
bid system (for staff additions)?

(continued)
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• If a layoff “bump” is involved, what will be the likely effect on other 
departments?

• Do supply costs increase, decrease, or remain the same?
• Who will maintain the equipment?
• Are replacement and maintenance parts readily available?

Infrastructure questions

• How easy is it to install the requested equipment?
• Will the mechanical, electrical, plumbing, HVAC, and other facility 

infrastructure components support it?
• Is sufficient space available?
• What will installation cost?
• Is the staff sophisticated enough to use the equipment to its full potential?
• Are there any staff behaviors that may influence the decision?

Broad organizational questions

• Does the requested equipment fit the mission of the organization?
• Does it create new or expand existing market opportunities?
• Is it consistent with the strategic plan?
• Does it demonstrate improved quality and/or patient safety?
• Does it fill a gap in the care continuum?
• Are the financial and business projections sound?
• Does this represent good science?
• Is the new equipment better than what it is replacing?
• Can the organization afford not to acquire this equipment?
• What value does the new equipment add to the organization and its staff and 

patients?
• What are the clinical, operational, and financial impacts?

Table 7.2 (continued)

Sometimes, asking the tough questions can be difficult. Often they 
appear to challenge authority, but they must be asked. Prefacing the ques-
tions, as described previously, with a phrase such as “Let me play dev-
il’s advocate” can shift the onus from the one asking the questions to an 
unnamed third party.

Finally, at the top of the organization, there should be a post-acquisition 
review to see how the decision process can be improved in the future. 
In addition, reviewing the information provided by the requesting party 
as part of the decision process can be helpful in learning which request-
ers are believable and which are not. This closes the loop in the process 
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of planning, implementing, and assessing. In this capital “postmortem,” 
questions should center on the assessment of the process. Were the origi-
nal assumptions correct? Did the projected volume materialize? Were the 
various financial analyses sound? Could anything have been done bet-
ter? Where could improvements have been made? Last, the most difficult 
question to ask is, where did the decision process go wrong and how can 
that be remedied? It is also important to understand the positive aspects of 
the process and repeat them in subsequent years.

By following up after the fact, it is possible to learn from the mistakes 
of the past and avoid them in the future. Mistakes can be a valuable learn-
ing tool but only if people learn from them.

CAPITAL BUDGET REVIEW COMMITTEE

Many institutions use a committee structure to review all requests for 
equipment and renovations. Separate committees may review equipment 
and renovations, or a single committee may review both. The committees 
can be standing with members appointed for rotating, multi-year terms 
to assure continuity, or they can be set up on an ad hoc basis each year. 
Regardless, this group reviews each request and attempts to match avail-
able resources with departmental requests. But this is more than a simple 
matching exercise. The committee reviews each request to determine the 
level of need, the “fit” of the request compared to the departmental and 
organizational objectives, applicability to the capital budget (some requests 
should more appropriately be charged to the operating budget), and, finally, 
a sense of funding priority (at a minimum, an A/B/C categorization).

Giving the committee the charge to shape the final list is a significant 
delegation from the top of the organization. The committee members often 
must deal with organizational politics. They put in a lot of time and effort 
to get the job done right, to make the best possible recommendations, and 
to balance everyone’s needs and wants with the organization’s available 
funds. Given their level of commitment, it is not prudent to alter their rec-
ommended list. For example, if they provide a list that totals $8 million for 
an $8 million budget, it would not be prudent for the CEO to undermine 
their work by changing the items on the list, adding some and deleting 
others. Such action would demoralize the members and they would be 
less likely to put in the hard work the next year. If the CEO wants to make 
some modifications to the list, it would be better to give the committee a 
target of $7 million, thereby holding $1 million as a CEO reserve. Then 
the CEO can add items without undoing the efforts of the committee.
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The budgeting process begins with a departmental request. It then proceeds 
to review by the committee. If a decision is made to approve the request, a 
recommendation will be made to the leadership of the organization. Finally, 
approval is sought from the governing board. This can be seen more clearly 
by referring to Figure 7.1, which highlights the process of approval.

Decisions are usually based on a review of information supplied by 
the requesting department and the knowledge of the organization that the 
committee members bring with them to the review process.

While the structure of the review committee or committees differs from 
organization to organization, one thing is certain: its membership should 

Figure 7.1
A multidisciplinary Capital Review Committee best serves the capital bud-
geting process.
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be broad based and include, at a minimum, a representative of admin-
istration, finance, nursing, the medical staff, engineering, and materials 
management. It should be large enough so there are enough hands to get 
the job done but not so large as to be ineffective. Every discipline need 
not be represented. Rather, internal “consultants” can be used for certain 
pieces or classes of equipment. The committee should be charged with 
the responsibility to review all requests and the authority to reject those 
that it feels are not deserving of funding via the capital budget. This com-
mittee, too, should ask the “tough” questions and should complete the 
process with a follow-up to determine what aspects of its review should 
be strengthened, modified, or eliminated in future years.

THE REVIEW PROCESS

While each piece of equipment requested by the various departments is 
likely to be different, all will possess certain attributes that can be used 
by the review committee to facilitate the decision-making process. These 
attributes include the following:

1. The sphere of use

a. Direct patient care

b. Indirect patient care
c. Administrative

2. Financial effect

a. Cost improvement

b. Revenue enhancement

3. Service effect

a. Replacement

b. Service expansion
c. Quality or service improvement
d. New service

Knowledge of these attributes is helpful in determining priorities for 
funding, especially when the demand for available budget dollars exceeds 
supply. Given limited resources, a review committee might opt to fund 
only replacement or patient care items. Equipment requested to support a 
new service that has been approved in the operating budget might receive 
automatic approval.
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Remember that, in essence, this is a competitive environment. Each 
department is competing against all the others for limited resource dol-
lars. Thus, the justification accompanying each request is important to the 
decision-making process. This information “sells” the review committee 
and convinces it that this request, more so than many others, is deserving 
of inclusion in the budget. Consequently, the justification must present the 
most compelling reasons to allocate scarce resources.

Of all the information provided in the justification, the most impor-
tant may be the financial information: marginal profit and loss analysis, 
return on investment analysis, benefit/cost ratio, and the like. Chapter 11 
describes these decision-making and investment analysis techniques.

PACKAGING THE REQUEST

Many organizations use a multiform request procedure to collect detailed 
information about each piece of equipment requested as well as a depart-
mental summary of requests. The basic equipment request form varies 
from one place to the next, but the information it seeks to collect is stan-
dard to all organizations and includes the following:

 1. Requesting department

 2. Cost center or department number

 3. Location

 4. Requested by

 5. Priority (as compared to the other department requests)

 6. Quantity

 7. Model number

 8. Equipment description

 9. Unit cost

10. Sphere of use

11. Financial effect

12. Service effect

13. Operating budget needs

a. Staff

b. Supplies
c. Training and orientation
d. Routine maintenance
e. Other
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14. Manufacturer (including contact information)

15. Equipment evaluation (yes/no—if yes, by whom and when)

16. Periodic maintenance (yes/no—if yes, in house or vendor)

17. Installation requirements

a. Electrical

b. Mechanical
c. HVAC
d. Plumbing
e. Carpentry
f. Other

18. Special installation requirements (e.g., electromagnetic screening)

19. Replacement (yes/no—if yes, information about the item to be replaced)

20. Justification

A separate form may summarize all equipment requests for each 
department. It can be thought of as a cover sheet or transmittal form 
from the department to the review committee. Such a form would likely 
resemble the form displayed in Figure 7.2. These documents are then 
sent to the review committee in accordance with a predetermined budget 
timetable.

Figure 7.2
A typical summary sheet for departmental equipment requests.
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JUSTIFYING THE REQUEST

Justification for an equipment request is similar in some ways to the pre-
sentation of evidence at a trial. Just as the prosecutor tries to convince a 
jury to convict someone, the requesting party must present evidence that 
its equipment is worth acquiring. This requires a two-pronged approach: 
an objective case and a subjective case. The objective case is made by 
thoroughly describing the clinical, operational, and financial impacts the 
equipment will have on the organization, its patients, and those who work 
for it. The description of the clinical impact should focus on the outcomes 
to be achieved, quality of care and patient safety issues, patient through-
put, and changes in satisfaction levels among patients and their friends and 
family members and any other changes, hopefully improvements, associ-
ated with clinical care either in the requester’s department or elsewhere 
throughout the organization. Operationally, describe how the new equip-
ment will improve operating efficiency, data-gathering accuracy, timeli-
ness, productivity, physical appearance, the patient experience, and so on. 
Again, this description should address the requester’s department as well 
as the rest of the organization. Finally, the financial impact should be doc-
umented with accurate and comprehensive analyses. Marginal profit and 
loss analysis can be used to describe the impact on revenues, expenses, 
and profits. Benefit/cost analysis can demonstrate the soundness of an 
equipment investment, and breakeven analysis can help provide a sense 
of comfort if there is concern that sufficient volume of business may not 
materialize to justify the acquisition. A simple calculation of return on 
investment (ROI) can, by itself, make the case. All of these analytic meth-
ods are explained in Chapter 11. Remember to “cast a wide net” in pulling 
together the description of the various impacts. Since no department acts 
in isolation, remember to contact the other departments and solicit their 
input. What impact will this equipment have on their clinical performance, 
their day-to-day operations, and their financials? Include all of this objec-
tive information in the justification.

While sound decision making is grounded on hard, accurate data, 
the willingness to make decisions often can be influenced by the softer 
side—the subjective arguments that a requester can make. To continue the 
courthouse analogy, this is quite similar to the summation the prosecu-
tor makes to the jury—light on evidence and heavy on emotion. This is 
where the requester answers three important questions. How much will 
this improve things? Why is it so important? Why should resources be 
devoted to this request (as opposed to another one)? This is where passion 
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comes into play. This is where the requester should write or present the 
compelling arguments that “sways the jury” and win the day. It is here that 
anecdotes and vignettes are so important because they flavor the conversa-
tion. They touch on the emotion of decision making. They illustrate and 
balance the more objective points that have been made. It is one thing to 
speak objectively to the improved outcomes that may result from Technol-
ogy X, but something else entirely to illustrate the impact it will have on 
“Little Billy” or how it will transform the life of someone’s grandmother. 
Even using photographs of “Little Billy” gleaned from the Internet can be 
helpful in developing these emotional arguments.

SELECTION PROCESS

The selection of make and model often depends on the equipment or sys-
tems already present in a department. New infusion pumps must be com-
patible with existing ones. Additions to monitoring systems should be of 
the same make as the system already in place.

Sometimes, the manufacturer can be predetermined, but the model or size 
has not yet been determined. On other occasions, nothing is predetermined. 
In selecting an automated chemistry analyzer, for instance, there may be no 
predisposition to make or model, no reason to require compatibility. In a sit-
uation like this, effort must be placed on selecting the “right” piece of equip-
ment. The following step-by-step approach is vital to achieving success.

1. Begin with the development of a detailed, objective set of specifications 
outlining what is expected of the equipment. This includes specifica-
tions and expectations not only for the equipment but also for its envi-
ronment, cost performance, personnel impact, and so on. An acquisition 
cost target should be included.

2. A review of the literature (trade publications, professional journals, and 
sales brochures) will facilitate the development of a list of potential ven-
dors and pieces of equipment for further consideration.

3. A detailed comparison of product features with the predetermined spec-
ifications should serve to trim the list of potential candidates. Only those 
pieces of equipment that meet all, or substantially all, of the specifica-
tions should remain in the running.

4. Site visits to see similar products in operation in a similar environment 
(same size operation, same operating constraints and challenges, etc.) 
should be arranged. In many cases, equipment manufacturers will assist 
with this. In addition, interviews with current users and with colleagues 



154 HEALTH CARE BUDGETING AND FINANCIAL MANAGEMENT

at other institutions can be most helpful. Do not forget the actual work-
ers who will use the equipment; one or two of them should be included 
on the site visit team.

5. An in-house demonstration or trial can sometimes be arranged. This is 
one of the best methods of determining if a product will “work” in the 
organization. Product acceptance can be tied to meeting certain perfor-
mance criteria (number of tests per hour, etc.) as a way of guaranteeing 
that the equipment meets the organization’s specific needs and that the 
manufacturer’s claims are legitimate.

Remember to buy only what is truly needed. Do not consume scarce 
resources by acquiring the latest “bells and whistles” that may never be used. 
Remember to buy what is necessary, not what the salesman wants to sell.

Finally, consistency in the decision process is a virtue. Looking at the 
same kind of data, using analysis consistently, and asking the same ques-
tions in evaluation requests allow all to know how best to prepare the sub-
missions. The capital budget and the operating budget should be thoroughly 
integrated so that the staff and supplies needed to operate a piece of equip-
ment acquired in the capital budget are provided for in the operating bud-
get. In the same way, any new staff member provided for via the operating 
budget should have the equipment he or she needs via the capital budget.

How embarrassing would it be to acquire a new scanner only to find that 
the radiology department’s expense budget provided no staff to operate it? 
While integration of these budgets may seem simple, occasionally they are 
prepared separately with separate timetables. Two different members of the 
executive team (e.g., the CFO and COO) may oversee the different budgets, 
and this, too, can make integration difficult. It is also important to make 
sure that the items in the capital budget complement and support each other. 
Including new carpet in the main hallways of the hospital but omitting the 
necessary carpet cleaning equipment to maintain it would not be wise.

MAKING BALANCED DECISIONS

Whether equipment decisions are made by a committee, by the CEO or 
COO, or by the broader executive team, it is important that they be bal-
anced. Both the clinical imperative and the business reality need to be taken 
into consideration as decisions are made. This can be done by combining 
a financial measure such as the benefit/cost ratio with achievement of the 
clinical and operational objectives. One way to do this is to use a subjective 
ranking system for consistency with the clinical and operational objectives 
combined with the very objective benefit/cost ratio ranking of each request.
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Ranking consistency with the clinical and operational objectives can be 
done using a nominal group technique or a Delphi method that can achieve 
consensus. Unanimity is not needed and, in fact, it may not be achievable. 
A general consensus is sufficient. Rank each item for its consistency with 
the organization’s objectives on a five-point Likert scale:

1. Extremely inconsistent

2. Inconsistent

3. Neither consistent nor inconsistent

4. Consistent

5. Extremely consistent

After a couple of iterations, general consensus should be achieved. 
While this is a subjective evaluation, the iterations and the fact that it con-
cludes with a consensus decision make it a valid approach. The benefit/
cost ratio, on the other hand, is an objective evaluation. Using the two 
evaluation rankings can lead to a decision that properly considers the clin-
ical imperative and the business reality.

As displayed in Figure 7.3, a grid can be developed on which to plot 
the evaluations using the vertical axis for the subjective evaluation and the 
horizontal evaluation.

Figure 7.3
An equipment decision grid displays options in one of four quadrants based 
on their strategic and financial characteristics.
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The various items being considered can be plotted using the two evalu-
ation ratings just as the grid coordinates are used on a road map to find 
points of interest. Those items that are more consistent with the objectives 
are in the top half and the ones less consistent go in the bottom half. Simi-
larly, the ones with a high benefit/cost ratio goon the right side of the verti-
cal dividing line, while those with low benefit/cost rations go on the left. 
Consider the eight items shown in Table 7.3 that are being reviewed for 
possible inclusion in the coming year’s capital budget. The committee has 
performed a subjective evaluation that has provided a consistency score. 
The committee’s finance representative has performed the necessary ben-
efit/cost analysis to provide each of the eight items with a finance score.

Figure 7.4 displays the plot of these items on the equipment decision 
grid. Note that Items A and Item B are in the upper right quadrant because 
they have both high consistency scores and high benefit/cost scores. At the 
other extreme, Item E and Item F have low consistency scores and their 
benefit/cost scores are less than 1.00.

This approach does not tell which items to buy or not buy. Rather, it pro-
vides a construct that can help the decision-making process when there are 
not sufficient resources to accommodate all requests. The decision makers 
may decide to acquire Items A and B because of their scores. Then, they may 
decide to pursue Items G and H, which have lower consistency scores but are 
profitable. Then, the profits could be used to acquire Items C and D, which 
are not profitable, but are consistent. The point is this approach provides 
context for decision making as opposed to a decision. It gives those making 
the decisions valuable insight into the two critical performance issues.

Table 7.3
Equipment Decision Scores

Equipment Item Consistency with Objectives Benefit/Cost Ratio

Item A 5 1.56
Item B 4 1.43
Item C 5 0.88
Item D 3 0.95
Item E 1 0.86
Item F 1 0.77
Item G 2 1.25
Item H 2 1.08

Note: A benefit/cost ratio greater than 1.00 indicates positive profit performance. A ratio less than 1.00 
indicates negative performance.
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SOURCES OF FUNDS

Once the decision to proceed has been made, the issue of paying for the 
acquisition must be addressed. A source of funds must be identified. In 
some cases, only the staff in the finance department can identify the funds 
(e.g., leasing or borrowing), while in other cases, the department leader-
ship may be better suited to this task (e.g., obtaining a grant). The follow-
ing are sources of funds that organizations can consider to support capital 
equipment acquisitions.

Retained earnings. The historic financial strength of an organization 
is reflected in its earnings over time. In the for-profit world, these profits 
accumulate as retained earnings, profits (earnings) that are retained in the 
company over time. This accumulated financial strength can be the basis 
of acquiring equipment. It is the source of the annual capital budget’s “not 
to exceed” amount.

Cash from operations. Every business generates cash from its day-to-
day operations. The amount of cash generally exceeds the bottom-line 
profit and can be roughly estimated by adding back the depreciation 
expense used to determine the profit amount. Table 7.4 demonstrates this 
by first recalculating the profit without using depreciation expense and 
then via a simplified estimation approach.

Figure 7.4
Eight potential acquisitions have been arrayed on this equipment decision 
grid.
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Table 7.4
Estimating Cash from Operations

Profit as Reported Cash Only Profit

Revenue $4,000,000 $4,000,000

Salaries $2,500,000 $2,500,000
Benefits 500,000 500,000
Supplies 800,000 800,000
Services 100,000 100,000
Depreciation 50,000
Interest 10,000 10,000

Total $3,960,000 $3,910,000

Profit or (loss) $40,000 $90,000

Simplified approach  
Profit or (loss) $40,000  
Add back depreciation 50,000  

Cash from operations $90,000  

Cash from the investment itself. Some pieces of equipment generate 
profits and cash so quickly that they can repay the original investment 
within just a few months. Holter monitors, for example, can pay back the 
original investment before the fiscal year in which they are acquired ends, 
thus recycling the budget funds for other equipment. While not all equip-
ment work this way, it is possible to take advantage of this phenomenon 
from time to time.

Philanthropy and endowments. Gifts from grateful patients and other 
benefactors represent a major source of funds to support equipment acqui-
sition. These gifts come in several categories. General, unrestricted phil-
anthropic gifts may be used at the discretion of the recipient. They can 
be used for equipment purchases, facility renovations, and so on and for 
any service or department. Restricted gifts may be used only for the pur-
pose intended and specified by the donor. Monies thus received may, for 
example, be restricted to the purchase of a specific lab instrument or for 
the renovations associated with labor and delivery. They may be restricted 
to use by a named individual, a scientist or department head. Or, they may 
be restricted for use in a specified service line or department.

An endowment is a gift that cannot actually be spent. It is intended to 
provide a fund (called the corpus) that will provide an income stream that, 
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in turn, can be used for a specified purpose. Many people are familiar with 
these, having heard of an endowed professorship at a university. Endow-
ments, however, can also provide general support for an organization or 
a department within a large organization. In some cases, individuals are 
solicited to donate to a particular endowment fund which will be used for 
general support for the organization. Another way in which an endow-
ment fund can provide support is that the organization may be allowed to 
borrow from its endowment fund. The interest paid is considered a source 
of income to the fund. In a sense, the interest payments are “kept in the 
family.” While many think that philanthropy is only for the wealthy, the 
reality is that the majority of the funds associated with charitable giving 
are the small donations ($10, $50, $100, etc. made by “regular” folks who 
are passionate about one thing or another and wish to provide some finan-
cial support.

Grant funds. Grants represent another potential source of funds. These 
can be from the government (federal, state, and local political jurisdictions) 
or from private foundations like the Bill and Melinda Gates Foundation. 
Generally, they are quite specific as to their use and carry more restrictions 
than generalized philanthropy. A federal grant, for example, may limit the 
coverage of individual researchers—either limiting the total amount of 
salary they will pay or limiting the percentage of effort they will support. 
And unlike generalized philanthropy, grants carry specific accounting and 
reporting requirements. Some grants are competitively awarded. Applica-
tions for National Institutes of Health grants are peer reviewed and given 
a funding priority score. Funding cuts off after a certain priority score is 
reached. Other federal agencies also provide funds for projects that align 
with their basic missions. Similarly, state and local governments may be a 
source of funding, albeit in smaller monetary amounts.

Finally, private foundations can be approached to provide funding. The 
request must be in line with the foundation’s stated aims (AIDS research, 
children’s health, etc.) and meet certain application requirements. The 
website of a specific foundation will provide the right information for 
applying. It is also possible to search the web to find foundations that have 
an interest in a specific area of health care or research.

Manufacturer financing. When it comes to acquiring equipment, manu-
facturers can provide a variety of options from an outright donation of 
small pieces of equipment to debt financing. Most manufacturers have 
a financing arm, which can lend money at competitive rates to organiza-
tions to use the cash to purchase equipment from the company. This is 
quite similar to buying a car and financing it through Ford Motor Credit or 
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GMAC Financing instead of a bank. In this way, the manufacturer reaps 
all the rewards (profits from the sale as well as profits from the financing) 
and may be induced to lower the purchase price. It may also be easier to 
borrow from a manufacturer than from a bank, depending on the financial 
condition of the acquiring organization.

Depending on the product development needs of an equipment devel-
oper, there may be a willingness to enter into a joint venture with a provider 
organization and in so doing make it possible for a financially challenged 
provider to get the very latest (sometimes referred to as the “bleeding 
edge”) technology. The provider wants a new technology and the devel-
oper needs a site to test the technology. The provider offers its site and 
the developer provides the equipment either at no cost or at a significantly 
reduced cost. Both parties benefit from the arrangement. It is not for all, 
but it has potential for some organizations.

Vendors are also willing to provide equipment as part of what is com-
monly called a reagent rental contract. In this arrangement, the provider 
organization agrees to purchase a specific quantity of reagents at a price that 
is guaranteed over the multi-year life of the contract. In exchange, the vendor 
provides the equipment on which to use its reagents and supplies. The pro-
vider benefits via a lock-in of reagent and supply prices over time, the avoid-
ance of a large cash outlay for equipment, and the ability to update to the 
latest version of the technology at the end of the contract. The vendor ben-
efits from the guaranteed long-term cash stream that the contracts provide.

Borrowing. When deemed necessary, cash can be borrowed from a bank 
at approximately the prime interest rate or through the issuance of bonds. 
Important here is the ability to repay the borrowed funds using “tomor-
row’s” cash from operations. Borrowing has an effect on the organizations 
financial ratio; this, too, must be taken into account. It is possible that 
this option cannot be used because the institution has exhausted its debt 
capacity (the ability to borrow based on the demonstrated, mathematically 
calculated ability to repay) or because that capacity is being reserved for 
a more important need.

Leasing arrangements. Often an attractive funding alternative for 
equipment acquisition, leases can be entered into with an equipment man-
ufacturer or one of its subsidiary companies, or via a third-party leas-
ing company. Many issues must be examined when selecting this funding 
option, not the least of which are changing technologies and equipment 
obsolescence, ownership at the conclusion of the lease, possible tax ben-
efits, and so on. Polices should not be entered into without a thorough 
legal and financial review at the highest level of the organization.
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Two different kinds of leases are available to support acquisition. A cap-
ital lease impacts the balance sheet of the organization with the equipment 
listed with the fixed assets and the total of lease payments reflected as 
long-term debt. An operating lease impacts the profit and loss statement, 
and its rent payments are shown in the operating expense section. Be care-
ful to consult with the staff in finance because choosing an operating lease 
with its impact on long-term debt may place the organization in default on 
its other long-term debt obligations.

A lease is considered a capital lease if the following conditions apply:

• a lease term greater than 75% of the equipment’s estimated life,

• an option to purchase the equipment for less than fair market value is 
provided,

• ownership of the property transfers to the lessee at the end of the lease 
term, or

• the present value of the lease payments exceeds 90% of the fair market 
value of the property.

A lease is considered an operating lease if the lessee acquires the equip-
ment for only a small portion of its useful life.

Caution should be exercised before entering into a lease because of 
the effect lease payments have on the future. It is possible to benefit the 
current year at the expense of the future. Table 7.5 shows an example of 
leasing as a constraint on the future. With a limited capital equipment 
budget in 20X1, the organization turned to capital leasing to “stretch” its 

Table 7.5
Effect of Leasing on the Future ($000s)

Fiscal Years

20X1 20X2 20X3 20X4

Maximum available capital budget funds $2,000 $2,000 $2,000 $2,000
Deductions:
Amount committed to lease #1 (300) (300) (300) (300)
Amount committed to lease #2 (400) (400) (400)
Amount committed to lease #3 (500) (500)
Amount committed to lease #4 (600)

Remaining available capital budget funds $1,700 $1,300 $800 $200
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available capital dollars. In effect, it acquired a $1 million piece of equip-
ment for a much smaller annual lease payment. It did the same in 20X2 
and 20X3. By the time 20X4 arose, however, the capital budget funds are 
nearly exhausted. Capital leases can also constrain an organization’s abil-
ity to borrow money because a capital lease is a form of borrowing and as 
such it eats into debt capacity.

For department managers, understanding whether a lease is a capital lease 
or an operating lease is essential. With a capital lease, the payments would 
come from the capital budget, as shown in Table 7.5. With an operating 
lease, the payments are charged to the expense budget, and an appropriate 
amount should be provided in the operating budget to cover those payments.

Cash on the balance sheet. Three accounts on the balance sheet of 
the organization seeking to acquire the equipment can be thought of as 
sources of cash: accounts receivable, inventory, and accounts payable. The 
amount of cash will improve if the accounts receivable can be collected 
faster, if the amount invested in inventory can be reduced, and if the bills 
(the accounts payable) can be paid more slowly. The best way to visualize 
this is to think of the accounts receivable as cash that can either be owed to 
the organization or paid to the organization. If it takes 120 days to collect 
the bills and that amount of time can be reduced, a one-time addition to 
cash can be generated. Table 7.6 shows the impact of these three accounts.

Using the hypothetical account balances in the table, if the receivables 
can be collected in 85 days as opposed to 120 days, the organization will 
generate cash faster and will add over $5 million to its cash balance. The 
same thing happens if the inventory can be reduced. Since it has a value of 
about $58,000 for every day, a reduction to 15 days, which will still leave 
more than two weeks’ supplies on the shelves, had the potential to gener-
ate almost $2 million in added cash. Similarly, if the payment of bills can 
be stretched out so they are paid in 30 days as opposed to 15 days, over 
$9 million can be generated. The values for every organization will be dif-
ferent, but the effect is the same.

Off the balance sheet. This approach to acquiring assets is usually 
restricted to facility acquisition and involves another organization act-
ing as a surrogate. To illustrate, assume that Memorial General Hospital 
wishes to erect a 100,000 square foot physician office building but does 
not have the financial strength to do so and lacks the debt capacity to bor-
row the funds. It approaches a real estate developer who agrees to build 
the building and rent the space to Memorial. In this way, the hospital gets 
the benefit of a building, but it is not on its balance sheet (thus the term 
off-balance-sheet financing).
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Combinations. For larger projects like a new facility, a combination of 
funding methods will likely be pursued. In all likelihood, the major source 
of funds would be debt—borrowed money. But any and all of the financ-
ing options previously described can be used in combination to provide 
the funding to complete the project.

STRETCHING LIMITED FUNDS

Even when alternative funding sources are identified and employed, the 
need arises to stretch the money, and several means are available to do 
so. Many organizations use sealed bid pricing to obtain the best price and 
terms from vendors. Some even use aggressive equipment consultants to 
negotiate significant discounts that individual organizations may not be 
capable of achieving.

Phasing the installation of certain systems can result in spreading the 
cash outlays over a period of time, perhaps years. In this way the capital 
budget funds for more than the current year can be applied to the acquisi-
tion. Monitoring systems are particularly receptive to this approach. Simi-
larly, some pieces of equipment can be purchased in the current budget 
year, but some of the peripherals can be deferred to a subsequent year 
when more money is available.

It is also possible to purchase refurbished equipment at a fraction of the 
cost of new items. Laboratory instruments, portable x-rays and ultrasound 
units, ventilators, sterilizers, and countless other pieces of “previously 
owned” equipment are available from a number of vendors who have been 
in business for many years. The refurbished units come with warranties, 
liability insurance, and so on. These same vendors will rent equipment of 
all sorts with a variety of terms.

Because capital equipment items are associated with the balance sheet, 
there is no specific year to which items and transactions are assigned, as 
is the case with revenue and expense items. Because of this, if sufficient 
funds are not available in one fiscal year, but are available in the following 
fiscal year, the equipment can be purchased late in the first fiscal year and 
the funds from both years can be used for the purchase.

Finally, when faced with a critical shortage of funds for capital items, 
the priorities of the entire capital budget can be reexamined. This is one of 
the reasons that capital equipment committees should prioritize their final 
list of acquisitions. Those items with low priority score (using an A/B/C 
methodology) can be deferred and the remaining funds concentrated on 
the A and B items.
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One of the biggest challenges managers face, especially those with less 
than a year or so of managerial experience, is that there is no guarantee 
that a request, even one supported by the finest objective data and analysis 
and enhanced by powerful emotional arguments, will be approved. If there 
is no money, there will be no approval. In a situation like this, a manager 
must be somewhat satisfied knowing he or she did the best job possible in 
preparing the request and then focus on helping the organization achieve 
its objectives.

CONSTRAINTS

There are always constraints on any process or venture. In capital equip-
ment budgeting, one major constraint is the availability of funds. This 
determines the upper dollar limit for the budget. Throughout the process, 
success depends on everyone involved being aware of these limits. It is 
also essential that as many people as practical be involved so that a sense 
of participation in, ownership of, and support for the decision-making pro-
cess will result. The objective is to give everyone a fair hearing. The true 
test of whether the process is working is if a manager who has had his or 
her request denied can say “I told them what I needed. I understood the 
constraints they were operating under, and I feel they treated me fairly. 
Maybe next year I will have better results.”

As a reviewer, never put people off or ignore them. Always listen atten-
tively. Remember, a piece of equipment that a reviewer thinks is unim-
portant may be the most important in the eyes of the person requesting 
it. Listen to people. Give them 15 or 20 minutes. At least extend them 
the courtesy of hearing their issues, problems, and concerns. It may turn 
out that they foresee a real opportunity for the organization that no one 
previously recognized. Consider that it is better to tame a wild horse than 
to ride a dead one. Dead horses have a tendency to just lie there, going 
nowhere. Wild horses on the other hand have a high energy level. They 
do a lot of wrong things, but they are very much alive, and they perform 
really well once they have been tamed. When someone has a far-out idea 
about equipment or renovations, listen to it. It may turn out to be the wild 
horse that will outperform someone else’s dead one.
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Chapter 8

THE CASH BUDGET

The final of the three main organizational budgets may be the most impor-
tant of all—the cash budget. It is prepared by the chief financial officer 
(CFO) and the finance staff. While department managers are not involved 
directly in its preparation, they can exert significant influence over its suc-
cess. The cash budget deals with the money flowing into and out of the 
organization—the working capital—the lifeblood of any organization. In 
many respects, this budget is analogous to a personal household budget: 
money coming in from wages, interest on bank accounts, sale of a used 
car and money going out for groceries, mortgage payments, retirement 
investments, tuition, and so on.

CASH INFLOWS AND OUTFLOWS

Cash comes into an organization from three sources: the operating activi-
ties of the business, investing activities, and financing (associated with 
debt) activities. These three areas are also sources of cash flowing out of 
an organization.

Operating activities. These include the activities reflected in the 
operating statement (the P&L or statement of profits and losses) of the 
organization—the revenues and expenses of running the business. In addi-
tion, asset and liability activities can be sources (inflows) and uses (out-
flows) of cash. As accounts receivable are collected, for example, cash 
increases (an inflow). When liabilities are paid, cash flows from the orga-
nization (an outflow). Growth of inventories is a use of cash and reduces 
the amount available for other purposes. Similarly, paying bills too soon 
consumes cash needlessly.

Investing activities. One of the largest investments an organization 
makes is the purchase of property, plant, and equipment assets. But well- 
run companies are careful to use their excess cash wisely and often 
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purchase short-term investment instruments. Depending on the timing of 
future cash requirements, they may also put excess cash into longer-term 
investments. Conversely, cash is generated by the sale of such invest-
ments. Such investing activities are not confined to stocks and bonds but 
can include acquiring or disposing of an ownership share of a complemen-
tary business venture.

Financing activities. The third kind of transactions relate to debt. Cash 
is generated and flows into the organization as a result of issuing debt or 
borrowing from banks and others and flows out when debt is paid—either 
retired (paid off) entirely or partially. Debt as a category can include 
long-term notes payable, mortgages, bonds, and capital lease obligations.

The CFO and those in finance charged with managing cash work to 
maximize its effectiveness. They focus on investing excess cash, looking 
to manage the balance sheet accounts in ways that maximize cash flow, 
and making sure to have sufficient liquidity (the ability to pay current 
obligations with cash) to keep the business running smoothly. Failing to 
manage cash properly can result in an organization finding itself placed on 
“credit hold” with vendors because of unpaid bills. This not only disrupts 
the flow of supplies but also can compromise patient care delivery.

It is important to remember the interplay among the operating, capital, 
and cash budgets. As depicted in Figure 8.1, the three must work col-
lectively and collaboratively if the organization is to succeed, working 
harmoniously to achieve the objectives.

With the exception of large amounts of borrowing associated with facil-
ity construction projects or business acquisitions, the operating activities 
should be the largest source of cash for the organization. It is this cash 
that provides the routine fuel for the capital budget. In turn, the equipment 
acquired as part of the capital budget provides the hardware to support the 
operating budget. The cycle then continues with operating budget throw-
ing off cash that feeds into the cash budget.

ROLES IN BUDGETING AND MANAGING CASH

The CFO and his staff prepare the cash flow budget by determining tar-
gets for selected cash and cash-related items. They consider cash flowing 
into and out of the organization, including the cash accounts, the age of 
accounts receivable and inventory, outlays for equipment, pension plan 
contributions, investments (both buying and liquidating), and financing 
(debt issuance and payments) and any business acquisition amounts. Tar-
gets must be set realistically and based on the general assumptions and 
targets in both the operating and the capital budgets.
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Non-financial managers, while not directly involved in this cash bud-
geting process, can have significant impact based on how they use the 
resources of the organization, how they communicate their spending 
plans, and how accurately they gather data for billing.

The manager of an imaging department, for example, must let finance 
know when he or she plans to place a large, multimillion-dollar order in 
order to make sure the cash is available. The clinic manager must make sure 
that billing information is accurately collected. Simple errors in recording 
insurance information can translate into billing problems, uncollectible 
receivables, and a lack of cash.

CASH FLOW CONSIDERATIONS

Cash is the lifeblood of any organization; run out of it and bankruptcy 
soon follows. Bankruptcy is, in fact, not determined by profit or loss posi-
tion but rather by liquidity—the ability to pay the bills as they come due. 

Figure 8.1
The cash budget can fuel the capital budget that, in turn, provides the equip-
ment and technology to support the operating budget. The operating budget 
generates cash that feeds into the cash budget.
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Excess cash not needed for day-to-day operations can be invested and earn 
a return—interest income. Further, cash needs to fuel the operation of any 
company, and managers who do not pay attention to it can run into trouble 
very quickly. What about a start-up company that will be able to generate 
$100,000 in revenue once it gets going but needs $60,000 for staff salaries 
from day one? How will it survive? Lacking sufficient cash at the very 
start could put this company out of business before it ever gets started. For 
this reason, new companies almost always need to secure a cash flow loan 
from a bank to give them sufficient cash to operate while building their 
revenue (and associated cash) stream.

Do not lose sight of the fact that a company can make a profit but not 
generate sufficient cash to remain in business. If a hospital does not col-
lect its receivables, revenue will not convert to cash. If too much cash is 
used to acquire equipment, there may not be sufficient cash left over to 
pay trade accounts payable. Supply vendors may stop selling to the orga-
nization. To see how cash and profits relate to each other, consider the 
following scenario.

A new service requires an expenditure of $60,000/month for salaries. The service 
will generate revenue of $100,000/month, but only after it has been open for three 
months while staff are trained and get everything set up. As the revenue is billed, 
there will be a lag time of about 90 days waiting to be paid. Will the business 
make a profit in its first year?

Examining the data shown in Table 8.1 reveals that the business will, in fact, 
make a profit of just under $200,000 in the first year (Column D). The cash situ-
ation, however, looks a lot different. This organization is “bleeding cash,” as the 
saying goes, losing $120,000 of cash (Column E) in the first year. There is even 
the possibility that the business will not survive the first few months in operation 
because of a cash shortage. Note that $60,000 per month is spent for staff salaries 
before the first bill goes out. And when the time it takes for bills to be paid is taken 
into account, a total of $360,000 is spent before the first dollar comes in the door. 
If this business is to be operated successfully, some sort of cash flow loan will be 
required to cover up front cash losses. It would be prudent to present the strong 
profitability picture to a bank and seek perhaps as much as $400,000 in up-front 
cash flow financing. As profitable as it appears this business will eventually be-
come, a bank loan should not be difficult to obtain.

Three points must be kept front and center in dealing with cash. First, 
profit does not necessarily equate to cash. Second, cash supports organi-
zational growth and maneuverability. Third, running out of cash can lead 
to bankruptcy.
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Table 8.1
Revenue and Cash Flow Data

Billed 
Revenue (A)

Cash 
Collected (B)

Salaries 
Paid (C)

Profit or 
(Loss) (D)

Cash  
Flow (E) 

January $60,000 ($60,000) ($60,000)
February 60,000 (60,000) (60,000)
March 60,000 (60,000) (60,000)
April $100,000 60,000 40,000 (60,000)
May 100,000 60,000 40,000 (60,000)
June 100,000 60,000 40,000 (60,000)
July 100,000 $100,000 60,000 40,000 40,000
August 100,000 100,000 60,000 40,000 40,000
September 100,000 100,000 60,000 40,000 40,000
October 100,000 100,000 60,000 40,000 40,000
November 100,000 100,000 60,000 40,000 40,000
December 100,000 100,000 60,000 40,000 40,000

Total $900,000 $600,000 $720,000 $180,000 ($120,000)

CONCLUSION

Several points must be kept in mind. Cash is necessary to fuel organiza-
tional growth. It allows the organization to purchase volume-generating 
equipment, build and renovate facilities to draw patients, and acquire busi-
nesses that complement the core business. For this reason, CFOs care-
fully steward company cash. They invest it when possible and carefully 
build cash reserves to keep the business going in the face of a downturn 
in volume.

Consider an organization that provides services in a summer resort 
community and sees 70% of its business in the months of June, July, 
and August. The rest of the business is spread throughout the other nine 
months. How does such a business remain solvent if it does not have a 
cash reserve to cover staff and other costs (rent, utilities, etc.) when there 
is little volume in those off months, when cash is largely flowing out 
instead of in?

Just as maneuverability in warfare is essential to success on the battle-
field, organizations need to be maneuverable in a changing regulatory and 
reimbursement environment. Cash fuels maneuverability.

Finally, companies can be profitable but still face bankruptcy if they 
do not manage their cash and liquidity appropriately. Many years ago, a 
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hospital in Maryland was forced into bankruptcy. This was not because it 
was losing money. Quite the contrary, it was profitable. But it did not man-
age its accounts receivable properly, and the lack of positive cash flow-
ing from collecting those amounts meant the hospital was unable to pay 
its vendors. Its liquidity was compromised. This situation spiraled out of 
control until it was forced to seek bankruptcy protection. That hospital no 
longer exists.



Chapter 9

FINANCIAL STATEMENTS

The best ways to understand the results of financial management is by 
examining three financial statements that provide a summary of what 
transpired during a given period of time (e.g., the month of January, 
last fiscal year) or the financial status on a particular date (e.g., June 30, 
December 31). These financial statements are produced for every com-
pany: the balance sheet, the statement of operations (often referred to as 
the P&L or profit and loss statement), and the statement of cash flows.

THE BALANCE SHEET

Diagrammatically, the balance sheet (Figure 9.1) can be thought of as a 
family portrait. It depicts the status of a business on a particular date, just 
as a family portrait freezes the action at a particular time. Like the family 
portrait, it is a snapshot as opposed to a movie. It does not cover what hap-
pened over the course of time but rather is a picture of an instant in time. 
As depicted in Figure 9.1, the assets are on the left side of the statement 
and the liabilities and equities are on the right side.

The balance sheet tells what is owned by the company (assets), what 
is owed (liabilities), and the difference between what is owned and what 
is owed (equity or net assets). Assets are generally described as current 
assets (cash, short-term securities, accounts receivable, inventory) and 
long-term or fixed assets (typically, property, plant, and equipment). Lia-
bilities are generally classed as either current liabilities (amounts that are 
due and payable during the next 12-month period) or long-term liabilities 
(representing those debts that will not be paid during the next 12 months). 
Equity, a surrogate for the value of the company, is the difference between 
what is owned (the assets) and what is owed (the liabilities). Depend-
ing on the type of company, this may be referred to as owner’s equity, 
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Figure 9.1
The typical balance sheet layout with assets on the left and liabilities and net 
assets (or equity in the for-profit sector) on the right.

stockholder’s equity, fund balance, the capital account, or, simply, capital, 
or in the case of most nonprofit organizations, net assets.

A balance sheet can generally be displayed in three ways. Often, it is 
prepared on a single page with the assets on the left and the liabilities and 
equity on the right. If the balance sheet contains a significant amount of 
information, it may be displayed on two facing pages, with the assets on 
the left-hand page and the liabilities and net assets on the right-hand one. 
Occasionally, a balance sheet will be stacked vertically on a single page 
with assets at the top and liabilities and net assets at the bottom. Regard-
less of the format, the amounts shown represent the balances of the vari-
ous items as of the date of the financial statement, hence the title balance 
sheet. Some think it is called a balance sheet because the left side (assets) 
is balanced by the right side (liabilities and net assets). This, however, is 
more urban legend than fact.

It is possible to learn more by examining an actual balance sheet to see 
what information is presented. Table 9.1 shows the assets section of the 
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Table 9.1
Mythical Community Healthcare Company
The Balance Sheet
as of June 30, 20X2, and 20X1

20X2 20X1 

Assets
Current assets
    Cash and cash equivalents $1,145,449 $1,213,026
    Short-term investments 91,905 87,267
    Accounts receivable, less allowance 17,942,004 15,470,077
    (20X2 = $3,084,330; 20X1 = $2,489,242)
    Other receivables 2,276,821 2,058,476
    Due from affiliates 1,529,929 1,295,952
    Inventory 1,274,718 1,187,772
    Prepaid expenses 847,219 709,945

        Total current assets $25,108,045 $22,022,515

Other assets
    Long-term investments $9,464,738 $9,160,460
    Investments in joint ventures 4,485,932 1,392,730
    Interest in net assets of foundation 4,862,730 4,216,069

        Total other assets $18,813,400 $14,769,259
Property, plant, and equipment
    Land $1,423,566 $1,181,459
    Land improvements 2,288,322 2,282,622
    Buildings 52,475,472 50,263,586
    Equipment 60,792,349 58,809,209
    Construction in process 1,472,821 1,004,301

$118,452,530 $113,541,177
    Less accumulated depreciation 77,300,854 72,242,238

    Net Property, plant and equipment $41,151,676 $41,298,939

Total assets $85,073,121 $78,090,713

balance sheet of Mythical Community Healthcare Company. The initial 
reaction to the substantial amount of information presented might be that 
it is impossible to understand all of these numbers. It is possible, however, 
if the information is examined methodically. Two columns of numbers are 
displayed for each of the two dates June 30, 20X2, and June 30, 20X1. 
Note the wording in the heading of the balance sheet. It is from a specific 
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date. In reality, the amounts displayed can, and likely will, be different the 
day before and the day after. That is because the balance sheet displays 
the balance of the accounts, not the activity in the account. To the left of  
the balances are the descriptions for the dollar values displayed.

Current assets are grouped together at the top. These include the organi-
zation’s cash as well as those other assets will that will be converted to cash 
or consumed within one year from the date of the balance sheet: short-term 
investments, inventories, accounts receivable, and prepaid items that will 
benefit the future 12-month period. The short-term investments will be 
converted to cash fairly quickly as opposed to long-term investments (one 
hospital owns the title to a gold mine!) that will be kept for many years.

The largest current asset typically is the accounts receivable, specifi-
cally those owed by patients. Staff in the organization’s billing operation 
seek to collect the patient accounts receivable as quickly as possible, again, 
converting it to more useful cash. The balance sheet displays both the 
net accounts receivable ($17,942,004 and $15,470,077) and the amount 
of allowances for those amounts owed that will likely not be collected 
($3,084,330 and $2,489,242, respectively). This gives those examining 
the financial statements more information: nearly $21 million is actually 
owed to the Mythical Community Healthcare Company, but just under 
$18 million is expected to be collected. This represents what is referred to 
as “full disclosure” reporting.

Inventories contain the stores of day-to-day supplies used in the orga-
nization. The supplies in the individual departments are usually not con-
sidered part of this formal inventory. The materials management experts 
strive to keep inventory at the lowest possible level, barring shortages of 
critical supplies, in order to conserve cash. A preventive maintenance con-
tract is an example of a prepaid expense. The contract may be paid on 
January 1 for services provided each month for the next year. That right to 
service is considered an asset—something the organization owns.

To better understand the nature of the current assets, consider, for exam-
ple, the $1,145,449 of cash listed in the 20X2 column. It is not the same 
cash listed in the 20X1 column ($1,213,028). In effect, the $1,213,028 of 
cash has been fully consumed in the past 12 months and has been replaced 
by a new batch of cash amounting to $1,145,449. This process, which 
applies to receivables, inventory, and all the other assets, is called asset 
turnover or just simply turnover.

Next in the balance sheet come the longer-term assets, including just 
under $19 million of long-term investments and the property, plant, and 
equipment valued at $41 million net of accumulated depreciation. These 
assets will remain for many years.
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The property, plant, and equipment section pulls together all of the 
facility assets of the organization. Land is always listed first at its original 
acquisition price. Next come land improvements (parking lots, sidewalks, 
etc.), buildings (including the electrical, plumbing, air handling, and other 
systems), equipment (ventilators, MRIs, OR lights, etc.) and, finally, con-
struction in progress (the investments thus far in projects that are not yet 
completed). All of these assets, except the land and construction in prog-
ress, are recorded in the company’s books and displayed on the balance 
sheet at the price originally paid for them and are depreciated over time (see 
Chapter 2 for an explanation of depreciation methods). The accumulated 
depreciation is also shown to arrive at the net or book value of the asset.

As displayed in Table 9.2, the liability section of the balance sheet is 
similarly arranged with a column of descriptors and two years of dollar 
values to the right.

Table 9.2
Mythical Community Healthcare Company
The Balance Sheet
as of June 30, 20X2, and 20X1

20X2 20X1 

Liabilities and net assets
Current liabilities   
    Trade accounts payable $7,847,850 $9,918,183
    Accrued payroll and related expenses 4,849,234 4,231,450
    Accrued interest payable 348,351 353,672
    Estimated settlements due to third-party payers 1,472,532 804,891
    Advance payments 794,186 414,193
    Current portion of long-term debt 1,302,774 1,151,164
    Current portion of capital lease obligations 49,205

        Total current liabilities $16,614,927 $16,922,758

Long-term debt, less portion classified as current $23,449,935 $21,495,252
Accrued postretirement benefit liability 3,924,186 5,199,155

        Total liabilities $43,989,048 $43,617,165

Net assets   
    Net assets at beginning of year $34,473,548 $34,473,548
    Change in net assets 6,610,525 2,423,176

    Net assets at end of year $41,084,073 $34,473,548

        Total liabilities and net assets $85,073,121 $78,090,713
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Here again, the current items are listed first, followed by those with 
longer lives. The current liabilities are those which will be paid off during 
the next 12 months and subsequently replaced by others. As is typical in 
most organizations, the trade payables and accrued liabilities represent the 
bulk of the current liabilities. Long-term liabilities, sometimes referred 
to as long-term debt or simply debt (often, the term “debt” carries with it 
the notion of long term, whereas “liability” conveys short term), are those 
that will not be paid off anytime soon. The personal financial corollary is 
a home mortgage, which may be paid off over 20 or 30 years.

In Mythical Community Healthcare Company’s case, the final items on 
the balance sheet are the equity items—called net assets in this case because 
the organization is a tax-exempt one (sometimes referred to as nonprofit). 
Were it to be a taxable organization (sometimes called for-profit), the sec-
tion might be labeled owner’s equity, stockholder’s equity, or some similar 
phrase to denote that this is the net ownership section—representing the dif-
ference between what is owned, the assets, and what is owed, the liabilities.

THE INCOME STATEMENT

The financial statement that summarizes the revenue and expense items, and 
the difference between them, is called the income statement. The income 
statement has a number of informal names as well, often called the “profit and 
loss statement,” the “P&L,” the “statement of earnings,” the “operating state-
ment,” or the “statement of operations.” For nonprofit or tax-exempt organi-
zations, it is often called the “statement of support, revenue and expenses.” 
Regardless of its formal or informal name, the income statement is prepared 
for a specific length of time, customarily one year for formal, external pur-
poses, and more frequently for internal purposes. It is not uncommon, for 
example, for a board to review the income statement on a monthly basis. 
While the income statements for various health care organizations can vary 
in terms of appearance, they generally report the following information.

Note the date difference between the balance sheet and the income state-
ment shown in Table 9.3. While the balance sheet date uses an “as at” or 
“as of” format, the income statement is always “for the xx months ended” 
format. This is because the income statement is a statement of activity 
(what happened financially during the period being reported), while the 
balance sheet is a statement of position (on the date of the statement).

At the top of the income statement are the revenues. Net patient service 
revenue is the amount paid or promised for the firm’s goods or services 
during the accounting period. Net revenue begins as gross revenue (the 
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Table 9.3
Mythical Community Healthcare Company
Income Statement
for the 12 Months Ended June 30, 20X2, and 20X1

20X2 20X1

Net patient service revenue $113,642,095 $110,115,455
Other operating revenues 4,510,641 4,985,706

        Total operating revenue $118,152,736 $115,101,161

Less operating expenses
    Salaries, wages, and fringe benefits $54,816,672 $55,768,507
    Supplies and other expenses 19,464,583 19,699,130
    Purchased services 29,196,875 29,548,694
    Depreciation and amortization 6,035,523 5,992,623
    Interest expense 2,028,558 1,669,031

        Total operating expenses $111,542,211 $112,677,985

Excess of revenue over expenses $6,610,525 $2,423,176

amount billed for the goods or service), which is reduced by deductions 
for bad debts, charity care, and third-party discounts. Other operating rev-
enue includes revenues from those sources associated with, but not directly 
connected to, the health care operation. These can include the proceeds of 
gift shops and parking lots. They are part of the day-to-day operation of 
the business but not the health care part of the business.

Next come the operating expenses, which are the costs of doing busi-
ness: salaries, wages, employee benefits, supplies and service, purchased 
services, repairs and maintenance, interest, and depreciation. Salaries and 
fringe benefits are typically the largest single expense in health care orga-
nizations, in some cases representing as much as 65% of total expenses. In 
some departments, salary costs can run between 90% and 95% of total cost.

Supplies and purchased services represent the next large expense amounts 
and are followed in the normal array of items by depreciation expense— 
the cost of consuming the property, plant, and equipment assets in the con-
duct of the business. Finally, interest expense, the fee paid to those who have 
loaned the organization money, is listed to complete the operating expenses.

The operating profit or (loss), or operating margin, is calculated by 
deducting the operating expenses from the combination of net patient 
service revenue and other operating revenue. In this example, the profit, 
termed “excess of revenue over expenses,” is more than $6.6 million.
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If there are any non-operating income/expenses, follow after the operat-
ing profit line and include those income or expenses that are not part of 
the routine operation of the business. These include donations and gifts, 
and profits or losses on the liquidation of securities. Finally, net income is 
calculated by combining the operating income or (loss) and any non-oper-
ating income/expenses. In Table 9.3, there is no non-operating income 
or expenses, and so net income is the same as excess of revenue over 
expenses.

Finally, an organization will occasionally report an extraordinary item, 
an event that is unusual in nature and infrequent in occurrence. These are 
separated from the other revenue and expense items because they are not 
part of normal operations. One example would be the conversion of the 
pension plan and its associated liability from defined benefit plan to a 
defined contribution plan. Another would be a restatement of profits from 
a prior accounting period. In such instances, the “bottom line” would be 
termed “net income after extraordinary items.”

THE CASH FLOW STATEMENT

One financial statement that should receive more attention is the cash 
flow statement. It describes, as seen in abbreviated form in Table 9.4, the 
amounts and reasons cash flows into and out of the organization. Infor-
mally, the statement is sometimes referred to as the “Sources and Uses 
of Cash.” Cash can flow into an organization from the regular operating 
activities of the company (think sales or profits from business activities), 
from borrowing (financing) activities, and from investing activities. Con-
versely, cash can flow out of the organization for business activities, for 
investments, and for the repayment of debt.

This statement, like the operating statement is a statement of activity and, 
thus, the date format follows the “for the xx months ended” convention.

In this example, the company added just over $7 million of cash from 
the ordinary operating activities of the company during the 12-month 
period ended June 30, 20X2. At the same time, it had a net reduction 
of cash of over $11 million associated with investing activities, buying 
equipment, selling and purchasing investments, and so on.

As a general rule, the amount spent each year on property, plant, and 
equipment (PPE) assets should amount to 125% to 175% of the annual 
depreciation amount. In other words, if an organization has $6 million 
of depreciation expense, it should invest in between $7.5 million and 
$10.5 million in PPE.
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Table 9.4
Mythical Community Healthcare Company
Abbreviated Cash Flow Statement
for the 12 Months Ended June 30, 20X2, and 20X1

20X2 20X1 

Cash flows from operating activities

    Net cash provided by (used in) operating 
activities

$7,070,600 $(463,333)

Cash flows from investment activities
    Additions to property, plant, and equipment $(5,953,446) $(3,872,887)
    Net (purchases) sales of short-term 

investments
(4,638) (3,877)

    Sales of long-term investments 13,597,304 12,478,507
    Purchases of long-term investments (13,164,211) (12,687,765)
    Advances to joint ventures, net (5,917,183) (579,700)
    Change in capital acquisition fund 1,568,542

        Net cash used in investing activities $(11,442,174) $(3,097,180)

Cash flows from financing activities
    Proceeds from long-term debt $2,861,730
    Repayments of long-term debt and capital 

lease obligations
(1,206,078) (1,606,946)

    Payments of deferred financing costs (19,479)
    Grant received for capital improvements 1,200,000
    Net proceeds from line of credit 833,534 3,760,000
    Cash received from foundation for capital 

acquisitions
634,291 70,584

         Net cash provided by financing activities $4,303,998 $2,223,638

Net decrease in cash and cash equivalents (67,576) (1,336,876)
Cash and cash equivalents at beginning of year 1,213,025 2,549,901

Cash and cash equivalents at end of year $1,145,449 $1,213,025

Finally, the company added over $4 million in financing activities. The 
net of all of this activity is a reduction in cash of $67,576. For a second 
straight year the company reduced its overall cash balance. This is some-
thing management and the board will want to pay close attention to, as 
cash is essential to liquidity and financial maneuverability.
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An excellent free resource for further understanding of corporate 
financial statements and their contents is the Merrill Lynch booklet avail-
able via Stanford University’s website: http://e145.stanford.edu/upload/ 
Merrill_Lynch.pdf

THE ANNUAL AUDIT

Each year, large tax-exempt and taxable organizations arrange for inde-
pendent accountants to examine the books and records of the company 
and express an opinion as to the veracity of the financial statements. Such 
an audit will produce four items which must be taken as a unified whole: 
an opinion letter, the financial statements, notes to the financial statements, 
and, if necessary, supplemental financial statements helpful to understand-
ing the information conveyed by the company. These items should never 
be separated. In fact, if they are separated, the financial statement cannot 
be referred to as audited.

A typical opinion letter is shown in Appendix 1. It conveys the financial 
statements, describes the responsibility of management for the financial 
statements, defines the scope of work and the responsibility of the audi-
tors, and lastly contains an opinion about the financial statements. The 
auditor’s opinion of the financial statements adds assurance to interested 
outsiders that management’s representations are not misleading. It does 
not, however, guarantee that the statements are totally accurate. If any 
irregularities are discovered, the opinion letter will spell them out. This 
alternate opinion letter is called a qualified opinion letter.

The auditors will also review the monthly or quarterly unaudited state-
ments, often presented at board meetings, to make sure the results reported 
on an interim basis are in agreement with the final year-end results. Should 
there be accounting discrepancies, for example, if the interim statements 
presented a better financial picture than the final, audited results, the opin-
ion letter will spell out this discrepancy. Depending on its nature and sig-
nificance, it could result in a qualified opinion letter—not something any 
chief financial officer would like to see.

In addition to the annual audit report, the audit firm will provide a man-
agement letter. This document describes its observations and recommen-
dations related to the company’s finance activities. The letter might, for 
example, note that all of the company’s cash is on deposit with a single 
bank and recommend that it be split among several banks to avoid risk. Or 
it might speak to weaknesses discovered in the fixed assets system (how 
the organization’s various pieces of equipment are tracked) and make 

http://e145.stanford.edu/upload/Merrill_Lynch.pdf
http://e145.stanford.edu/upload/Merrill_Lynch.pdf
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recommendations. While company management is not obligated to accept 
and act on the recommendations, prudence would suggest otherwise.

Finally, as part of the annual audit, the auditors will test and comment 
on the internal controls in place. These are internal procedures designed 
to reduce the incidence of fraud and assure transactions are properly 
recorded. For example, no single worker, regardless of title, should be able 
to bill for services, make adjustments to the bills, and receive and post 
payments. To allow this would be to invite fraud in which a bill could be 
rendered, the payment pocketed, and the bill written off as uncollectible all 
by the same individual worker. Such fraud, though rare, is not uncommon 
and usually is the result of an absence of proper internal controls or a lapse 
in their use. The separation of these job responsibilities limits but does not 
entirely prevent fraud. Two or more individuals could always collude to 
defraud the company, an activity that could be very difficult to uncover.

EXAMINING THE FINANCIAL STATEMENTS

The questions most people ask about the financial statements generally 
relate to which items should be examined and how to understand what the 
report is saying. Since financial statements typically display two years of 
comparative information, it is possible and even prudent to start by mak-
ing comparisons from one year to the next.

Using the information contained in the financial statements of Mythi-
cal Community Healthcare Company, why have the patient accounts 
receivables grown? Is the growth caused by an increase in billings or a 
reduction in the collection effort? Why have salaries and staff costs gone 
down while revenue has risen? Why are receivables growing faster than 
revenue? These questions can derive from looking at one year’s values 
compared to the previous year and by comparing related items from one 
statement to the other. The idea is to determine what message the financial 
statements are sending. In the case of Mythical Community Healthcare 
Company, one message seems to be that the receivables are not being well 
managed. And since the cash balance is declining, what impact will this 
performance have on the future liquidity of the organization? With rev-
enue increasing and staff costs decreasing, it is natural to ask how the 
provision of care is being effected.

In addition to these and similar questions arising from a comparative 
analysis of the reported results, some specific items should be discussed 
and understood. These questions focus on the balance sheet, income state-
ment, and cash flow statement.
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On the balance sheet, attention should be paid to the cash position, both 
the amount of cash and the number of operating days of cash on hand  
(see the section Financial Ratios for more on this ratio). In addition, the 
age of the patient accounts receivable should be examined to make sure 
proper efforts are being made to turn this largest of the current assets into 
cash as soon as possible. In the fixed assets section, attention should focus 
on the average age of the physical plant to make sure the facilities and 
equipment are not getting too old to be of efficient or effective use in pro-
viding care. Buildings that are too old often cannot support modern tech-
nologies. Departmental adjacencies can be problematic in older facilities.

Consider the inefficiency that is built in if it takes 20 minutes for a nurse or tech 
to push a stretcher from the ED to the CT/MRI suite. That represents a 40-minute 
time span when the ED exam room is out of service. Time losses like this can 
influence divert time which translates into the potential for lost visits and revenue 
with no diminution of cost. If the CT/MRI suite was located next to or within the 
ED, such a capacity loss would not be incurred. The institutional impact on divert 
times can be calculated by multiplying the annual number of scans performed for 
the ED by the round-trip travel time.

Putting some numbers on this scenario may help illustrate the significance 
of an inefficient building. Assume an annual visit count of 60,000 visits with 
two-and-a-half ambulance arrivals on average per hour. If 10% of visits required 
a 40-minute round-trip to the CT/MRI suite, exam rooms would be blocked for 
4,000 hours a year, roughly 10 hours per day. If the ED experienced just a single 
hour of divert time each day with ambulances rerouted to other facilities, the im-
pact on volume and revenue would be significant.

Assuming the average ambulance contained a patient needing to be admitted, 
how many admissions, and the associated revenue, would be lost because of this 
travel distance? At roughly $10,000 of revenue per ambulance, the impact on 
revenue as seen in Table 9.5 can be substantial.

Table 9.5
Revenue Impact of ED Divert

ED divert hours per day 1
Ambulances per hour 3

Diverted ambulances per day 3

Calendar days per year 365

Diverted ambulances per year 1,095

Average revenue per ambulance $10,000

Potentially lost revenue $10,950,000
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In addition to the assets, executives and board members should look 
closely at long-term debt and debt capacity (the ability to take on added 
debt based on the ability to repay it). Debt can rob an institution of maneu-
verability in a dynamic market by requiring its profits to be diverted to 
repayment instead of repositioning. And insufficient debt capacity can 
limit the ability to borrow funds if resources are not otherwise available to 
pursue objectives.

On the income statement, the attention obviously focuses on the “bot-
tom line”—the amount of profit or loss. But the attention will also be 
on EBITDA (pronounced Eh’-bid-ah). These letters stand for Earnings 
Before Interest, Taxes, Depreciation, and Amortization. This is a mea-
sure of the core profitability of the organization, before any consideration 
of interest paid on debt, taxes, depreciation, or amortization. For Mythi-
cal Community Healthcare Company, the EBITDA profit is calculated as 
shown in Table 9.6.

The individual elements of the income statement are important as well 
and can begin with a focus on the mix of payers both in terms of position 
(the percentage distribution of volume and revenue among them) and in 
terms of trends (which ones are growing and which ones shrinking). Too 
much of one single payer may be dangerous. The loss of the contract with 
a payer covering a large percentage of the organization’s business could 
result in a major hit to volume and revenue. And since revenues are far 
more variable on the down side than costs, the bottom line could suffer an 
immediate hit. As the density of Medicare and Medicaid as a percentage 
of payer mix rises, the ability to negotiate reimbursement rates falls. At 
some point, providers will be unable to shift unreimbursed costs to other 
payers.

Table 9.6
Calculation of EBITDA Profit

20X2 20X1

Total operating revenue $118,152,736 $115,101,161

Operating expenses
    Salaries, wages, and fringe benefits $54,816,672 $55,768,507
    Supplies and other expenses 19,464,583 19,699,130
    Purchased services 29,196,875 29,548,694

        Total $103,478,130 $105,016,331

EBITDA profit $14,674,606 $10,084,830
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The relationship of net patient service revenue to gross patient service 
revenue should be scrutinized periodically to make sure the latter is not 
shrinking as the former grows. That situation could signal a problem with 
collections or perhaps a growth in discounts, charity care, and bad debts. 
Since gross patient service is not usually shown on the income statement, 
some direct questioning may be needed, or a request can be made for a 
specific analysis of the revenue stream.

Beyond salary and fringe costs, the number and types of vacancies 
should be understood along with the growth or shrinkage of the workforce. 
Again, this discussion may not be aided solely by the information con-
tained in the financial statements, but, nonetheless, the discussion should 
happen. Since the provision of health care services is dependent on people, 
there must be assurances that the proper numbers and types of staff can be 
recruited and retained by the organization. Certainly staff shortages can 
result in higher labor costs associated with agency and overtime pay, but 
they can also affect the overall quality and availability of services. Staff 
vacancies should be clearly understood to make sure they are not com-
promising care. Significant shortages in nursing and pharmacy can result 
in an increase in medication errors and less-than-optimum patient care. 
While many look at full time equivalent (FTE) counts only in terms of 
growth, it is just as important to look at which positions are going unfilled.

Any extraordinary items must be thoroughly discussed both as to their 
financial significance as to the underlying dynamics that underlay them. While 
typically these are unusual and represent one-of-a-kind items, it is important 
to examine the environment from which they have sprung and understand 
how that environment may impact the organization again in the future.

When examining the statement of cash flows, it is important to examine 
the sources of the cash. How much is coming from operation of the busi-
ness, how much from financing (borrowing), and how much from invest-
ing activities? Is the organization generating cash from the operation of 
the business, or is most of the cash flow associated with nonbusiness activ-
ities? Except in some relatively rare circumstances, the cash flow should 
be largely from business operations. Too much reliance on borrowing or 
the liquidation of investment assets suggests that the organization is not 
financially healthy enough to remain viable.

Cash reserves should be carefully managed to make sure the organi-
zation is able to withstand the normal up and down cycles many orga-
nizations experience over time. At a minimum, six months of operating 
cash—enough cash to pay routine operating expenses and make lease, 
debt, and interest payments—is prudent. Depending on circumstances, for 
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example, preparing for a planned acquisition, a larger cash reserve amount 
may be necessary. Cash not needed for operations in the short term should 
always be invested to maximize return.

Finally, the financial statements and the information they provide should 
be examined as a unified whole as opposed to individual statements. In 
this regard, the focus should be on the overall financial condition in all 
aspects of the organization. The overall health of the company is the basic 
question to be answered—is it a going concern? Perhaps the simplest way 
to understand the overall financial health of an organization is to see if it 
can obtain a bank loan. Banks balance risk and return and are not in the 
practice of making loans to businesses they think are not sound enough to 
repay the loan.

These questions and many others should be asked by the executive team 
of the organization and by its board to make sure the financial condition 
is sufficient and well managed enough to support day-to-day health care 
operations in both the short term and long term.

FINANCIAL RATIOS

Organizations come in all sizes; some are quite large, others small. As a 
result, balance sheets, income statements, and cash flow statements will 
also be different. A 1,000-bed hospital will have more cash and other 
assets than a 100-bed hospital. It may have more profit and more in the 
way of financing and investing activities to report. But size is only one 
aspect of financial performance. More important is the efficiency and 
effectiveness with which the organization uses its financial resources to 
achieve its stated objectives. A small organization may have a smaller 
profit and fewer assets but a higher return on assets than a larger organiza-
tion. Financial ratios are used to assess this kind of financial efficiency.

Financial ratio analysis is the examination of one absolute value 
expressed in relative terms as a ratio to another absolute value. It is pos-
sible to draw a parallel between financial ratios and diagnostic test results 
the medical profession uses in determining the health status of the patient. 
In the business arena, financial analysts function like “dollar doctors” try-
ing to determine the health status of the company along with symptoms, 
diagnosis, treatment recommendations, if any, and so on. There are over 
100 different financial ratios measuring everything from the ability to sat-
isfy creditors to efficiency to turning profits. For the purposes of this text, 
three groups of financial ratios will be considered: liquidity, asset activity, 
and profitability.
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Measures of Liquidity

The first group of these ratios deals with liquidity—the ability to pay cur-
rent obligations.

Current ratio. The current ratio represents the number of dollars of cur-
rent assets that are available to cover each dollar of current liabilities.

Current Ratio = 
Total Current Assets

Total Current Liabilitiies

Using the balance sheet of Mythical Community Healthcare Company 
(Tables 9.1 and 9.2), the current ratio is 1.51, meaning the organization 
has $1.51 of current assets for every dollar of current liabilities.

It is now possible to answer the question concerning health care Orga-
nizations A and B (Table 9.7). Which organization is better able to pay its 
bills? The correct answer, based not on absolute values, but rather on the 
financial ratio measuring liquidity (the current ratio), is Organization A, 
which has a current ratio that is nearly double that of Organization B.

Working capital. The same values used in determining the current ratio 
are used to determine working capital, but instead of division, subtrac-
tion is used. Using the same example as before, Health care Organization 
A with $3,000,000 of total current assets and $1,500,000 of total current 
liabilities would have $1,500,000 of working capital. While technically 
not a ratio (of one value to another), it is still an important indicator of 
liquidity.

Quick ratio. The quick ratio, sometimes referred to as the acid test ratio 
or simply the acid test, is a more demanding measurable of liquidity. The 
inventory values are eliminated from the calculation because they may not 

Table 9.7
Selective Comparative Financial Data

Health Care 
Organization A

Health Care 
Organization B

Cash on hand    $100,000    $200,000
Current assets $3,000,000 $3,840,000
Current liabilities $1,500,000 $3,200,000
Current ratio                 2              1.2
Working capital $1,500,000    $640,000
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be converted to cash as quickly as other current assets. The quick ratio, 
therefore, is a more conservative financial ratio than the current ratio.

Quick Ratio = 
Total Current Assets  Inventory

Total Curr

−( )
eent Liabilities

The quick ratio equals total current assets minus inventory divided by 
total current liabilities. Using the values for Mythical Community Health-
care Company (Tables 9.1 and 9.2), the quick ratio would be 1.43, mean-
ing the organization has $1.43 of current assets for every dollar of current 
liabilities. Keep in mind, however, that this ratio may not be much of 
an acid test for a health care organization in which inventory is a rela-
tively small current asset. Perhaps acid test ratio in health care should 
instead look at current assets exclusive of all or some portion of the patient 
accounts receivable, which may not be easily converted to cash. If this 
were done, Mythical Community Healthcare Company’s quick or acid test 
ratio would be 0.43—just 43¢ to cover each dollar of current liability. One 
could argue that some of the receivable is fairly quickly collectible and 
that use of 100% is too harsh. Using a technique called factoring, receiv-
ables can be “sold” to another company that passes along the cash and is 
then responsible for collecting the debt. Factoring firms charge up to 50% 
to 60% of the receivable’s face value based on how long it has been owed. 
If one were to assume that half of the accounts receivable balance could 
be converted to cash quickly, the ratio would still be low at 97¢, roughly 
a dollar on a dollar.

Days of cash on hand. This indicator describes the organization’s cash 
in terms of the number of days it could continue to pay its obligations if all 
incoming cash flow stopped. In this regard, it may be a better indication of 
liquidity than either the current ratio or the quick ratio.

Days of Cash =
Cash and Marketable Securities

Annual Operatting Expenses  Depreciation 365on Hand −( ) ÷

Using the values found in Tables 9.1 through 9.4, it can be calculated 
that Mythical Community Healthcare Company has just 4.3 days of cash 
on hand. This means the organization would be able to pay its bills for 
less than a week if the cash flowing into the organization were to cease: a 
dangerous and risky position unless positive cash flow can be guaranteed 
moving forward.
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Combined with the current and quick ratios, the picture painted of 
Mythical Community’s liquidity is mixed. One would need to perform 
further analyses to determine the true liquidity situation and assess the 
risk of bankruptcy.

These ratios are among the most commonly used indicators of liquid-
ity. As a rule, the higher the value, the better. As a trend, increasing ratio 
values are favorable. However, avoid the mistake of assuming that a high 
value is always a good sign and a low value is a bad sign. An institution 
with an excessively high current or quick ratio may, for example, not be 
investing enough funds in its property, plant, and equipment; this may 
cause a serious obsolescence problem at a later date.

Activity Measures

The second group of ratios also deals with liquidity, but expressed in 
terms of balance sheet activity—the time needed to convert balance sheet 
items into cash. Of interest are patient accounts receivable, inventory, and 
accounts payable.

Accounts receivable age. The average age of accounts receivable mea-
sures the approximate number of days that the receivables remain unpaid 
or outstanding. It tells how fast bills are turned into cash. It is, in essence, 
a ratio of the receivable and the average daily patient revenue (the patient 
revenue for a given period of time divided by the number of calendar days 
in that time period).

Average Age of Accounts Receivable = 
Net Accounts Receivablle

Average Daily Net Revenue

Using the values displayed on the balance sheet of Mythical Community 
Healthcare Company, the calculations would be made as follows.

Average Age of Accounts Receivable = 
$ , , $ , ,17 942 004 3 084 00− 33

113 642 095 365

( )
( )$ , , ÷

Average Age of Accounts Receivable = 
$ , ,

$ ,

14 858 001

311 348

Average Age of Accounts Receivable = 47.7 days

This means that it takes a little over a month and a half to convert a bill 
into cash. The organization must plan its use of resources with this time 
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lag in mind. As a trend, declining values are good. An accounts receivable 
that contains too many days of revenue means that cash is being tied up 
unnecessarily in receivables when it could be put to more productive use.

Accounts receivable turnover. This is a measure of the number of times 
each year that the accounts receivable are completely replaced or “turned 
over.” Calculation involves dividing 365 days by the average age of the 
receivable. Using the previous data, the accounts receivable turnover rate 
is 7.65 (365 ÷ 47.7), meaning that the receivables turn over and are com-
pletely replaced about seven and a half times a year.

Average inventory age. This measures the number of days of supplies 
on hand in inventory, based on the organization’s average daily use of sup-
plies. The calculation requires several steps and a piece of data not found 
on the balance sheet. Step one is to determine the average inventory value 
by combining the inventory value at the end of the current period with the 
same value at the end of the prior period and dividing by two.

Again, using the values displayed on the balance sheet of Mythical 
Community Healthcare Company, the calculations would be made as 
follows.

Average Inventory value = ($1,274,718 + $1,187,772) ÷ 2
Average Inventory value = $2,462,490 ÷ 2
Average Inventory value = $1,231,245

Step two uses the piece of data not found on the balance sheet—the 
annual amount of inventory purchases. This can be obtained from the 
finance department or from the records in materials management. For this 
exercise, assume that inventory purchases as reported by the materials 
management department amounted to $11,081,205.

By dividing this amount by the average inventory value ($1,231,245), 
the number of inventory turns per year is calculated to be nine. In other 
words, the inventory is consumed and completely replaced nine times in 
the course of the year. If this number is then divided into 365, it indicates 
that the inventory contains, on average, about 40 days of supplies. Not 
considered in this is the “informal” inventory stored in nursing units, clin-
ics, procedure rooms, and so on.

In this example, if all purchasing were to stop, about 40 days would 
pass before the inventory value dropped to zero. Generally, the lower the 
number of days, the better; however, a proper balance must be struck so 
that critical supplies are not out of stock. Noncritical items are of less 
concern and may occasionally be out of stock without causing operational 
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disruption. As a trend, declining values are good. Inventory age that is 
higher than necessary means that cash is being tied up unnecessarily in 
inventory when it could be put to more productive use.

Consider, for example, what would happen if the manager responsible 
for inventory were to reduce the average age to 30 days—a 25% reduc-
tion. At that level over $300,000 (25% × 1,231,245) would be available for 
other one-time uses such as equipment purchases and facility renovations.

Accounts payable age. On the flip side, accounts payable age is a mea-
sure of the average age of bills owed to creditors. Once again a piece 
of data not present on the balance sheet is needed to make the calcula-
tion; the information necessary is the annual credit purchases. Finance or 
the accounts payable department can supply the necessary data. For this 
example, using the accounts payable value shown on the Mythical Com-
munity Healthcare Company balance sheet ($7,847,850) and assuming 
annual credit purchases of $73,163,040, the age of the accounts payable 
would be calculated as follows.

Average Age of Accounts Payable = 
Accounts Payable Balance

Annual Credit Purchases 365÷

Average Age of Accounts Payable = 
$ , ,

$ , ,

7 847 850

73 163 040÷3365

Average Age of Accounts Payable = 
$ , ,

$ ,

7 847 850

200 447

Average Age of Accounts Payable = 39.1 days

The lower the age, the faster bills are being paid. In times of tight 
money, the age generally will increase as efforts are made to conserve 
cash. Monies not used to pay current bills can be used for other purposes, 
up to a point. The payment terms generally extended by creditors cannot 
be consistently abused by late payment of bills without risking the loss of 
a vendor. Paying too quickly is also poor practice because it does not allow 
the available cash to work for the institution.

Average age of physical plant. One of the most significant and long- 
lasting investments large health care organizations, particularly hospitals, 
make is in facilities and equipment—referred to as property, plant, and 
equipment—the organization’s buildings, equipment, and infrastructure 
systems. If the averages age is too high or is aging too rapidly, it indicates 
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both a lack of investment in the physical plant assets and looming obso-
lescence and inefficiency. The average age is expressed in years and is 
calculated as follows.

Average Age = Accumulated Depreciation ÷ Annual Depreciation Expense
Average Age = $77,300,854 ÷ $6,035,523

In the case of Mythical Community, the physical plant is 12.8 years. 
This is significantly older than the national average, which ranges from 
9 to 11 years depending on region of the country. In this case, the orga-
nization will face mounting pressure to invest in equipment and facili-
ties to improve operating efficiency and clinical effectiveness as well 
as the impression given to the public, which prefers modern over old 
facilities.

Profitability and Other Measures

The third group of ratios deals with profitability—how well the company 
uses its financial resources to generate profits.

Return on investment. Sometimes referred to as return on assets, this 
ratio is a measure of the ability to use company assets to generate profits. 
Of all the financial ratios, it may be the most important. The reason that 
the terms assets and investments are used interchangeably stems from the 
fact that a company’s primary investment is in itself—its assets. The inter-
pretation of this ratio is quite simple: the higher, the better. Consequently, 
increasing values over time represent a favorable trend.

Mythical Community Healthcare Company’s return on investment 
(ROI) is 8.1%. The numerator is the annual profit and the denominator is 
the average asset value, the averages the 20X2 and 20X1 asset totals.

ROI = 
Excess of Revenue over Expenses

Average Asset Value

ROI = 
$ , ,

$ , , $ , ,

6 610 525

85 073 121 78 090 713 2+ ÷( )

ROI = 
$ , ,

$ , ,

6 610 525

81 581 917

ROI = 8.1%
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This means that the organization’s investment in its own assets has earned 
8.1%, a good return. It is the single most important ratio because it mea-
sures overall management effectiveness.

The ROI can also be calculated using the EBITDA profit (in this case 
$14.6 million). This version of the ROI calculation, which shows how the 
organization did exclusive of noncash items (depreciation) and apart from 
any taxes and interest, provides a better sense of how well the organization 
does based on its core profitability.

ROI =  = 
$ , ,

$ , ,
. %

14 674 606

81 581 917
17 98

The collection rate. This is an indicator of the amount of the revenue 
billed that is actually collected. The higher the value, the better. As a trend, 
increasing values are, of course, favorable. If a health care provider suf-
fers from a declining collection rate trend, the eventual outcome may be 
bankruptcy. Consequently, the collection rate must be monitored carefully 
and frequently so that corrective actions can be taken quickly if necessary.

Since only net patient service revenue is reported on the income state-
ment, further information is required of the finance staff. Dividing the 
net by the gross revenue amount provides the collection rate. For Mythi-
cal Community Healthcare Organization with net patient revenue of 
$113,642,095 and, for demonstration purposes, $174,800,000 of gross 
patient revenue, or charges, the collection rate would be 65%.

Operating margin ratio. This ratio measures the proportion of total oper-
ating revenue that is retained after all operating costs have been paid. It is a 
measure of profitability; nevertheless, comparison to industry averages should 
be made carefully. Above-average values can be misleading if there is a 
greater-than-average need for working capital, debt repayment, or investment 
in plant and equipment, all of which are funded from operating margin. Con-
versely, an organization with substantial endowment distributions or income 
from other outside sources such as philanthropy may have a lower operating 
margin requirement, and, thus, a lower ratio may be quite acceptable.

In the case of Mythical Community Healthcare Organization, the oper-
ating margin ratio is 5.6% ($6,610,525 ÷ $118,152,736). Using EBITDA, 
the ratio would be 12.4% ($14,674,606 ÷ $118,152,736).

SUMMARY

Many of those who examine financial statements and ratios are looking 
for clear-cut, black and white indications of a company’s performance. 
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But there are no such indications. Circumstances always play a role and 
must be considered in reviewing the statements and ratios. The amount of 
cash on hand will be influenced by what an organization plans to do in the 
future. If it is about to acquire a large amount of equipment or purchase 
several physician practices, it may need the cash to make the purchases. 
Another organization of the same size, but which is not planning such 
acquisitions, may be perfectly fine with far less cash. An organization get-
ting ready to issue a large amount of bonds to raise money for a major 
building program would concentrate on driving up its operating margin to 
present the best profit picture to potential bond buyers.

The rule of thumb in looking at liquidity and profitability ratios is that 
higher values are better and increasing values are favorable. When exam-
ining balance sheet activity measures, the rule of thumb is that for assets 
(inventory age and accounts receivable age), the lower the number of days, 
the better. With receivables, it means the bills are being collected and thus 
converted to cash expeditiously. With inventory, the lower the number of 
days of average age, the better; however, a proper balance must be struck 
so that critical supplies are not out of stock. Noncritical items are of less 
concern and may occasionally be out of stock without causing operational 
disruption. As a trend, declining values are good. Inventory age that is 
higher than necessary means that cash is being tied up unnecessarily in 
inventory when it could be used more productively.

With accounts payable, the lower the age, the faster bills are being paid. 
In times of tight money, the age generally will increase as efforts are made 
to conserve cash. Cash not used to pay current bills can be used for other 
purposes, up to a point. The payment terms generally extended by credi-
tors cannot be consistently abused by late payment of bills without risking 
the loss of a vendor. Paying too quickly is also poor practice because it 
does not allow available cash to work for the organization.

Financial statement and ratio values can and should be compared to 
national and regional averages and, perhaps more important, to competitor 
organizations. These values are best judged in light of the organization’s 
need for financial strength, growth, and maneuverability in a dynamic 
marketplace.
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Chapter 10

PERFORMANCE MEASUREMENT

A manager’s responsibilities include planning, organizing, staffing, direct-
ing or leading, and controlling elements of the organization. In essence, 
the manager becomes the CEO of a particular element or elements of the 
organization. To do this successfully requires information, which is nor-
mally contained in periodically issued performance reports. These reports 
are usually prepared on a monthly basis and contain information about 
business volume, revenues, full time equivalents (FTEs), salary and fringe 
benefit costs, supplies, purchased services, and so on.

Much like the stadium scoreboard, which shows how the team is doing, 
performance reports show what the manager did and didn’t do during 
the reporting period. Remember, accountants merely prepare the reports 
based on the actions of managers.

WHY ORGANIZATIONS REPORT ON PERFORMANCE

Several important reasons exist for reporting on departmental perfor-
mance. First and foremost is the need to measure actual performance 
compared to planned performance. Is the manager running favorable to 
budget, or unfavorable? Is action needed to modify performance? Lacking 
a performance report, a manager is unable to influence performance in the 
appropriate manner.

A second reason is to increase awareness among all those working in 
the departments and throughout the organization. Workers in a depart-
ment should understand how their actions have translated into perfor-
mance results. Often, their actions are what makes or breaks departmental 
performance. Sharing performance report information with them is a way 
of “keeping them in the loop” when it comes to running the department. 
Similarly, managers and other departments need to be aware as well. This 
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is because the performance of any department is influenced by the per-
formance of many other departments. The performance of the surgical 
intensive care unit (SICU) involves not only those working in the SICU 
but also those working in departments both upstream and downstream, 
such as the recovery room and the progressive care unit. The following 
scenario illustrates this relationship.

The manager in the post anesthesia care unit (PACU) implements a staffing re-
duction in order to comply with his salary budget and increase the level of pro-
ductivity. With the lower staffing level, patients are not extubated before being 
transferred to the SICU. As expected, productivity in the PACU increases because 
of the reduction in staff FTEs. But because the additional work of extubating the 
patients has been passed along to the SICU nurses, it takes them longer to move 
patients through the SICU, thereby reducing their productivity level. This down-
turn in performance is reported only to the manager of the SICU. If, however, he 
or she shares the performance with the staff, the chances are good that the under-
lying cause of the decrease in productivity will be identified. If only the manager 
looks at the reports, the cause may not be identified. Further, if the manager of 
the PACU sees the drop in SICU productivity, he or she may be able to work to 
resolve the budget and productivity issues in both departments. Not knowing that 
the SICU has a problem, the PACU manager may take no action.

Related to the notion of increasing awareness is involvement of the man-
agement team. As a group, managers need to be aware of and understand 
performance levels throughout the organization. Since organizational per-
formance is the sum of departmental performance, it is essential that the 
departments act in concert with each other. This requires that each know 
what the other is doing and how the various departments are performing.

A prudent approach to management dictates that periodically managers 
call a “time-out” and assess their performance. This is really no different 
from what nurses do at change of shift—the day shift hands off care to 
the evening shirt. Assessments are made and actions planned. Similarly 
with management, the assessment is based on the information contained 
in the performance reports, and the actions planned are those necessary to 
achieve compliance with the budget.

The last reason to report on performance is to achieve objectives. 
Without a good set of performance reports, managers are, essentially, fly-
ing blind. They do not know if they are performing better or worse than 
planned. Are they underachieving their goals or overachieving? What 
actions need to be taken? Which performances should be reinforced and 
which ones modified? Performance reports are an essential element in 
support of this main focus of a manager.
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CHARACTERISTICS OF GOOD PERFORMANCE 
REPORTS

Good performance reports are timely, frequent, understandable, and com-
prehensive. The timeliness of the reports is judged by the amount of time 
that elapses between the end of the performance reporting period and the 
issuance of the reports. All too often in health care settings, reports are 
received well after the end of the reporting period. Departmental perfor-
mance information for the three months ended on March 31, for example, 
may not be available to managers until the end of April. By then, however, 
another month has gone by. If performance has been poor, there is now 
another month of problematic performance before the manager becomes 
aware of the situation. Additional time will be spent analyzing the reported 
data before the manager can begin to take appropriate corrective action.

Consider, for example, the revenue performance displayed in Figure 10.1. 
After rising slightly in the month of February, revenue performance has 

Figure 10.1
Revenue performance has been declining each month following a high of 
$1,150,000 in February. Earlier efforts to stem the tide may have helped 
avoid some of the decline.
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declined nearly every month. Perhaps there is no real cause for concern 
at the end of the first three months, but when revenue declines again in 
the month of April, the manager should be worried. When will the April 
numbers become available to the manager? Regrettably, the answer is the 
end of May. The manager will spend some time then analyzing the rev-
enue performance to determine what went wrong and to determine what 
actions can be taken to remedy the situation. That’s going to take a bit of 
time. As a consequence, the manager may not be able to implement cor-
rective action until sometime in the month of June. When will the reports 
for June be available so the manager can know if his actions were success-
ful? Not until the end of July. And it will not be until sometime in August 
that the manager will have analyzed the data to determine, hopefully, the 
effectiveness of his remedial actions. Thus, the revenue slide that began at 
the beginning of the year may not be fully understood and corrected until 
nearly six months after the slide began.

This does not have to be the case, however. Other industries have dis-
covered ways of getting performance reports to managers much sooner. 
In a health care setting, managers should work with the finance staff to 
make available the preliminary reports or reduce the time lag between 
the end of the reporting period and availability of the reports. This may 
require executive action to convince the finance department that timeli-
ness outweighs accuracy. It should be remembered that the finance disci-
pline places a significant value on accuracy of information. As a result, the 
accountants are reluctant to release reports until they are certain that they 
are as accurate as can be. This, however, works to the disadvantage of line 
management, which needs information as rapidly as possible, even if it is 
not entirely accurate. A simple test. Which is better? To know that pre-
liminary actual spending is $755,000 compared to a budget of $700,000 
or to wait a month only to find out that the actual spending is $757,000 
compared to the same $700,000 budget? An active manager would rather 
have the report that’s just slightly inaccurate because he can begin to take 
action immediately. It does not matter whether he is overspent by $55,000 
or $57,000. What matters is that he knows his position and takes action 
immediately. Waiting an additional month for the modest increase in accu-
racy may result in a further deterioration of performance.

While managers must wait for performance reports dealing with overall 
performance, reports relative to salary costs are available on a more timely 
basis. Every pay period, the payroll report provides information for the pay 
period just ending. Considering that the labor resource represents as much 
as 65% to 70% of overall hospital operating cost, and at the department 
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level as much as 90% of operating cost, the use of payroll reports to con-
trol salary spending provides managers with an effective way to shorten 
the time and begin taking appropriate action far sooner than waiting for a 
summary performance report. In order to take advantage of this, however, 
it is essential that the budget be divided into pay periods, not just monthly 
amounts. In essence, this approach allows managers to manage the largest 
fraction of their budget with near real-time control.

The frequency of reports (how often they are received) is important as 
well. For the most part, a monthly reporting cycle works well for over-
all department performance management. Any more frequently and the 
reports would merely serve to confuse and disrupt management. The 
proper frequency for labor reports is every pay period. And, again, timeli-
ness is essential. Reports should not lag past the end of the period being 
reported by more than a day or two.

When reports are prepared, finance uses a technique called data reduc-
tion (Figure 10.2) to summarize the data. In this example, it combines 

Figure 10.2
Data reduction is used to summarize and combine data into departmental 
performance reports. Laundry and inventory report data are combined and 
reported as part of the supply reports which, in turn, are combined with 
other reports to populate the departmental performance report.
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information from a laundry usage report with that from an inventory dis-
tribution report to make a supply consumption report. In turn, that supply 
consumption report may be combined with other reports and funneled into 
an overall summary departmental performance report. Often, however, 
managers do not understand how the summarization process works.

When managers analyze their performance to determine, for example, 
what they are spending their consumable supply dollars on, they need to be 
able to backtrack through the summarized data to get to the source. How 
can they do this, if they do not know how the summarization was done to 
begin with? Managers should invest in the relationship with finance and 
work together to develop a reporting system road map that indicates how 
each line in the summary performance report accumulates data. Which 
reports funnel into which other reports? What lines from one report are 
combined onto a single line in another report? By understanding the data 
reduction routine, managers will be better equipped to analyze their per-
formance and spot reporting errors.

In order to be effective, managers need information about the elements 
of the organization for which they are responsible. That means reports 
must support the information needs of the managers. Reports must be 
timely, understandable, and free of material misstatement. And the reports 
must be comprehensive, providing a detailed accounting for all trans-
actions that affect the departments. A list of such reports is provided in 
Table 10.1 These reports must inform the manager about all aspects of 
the department’s performance and provide what amounts to be a mini 
profit and loss statement supporting the notion that the manager is the 
department’s CEO.

A departmental performance report will tell the manager, in a reason-
ably summarized fashion, about the revenues, expenses, and profits of the 
department for the time frame being reported. In most cases this is both 
the current month and the year-to-date.

Two other reports would support this departmental performance report. 
The revenue and usage report details volume of services and the revenues 
associated with them for those departments that provide billable services. 
The volume and service statistics report does the same for those depart-
ments like maintenance and medical records that are unable to bill for 
their services. These reports indicate the source of the volume, the loca-
tions of the services, and, in the case of revenues, whether it is inpatient or 
outpatient revenue and perhaps its third-party classification.

Since labor costs represent a substantial fraction of total operating 
costs, and at the departmental level may represent as much as 90% to 95% 
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of operating cost, reports detailing this cost category are essential. The 
payroll report is produced along with each payroll and is especially useful 
since it provides information during the time frame in which the expense 
is being incurred. Rather than wait until the end of the following month 
to receive a monthly summary (the labor distribution report), salary costs 
during the current month can be monitored in the current month. This 
gives managers a leg up time-wise in controlling their costs, assuming, 
of course, that they have seasonalized the salary budget into pay periods 
and not just monthly amounts. A second report of labor costs, the labor 
distribution report, is generally prepared on a monthly basis. It details the 
hours and wages associated with each type of pay: regular, overtime, sick, 
vacation, and so on. This allows managers to focus on such elements of 
performance as negative time use and overtime.

Finally, some organizations use a position control report as a means of 
controlling the hiring process. This report lists all positions along with 
a position or control number for each. If a numbered position is already 
filled, obviously, another worker cannot be hired. If a numbered posi-
tion is vacant, the manager can proceed with the hiring process. If the 
manager wishes to pursue a new hire, but does not have a numbered, and 
thereby authorized, position, he or she is barred from hiring. Some love 

Table 10.1
Financial Performance Reports to Support Management

Report Title/Description Frequency

Departmental Performance Report Monthly
Revenue and Usage Report Monthly
Volume and Service Statistics Report Monthly
Payroll Report Pay period
Labor Distribution Report Monthly
Position Control Report Monthly
Supply Distribution Report Monthly
Pharmaceuticals Usage Report Monthly
Laundry and Linen Usage Report Monthly
Outside Purchases Report Monthly
Report of Interdepartmental Transfers Monthly
Accounting Department Adjustments Report Monthly
Supply Usage Trend Reports
    Medical and Surgical Supplies Usage Quarterly
    Pharmaceuticals Usage Quarterly
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the position control approach because it represents a higher level of con-
trol over the hiring process. Others see it as intruding into the manager’s 
area of responsibility. The reality is probably somewhere in between. If 
the management staff are mature, self-discipline should be sufficient to 
prevent over-hiring and a position control system is superfluous. If, on the 
other hand, the management staff are relatively inexperienced, a properly 
used position control system will prevent them from making costly and 
long-lasting hiring mistakes.

The next set of reports deals with consumables (supplies, pharmaceu-
ticals, linens, and outside or direct purchases—those not coming through 
the normal internal supply system) and provide managers with informa-
tion about the biggest elements of nonlabor spending. While for most 
departments labor is the biggest expense, some, like the pharmacy and 
the ORs, spend the biggest chunk of their budgets on consumables. These 
reports will show both current month and year-to-date activity.

Also of value are reports listing any transfers from one department to 
another (interdepartmental transfers like the cost of maintenance work 
orders) and any adjustments to the reported data made by the accounting 
department (correcting a miscalculated charge or fixing a charge applied 
to the wrong department). Basically, department managers need to know 
the details of anything added to or removed from the department—much 
like a prudent customer questions every transaction appearing on a bank 
statement. These reports should be reviewed every month.

Finally, trend reports allow managers to look for patterns of spend-
ing that may prove useful in using their resources more effectively. Are 
purchases properly timed along with volume? Does supply consumption 
track with the rise and fall of service volume?

READING THE REPORTS

One challenge for managers, especially those new to the management 
role, is how to read the reports, that is, what numbers should be examined 
first, second, and so on. Even a summary performance report can contain 
hundreds of numbers: current month and year-to-date amounts for actual 
and budget, variance amounts, revenue and expenses, and so on. There is 
a lot to look at, and some managers suffer from a bit of overload. A sys-
tematic review of the performance report serves them best.

Generally, as seen in the simplified, six-month performance report 
in Figure 10.3, the department’s revenues are reported at the top. This 
is followed by the operating expenses and then the departmental profit, 
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sometimes referred to as the department’s income contribution. Some 
reports list current month activity on the left and year-to-date on the right 
separated by the line descriptions. Others have the descriptors on the left 
and then show current month and year-to-date in the middle and right, 
respectively.

The most effective way to manage is to act on the basis of approxi-
mate location, direction, and pace. Managers must ask three ques-
tions: Where am I performance-wise? Where am I heading? How fast 
am I moving? In reviewing performance using the report depicted in 
Figure 10.3, the first thing to look at is the lower-right corner of the 
report—the six-month year-to-date variance from “bottom-line” per-
formance. This is the approximate location: $10,000 favorable to bud-
get. So the answer to the first question is that the location is ahead of 
plan and thus favorable by a significant amount. The second question, 
direction, is answered by looking at the corresponding variance on the 
current month side of the report. In this case, performance is $20,000 
unfavorable. Thus, performance is favorable so far, but deteriorating. 
And what about movement? Performance is changing fairly rapidly. If 
January’s performance is like that experienced in December, year-to-
date performance will be unfavorable.

Once these three questions have been answered, the manager can pro-
ceed to analyze the department’s performance by working up and to the 
left in looking at the revenues and expenses and the variances. Generically, 

Figure 10.3
A departmental summary performance report provides managers with rev-
enue, expense, and profit data each month.
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this question must be answered: why is the actual amount reported higher 
or lower than budget? With the inpatient revenue, for example, why is the 
revenue in December so much lower than the budget? This continues until 
all the significant variances are understood. (See Chapter 11 for an expla-
nation of Variance Analysis.)

Remember to look at the budget amounts to determine not only their 
accuracy in terms of the amount of budget allotted to the department but 
also their seasonalization. If the budget is not divided into the monthly 
amounts properly, it can give the impression of a performance variance 
when none really exists. Consider, for example, the inpatient revenue as 
reported in Figure 10.3. The budget of $100,000 for the month is exactly 
one-sixth of the amount of year-to-date revenue budget, indicating that 
the year’s budget was divided by 12 and spread evenly to all months. But 
is this realistic? Is it proper to assume the same amount of inpatient vol-
ume and revenue will accrue to the hospital in December, a month that 
typically experiences a drop in elective admissions? Perhaps the budget 
should have been seasonalized, with more allotted to other months and 
less in December. A review of past history can provide valuable insights 
into possible seasonal patterns, which can then be taken into account as 
the budget is seasonalized.

HOW TO LOOK AT THE NUMBERS

Examine the ER visit counts shown in Table 10.2. Is volume rising or fall-
ing? Is there a pattern of business? Is there a seasonal cycle? How easy is 
it to discern the answers to these questions?

It is virtually impossible to answer those questions merely by examin-
ing the table. Trying to “see” patterns and trends requires the mind to make 
over 12,000 individual comparisons—not a good use of brain power—and 
a potentially migraine-inducing exercise! But if this same data were dis-
played graphically (Figure 10.4), a clear picture would be evident. First, 
over the long run, volume is essentially flat at between 2,700 and 2,800 
visits a month. However, in the short run from November of fiscal year 
2003 until the present, there is a strong upsurge in volume. It is clear, as 
well, that there is a cycle to the business—down in the winter months and 
then back up.

Why are these trends and patterns important? If volume continues to 
grow, there could eventually be issues with staffing and physical plant 
capacity. If renovations are necessary, the winter months look to be the 
best time since volume is lowest and the chance for disruption would be 
minimized. The winter months could also be the time for staff in-service 



Table 10.2
The Pattern of Emergency Room Visits

The Makebelieve Medical Center

For the Fiscal Years Ending June 30

20X1 20X2 20X3 20X4

July 2,989 2,960 3,016 3,035
August 2,928 2,939 2,768 2,941
September 2,783 2,994 2,572 2,863
October 2,929 2,749 2,749 3,051
November 2,676 2,575 2,396 2,630
December 2,556 2,538 2,436 2,660
January 2,612 1,978 2,555 2,686
February 2,474 2,234 2,482
March 2,977 2,626 2,614
April 2,835 2,658 2,694
May 2,976 2,913 2,921
June 2,760 2,795 2,826
Total 33,495 31,959 32,029 19,866

Figure 10.4
The graph allows the reviewer to visualize the up and down monthly per-
formance over the years. This makes it easier to discern patterns and trends 
that are not readily evident when looking only at the data table.
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programs and for recruiting in anticipation of an upswing in volume com-
ing out of the winter months.

Clearly the data presented in Table 10.2 tell the same story, but the data 
itself cloud perception. The graph, on the other hand, makes patterns and 
trends more easily discernable. However, no graph should be presented 
as a single line without some other data being plotted along with it. Con-
sider, the graphs displayed in Figure 10.5. At the top is a single-line plot 
of business volume. Clearly, it is rising, but is it better or worse than 
planned? There’s really no way with this single line to tell the complete 
story.

The middle graph is better because there is now a qualitative aspect 
to the graph. Think of the straight lines as budgeted volume. If the lower 
line represents the budget, then the department’s volume is performing 
better than planned. If the upper line is the budget, it is easy to see that 
the department is performing worse than planned. Normally, only a sin-
gle line would be used to represent the budgeted amount. In this exam-
ple, both are shown for the sake of simplicity. There is one situation in 
which two straight lines might be plotted—if one were trying to display 
a best-case/worst-case situation. It would be easy to see that the volume 
growth exceeds the worst-case estimate but has not grown as rapidly as the 
best-case estimate. In either situation, the graph that displays both quan-
titative data (actual volume) and qualitative data (budget, estimate, etc.) 
conveys far more information and is far more useful.

Both the top and middle graphs shown in Figure 10.5 represent 
graphs that are rearward focused. They answer the question: How did 
the organization perform? A graph containing historic information can 
also be used to answer the forward-focused question: How will the 
organization perform? This is illustrated at the bottom of the figure. 
Here, the graph displays the trend of volume along with a capacity 
line (the solid horizontal line at about 150 units of volume per month) 
along with a projection of volume into the near term future. As seen 
in the figure, demand will soon exceed capacity. If this graph was a 
representation of ambulatory surgery volume and the indication was 
that demand would exceed capacity in approximately 18 months, man-
agement would have the advance notice to modify the surgical sched-
ule, increase the number of days the ORs are available for ambulatory 
cases, or even begin construction of added OR capacity. The ability to 
see projections like this allows management to deal proactively with 
various situations.



Figure 10.5
A qualitative plot line along with a quantitative line provides more 
information.
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SOME IMPORTANT POINTS TO REMEMBER

Graphs are a simple and effective tool that helps managers to discern pat-
terns and trends. This is because large data tables are very difficult to 
assimilate. It takes an inordinate amount of effort to “crack the code” so 
to speak and discern the message of the data. A well thought-out graph, 
on the other hand, immediately converts data into useable information. 
That’s not to suggest that tabular data reports can ever be eliminated. On 
the contrary, they are essential to business decision making because they 
are the reality behind the graphs.

Graphic data presentations are easy to comprehend and can be especially 
useful in visualizing the future. Just as the bottom graph in Figure 10.5 
provided a glimpse into the future, graphs can also make it easier for man-
agers to make a point about overall performance. Graphs also facilitate 
understanding of relationships between one element of performance and 
another—for example, vacancies in nursing and pharmacy and medication 
errors. One can talk about the connection, but the ability to present a graph 
that displays both vacancies and errors rising and falling in sync with each 
other drives the point home more effectively than discussion alone.

DASHBOARDS AND BALANCED SCORECARDS

The performance dashboard or balanced scorecard is a performance mea-
surement tool that provides a multidimensional view of where an organi-
zation is going compared to its chosen destination. It provides a record of 
performance over time. As part of the financial management paradigm of 
performance planning, performance measurement, and performance man-
agement, it is an essential tool for managing organizations.

In today’s environment, managers are overloaded with performance 
reports. They receive report after report full of data. How effective are 
these reports in guiding managers? Do they provide useful information 
or merely mountains of data that actually obscure what is going on? To 
be useful, performance information needs to be available quickly and in a 
form that is easily understood.

While performance reports are indispensable, large tabular reports con-
taining all manner of data are difficult to assimilate. While these tabular 
data reports can never be eliminated, graphic data presentations used in 
dashboards are far easier to comprehend. Performance reports presented 
in tabular form are indispensable. They provide the raw data needed for 
analysis and to support decision making. But to provide immediate infor-
mation to be used to make “mid-course” adjustments, managers should 
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rely not on the performance reports but rather on performance dashboards 
tailored to the specific needs of the operating unit and its objectives. The 
current environment demands vigilance and rapid response. Poor mea-
surement, lagged in time, improperly measured, or erroneously or inap-
propriately measured, can quickly lead to crisis.

THE VALUE OF THE DASHBOARDS

In the best health care accounting systems, a significant lag exists between 
the end of a month and the availability of the monthly performance reports. 
Performance in January, for instance, will not be reported until the end of 
February. Even then the performance that is reported may not be fully 
analyzed and understood until sometime late in March. As result, a perfor-
mance problem that occurs in the month of January may not be fully acted 
upon until April at which time the performance in February and March 
has deteriorated as well. As depicted in Figure 10.6, the dashboard, which 

Figure 10.6
As performance deteriorates, the lag time between the performance-altering 
event availability of the performance report is greater than the lag time be-
tween the event and the alert provided by the dashboard. This permits man-
agement to take remedial action sooner rather than later.



212 HEALTH CARE BUDGETING AND FINANCIAL MANAGEMENT

reports leading performance indicators, is more likely to alert management 
about performance problems far earlier than the performance reports.

STRATEGIC VERSUS OPERATIONAL

In order to manage any business effectively, it is important to look at both 
short-term (operational) performance and the strategic or long-term needs 
of the business. Dashboards and scorecards can be set up in such a way 
that the dashboard concentrates on the operational indicators, while the 
balanced scorecard focuses its attention more strategically.

By focusing on the strategic direction of the organization, the bal-
anced scorecard takes into account those factors, which are essential to 
the long-term success of the organization. These include its competitive 
positioning, the quality and efficiency of the services provided, the cre-
ativity and collaboration of its human resources, and the organization’s 
growth. The scorecard seeks to provide leadership with information about 
its position in the current time frame relative to its desired position in the 
long term. Is the organization thriving? Is continued growth assured? Will 
the current way in which the organization is operating assure its strategic 
survivability? Is it growing over time?

By using appropriate measures for the long term, the balanced score-
card allows leadership to focus its attention on those elements of per-
formance that can best position the organization for long-term success. 
Measuring and reporting on the competitive environment (market share, 
volume growth), the organization’s financial strength (financial reserves, 
debt capacity), its clinical quality and satisfaction levels and reputation 
(use of best practice medicine, patient survey scores, staff turnover rates), 
and investments in staff development (individual staff certifications, 
group certifications like Magnet Status®1 for nursing, staff participation 
in national meetings) are important to keep an organization moving in the 
proper long-term direction in an evolving health care environment.

Performance dashboards, on the other hand, focus attention on the 
short-term or operational side of the business. The dashboard is structured 
so that management can determine if current operations are consistent 
with strategic goals. Leading indicators, which tell where the organization 
is going, are used to supplement trailing indicators, which tell where the 
organization has been. The dashboard strives to be multidimensional in 
order to provide a richer view of performance. For example, if an impor-
tant operational objective is to reduce the age of the accounts receivable, 
it is important to measure not only the total value or number of days in the 
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receivables but also the write-offs. If write-offs are increasing, the receiv-
ables will be reduced, but the organization will suffer because amounts 
owed to it will not be collected. For this reason, it is often necessary to use 
multiple metrics when examining performance—two or three elements 
that are interrelated or dependent on each other, such as the age of the 
accounts receivable (the A/R) and write-offs. Performance dashboards 
should contain metrics that report on both departmental performance and 
organizational performance.

RAPIDLY AVAILABLE, REASONABLY SOUND DATA

Whatever performance metrics are selected to populate the dashboard, 
they must use rapidly available and reasonably sound data and must be 
leading versus trailing indicators. Management relies on approximate 
location as opposed to GPS-style precision. As a result, it is not impor-
tant to understand exactly, to the penny, the size of the deviation from 
the expense budget. What is important is the order of magnitude of the 
deviation. Is a department $200,000 overspent? Or is it merely $2,000 
overspent? Time consumed to determine the exact amount of the deviation 
robs management of the time it needs to turn around performance. Further, 
as demonstrated previously, waiting for the most accurate numbers can 
cause performance reports to lag behind actual performance far further 
than necessary. A dashboard that is built around approximate data and 
available almost immediately is far more useful. As a result, managers 
should not focus their attention on absolute precision with the measures 
but rather their approximate value and rapid availability.

LEADING VERSUS TRAILING INDICATORS

Leading indicators of performance are far preferable to trailing indica-
tors. Trailing indicators tell where the organization or department has 
been (past tense). Performance managers find more value in where the 
organization is going (future tense). Thus, leading indicators are far more 
important in populating the dashboard.

For example, consider cost per case—an appropriate measure of depart-
mental financial performance. This measure, however, is a trailing one; it 
tells how the department performed in the past. More important is how 
well the department will do in the future. For that reason a leading indi-
cator should be selected. Knowing that cost per case is calculated by 
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dividing the department’s costs by the number of admissions or cases, 
a prudent manager would want to populate the dashboard with indica-
tors about admissions: the raw number, admissions by the top 25 physi-
cians, average length of stay (ALOS), and so on. Selecting measures that 
can give an indication of what is likely to happen with admissions (will 
they rise, fall, or remain fairly constant over time?) allows the manager 
to get out in front of the situation. In addition, the manager may wish to 
populate the dashboard with leading indicators of cost performance: over-
time hours, monthly rate of spending, and so on. In this way, the manager 
can see performance issues as they begin to develop and take appropriate 
action before performance deteriorates.

POPULATING THE DASHBOARD

Managers are often unsure of the parameters to be included on the dash-
board. What indicators should be used? Budget compliance? Income con-
tribution? Vacancy rates? Cost per unit of service? To determine the best 
indicators to use, one must first answer several other questions.

First, what are the primary objectives? Considering that the role of the 
manager is to achieve the organization’s objectives and not merely the 
departmental or operating unit objectives, the dashboard should include 
measures of both operating unit and organizational performance. Manag-
ers should clearly understand what is expected at both levels. This dual 
set of objectives forms the basis for selecting the dashboard metrics. The 
evaluation of performance should be based on a combination of metrics. 
Keeping in mind the need to balance the clinical imperative with the finan-
cial reality, both quality measures and financial measured should populate 
the dashboard.

Next, once appropriate performance outcomes have been determined, 
what are the best indicators of this performance and how easy is it to 
obtain the indicators? If the desired clinical outcome is to move patients 
through the hospital more effectively from a clinical standpoint and 
thus more efficiently from a financial standpoint, it is fairly easy to 
choose the metrics—ALOS for clinical and cost per case for financial. 
But determining the proper metric to use if the desired clinical outcome 
is the elimination of complications from venous thromboembolisms 
in surgical patients may be far more difficult. Clinical complications 
can often occur post-discharge and be difficult, if not impossible, to 
quantify.
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The current environment demands vigilance and rapid responsiveness. 
Poor measurement, lagged in time, improperly measured, or erroneously 
or inappropriately measured, can quickly lead to crisis.

Reports that measure the wrong parameters or measure the right ones 
the wrong way are useless. Consider ALOS. Hospitals measure ALOS in 
days. But is that the right way to measure it? A patient in a bed for 96 hours 
equates to a four-day stay. But what if that patient is appropriately dis-
charged in 100 hours? That, too, is a four-day stay, but the patient has been 
exposed longer to the harm that is present in hospitals by about 4%—a 
greater risk of mistake, hospital acquired infection, and so on. In addi-
tion, the bed’s capacity to be occupied by patients is reduced by the same 
4%. That decrease in capacity can translate into a decrease in revenue. 
Consider the difference such a shift in ALOS could mean for a 100-bed 
hospital, as demonstrated in Table 10.3. At an average of 92 hours, a bed 
can accommodate 95 cases a year. At 100 hours, that same bed can accom-
modate only 88 cases, a difference of 7 cases. For a 100-bed hospital, 
that equates to 700 admissions. Assuming average net revenue per bed 
of just $20,000, the monetary value is $14 million. If one were to assume 
that because of operating inefficiencies the beds could not be immediately 
refilled once emptied and the potential revenue stream was discounted by 
15%, the monetary value remains high (nearly $12 million)—a tidy sum 
for hospitals that are often cash strapped.

Table 10.3
Impact of Length of Stay on Hospital Net Revenue and Cash Flow

 92-Hour Stay 100-Hour Stay

Calendar days 365 365
Hours per day 24 24
Hours per year 8,760 8,760
Hours of stay 92 100
Maximum potential cases 95 88
Potential additional cases 7
Average net revenue/case $20,000
Potential additional revenue/bed $140,000
Potential (assuming 15% inefficiency) $119,000
Impact by hospital bed size
    100 beds $11,900,000
    200 beds $23,800,000
    300 beds $35,700,000
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MAKING DASHBOARDS MORE USEFUL

Once the decision has been made to develop a performance dashboard 
or balanced scorecard, the focus should shift to the best way to present 
the data. Graphs are far better than numeric indicators. As the old adage 
goes, “a picture is worth a thousand words.” Among the best visualiza-
tions are line charts that indicate position and show trends in performance 
over time. They can be annotated to highlight particularly good or bad 
performance. Line charts are, by their very nature, simple and easy to 
comprehend. They can be supplemented with comparative budget data, 
best practice data, best-case/worse-case scenario estimates, and so on. In 
this way, the quantitative data being reported can be given a qualitative 
aspect to help put it into context. Is performance better or worse than 
the budget? Is the department outperforming industry averages? Has per-
formance exceeded the expectations contained in the business proposal? 
The following two examples in Figure 10.7 illustrate the importance of 
comparative data.

The performance on the top merely conveys a sense of how busy the 
organization was over the course of the year. The dotted line represents 
actual business volume for each month of the year. It is fairly easy to see 
that business is growing over time. But is it the level of business and the 
rate of growth management should celebrate? Is the organization doing 
as well as expected? If a budget line is added (the solid line in the bottom 
graph), it is easy to judge performance. While the year started slowly, the 
business volume outperformed the plan in the second half of the year and, 
for the year as a whole, achieved a level of volume consistent with the plan.

IMPORTANT CHARACTERISTICS

When the decision to use dashboards and scorecards to convey informa-
tion and guide performance has been made, it is important to keep in mind 
several characteristics that apply to the metrics being used, the perfor-
mance being reported on, and the manner in which measurement is used 
in the organization.

The performance being reviewed and the outcomes to be achieved 
must be measurable. The late Peter Drucker, the renowned management 
expert, wisely observed, “If you can’t measure it, you can’t manage it.”2 
It may sound wonderful that the principal objective of an organization 
is to provide a high-quality patient care, but how exactly is quality mea-
sured? Although many areas of measurability surround clinical quality, 
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Figure 10.7
Business volume over time is easy to see with a graph. But lacking a qualita-
tive indicator (budgeted volume), it is impossible to know if volume is consis-
tent with the organization’s plan.

including process measures, outcomes and patient satisfaction, the reality 
is that there is no useable measure of clinical quality. Instead, measurable 
surrogates for quality must be used to populate the dashboard. These can 
include such measures as the quantity or rate of medication errors, patient 
falls, and sudden and unexpected returns to the operating room.
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If the dashboard is going to be used as part of an individual perfor-
mance evaluation methodology, it is essential that there be agreement, in 
advance, about the measures to be used. A moving target is impossible for 
even the best managers to hit. So it is important to pick a target and stick 
with it for a reasonable stretch of time (likely the full fiscal year). This 
does not mean that the objectives or the measurements of performance 
cannot be changed. On the contrary, they must change in response to mar-
ket conditions, changes in process, and other internal and external stimuli. 
They can and should be changed over time to make them more rigorous so 
as to require elevated levels of performance. At the same time, they should 
not be changed so frequently as to confuse managers.

The metrics employed should be significant. There should be a strong 
relationship between the data being reported and the desired outcomes 
(almost an if-then relationship). For example, the volume of admissions 
is a significant data element. If admissions decrease, bottom-line profit-
ability reduces dramatically and rapidly. Staff overtime, while important, 
does not have the same if-then relationship to the bottom line. Profits can 
actually increase at the same time staff overtime is rising if the added over-
time allows for additional volume of business. But whichever direction 
admissions go, profits will go with them.

Because knowing where performance is going as opposed to where it 
has been is so essential, leading indicators, those that are predictive of 
future performance results, should be used in the dashboard. Knowing 
how the organization or department has performed is important, but it is 
more important to know where the organization or department will be per-
forming in the future. Measuring critical service vacancy rates (the num-
ber of vacancies in important positions such as nursing and pharmacy) is 
a leading indicator of the potential for untoward events such as patient 
falls and medication errors. Given the choice, it is more important to mea-
sure, for example, the vacancy rate in critical positions than it is to mea-
sure medication errors. The number of medication errors tells how many 
patients were injured (past tense). A high vacancy rate in critical positions 
is predictive of errors that likely will happen (future tense).

The measures used to populate the dashboard should be understand-
able. In other words, users of the data must understand how the individual 
values are calculated. Knowing the formula, one is able to devise a strat-
egy to move the value in the desired direction. For instance, assume that 
the performance measure in the OR is cost per case. That value is deter-
mined by dividing OR cost by the number of surgical cases. If one knows 
that, then the efforts to improve the value will focus on either increasing 
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the number of surgical cases or decreasing cost. Not knowing how the 
measure is calculated, a manager might waste his or her time implement-
ing inappropriate strategies that are doomed to fail.

Frequency with which data are reported should be carefully controlled. 
Reports that arrive too “fast and furious” can often be quite distracting. 
For the most part, the appropriate frequency of reporting is monthly. But 
for some indicators, a greater frequency is very appropriate. In the admit-
ting office, a report of available beds that was received only once a month 
would be completely useless. Far better would be a report that flashes bed 
availability in real time much like the ticker in Times Square. Equally 
important, the timeliness of the dashboard can either help or hinder man-
agement. Because it is perfectly legitimate to populate dashboards with 
data that is merely approximately accurate as opposed to absolutely accu-
rate, the dashboard can be assembled and published faster than the usual 
performance reports that it supplements. The rapid availability of such 
data can shorten the time between actual events and the discovery by man-
agers, which, in turn, shortens the time interval between the event and 
remedial action.

Another important characteristic of the dashboard elements is that 
they be communicable. It is impossible for managers alone to achieve 
operating results. The entire staff must be involved. Because of this, it 
is important that the entire staff understand what is being communicated 
via the dashboard. For this reason, every element of the dashboard must 
be communicated in a way that the staff can understand it. While tables 
of numbers can convey data, a graphic presentation of dashboard results 
conveys information. The brain does not have to sort through the numbers 
to determine if a trend is developing; the eye can see it. The use of graphs, 
color-coding (the red light, green light logic of traffic signals), and other 
similar visualizations enhances communicability.

Figure 10.8 displays a dashboard with a mix of metrics dealing with 
financial and operational matters as well as clinical quality and satisfac-
tion. Note that the data displayed in the upper dashboard must be care-
fully read to determine the favorable and unfavorable performance. At the 
bottom, however, the use of bold face and italic typefaces (bold type for 
unfavorable and italics for favorable) clearly indicates if the performance 
is good or bad for each indicator. Another approach is to use circles in 
much the same way that Consumer Reports3 does in rating products it 
has reviewed. The best approach is to color code performance—red for 
unfavorable, yellow for transitional, green for good, and blue for superior 
performance.
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Figure 10.8
The indicators in the top dashboard must be read carefully to determine 
performance compared to target. The bottom dashboard, displaying the 
same values, uses different typefaces to identify favorable and unfavorable 
performance.

Finally, the number of metrics should be limited in number. A dash-
board that displays over 100 indicators is, essentially, useless because it 
provides too much data. It confuses. It overwhelms. A far better approach 
is to limit the number of measures that are being reported. A decent start-
ing point is to suggest perhaps a dozen critical indicators. These can be 
segregated into clinical, satisfaction, financial, and operational. This pro-
vides a snapshot of performance that strikes a balance between the clinical 
side and the business side. The number of data elements can be expanded 
if color-coding is employed. Those data elements coded green are within 
performance specifications and need not be attended to, while those in red 
are in need of attention. In this way many more indicators can be reported 
without overwhelming management.

ONE FINAL CHOICE

The final step in developing a performance dashboard or balanced score-
card is to decide between accountability and improvement. Is the purpose 
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of developing the dashboard to hold people’s feet to the fire or to improve 
the overall functioning of the organization? If accountability is the pur-
pose, trailing indicators will suffice. Accountability is, after all, a rearward 
look at performance. But if the purpose is to improve performance, leading 
indicators are essential. These are the ones that tell where the organization 
is going, and in knowing that, one can take steps to improve performance.

But which is more important, accountability or improvement? Per-
haps the most prudent approach is to develop dashboards that do both by 
including leading and trailing indicators that provide a sense of where the 
organization is going while at the same time telling where it has been.

NOTES

1. Magnet Status® is a registered trademark of the American Nurses Creden-
tialing Center. For more information visit http://www.nursecredentialing.org/
Magnet/ProgramOverview.

2. “If You Can't Measure It, You Can't Manage It!” National Computing Center, 
Amersham, UK http://www.ncc.co.uk/article/?articleid=15472.

3. Consumer Reports is a publication of Consumer Union.

http://www.nursecredentialing.org/Magnet/ProgramOverview
http://www.nursecredentialing.org/Magnet/ProgramOverview
http://www.ncc.co.uk/article/?articleid=15472
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Chapter 11

ANALYTICAL TOOLS

Whether trying to determine the cause of a performance variance, forecast 
future business results, or make a decision about equipment acquisition 
program viability, a number of financial analytical tools are available to 
assist managers throughout the organization.

VARIANCE ANALYSIS

Simply stated, a variance is the difference between actual performance and 
planned performance. In examining performance reports, do not worry 
about whether actual is more or less than budget; concentrate on better or 
worse. If the actual amount is better than budget, the variance, regardless 
of how it is marked, is favorable. If the actual value is worse than budget, 
the variance is unfavorable. Since almost all performance reporting sys-
tems list actual, budget, and a variance amount, managers do not need to 
calculate the variance. Instead, their effort should be focused on under-
standing how a variance occurred; what was the underlying cause?

Given the manager’s responsibility to control the use of resources, vari-
ance analysis is one of the most important tools a manager can use. It is 
the only way to understand the real cause of the variance so that appropri-
ate action can be taken. If drug utilization is the reason pharmaceutical 
spending is worse than budget, the solution may lie in physician educa-
tion, clinical pharmacist interaction, and so on. But if the real reason for 
the unfavorable variants is the price of the drugs, a different set of actions 
will be necessary. Guessing the cause can send the pharmacy director off 
in the wrong direction and yield no improvement despite a great deal of 
activity. Variance analysis will assist the pharmacy director in determin-
ing if the cause is price, drug utilization, or a combination of the two. Do 
not confuse variance reporting with variance analysis. Variance reporting 
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merely lists the elements that sum up to the variance, while variance anal-
ysis determines underlying cause.

TYPES OF VARIANCES

Several types of variances associated with revenues and expenses can be 
accounted for:

Volume variance

(Revenue) Price variance

(Service) Utilization variance

Labor rate variance

(Labor) Efficiency variance

Purchase price variance

(Supply) Usage variance

The first of these, the volume variance, applies to both revenues and 
expenses. The volume variance accounts for differences in either revenue or 
expense associated with differences in volume between actual and budget. 
Higher (better) volume than budgeted should mean more revenue, while 
less (worse) volume than planned would suggest a lower amount of revenue.

In examining revenue performance, variances can be associated either 
with price or utilization. A price variance occurs when the actual price 
differs from budget. Prices that are lower (worse) than budget result in an 
unfavorable variance, while prices that are higher (better) result in a favor-
able variance. Similarly, a utilization variance occurs when the actual ser-
vice utilization differs from budget. Utilization that is lower (worse) than 
budget results in an unfavorable variance while utilization that is higher 
(better) results in a favorable variance.

Four different variances can be calculated to explain a deviation from 
budget in the operating expenses: two for labor costs and two for supply 
costs. In the labor expense category, a labor rate variance results from pay-
ing higher (worse) or lower (better) hourly rates of pay than contemplated 
in the budget. The labor efficiency variance is associated with the use of 
more (worse) or less (better) labor hours than budgeted.

In examining supply spending, a purchase price variance results from 
paying prices that are more (worse) or less (better) than budgeted. A sup-
ply usage variance results from supply consumption that is lower (better) 
or higher (worse) when compared to that which was budgeted.
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WHEN TO LOOK

Many departmental performance reports list dozens and dozens of line 
items, and the thought of analyzing each variance can be daunting. Should 
every line item variance be examined using variance analysis? To answer 
this question, consider the performance report showing Table 11.1. 
A responsible manager must perform enough variance analysis to under-
stand the underlying causes of the total variance of $151,300. The best 
approach to reducing the amount of analysis work is to establish a perfor-
mance corridor. This approach recognizes that there will always be a few 
variances. Only those significant enough to fall outside of a predetermined 
performance corridor must be analyzed.

There are two ways to establish this corridor. The first is to base it on a 
dollar amount, say $500. All variances greater than $500, whether favor-
able or unfavorable, would be examined. Had this $500 corridor been used 
with the data in Table 11.1, only 8 of the 12 variances (those marked **) 
would be analyzed. The problem with a dollar corridor is that in some 
cases, it can mislead. A $500 variance against a $350,000 budget is not 
worth the effort, but a $500 variance against a $700-budget item should 
be examined.

Table 11.1
Departmental Spending for the Period Ending January 31, 20XX

Actual Budget Variance Percent Variance  

Printing $198,200 $200,000 $1,800** 0.9%
Office supplies 10,800 100,000 89,200** 89.2%++
Uniforms 19,800 20,000 200 1.0%
Books and 

periodicals
8,900 9,000 100 1.1%

Equipment— 
noncapital

28,800 3,000 (25,800)** –860.0%++

Instruments 58,200 60,000 1,800** 3.0%
Linens 183,000 104,000 (79,000)** –76.0%++
Chemicals 38,200 5,600 (32,600)** –582.1%++
IV supplies 437,500 430,000 (7,500)** –1.7%
IV solutions 92,800 93,000 200 0.2%
Stock drugs 135,600 36,200 (99,400)** –274.6%++
Medical gasses 90,300 90,000 (300) –0.3%

Total $1,302,100 $1,150,800 $(151,300) –13.1%
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A better approach is to establish a percentage corridor. If a 5% corridor 
had been established in approaching the data in Table 11.1, five variances 
(those marked ++) would be analyzed. The advantage of a percentage cor-
ridor is that it establishes the limit in terms relative to the size of the bud-
get. Thus, a $200 variance against a $900 budget, which missed the dollar 
cut, would now be included because it is a 22.2% variance.

As important as when to look is when not to look. Do not confuse 
variance analysis with simple spending analysis that merely identifies 
how funds were used. Although large expense amounts may yield sav-
ings, they may not involve a variance for the budget. Again, consider the 
data in Table 11.1 to determine why the budget is overspent by more than 
$150,000. The manager’s time and effort should be directed at the major 
variances, in this case, those greater than 5% deviation from budget. The 
account with the greatest amount of spending (IV supplies) had very little 
variance, and based on a 5% corridor, it need not be examined. If, on 
the other hand, the manager wished to develop a corrective action plan 
to reduce spending on IV supplies, spending analysis may be helpful in 
identifying some future spending that could be deferred.

HOW TO LOOK

Two methods can be used to analyze variances. These can be used when 
dealing with either revenue or expense variances. One is an unsophisti-
cated method that accounts for differing volumes as part of the explana-
tion. The other is a sophisticated method that accounts for volume before 
any analysis is prepared. Using the unsophisticated method, variance anal-
ysis would resemble the following.

Case 1

Table 11.2 reports the actual and budgeted supply consumption for the 
first two months of the fiscal year. Actual consumption is favorable to the 
budget by $15,100 ($42,600 – $27,500).

A usage variance can be developed by examining the quantities of 
actual and planned consumption. Note that in Table 11.3 supply item 1 
represents a 1,000-unit difference in consumption.

Next, a review of prices reveals that the price paid for supply item 3 
was different (better); therefore, there is a purchase price variance (also 
referred to as a price variance) that can be accounting for, as shown in 
Table 11.4.
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Table 11.2
Actual and Budgeted Supply Consumption

Items Quantity Unit Price Total

Actual consumption
Supply item 1 1,000 $15.00 $15,000
Supply item 2 2,000 5.25 10,500
Supply item 3 1,000 2.00 2,000

   $27,500

Planned consumption
Supply item 1 2,000 $15.00 $30,000
Supply item 2 2,000 5.25 10,500
Supply item 3 1,000 2.10 2,100

   $42,600

Table 11.3
Usage Variance

Budgeted usage 2,000
Actual usage 1,000

Better usage 1,000
Price ×$15.00

Usage variance $15,000  favorable

Table 11.4
Purchase Price Variance

Budgeted price $2.10
Actual price  2.00

Price improvement $0.10
Actual usage ×1,000

Purchase price variance $100 favorable

Thus, the variance of $15,100 is now completely accounted for, as 
shown in Table 11.5, and the manager can claim to have improved perfor-
mance by reducing supply consumption.

But did the manager consciously reduce consumption of supply item 1,  
or was volume reduced significantly and only 1,000 units needed to be 
consumed? In other words, was this performance caused mainly by a 
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Table 11.5
Combined Variances

Usage variance $15,000 favorable
Purchase price variance     100 favorable

Total variance $15,100 favorable

reduction in service volume? To answer these questions, one would need 
to prepare a more sophisticated variance analysis, one that took into 
account actual volume compared to budgeted volume. This sophisticated 
approach will be explained later in this chapter.

Case 2

Sometimes these variances may go in opposite directions (some favor-
able, some unfavorable), with a total of variance that may be either. 
Using the performance data in Table 11.6, the variance to be accounted 
for is ($14,900)—the parentheses indicating that the amount is unfa-
vorable. Actual spending is worse than budget ($42,600 – $57,500) by 
$14,900.

Once again, the unsophisticated method will account for usage and pur-
chase price elements, as shown in Table 11.7.

Note that this variance is shown in parentheses to indicate that it is 
unfavorable. Next, the purchase price variance is calculated, as shown in 
Table 11.8.

Thus, the variance of ($14,900) is now completely accounted for, as 
demonstrated in Table 11.9. The manager can claim to have improved 
performance by reducing supply consumption.

Note that instead of being added, the smaller amount is subtracted 
from the larger to arrive at the total. This is because similar variances are 
combined (added), and dissimilar parents are netted, with the sign of the 
largest (bracketed or unbracketed) carried forward to the total. In deter-
mining if a variance is favorable or unfavorable, the simplest and most 
accurate method is to disregard the mathematics of whether actual per-
formance is higher or lower or more or less than planned. Instead, if the 
actual performance is better than budget, the variance is favorable. If the 
actual performance is worse than budget, the variance is unfavorable. Just 
remember, whether talking about revenues or expenses, better = favorable 
and worse = unfavorable.



Table 11.6
Actual and Budgeted Supply Consumption

Items Quantity Unit Price Total

Actual consumption
Supply item 1 3,000 $15.00 $45,000
Supply item 2 2,000 5.25 10,500
Supply item 3 1,000 2.00 2,000

   $57,500

Planned consumption
Supply item 1 2,000 $15.00 $30,000
Supply item 2 2,000 5.25 10,500
Supply item 3 1,000 2.10 2,100

 $42,600

Table 11.7
Usage Variance

Budgeted usage 2,000
Actual usage 3,000

Worse usage 1,000

Price ×$15.00

Usage variance ($15,000) unfavorable

Table 11.8
Purchase Price Variance

Budgeted price $2.10
Actual price 2.00

Price improvement $0.10

Actual usage 1,000

Purchase price variance $100 favorable

Table 11.9
Usage and Price Variance

Supply usage variance ($15,000) unfavorable
Purchase price variance     100 favorable

Total variance $(14,900) unfavorable
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Case 3

One can also examine revenue variances using the same unsophisticated 
method. The revenue data is shown in Table 11.10. The inpatient reve-
nue variance is favorable because actual revenue is better than budget by 
$1,000,000 and the ancillary variance is unfavorable by $500,000 because 
that kind of revenue is worse than budget. Because the variances are dis-
similar, they are netted to arrive at a total of $500,000, which is shown in 
the table in parenthesis because it is unfavorable—worse than budget. The 
detailed accounting for this variance begins by examining the elements 
contributing to the inpatient revenue variance. This analysis uses a three-
column format to make it easier to comprehend.

There is a favorable volume variance in inpatient revenue of $1,000,000 
resulting from 400 patient days more than in the budget. The calculation 
is shown in Table 11.11.

The analysis would continue by examining the unfavorable ancillary 
revenue variance of ($500,000) and, again, breaking it down into its 

Table 11.10
Actual and Budget Revenue Data

Actual Budget Variance

Inpatient revenue ($) $10,000,000 $9,000,000 $1,000,000
Outpatient revenue ($) 5,000,000 5,000,000 –
Ancillary revenue ($) 7,500,000 8,000,000 (500,000)

    Total ($) $22,500,000 $22,000,000 $500,000

Inpatient revenue data
Patient days 4,000 3,600 400
Room and board rate ($) $2,500.00 $2,500.00 $2,500.00

    Total revenue ($) $10,000,000 $9,000,000 $1,000,000

Ancillary revenue data
Radiology procedures 50,000 50,000 –
Procedure rate $105.00 $115.00 $(10.00)

    Radiology revenue $5,250,000 $5,750,000 $(500,000)

Laboratory tests 20,000 20,000 –
Test rates $112.50 $112.50 –

    Laboratory revenue $2,250,000 $2,250,000 –

Total revenue $7,500,000 $8,000,000 $(500,000)
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Table 11.11
Utilization Variance

Actual volume 4,000 patient days
Budget volume 3,600

Better volume 400

Room and board rate ×$2,500.00

Utilization variance $1,000,000 favorable

Table 11.12
Rate Variance

Actual rate $105.00
Budget rate 115.00

Worse rate ($10.00) unfavorable

Procedure volume ×50,000

Rate variance ($500,000) unfavorable

Table 11.13
Total Variance

Volume variance (inpatient) $1,000,000 favorable
Rate variance (ancillary)   (500,000) unfavorable

Total variance  $500,000 favorable

component pieces. In this case, for simplification, it is assumed that the 
ancillary revenue is composed of only radiology and laboratory revenue. 
In the “real world,” there would be many more pieces: pharmacy, nuclear 
medicine, EKG, EEG, anesthesia, and so on.

It appears that a rate variance is involved in radiology; the plan was 
to charge $115 for each procedure, but actually only $105 was charged. 
Table 11.12 shows the calculation of the variance.

Thus, the revenue variance is accounted for, as shown in Table 11.13.
Up to this point, the unsophisticated method has been used to exam-

ine simple and straightforward variances; each variance is the result of a 
single cause—price, usage, and so on. Often, however, a combination of 
factors contributes to a variance.
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Case 4

The radiology department has recorded revenue from inpatient services 
that is nearly 11% below the budgeted expectation (Table 11.14). In exam-
ining this situation, the manager needs to consider a number of factors that 
have contributed to this situation. Inpatient volume, expressed in patient 
days, is higher (better) than budget, and it stands to reason that radiology 
procedures should also be higher, but they are not. In addition, the price 
charged per procedure is less (worse) than planned. In this situation, three 
different variances are at play: volume, utilization, and price.

Using the sophisticated approach, the first step in analyzing the per-
formance variance is to adjust the radiology budget to reflect an expecta-
tion that its departmental volume would be 10% higher—the assumption 
being that if inpatient days are higher, radiology volume would also be 
higher. The assumption is that radiology volume is 100% variable with 
inpatient day volume. This results in an adjusted radiology volume budget 
of 55,000 procedures, as seen in Table 11.15.

This volume adjustment results in a significantly larger and more unfa-
vorable revenue variance of nearly $1.2 million. Following this volume 
adjustment to the budget, the variance analysis concentrates on utilization 
and price variance calculations, as shown in Table 11.16.

Table 11.14
Selected Inpatient and Radiology Department Data

Actual Budget Variance

Patient days 11,000 10,000 1,000
Inpatient radiology procedures 49,000 50,000 (1,000)
Procedure price $105.00 $115.00 $(10.00)

Inpatient radiology revenue $5,145,000 $5,750,000 $(605,000)

Table 11.15
Selected Inpatient and Volume-Adjusted Radiology Department Data

Actual Budget Variance

Patient days 11,000 10,000 1,000
Inpatient radiology procedures 49,000 55,000 (6,000)
Procedure price $105.00 $115.00 $(10.00)

Inpatient radiology revenue $5,145,000 $6,325,000 $(1,180,000)
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Following this analysis, the manager understands the magnitude of 
the problem to be significant monetary deviations well in excess of what 
was originally thought to be the case both in radiology utilization and in 
procedure pricing. The manager can now begin taking corrective action. 
This could include examining departmental throughput, which may be 
the cause of the underutilization, and checking the price list to see if the 
proper charge per procedure is being recorded. Remedial action, if pos-
sible, can be based on what is determined by the manager’s review.

Case 5

A department manager has just received the monthly performance report 
and notes that actual salaries are favorable to budget. Preliminary data are 
listed in Table 11.17.

Based on a cursory review, the manager determines that no action is 
needed—salaries are favorable to budget—and moves on to other issues. But 
is the manager safe in doing so without performing variance analysis? A look 
at the post-variance analysis data provided in Table 11.18 suggests otherwise.

As seen in this analysis, the situation faced by the manager is now 
significantly different. Instead of a favorable position, salary and wage 
costs have swung unfavorable to ($70,621)—an unfavorable performance 
of 5.2%. The analysis is prepared by first gathering seven data elements: 
actual and budget volume, actual and budget salaries, actual and budget 
payroll hours, and the variable expense factor. Once these elements are 
gathered, the math of the analysis can begin.

The variable expense factor represents that portion of the budget being 
analyzed that goes up and down with volume. It is calculated this way. The 
budget may contain 50 or 60 different items, maybe more. Some of them 
don’t budge when volume goes up or down—the rental on the department 
photocopier is an example of a fixed expense item. Others do. In the phar-
macy, for instance, some of the drugs are requisitioned out to the operating 

Table 11.16
Total Variance

Utilization variance = (49,000 – 55,000) × $105 = ($630,000)
Price variance = ($105 – $115) × 55,000 = (550,000)

Total variance = ($1,180,000)

Utilization variance = (actual volume – adjusted budget volume) × actual price.
Price variance = (actual price – budget price) × volume-adjusted budget volume.
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Table 11.17
Selected Monthly Performance Report Data

Description Actual Budget Variance

Salaries and wage cost $1,420,000 $1,425,400 $5,400
Payroll hours 47,300 46,000 (1,300)

Table 11.18
Volume-Adjusted Salary Variance Analysis

Actual volume 220,000
Budgeted volume 300,000
Variable expense factor 20.0%
Volume change factor –26.7%
Volume adjustment factor –5.3%

Description Actual Budget Variance

Salaries and wage cost $1,420,000 $1,425,400 $5,400
Volume adjustment (76,021) (76,021)

Volume adjusted amounts $1,420,000 $1,349,379 $(70,621)

Payroll hours 47,300 46,000 (1,300)
Volume adjustment (2,453) (2,453)

Volume-adjusted amounts 47,300 43,547 (3,753)

Labor rate $30.02 $30.99 $0.97

Labor rate variance $42,058
([Budget labor rate – actual rate] × volume-adjusted budgeted hours)
Efficiency variance $(112,679)
([Volume-adjusted budgeted hours – actual hours] × actual labor rate)

Total variance $(70,621)

units based on the number of patient encounters, visits, procedures and so 
on.  These are variable expense items. The variable expense factor is used 
to limit any volume adjustment to the proportion of items that actually 
vary with volume.

The best way to calculate the factor is to examine all of the budget items 
and determine which ones actually do rise and fall with volume. These are 
the variable ones. To do this, list all the budget items in one column, as 
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shown in Table 11.19. Then, in a separate column, list the amounts that 
vary with volume.

Divide the total of the variable portion column by the total of the total 
budget column. In this example, the result is 20%, the variable expense 
proportion. This percentage is used as the variable expense factor, mean-
ing that 20% of the budget varies with volume. This is the only part of the 
budget that needs to be adjusted for volume. The other proportion (the 80%) 
does not need to be adjusted. Ask a colleague to check the logic because this 
proportion will be used for the entire budget year and cannot be changed 
from month to month. The proportion can be changed for the following fis-
cal year, but for the rest of the current fiscal year it must remain unchanged.

Having now determined the variable expense factor, the variance calcu-
lations can be made. First, the amount of change from budget the volume 
has experienced. This is done by subtracting the budget amount from the 
actual amount and dividing the result by the budget amount. Using the 
data from Table 11.18,

Volume Change Factor = (220,000 – 300,000) ÷ 300,000 = –26.7%.

The actual volume is less than budget by 26.7%. The budgets for salary 
costs and payroll hours should be reduced. Not by the entire –26.7% but 
rather by a lesser amount. In this case, the volume change factor will be 
multiplied by the variable expense factor to arrive at the volume adjust-
ment factor. Table 11.20 shows the calculations.

Table 11.19
Variable Budget Items

Budget Item Total Budget Variable Portion 

Item 1 $10,000 $5,000
Item 2 10,000 1,000
Item 3 10,000 500
Item 4 10,000 400
Item 5 10,000 1,000
Item 6 10,000 600
Item 7 10,000 4,500
Item 8 10,000 2,000
Item 9 10,000 5,000
Item 10 10,000 –

Total $100,000 $20,000
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The salary and payroll hours budgets will be reduced by 5.3%. Once 
that adjustment is made, the variances are called “volume-adjusted vari-
ances” because the budgets have been adjusted for volume. The budget for 
salaries is reduced by just over $76,000, and the budget for payroll hours 
is reduced by 2,453 hours. These “adjusted” amounts will next be used to 
calculate the labor rate and efficiency variances.

Labor rate variance $42,058
([Budget labor rate – actual rate] × volume-adjusted budgeted hours)
Efficiency variance ($112,679)
([Volume-adjusted budgeted hours – actual hours] × actual labor rate)
Total variance ($70,621)

Now the manager knows what is driving the unfavorable performance. 
Rather than having a favorable variance of $5,400, the department faces 
an unfavorable variance of more than $70,000—a deviation of 5.23%. 
While the labor rate performance is favorable by $42,058, the unfavorable 
efficiency swamps the boat. Management action will focus primarily on 
efficiency. Have work processes changed, thus requiring more manpower 
than planned? Are the patients somehow different requiring more worker 
time with each? Has the facility been modified increasing the distances 
workers must travel in doing their day-to-day activities? And while the 
labor rate variance is favorable, it could be impacting efficiency. Are the 
workers less skilled and thus paid less than planned? Is the mix of high-
skill/low-skill workers different? Are the workers relatively new to the 
organization, still in the orientation phase of employment and being paid a 
“probationary” rate until they have proven their capabilities? New workers 

Table 11.20
Volume Adjustment Factor

Actual volume 220,000
Budgeted volume 300,000
Variable expense factor 20.0%
Volume change factor –26.7%
Volume adjustment factor –5.3%

Volume adjustment factor = Variable expense factor × vol-
ume change factor.
Volume adjustment factor = 20% × –26.7%.
Volume adjustment factor = 5.3%.
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not only produce less work than longer-tenured workers but also consume 
some time of longer-tenured workers with whom they are “buddied” dur-
ing their orientation or probationary period. It is entirely possible that the 
department’s underlying problem may be the wrong workforce—paid less 
for lesser skills and working less efficiently because of it. At this point, all 
of this is speculation, but it is clear that the manager needs to investigate 
the situation and take action to remedy it as soon as possible.

In fairness to the manager, it should be noted that the labor component 
in this example is only 20% variable with volume. As a result, the nearly 
30% drop in volume from the level originally budgeted may be too sig-
nificant for the manager to deal with effectively. Can a department rid 
itself of a sufficient amount of salary cost to make up for a 30% drop in 
volume? True, some of the labor component is a variable with volume 
(overtime, float pool, agency use, etc.). But the vast majority of labor is a 
fixed expense—it does not respond quickly to downturns in volume. Fir-
ing workers, reducing scheduled hours, and other drastic measures can be 
used, but they are very disruptive to both the department and to the orga-
nization. Staff reduction via attrition is far less painful but takes far longer 
to have an impact on cost. The solution to this manager’s problem may lie 
not in adjusting the workforce but in finding ways to increase volume up 
to the budget level. That may require communication to the executive level 
as that may be where an increase in volume may originate.

Case 6

A similar variance analysis can be performed on supply performance. 
In this case, the analysis takes on a horizontal display, as shown in 
Table 11.21. Note that here, instead of a single salary line being analyzed, 
a variety of supply items are listed and analyzed.

Once again, actual and budgeted volumes are used to calculate the vol-
ume change factor—in this example, volume is 10% higher (better, favor-
able) than budget. The variable expense factor, based on a careful review 
of costs, is set, in this instance, at 100%, meaning all supplies move in 
lock step with volume. If volume rises, so do costs. If volume falls, so do 
costs. The volume adjustment factor is 10% (100% × 10%), meaning that 
all budget lines will be increased by 10%.

Just as was done with salary variance analysis, the budgets for salary 
spending and payroll hours were adjusted by the volume adjustment fac-
tor, so, here, the spending budgets and usage budgets are adjusted upward 
by the 10% volume adjustment factor. The spending variance, which 
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originally amounted to 17,487 unfavorable, has been reduced to $5,329 
of unfavorable performance after the volume adjustment to the individual 
supply budgets. The individual usage budgets are also adjusted upward by 
10%. Because usage is budgeted on an individual item basis, there is no 
single amount for total volume-adjusted variance.

Continuing with the analysis, individual unit prices are calculated by 
dividing actual spending by actual usage to arrive at the actual unit price 
and by dividing budgeted spending by budgeted usage to arrive at the bud-
geted unit price. When these amounts are compared, the individual supply 
item price variances are determined. Using item A, for example, the actual 
unit price is $4.50, while the budgeted unit price is $3.50, thus yielding an 
unfavorable $1.00 per unit price variance.

The next step is to total the usage, purchase price and total variance for 
each supply item. The sum of these will explain the total volume-adjusted 
variance of $5,329. Using Line item A, the variances are calculated, as 
shown in Table 11.22.

At this point, the department manager knows that the original $17,487 
unfavorable variance has been mitigated by a volume adjustment of 
$12,158, reducing the overall unfavorable variants to just $5,329. Further, 
the manager knows that this variance is caused by both usage ($2,050) 
and price ($3,279). Strategies can then be developed to attack the usage 

Table 11.22
Total Volume-Adjusted Variance

Usage variance ($4,208)
Purchase price variance (825)

Total volume-adjusted variance ($5,033)

Usage variance = (Volume-adjusted usage budget – actual usage) × actual price
Usage variance = (825 – 1,700) × $4.50
Usage variance = $4,208 unfavorable

Purchase price variance  
= (budgeted unit price – actual price) × volume-adjusted usage budget

Purchase price variance = ($3.50 – $4.50) × 825
Purchase price variance = $825 unfavorable
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and price problems. For usage, these may include examining the quality 
of the products purchased or the pattern of usage. The strategies to deal 
with price differences may involve the rebidding of supply contracts or 
contacting vendors to arrange credits for incorrectly billed amounts. The 
price strategies may be easier to implement than usage strategies.

One should also examine “contradictory” or offsetting variances as seen 
with items C and E. The performance of item C illustrates what can hap-
pen when the lowest price item is purchased. The amount saved because 
of low price ($788) is offset by higher consumption ($6,189). Item E illus-
trates what can happen when value is pursued instead of price. Here, the 
extra spend on a more expensive item ($1,302) was more than made up 
for by lower usage ($3,683). The moral of the story is, purchase wisely 
and look at the total product cost of the item, not just the purchase price.

SOME CAUTIONS

Exercise caution when deciding not to analyze an account that has a small 
variance. Not doing variance analysis in such a situation could result in 
a false sense of security and inappropriate management inaction. It is 
always possible that two variances, one strongly positive and one strongly 
negative, are canceling out each other. If the favorable one deteriorates 
over time, as often as the case in the “real world,” the manager may face 
a sudden financial performance “surprise” and not be able to recover and 
achieve the budgeted result. The best approach in situations like this is 
to analyze these small variance accounts periodically, but less frequently 
than monthly. The best way to make variance analysis easier is to prepare 
the budget with sufficient detail. Budgeting only a single total amount 
for large categories like pharmaceuticals makes variance analysis virtually 
impossible. Insufficient detail is provided to result in any useful informa-
tion. With the information gained from properly prepared variance analy-
sis, there are three action steps for managers. The first is to communicate 
the facts of the situation to higher management. In this way, everyone 
benefits from the analysis, increasing its value to the organization. The 
second step is the preparation of an action plan to remedy a bad situation 
or take advantage of a good situation. The last step is to maintain vigilance 
to avoid problems as time progresses. The knowledge gained from the 
variance analysis should be helpful in this regard.

One question many managers ask is, by what amount can the budget 
be overspent?” Since the manager’s principal role is to achieve the objec-
tives of the organization, overspending in one department that benefits 
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the organization as a whole should not just be tolerated, but encouraged. 
Remember, with the exception of grant or appropriation budgets, a budget 
is a guide, not an absolute. A manager who refuses to overspend even if it 
costs the greater organization is not helping the organization. The question 
is, how much deviation is acceptable? A frank conversation with upper 
management can answer that question. In some organizations, a deviation 
of 1% or 2% may be tolerated. In some organizations and under certain 
circumstances, even a small deviation cannot be tolerated.

In the for-profit arena, publically traded companies have far less toler-
ance for deviations. Projecting that the organization will miss the bottom-
line budget by two or three percentage points can trigger a profit warning 
to the listing market (Nasdaq, New York Stock Exchange, etc.), never a 
good thing for management or the company’s board. Managers, therefore, 
must understand the level of comfort with budget deviations.

FORECASTING

In the simplest sense, a forecast is merely a prediction of the future. In a 
more formal way, one would define a business or financial forecast as a 
prediction of the future based on historical data, current operating fact, 
and other information. It is expressed, just as a budget is, in formal and 
measurable terms. Historical data provide the forecaster with an under-
standing of trends over time, relationships among various aspects of the 
business (volume and supply consumption, admissions and ancillary 
usage, acuity and staffing levels, etc.), and performance capabilities (both 
strengths and weaknesses). Just as with many other ventures, history pro-
vides a strong foundation for a forecast.

The incorporation of current operating facts provides a perspective from 
which to view the historical data and make a judgment regarding their rel-
evance to the future period being forecast. Understanding the impact that 
current reimbursement pressures are having on historical patient utiliza-
tion patterns, for instance, is necessary to achieve realism and forecasting 
patient volume. Sources of information that can be useful in forecasting 
include departmental files, organizational financial reports, formal and 
informal records, and professional associations outside the organization 
(about such marketplace matters as salary competition). Human intuition 
and plain old common sense play an important role as well.

Other information rounds out the series of inputs for a forecast. This 
input, sometimes entirely anecdotal in nature, includes such things as the 
ability of management to operate effectively in the period being forecasted. 
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This may mean a sense of management’s ability to continue favorable 
performance, rectify or at least balance poor performance, and respond 
to internal and external challenges. Forecasts represent critical, upwardly 
directed information. They must be accurate, not conservative or protec-
tive. One manager overestimating the forecast for expenses can compro-
mise others in the organization. Understating the forecast of bad news can 
delay remedial action until it is too late. As a forecaster, tell the boss what 
he or she needs to hear, not what he or she wants to hear. Managers who 
are recipients of forecasts should listen to what is being forecast, even if 
the message is an unpleasant one. Do not pressure subordinate managers 
to forecast only what they think the boss wants to hear. Do not “shoot the 
messenger,” or the messenger will stop coming. Neither foster nor tolerate 
an environment in which differences cannot be dealt with openly. Finally, 
always list the assumptions made in developing a forecast. Forecasting is a 
tool that managers can use to control operations. It blends with budgeting, 
results reporting, and variance analysis, as depicted in Figure 11.1. Actual 
results and variance analysis represent significant parts of the operating 

Figure 11.1
In this visualization of the cycle of management, forecasting flows from the 
comparison of actual and budgeted results. Once variance, spending, and 
any other analyses are completed, the forecast can be prepared.
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facts on which forecasts are based. Depending on the results of the fore-
cast, management action planning (to ensure management’s ability to 
operate effectively) may be necessary.

A forecasting exercise begins with an estimation of volume—the driver 
of revenues and expenses. Preparing a forecast for business volume is no 
different from developing a budget for business volume. The same indica-
tors and relationships are used. The difference is that while the budget is 
for the following fiscal year, the forecast is for the current fiscal year. It 
is entirely possible that the forecasted amount of volume will differ from 
the amount budgeted. This is because circumstances impacting volume 
change over time. What seemed realistic when the budget was being pre-
pared may seem less so as the forecast is prepared and vice versa.

Often, managers at the department level will prepare only an expense 
forecast, leaving revenue forecasting to the finance staff. This is because 
revenue forecasts are based on multiple variables (volume, payer mix, col-
lection rates, etc.) to which department managers may not have access. 
For those managers who do wish to forecast revenue, the process can be 
simplified by making a simple and reasonable assumption: that the rela-
tionship between volume and revenue experienced in the forecast’s base 
period will remain constant. Thus, if volume in the second half of a fiscal 
year is expected to double, revenue will be assumed to double as well. 
Volume and revenue can be forecast together, as shown in Table 11.23. In 
this approach, volume and revenue are linked, and any assumptions about 
volume growth are applied to revenue.

Table 11.24 demonstrates one method of preparing an expense forecast 
(a summary forecast) using six-month, year-to-date financial results as a 

Table 11.23
Volume and Revenue Forecast
for the 12 Months Ended June 30, 20X6

Volume Revenue
Revenue per 
Unit of Volume

Year-to-date amounts: July 1–
October 31, 20X5

10,000 $1,450,000 $145.00

Forecasted amounts: November 1, 
20X5–June 30, 20X6

35,000 5,075,000 145.00

Forecasted amounts: July 1,  
20X5–June 30, 20X6

45,000 $6,525,000 $145.00
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Table 11.24
Expense Forecast Worksheet

Based on year-to-date data as of 6/30/XX

Description Fixed Variable Total

Year-to-date expense $282,000 $13,800 $295,800
Adjustments
    Add back “onetime” credits 15,000 15,000
    Deduct “onetime” expenses (12,000) (12,000)
Adjusted total $270,000 $28,800 $298,800
Annualization
    Divide by days/months/etc. 6
    Divide by volume 9,000
    Multiply by days/months/etc. 12
    Multiply by volume 23,000
Annualized amounts $540,000 $73,600 $613,600
Adjustments
    Add back “onetime” expenses 12,000
    Deduct “onetime” credits (15,000)
    Events through year end (+/–) 74,400
Expense forecast as of 12/31/XX $626,400 $58,600 $685,000

Notes:

$15,000 is a maintenance contract paid in February that covers the entire year.
$12,000 is a credit received this year for supplies paid and charged to expense last year.
$74,400 is the cost this year for five new staff ($59,520 each) to be on staff for the last three months 
of the year.

starting point. The forecast is for the fiscal year ending on December 31. 
The first step is to determine just how busy the department will be: what 
level of volume will have been achieved when the year is completed? This 
volume can be patient days, procedures, patient meals, relative value units, 
and so on. This is important because variable expenses will be forecast 
using this volume estimation. Note that this is an estimate for the entire 
year, not just the next six months. In this case, it has been determined 
that the department will handle 14,000 units of service during the second 
six months of the year. Coupled with the 9,000 units during the first six 
months, the forecast is for a total of 23,000 units of service for the entire 
year.

The next step in preparing the forecast is to break the base period data 
into two components: fixed and variable. This division should be based 
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on the forecaster’s best understanding of the spending patterns in the 
department.

Having done this, adjustments are made for “onetime” items. These rep-
resent events that occurred during the base period but that are not expected 
to be repeated during the balance of the forecast period. The first adjust-
ment, the $15,000 onetime credit, is added back to the $13,800 of year-
to-date expense. This is because this onetime credit, which had lowered 
the apparent expense level to $13,800, does not need to be annualized—it 
will not happen again in the second half of the year. Had the credit not 
been received, true spending would have been shown as $28,800—the 
correct amount for the six months being reported. The second adjustment, 
$12,000, represents the onetime cost of a maintenance contract that cov-
ers the entire year. It had been paid in February, and, since it will not 
be incurred again in the second half of the year, it should be removed 
from the $282,000 of fixed expenses to arrive at an adjusted amount of 
$270,000—the amount of recurring expense spending. At this point, the 
year-to-date spending amounts have been adjusted to reflect only those 
expenses that are likely to recur during the second half of the year.

Notes in the comments section of the worksheet describe these two 
items. Because they are onetime events, they should not be annualized 
with the other expenses. They will be placed back in the forecast at a later 
stage.

The data are then annualized using time and volume. The $270,000 of 
adjusted fixed expenses does not vary with volume but will be affected 
instead by time. Since $270,000 covered six months, $540,000 will be 
expected for the full 12-month forecast period. This is calculated by divid-
ing $270,000 by six months and then multiplying the result by 12 months. 
The same logic applies to the variable expense component. The adjusted 
expense of $28,800 was consumed in delivering 9,000 units of service. 
That amounts to $3.20 per unit of service. Multiplying this by the 23,000 
units of service to be provided during the entire year results in an annual-
ized variable expense amount of $73,600.

Next, these annualized amounts must be adjusted for the onetime items 
that had previously been added or deducted. If an item was originally 
deducted, it should be added back in at this point. If it had been added, 
it should be deducted now. This must be done because, in the process of 
adjusting the base period, these onetime items were removed. They must 
now be replaced in the forecast data in order to be present for the one time 
that they will have occurred during the year. The final adjustment to the 
forecast takes into account events that will transpire between the date on 
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which the forecast was prepared and the end of the fiscal year for which 
it is being prepared. In Table 11.10, the notation indicates that additional 
staff will be hired during the second half of the fiscal year. The amount 
included in the forecast represents only the amount to be paid to this addi-
tional staff through the end of the forecast year and not a total annual 
amount.

The comment section of the forecasting worksheet should contain any 
other pertinent information the forecaster used. This is where assumptions 
should be listed along with explanations of the various onetime items and 
a description of the method used to estimate volume for the full fiscal.

If a manager must prepare a detailed forecast for every line item in the 
department performance report, the easiest way to approach the work is 
to copy the base period year-to-date data into an electronic spreadsheet 
like Excel® or Numbers® and make the calculations in the spreadsheet. 
If paper and pencil is the preferred approach for the forecasting exercise, 
cover over the current month financial data with plain white paper (a 
technique known as “wallpapering”) and make a photocopy of the report. 
Adjustments, estimations, and so on can be entered in the white space 
for each individual line item. While this is not very sophisticated, it is 
a workable approach and can be helpful in getting new managers to try 
their hand at forecasting. It should be remembered that the best way to 
improve at forecasting is by preparing them. It is not a lot different from 
learning how to ride a bike. Trial and error, and a few skinned knees, is 
one of the best teachers. And once someone has learned, the skill never 
goes away.

DECISION ANALYSES

Managers throughout an organization are often required to make decisions 
and evaluate opportunities. These can involve purchasing a new piece of 
equipment, expanding a program, making a major change in operations, 
and so on. Sometimes they work independently, while at other times they 
are teamed with members of the finance staff. In either situation, man-
agers should be familiar with a variety of financial analysis techniques. 
These can range from simple ad hoc analysis comparing supply prices 
to marginal profit and loss analysis to sophisticated benefit/cost analy-
sis using a present valuation methodology. In broad terms, all of these, 
and many others, can be described as decision analyses tools—tools that 
aid the decision process by providing objective financial information to 
balance clinical and operational information, which may be subjective in 
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nature. The combination of subjective and objective data supports sound 
decision making.

Whether to support a business proposal or determine the soundness of 
an opportunity, one of the simplest techniques managers can use is mar-
ginal profit and loss analysis, sometimes referred to as a marginal P&L 
analysis. Essentially, this is an unofficial version of the operating statement 
(the P&L) that focuses only on incremental business changes associated 
with whatever is being examined. It contains the revenues and expenses 
associated with the opportunity and the resulting profit or loss. Table 11.25 
shows before and after P&L information with the marginal amounts dis-
played in the middle column. In reality, only this middle column is needed 
to examine the business proposal. It does not matter that before the pro-
posal the organization was losing money, not does it matter that after the 
proposal it is also losing money. What does matter is that the proposal is 
profitable and will improve the organization’s overall financial situation.

By comparison, Table 11.26 shows a true marginal profit and loss state-
ment that contains only the data for the opportunity being examined.

In this case, the opportunity will contribute nearly $350,000 of profit to 
the organization, and, assuming the opportunity is consistent with busi-
ness objectives and the mission, it should be pursued. Not all opportuni-
ties, however, bear fruit in their early years. Some that could benefit the 
organization in the long run may be rejected if the data analyzed are just 
for the first year or two. For this reason, a multi-year P&L can provide a 
better picture of the value of an opportunity.

Table 11.25
Before and after Profit and Loss Data

Current 
Situation

New Business 
Opportunity

Post New Business 
Opportunity

Net revenue from services to 
patients

$2,535,600 $600,500 $3,136,100

Salaries and labor cost $2,345,656 $125,600 $2,471,256
Fringe benefits 586,414     31,400      617,814
Supplies and services 345,900   100,000      445,900
Interest expense 23,450        23,450
Depreciation 189,780      189,780

Total operating expense $3,491,200 $257,000 $3,748,200

Profit or (loss) $(955,600) $343,500 $(612,100)
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Consider the following scenario. A new procedure can be offered at a 
price of $1,500. The collection rate is expected to be 75%. Demand for 
this new procedure is anticipated to be 800 units in year one, growing by 
200 units each year thereafter until reaching a capacity limit of 1,600 units. 
Salaries are estimated to be $50,000 a year each for 10 full time equiva-
lents and an additional 20% for fringe benefits. Each procedure consumes 
$400 of medical supplies. Office and other supplies needed to run the 
business amount to $8,000 per month. Annual rent for the treatment space 
is $20,000 a year. As can be seen in Table 11.27, this opportunity loses 
money in its first year of operation and is still unprofitable after two years. 
But by the third year, it is generating significant profits and, considering 
the organizational mission and objectives, may be worthwhile pursuing. 
A multi-year P&L allows decision makers to see the long-term impact of 
opportunities like this one and make a sound decision.

As is the case with many new ventures, this one grew its volume and 
revenue over several years, while the operating costs, largely fixed costs, 
were present from the start.

Another tool in making decisions is return on investment (ROI). This 
calculates the amount of return (profit) derived from an investment.  
The information contained in a marginal P&L can be used to calculate the 
ROI by dividing the average investment by the average annual return. The  
average investment is always half of the total investment. The logic is 
that the investment is worth 100% of its acquisition cost on its first day 
in use and worth zero on its last day. The average is halfway between 
these two values.

Table 11.26
Marginal Profit and Loss Analysis

 
New Business  
Opportunity

Net revenue from services to patients $600,500

Salaries and labor cost $125,600
Fringe benefits 31,400
Supplies and services 100,000
Interest expense –
Depreciation –

Total operating expense $257,000

Profit or (loss) $343,500
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Assume, for illustration purposes, that an investment of $850,000 in 
equipment was involved in the opportunity displayed in Table 11.27. The 
average investment is $425,000 (one half of the total investment) and the 
average annual return or profit is $152,000 ($760,000 of accumulated 
profits over the five years divided by five). The return on investment or 
ROI is 35.8% (152,000 ÷ 425,000).

Making a prudent decision to pursue a technology investment or an 
equipment purchase can be aided by a technique known as benefit/cost 
ratio analysis. This sophisticated approach uses present valuation of future 
flows of cash to help understand the financial situation. Essentially, the 
benefits to be derived, reductions in expense, for example, are compared 
to the investment (the cost), and a ratio is developed. Ratios greater than 
1.0 suggest the opportunity has merit. Ratios less than 1.0 indicate the 
opportunity does not make financial sense. A ratio of exactly 1.0 means 
the investment decision is a toss-up. This kind of ratio analysis can be 
particularly beneficial when evaluating several similar opportunities or in 
evaluating the same kind of equipment offered by different vendors with 
different financial circumstances. The various opportunities can be rank 
ordered from highest benefit/cost ratio to lowest and for this reason the 
ratio is sometimes called a profitability index. As will be seen later, it can 
be used as part of a broader decision methodology that combines both 
objective and subjective determinants.

A simplified, unsophisticated benefit/cost ratio analysis is shown in 
Table 11.28. The investment or cost is listed at the top, followed by the 
benefits. The investment can be made up of four different categories. The 
cost of equipment comes first. Next, the costs associated with construc-
tion to accommodate the equipment and installation of the equipment. 
Generally, the distinction between construction and installation is that 
construction equates to building space to accommodate the equipment, 
while installation is associated with “plugging” it into existing space and 
infrastructure. Finally, the costs associated with any other issues or items 
that will be capitalized as part of the book basis of the asset are recorded. 
These can include onetime costs of obtaining a certificate of need, licens-
ing fees, and zoning approvals.

In this scenario, equipment costing $9 million is to be purchased and 
will be paid for over two years. Construction of space to accommodate it 
is required along with a modest amount of installation and some fees. The 
benefits identified include additional revenue, a significant reduction in 
operating costs, and a $20,000 annual maintenance contract, the first year 
of which is included at no cost as is often the case.
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Table 11.28
Benefit/Cost Ratio Analysis

Investment Present Value

Equipment Construction Installation Other
Total 
Investment

Year 0 $5,000,000 $1,600,000 $50,000 $15,000 $6,665,000
Year 1 4,000,000 4,000,000
Year 2
Year 3
Year 4

Total $9,000,000 $1,600,000 $50,000 $15,000 $10,665,000

Benefit Present Value

Revenue 
Increases

Revenue 
Decreases

Expense 
Decreases

Expense 
Increases Total Benefit

Year 1 $2,000,000 $300,000 $2,300,000
Year 2 2,200,000 300,000 20,000 2,480,000
Year 3 2,400,000 300,000 20,000 2,680,000
Year 4 2,600,000 300,000 20,000 2,880,000
Year 5 2,800,000 300,000 20,000 3,080,000

Total $12,000,000 $1,500,000 $80,000 $13,420,000

Benefit exceeds cost $2,755,000
Benefit/cost ratio 1.258

The analysis begins by entering the investment amounts in the proper 
column and year. Note that all are in the first year except for the equip-
ment, which is to be paid over two years. The second payment is entered 
in the second year. The total investment or cost is nearly $10.7 million. 
The benefits to be derived are entered in the appropriate columns and 
years in the bottom portion of the analysis. First to be entered is the rev-
enue increase. In this case, as with many opportunities, the revenues grow 
over time, finally hitting a plateau in the fourth and fifth years. This oppor-
tunity has no revenue decrease, although in the real world such might 
be the case. For example, the acquisition of a cardiac CT scanner might 
increase imaging volume and revenue while decreasing cath lab volume 
and revenue. An expense reduction of $300,000 is anticipated with this 
equipment and is entered in the expense decrease column. The expense 
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increase column is used to account for the maintenance contract. Note 
that the expense reduction is counter for every year. This is because once 
the costs are removed from the organization, the assumption is that they 
remain removed. The total benefit is just over $13.4 million. The benefit/
cost ratio is calculated by dividing the total benefit by the total investment. 
This calculation yields a benefit/cost ratio of 1.258, suggesting that this 
opportunity returns about $1.26 for every dollar invested.

Some decision makers might stop at this point and decide to proceed 
with this acquisition. But is it really a wise investment? An unsophisti-
cated analysis like this one doesn’t give a full and complete picture. This 
is because much of the return happens in the later years. Is money received 
in the future equal to the money paid out up front for the equipment? The 
only way to know for sure is to use a sophisticated analysis that takes into 
account the “present value” of the future cash. To do this, one must turn 
to discounted cash flow analysis that revalues future cash to be expressed 
in today’s values.

The concept of present valuation is similar to compound interest cal-
culations but is done in reverse. While compounding takes today’s values 
and extrapolates them to a future value, present valuing decompounds the 
future value to today’s value. Consider a bank account with a value of 
$1,000 that pays 10% interest. Starting today, compounding would add 
10% to the $1,000, which would then have a value of $1,100 at the end of 
the first year. At the end of the second year, the account would have a value 
of $1,210 ($1,100 + 10% = $1,100 + 110 = $1,210). In essence, the $1,000 
has been compounded with 10% interest up to $1,210 over two years. So 
if one were asked the future value of today’s $1,000, the answer would 
be $1,210. But what if the question was reversed and one was asked for 
today’s value of that future $1,210? To answer this question, the $1,210 
must be decompounded. To do this, one could divide the $1,210 by 10% to 
arrive at $1,100 and then divide again to get to the present value of $1,000. 
In other words, the $1,200 received in two years is worth $1,000 today. 
Or, using present value factors, one could multiply the $1,210 by 0.826, 
the present value factor for 10% in two years. The calculation is $1,210 
× 0.826 = $999.46 or $1,000. The present value factors can be looked up 
using a present value table (Appendix 5). Simply look for the intersection 
of the rate (in this case 10%) and the year (two).

The present value factors are sometimes referred to as the “hurdle rate,” 
the minimum rate of return required to proceed with a project. In some 
organizations, this is a minimum value, which is referred to as the required 
rate of return. It may be set at the interest rate at which money is borrowed 
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or the organization’s current return on its asset base. Some organizations 
use a blend consisting of such rates as its current rate of return on assets, 
the interest rate on borrowed money, and a required rate of return. The 
blended rate can be weighted, giving more value or weight to certain ele-
ments and less to others, or it may be a simple average. In this approach, 
the hurdle rate may be calculated as shown in Table 11.29.

This rate is then used to select the present value factors, which are then 
used to revalue the inflows and outflows of cash to today’s values. Once 
this is done, if the benefit/cost ratio is greater than 1.0, it means that the 
opportunity yields a better return than that needed to proceed with the 
investment. In other words, such a present-valued opportunity “clears  
the hurdle” and can be pursued.

It is now possible to prepare a sophisticated, present-valued benefit/
cost ratio analysis (Table 11.30) to determine if the equipment investment 
really makes financial sense.

Two additional columns have been added to the analysis. The first is a 
column for the present value factors. These are the factors, as shown in 
Table 11.30, that will be used to decompound the future money to today’s 
value. In this case, a rate of 7.5% is used for illustration purposes. The 
final additional column, at the far right of the analysis, represents the pres-
ent value (today’s value) of the future benefits and payouts. Multiplying 
the values in the total investment and total benefit columns by the present 
value factors yields the amounts shown. The net present value is the dif-
ference between the amount invested and the benefit. In this case that is 
a negative value because the present value of the benefits received in the 
future is less than the present value of the investment. Further, the benefit/
cost ratio is less than 1.0, suggesting that this investment does not benefit 
the organization. In essence, it returns just $0.95 for every dollar invested.

A few rules apply to this analysis. Because benefit/cost ratio analy-
sis is, essentially, a cash analysis, depreciation is never included in the 

Table 11.29
Blended Hurdle Rate

Interest on borrowed money 4.5%
Current rate of return 6.0%
Required rate of return 7.0%

Total 19.5%

Simple average 6.5%
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analysis. In fact, including it will distort the analysis by using the “cost” 
of the equipment in both the benefit, the numerator, and the investment, 
the denominator. The number of years to be used in preparing the analysis 
should represent the amount of time the investment will be retained and 
not the depreciable life of the asset. If a new piece of equipment will be 
kept in operation for seven years, the analysis would accumulate the ben-
efit and value it over a seven-year stretch. If the plan were to abandon the 
investment in three years, only three years would be used for the analysis. 
Care should be taken when selecting this time frame. Using either too 
long or too short of a time frame can distort the analysis and result in a 
bad decision. Lacking specific knowledge, as is almost always the case, a 
five-year life should be assumed. This length of time minimizes the poten-
tial for technological obsolescence and keeps the decision within the time 
frame of the organization’s strategic plan and its long-term objectives. In 
numbering the years used in the analysis, the investment or cost begins 
with Year 0, which always has a present value factor of 1.000. This is 
because money paid out is considered to have been spent on the first day 
of the year. The rest of the years are numbered in such a way that they line 
up with the present value factors that apply to those years more easily. 
With the benefits, the years begin with Year 1 because of the conservative 
assumption that they accrue on the last day of the year. And, again, they 
will more easily line up with the appropriate present value factors by year.

Because analysis of this sort can be somewhat speculative (will expected 
cost reductions materialize or will anticipated revenues develop as rapidly 
as hoped for?), some organizations set the bar a bit higher, requiring that 
the benefit/cost ratio be higher than 1.0 in order to give approval. This is a 
form of sensitivity analysis and gives more comfort to the decision maker; 
providing a greater chance that the expected financial benefits will actu-
ally be achieved. Prudent managers will always look carefully at ratios 
that are between 0.95 and 1.05 to make sure the estimates of revenue and 
expense are as accurate as possible. If revenues or expenses are misstated, 
the 0.95 ratio might actually exceed 1.0 or the 1.05 ratio might actually be 
less than 1.0. In either case, a poor decision can result.

In real-world situations, a manager preparing present-valued benefit/
cost ratio analysis will likely not be able to determine the proper pres-
ent value factors to use without assistance from the finance department. 
A simple phone call can obtain the appropriate factors. That call may also 
serve to enlist someone from finance to assist with preparation. In this 
way, the manager’s knowledge of the opportunity can be combined with 
the finance person’s facility with preparing the analysis and result in a bet-
ter product with enhanced credibility.
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The benefit/cost ratio is sometimes referred to as the profitability ratio 
because of its ability to provide a single number indication of profitability of 
an opportunity. As such, it can be used to rank a series of opportunities and 
prioritize the use of scarce resources. It can also be used to assist in deciding 
among a number of competing proposals from different vendors of the same 
equipment. Consider an organization that has received pricing data from three 
companies, each offering a new kind of scanning technology. Each proposal 
is slightly different in terms of revenue and expense implications. As shown 
in Table 11.31, using the benefit/cost ratio as a profitability index, and assum-
ing all three proposals achieve the stated objectives, one could opt for the 
proposal from SeeThru Company because of its superior financial benefit.

Conversely, if acquisition of the equipment was considered essential to 
achieving the organization’s objectives, but none of the ratios was greater 
than 1.0 (Table 11.32), the organization might choose the proposal from 
A-1 Equipment Co. because it represents the best of the three proposals.

Some organizations also look at the payback period associated with 
an opportunity. This allows decision makers to get a sense of how long 
their investment cash will be tied up before it is paid back via the benefits 
derived and is then available to pursue another opportunity. Table 11.33 
shows the simplified benefit/cost ratio analysis described previously. The 
calculation of the payback period uses the total investment and total ben-
efit amounts.

The average payback period is calculated by dividing the total invest-
ment by the average annual benefit into the total investment amount. In this 

Table 11.31
Ranking Technology Proposals

Vendor Benefit/Cost Ratio

A-1 Equipment Co. 1.12
Zworst Scanning, Inc. 1.02
SeeThru Company 1.44

Table 11.32
Ranking Technology Proposals

Vendor Benefit/Cost Ratio

A-1 Equipment Co. 0.973
Zworst Scanning, Inc. 0.567
SeeThru Company 0.781
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case, the average annual benefit is $2,684,000 ($13,420,000 ÷ 5 years). 
The average payback period = $10,665,000 ÷ 2,684,000 = 3.97 years. In 
this case, the organization will have gotten back its investment case in four 
years and will then be able to use it again to pursue another opportunity.

The actual payback period, as shown in Table 11.34, is calculated via 
subtraction since it accounts for each individual year’s actual cash inflow 
as opposed to an average.

In the fifth year, only $325,000 remains to be paid back. This repre-
sents just less than two months of year five’s cash inflow. Thus, the actual 
payback period is 4.1 years or 4 years and 2 months. In this example, the 
actual payback period is longer because the flow of funds is higher in the 
later years. Using an average annual inflow pulls some of this later year 
money up to the early years and distorts the picture. Of the two, the actual 
payback period is the better one to use.

Table 11.33
Simplified Benefit/Cost Ratio Analysis

Investment Present Value 

Equipment Construction Installation Other Total Investment 

Year 0 $5,000,000 $1,600,000 $50,000 $15,000 $6,665,000
Year 1 4,000,000 4,000,000
Year 2
Year 3
Year 4
Total $9,000,000 $1,600,000 $50,000 $15,000 $10,665,000

Benefit Present Value

Revenue 
Increases

Revenue 
Decreases

Expense 
Decreases

Expense 
Increases Total Benefit 

Year 1 $2,000,000 $300,000 $2,300,000
Year 2 2,200,000 300,000 $20,000 2,480,000
Year 3 2,400,000 300,000 20,000 2,680,000
Year 4 2,600,000 300,000 20,000 2,880,000
Year 5 2,800,000 300,000 20,000 3,080,000
Total $12,000,000 $1,500,000 $80,000 $13,420,000

Benefit exceeds cost $2,755,000
Benefit/cost ratio 1.258
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Table 11.34
Actual Payback Period

Original investment $10,665,000

Year 1 cash inflow $2,300,000

    Balance to be repaid $8,365,000

Year 2 cash inflow $2,480,000

    Balance to be repaid $5,885,000

Year 3 cash inflow $2,680,000

    Balance to be repaid $3,205,000

Year 4 cash inflow $2,880,000

    Balance to be repaid $325,000

Year 5 cash inflow $3,080,000

    Balance to be repaid $(2,755,000)

Breakeven analysis is an analytic technique used to determine the level 
of volume needed to reach the financial breakeven point: the point at which 
net revenue exactly equals cost. At the breakeven point there is neither a 
loss nor a profit. The breakeven point is expressed in units of volume, not 
dollars, and is a function of fixed cost, variable cost per unit of service, 
and net revenue per unit of service. The difference between net revenue 
per unit of service and variable cost per unit of service is also referred to 
as the marginal profit per unit of service. Graphically, the breakeven point 
is displayed in Figure 11.2.

Formula for breakeven analysis is:

Breakeven Point
Fixed Cost

Net Revenue per Unit ariable Co
=

− V sst per Unit

An organization considering a new service line can use breakeven anal-
ysis to determine quickly if such a move is worth investigating.

An organization is considering the addition of a new radiation therapy 
service that will generate net revenue per treatment of $1,800. Variable 
costs are targeted at $300 per treatment. The fixed costs associated with 
the service are $1,200,000 annually. The calculation of the breakeven 
point would be as follows:

Breakeven Point
Fixed Costs

Net Revenue per Unit ariable C
=

− V oost per Unit
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Figure 11.2
In this visual representation of the breakeven point, as volume increases, so 
do revenue and profits. Breakeven is located at the point where net revenue 
crosses the total cost line. At that point, there is no profit and no loss. Addi-
tional units of volume add revenue faster than costs increase.

Breakeven Point =
−

1 200 000

1 800 300

, ,

$ , $

Breakeven Point =
1 200 000

1 500

, ,

$ ,

Breakeven Point = 800 units

This means that if the organization can achieve a volume of 800 treatments, 
it will exactly break even with no profit and no loss. Each additional unit 
of service above the 800 treatments will add $1,500, the marginal profit of 
each, to the bottom line.

In addition to the breakeven point, decision makers should consider 
both the potential demand for a service and the capacity to deliver the 
services. If the breakeven point, for example, is 1,000 units and demand 
is only 900, breakeven will never be achieved. Similarly, if breakeven is 
1,000 and demand is 1,500, but capacity is only 800, breakeven will not 
be achievable. The rule to follow is that both demand and capacity must 
exceed the breakeven point.
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Table 11.35 shows a breakeven analysis that examines the viability of a 
new service for which annual demand is anticipated to be 5,000 units. The 
organization is able to handle 2,800 procedures per year. The business will 
be reimbursed by five payers covering from 5% to 50% of the patients and 
paying between 60% and 85% of the organization’s charge for the service. 
The new service has annual fixed costs of $5,000,000 and variable costs of 
$650 per unit of service. The charge for the service is $3,000.

Table 11.35
Breakeven Analysis

Average Collection Rate

Payer Proportion Collection Rate Aggregate Rate

1 5.00% × 70.00% = 3.50%
2 10.00% × 80.00% = 8.00%
3 20.00% × 60.00% = 12.00%
4 15.00% × 80.00% = 12.00%
5 50.00% × 85.00% = 42.50%

Total 100.00% 78.00%

Price charged per procedure $3,000

Net revenue per procedure $2,340

Fixed costs $5,000,000

Variable cost per unit $650

Breakeven Point
Fixed Costs

Net Revenue per Unit ariable C
=

− V oost per Unit

Breakeven Point =
$ , ,

$ , $

5 000 000

2 340 650− 

Breakeven Point =
$ , ,

$ ,

5 000 000

1 690

Breakeven Point = 2,959
Capacity = 2,800
Demand = 5,000
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The first step in this analysis is to calculate the average collection rate 
by multiplying the percentage of the business each payer covers by the 
percentage of the charge rate each will pay. Summing the product of these 
calculations yields an average aggregate collection rate of 78%. Multiply-
ing this collection rate by the price charged per procedure yields the net 
revenue per procedure of $2,340. The next step is to calculate the break-
even point by dividing the $5,000,000 of associated fixed costs of the ser-
vice by the net revenue per unit minus the variable cost per unit. The 
breakeven point is 2,959 units of service. And while demand is far more, 
the capacity is less thus making it impossible to achieve that breakeven 
point.

WORKING BACKWARD

Financial analysis tools like marginal P&L analysis, benefits/cost ratio 
analysis, and breakeven analysis are valuable tools in deciding if an 
opportunity should or should not be pursued. But what if a manager 
identifies a pressing need for a new technology or a new service to be 
provided for patients in the service area and the analysis suggests it does 
not provide sufficient financial return to proceed with the acquisition? In 
situations like this, the analysis can be worked backward to determine 
what changes are needed in terms of acquisition price, volume, revenue, 
and expenses.

To do this, start with a target. With benefit/cost ratio analysis, set the 
ratio at 1.0 or higher and work the formula in reverse to see what might be 
done to improve the benefit or lower the investment. The analysis points 
to several specific areas to examine for improvement. With the investment, 
could the price of the equipment be negotiated down or the payments to 
the vendor spread out over a longer period of time thereby reducing the 
present value of the investment? Could the amount of installation and 
construction costs be reduced? Could the associated fees somehow be 
avoided? In looking at the benefit, are there ways to improve the revenue 
situation by increasing the volume, raising the price, or improving the 
collection rate? Can the expenses, both the increases and decreases, be 
improved?

Similarly with marginal P&L analysis, begin with a targeted profit and 
examine the volume, revenue, and expense items to see how improve-
ments could be achieved. Could staffing be reduced? Could volume 
growth be accelerated? Could the price be increased or the collection rate 
improved? In examining the results of breakeven analysis, are there ways 
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to improve the net revenue via negotiations with the payers or increasing 
the share of those payers who reimburse at higher rates? Can the amount 
of fixed costs and the variable costs per unit of service be lowered? Is 
there a way to increase capacity or demand if those values are less than 
breakeven?

The point is that the analysis can be helpful not only in making deci-
sions but also in determining management actions that can transform a 
marginal or failing opportunity into a financial winner.

A common question managers ask is, what analysis should be used in 
support of an opportunity? A marginal P&L works well with almost all 
opportunities. Benefit/cost analysis and ROI analysis are excellent choices 
for equipment acquisitions. And breakeven analysis is a quick way to 
examine the preliminary feasibility of a new service or program. The best 
approach to justifying an opportunity is to combine all four, starting with 
the ROI and backed by a marginal P&L, a benefit/cost analysis, including 
the actual and average payback periods, and a breakeven analysis. This 
combination provides decision makers with a variety of useful informa-
tion on which to base a decision.

GROSS VERSUS NET REVENUE

The impact of bills that are not fully collected is important in any decision 
analysis involving revenue. Hospitals and other providers typically col-
lect less than 100¢ on the dollar. Unlike retail stores, which collect at the 
point of purchase, hospitals and doctors bill after a service has been ren-
dered. This practice increases the risk of bad debts. Further, by practice 
and by statute (e.g., Hill-Burton), hospitals provide free care for some 
patients who are unable to pay and who have no insurance. Finally, the 
contractual adjustments for major third-party payers can be significant. 
Write-offs for discounts or contractual allowances, bad debts, and free 
or charity care reduce gross revenues substantially. The use of gross rev-
enue in a decision analysis will result in a bad decision because it over-
states the profitability of any opportunity. Consequently, only net revenue 
should be used.

AD HOC FINANCIAL ANALYSIS

Often, managers need to prepare what might be termed “ad hoc” financial 
analysis—analysis designed to pull together financial and operational data 
to answer a specific question or series of questions. To do this, the person 
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preparing the analysis must ask what the objective of the analysis is. What 
is to be determined? How profitable is a service line? Which approach 
to providing a service is more lucrative financially? What staffing model 
costs less or costs more? Which medications are more or less expensive? 
Start at the end and ask these questions. What’s the objective of the analy-
sis? What is to be determined? These questions help determine what data 
need to be assembled and included in the analysis; what to consider first, 
second, third, and so on.

The following scenario can help to illustrate this kind of analysis. The 
director of pharmacy is examining the cost of a new drug she is interested 
in adding to the hospital formulary. The medication comes in two forms, 
one administered intravenously (Medication A) and the other orally (Med-
ication B). The pharmacy will pay $1.80 per dose for Medication A and 
$11.50 for Medication B. The pharmacy budget is already overspent and 
the director is looking to hold down cost. To decide which drug to add to 
the formulary, the pharmacy director will be preparing an ad hoc financial 
analysis. To prepare the analysis properly and comprehensively, she must 
answer two questions: What is the objective of the analysis and what is to 
be determined? The objective is to determine which drug will cost less. 
Both the cost of the drug and the cost of administrating the drug must be 
determined. The analysis is shown in Table 11.36.

The analysis clearly demonstrates that Medication B, even though it 
has a higher purchase price, costs less overall when both the drug and the 
cost of administration are considered. Without this analysis, the director 
might mistakenly jump to the conclusion that the lower-priced drug was 
the best choice.

Table 11.36
Pharmaceutical Cost

Description Medication A Medication B

Drug cost per dose $1.80 $11.50
Administration cost per dose 15.00 4.00
Nurse intervention per dose 26.00 13.00

    Total cost per dose $42.80 $28.50

Annual doses  7,500 7,500

Annual medication cost $321,000 $213,750
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ORGANIZING THE FINANCIAL ANALYSIS

In order to be useful, financial analysis must be understandable, neat, and 
well organized. The true test is whether someone other than the preparer can 
look at the analysis and discern its message without the aid of the preparer. 
This means all information should be clearly labeled and the presentation of 
data and calculations should be in the proper sequence. To avoid confusion 
and clutter, summary figures (like total nursing cost) can be used if a prop-
erly referenced (e.g., “see worksheet A”) supporting schedule containing the 
details (types and quantities of nurses, hourly rates of pay, etc.) is attached.

While the old saying that “the numbers speak for themselves” is accu-
rate, it is always wise to accompany the financial information with a com-
pelling narrative to support the numbers. Paint a picture of how the new 
equipment or technology will benefit the organization and the patients it 
serves. And while national data are important, the national incidence of 
diabetes, for example, health care is “local” and so local data are more 
important, particularly data from the organizations market area. If the 
opportunity is clinical in nature, an example or two based on real case 
data, but anonymized to protect patient identity, can be quite compelling. 
Remember, decision makers look to the data, but the presentation of per-
sonal stories and vignettes can help make the case.

The narrative should cite appropriate, accurate clinical data with appro-
priate references. Be careful in the use of such clinical literature as much 
of it often misstates the financial case. Use relevant financial literature, 
like Healthcare Financial Management, the journal of the Healthcare 
Financial Management Association, which carries weight with the finance 
department and can be effectively cited.

Finally, rather than allowing the reviewer to “find” the message, deliver 
the message in a tight narrative along with the data. Don’t take a chance 
that an important point will be missed. In this regard, follow the wise 
counsel of Stephen Denning, author of The Leader’s Guide to Radi-
cal Management: Reinventing the Workplace for the 21st Century, who 
advises, “Rather than merely advocating and counter-advocating proposi-
tional arguments, which lead to more arguments, establish credibility and 
authenticity through telling the stories.…”1

NOTE

1. Steven Denning, The Leader’s Guide to Radical Management: Reinventing 
the Workplace for the 21st Century, Jossey-Bass, a Wiley Imprint, San Fran-
cisco, 2010.



This page intentionally left blank



Chapter 12

IMPROVING PERFORMANCE

The resources available to health care providers have been stretched 
almost to the breaking point. For many years, the notion of “doing more 
with less” has been the rule, almost to the point of “doing everything with 
nothing.” As a consequence, leaders and managers are challenged on a 
daily basis to improve clinical, operational, and financial performance and 
increase productivity and efficiency.

PRODUCTIVITY

Productivity is the amount of output derived from a unit or quantity of 
resources. At the department level, the number of laboratory tests per tech-
nician hour or the number of prescriptions filled per full time equivalent 
(FTE) in the pharmacy is a statement of productivity. At the organization 
level, the calculus is a bit more complicated. Hospital productivity, for 
example, is the overall output (stated in Equivalent Inpatient Admissions 
[EIPAs]) divided by the total resources (generally, the organization’s total 
operating costs).

Productivity should never be confused with working harder. It is quite 
possible, given a lack of equipment, to work very hard but not be very pro-
ductive. Often, the expression “wheel spinning” is used to describe hard 
work but nonproductive effort. In today’s environment, working smarter 
equates to higher levels of productivity. To determine if productivity is 
high or low, managers must focus on output, not simply on whether the 
staff are working hard. If the staff are working hard and output is low, 
emphasis must be placed on improving the way they go about their jobs. 
Streamlining procedures, eliminating or reducing redundant tasks, and 
using equipment and technology to support human effort should be con-
sidered as ways to improve productivity.
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The more constraints that are placed on resource availability, the more 
important productivity becomes. For managers seeking to “do more 
with less,” an emphasis on improving productivity can mean the differ-
ence between success and failure. The importance of productivity is not a 
recent phenomenon. Historically, economic rewards accrued only to those 
individuals who increased their productivity. When economic rewards 
increased at a greater rate than productivity, the result was a decrease in 
the buying power of the individual’s income. This is typically referred to 
as inflation.

From the standpoint of competition, institutions that are able to increase 
productivity will also increase the amount of care they can deliver for the 
same amount of resources. Consequently, these institutions will be able to 
hold costs and prices constant or perhaps even lower them. In turn, this 
leads to an improved competitive position.

FACTORS THAT INFLUENCE PRODUCTIVITY

A number of factors influence productivity. Among these are time, equip-
ment and technology, staff, work process, and interruption.

• Time as an influencing factor has several dimensions. First among these 
is the amount of time associated with work. If a particular task takes a 
worker 20 minutes to perform, accepting an output level of two units 
per worker per hour is not productive. Similarly, pushing workers to 
produce four units in an hour is not only impossible but also counterpro-
ductive. A second dimension of time is scheduling—when work is per-
formed. The sequence of work can improve or worsen productivity by 
requiring rework. Think of the productivity of a building contractor who 
erects the walls of a new home only to discover that the sheetrock needs 
to be removed so the electrical and plumbing lines can be installed—not 
very productive. A third dimension is timing, matching work (demand) 
to worker schedules. Figure 12.1 illustrates this concept. If too much 
work is demanded, staff can be rushed and become unproductive by not 
producing “finished” work—partially completed files, inaccurate regis-
trations, and so on. Similarly, if too little work is provided for the level 
of staff, there will be unproductive or idle time.

• The second factor influencing productivity is equipment and technol-
ogy. Having the right kinds of equipment to properly perform work is 
obvious, but so is having equipment and technology that support the 
worker. Does it make sense to invest in a clinical documentation system 
that reduces billable time for therapists by increasing the amount of 
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time they spend doing their documentation? Would a voice recognition 
system for input reduce the process time and allow them to do more bill-
able, and thus productive, work? Just because equipment or technology 
is available does not mean it should be used. The impact on productivity 
should be examined carefully. Site visits should be arranged to include 
interviews with those techs currently using the equipment by those who 
may eventually use it. In this way, a proper determination can be made 
as to the effectiveness of the equipment in enhancing productivity, and 
a sound decision can be made.

• The staff complement of an organization has a direct bearing on the 
levels of productivity. It is important to have the right numbers of people 
with the proper skills and an appropriate mix of staff. Arguably, the 
most important characteristic of the staff is having the right attitude for 
the organization. Lillee Gelinas, MSN, RN, FAAN, system vice presi-
dent and chief nursing officer at CHRISTUS Health in Dallas and the 

Figure 12.1
Matching work (demand) and worker schedules is essential for high levels 
of productivity. When supply of worker time is greater than demand, staff 
are underworked and unproductive. Similarly when demand is greater than 
staff can handle, productivity is also reduced by errors and incomplete work.
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former vice president for nursing at the Voluntary Hospitals of America, 
would often tell audiences to hire for attitude and train for skill. Authors 
like Jack Welsh and Jim Collins speak of the “right” employees in their 
books—employees with a “can do” attitude and a proper dedication to 
the mission. Thus, productivity may rest with the hiring process used by 
the organization. Group interviews, for example, in which a number of 
different employees meet with individual candidates can provide valu-
able insight into the attitude of the applicant. Avoid the rush to fill a 
vacancy with the first “qualified” candidate. Instead, be selective and get 
the best candidate.

• The process used in doing work is one of the biggest factors in driving 
productivity. This gets at the “how” of the work. The steps that are in-
cluded, the location of the work, and the sequence of the various tasks 
all contribute to productivity. The challenge for leaders and managers 
is the pressure to spend less because this pressure often leads to cost 
reduction initiatives that do not start with process improvement. Im-
proving process can have a positive impact on cost by reducing waste 
and duplication. But if cost reduction is done without the prerequisite 
process changes in place, the organization will fail to achieve the de-
sired operating results. Process drives all resource consumption. It is a 
one-way street. Reduce resources and, at best, productivity will remain 
unchanged. Improve process and productivity will improve, along with 
better use of resources.

• Interruptions kill productivity. For health care workers such as nurses, 
physicians, and nurse practitioners, an interruption can have major con-
sequences by leading to mistakes. Pagers, e-mails, texts, and cell phone 
calls all challenge the ability of workers to concentrate on the task at 
hand. Momentum is also impacted by interruptions. Did a registration 
clerk, being interrupted by one phone call after another, write down the 
patient’s correct insurance information or make a transposition error? 
Was the patient’s appointment delayed? Did cascading delays disrupt the 
entire clinic flow? Did the interrupted nurse grab the bottle of Procain-
amide HCL, an anti-arrhythmia medication, or the bottle of Probenecid, 
a drug used to treat gout? The bottles look identical, and if interrupted, a 
nurse could easily mistake one for the other. Errors reduce productivity.

Another challenge for leadership of an organization is to strike a bal-
ance between departmental productivity and organizational productivity. 
This means looking at the issues that drive department managers to con-
centrate on their own productivity without giving proper consideration to 
the impact on the organization as a whole. Consider the laboratory direc-
tor who is challenged to reduce cost per test and increase productivity. 
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She has tried all the conventional methods: better reagent pricing, bet-
ter instrumentation, careful examination of outside lab test costs, staff-
ing levels by lab and shift. Still, she is challenged and her performance 
review and raise depend on finding a breakthrough. And so, after try-
ing all the conventional approaches, the lab director decides on a radical 
approach. The lab will be operated only on the day shift, Monday through 
Friday—no evenings, nights, or weekends. Sure enough, the lab cost per 
test plummets and productivity rises, but at what cost? The lack of evening 
or night coverage causes emergency care to stall because there is no way 
to get timely diagnostic results. Clinical quality deteriorates, mortality and 
morbidity increase, volume and revenue decline, patient experience suf-
fers, and physician and staff satisfaction declines. While the lab director 
has succeeded in improving her cost and productivity, the hospital has suf-
fered clinically, operationally, and financially. It would be far better if the 
lab director were challenged to increase productivity while maintaining an 
appropriate level of responsiveness.

A number of issues contribute to this imbalance between departmen-
tal and organizational productivity. Many performance incentive systems 
reward only departmental results, not organization-wide achievements. 
Job descriptions focus on department-only responsibilities. Operating 
performance data on the movement of patients, the need for service or 
support is often not shared. Department managers are frequently unaware 
of what is happening elsewhere in the organization. It falls to leadership 
to orchestrate all of these highly trained, high-cost resources to obtain the 
proper clinical, operational, and financial results.

Tom Peters, Peter Drucker, and even the famous British admiral Sir 
Horatio Nelson have advised that measurement is essential to success, 
including the management of productivity. A reporting system is a valu-
able information-sharing tool so managers, workers, and others can clearly 
visualize what is happening to productivity. As seen in Figure 12.2, a 
graphic display of productivity (technician work output per hour) can be 
quite useful. This one shows both historical and current levels along with 
a comparison to competitors.

This graphic illustrates the concept of a manufacturing control chart, 
as well as the idea of budgeting for productivity. Setting a target, a bud-
get focuses management attention and, if shared, worker attention as 
well. The control chart concept recognizes that the level of productivity 
is highly likely to fluctuate around the target, but is acceptable, either on 
the high side or on the low side, as long as it remains within the upper 
and lower limits, the tolerances. Year-to-date data are used to avoid rapid 
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fluctuations that accompany monthly plots. In this example, management 
attention would be drawn first to October and November, which are under-
performing and later to January and February, which are overperforming. 
Both situations are worthy of attention. Of the two, however, the overper-
forming months may be more important to examine because of the risk 
of such performance inducing a significant drop-off. This is seen in the 
month of March, where productivity dropped by nearly 10%. Manage-
ment should examine whether the rate of productivity in the two preceding 
months triggered the decline and whether it will be a lasting effect. An 
intervention of some sort may be necessary.

THE RIGHT MIND-SET

Achieving higher levels of productivity requires a certain mind-set, a 
certain way of thinking and approaching the challenge. A participatory 

Figure 12.2
This graphic report of productivity data displays the current performance 
as bars on the right side with lines representing the upper and lower control 
limits and the budget. On the left, an historical comparison to the organiza-
tion’s competition is displayed.
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approach is preferred, one in which the manager recognizes that he or she 
does not have the answers but that the workers do. Involving the work-
ers can take time; but since they are the only ones who truly understand 
current practices, success is not possible without their input. Managers 
are tied to policy and procedure manuals and may think they know how 
certain tasks are performed, but the workers know how work really hap-
pens. They are the ones who understand the “work-arounds” that have 
been developed to make things work despite what is in the formal pro-
cedure. Tapping into this knowledge is critical to success both in devel-
oping more productive ways to perform tasks and in implementing new 
processes.

Keeping workers working is also important to maintaining or improv-
ing productivity. At the organization level, this can take the form of day 
care programs for sick children. When workers are unable to drop off a 
sick child at the regular day care center, they occasionally call in sick 
themselves and stay home to care for the child. This unplanned absence 
can disrupt workflow and reduce productivity. Programs that keep workers 
on the job and on task protect productivity levels. The same can be attrib-
uted to wellness programs and employee assistance programs that reduce 
absenteeism and distraction.

Capital infusion, the addition of equipment and technology to support 
workers, can boost productivity. Communications gear, robotic delivery 
systems, and other investments that permit workers to concentrate their 
efforts on productive tasks and not worry about other, supportive, and 
often distracting work can increase productivity. Should nurses spend 
their time searching for infusion pumps and wheel chairs, or should suf-
ficient investments be made that these are readily available?

Job responsibilities can work for or against productivity. Consider 
a process that consists of four discrete, sequential tasks: A, B, C, and 
D. Each of the four workers in the department (Workers 1, 2, 3, and 4) 
specializes in a specific task. Each worker is highly productive, and the 
department produces significant amounts of work when all four are on the 
job. But all four are seldom on the job at the same time because of vary-
ing schedules and amounts of vacation days, sick days, floating holidays, 
or personal days. As a result, while they are highly productive when all 
are present, overall the department’s productivity suffers because on those 
days when any one worker is absent, no work is accomplished. The dis-
crete task assigned to that absent worker alone is not performed. The work 
of the remaining three workers accumulates but is never completed. The 
absence of a single worker reduces total work output to zero.
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At a different organization, the same process with the same four dis-
crete, sequential tasks and the same staffing is approached in a different 
way. Rather than having each worker specialize in just one of the four 
tasks, each performs all four tasks. Overall, this department produces 
less total output than the first department, at least on an hourly or daily 
basis. But over the course of a full year, it outproduces the first department 
because worker absenteeism never completely shuts down productivity. It 
represents the old adage, “slow and steady wins the race.”

A third organization may be the best performer of all. It, too, performs 
the same process with the same staffing level, but it uses a hybrid approach. 
Each worker specializes in one specific task but is trained to perform all of 
the tasks. In this way, the organization gets the high output productivity of 
the first organization but avoids its pitfalls. It also outproduces the second 
organization because there are significant stretches of time when its work-
ers produce at the maximum “task specialist” rate.

Productivity measurement is often reported at the departmental level. 
As a consequence, problems with productivity are often seen as depart-
mental problems. But is the problem in the department as a report indi-
cates, or is it in the process, which may transcend departments? Perhaps 
the classic example is the emergency room where wait times and through-
put are measured and the reports indicate that productivity is less than 
desirable. Is the problem in the emergency room, or is it on the floor 
where beds are not available to empty patients from the ER? Are the 
supporting services of labs, imaging, environmental services, and others 
preventing the ER from emptying and thus reducing throughput times? 
Managers should always look to make sure they are dealing with the 
problem (lack of support for the ER) as opposed to the symptom (long 
wait times in the ER).

Sound data are essential to improving productivity. Data can accu-
rately define the problem, help identify process steps that are retard-
ing progress, and eliminate false positives. It counters the subjective 
presentation, which can lead a work group in the wrong direction and 
arrive at a “solution” for a problem that may not exist. A surgeon, for 
example, wants to increase OR staffing and uses the problem of delayed 
cases as a convenient way to bolster the request. But a prudent manager 
should ask if the cases are starting late because there is insufficient 
staffing to turn over the rooms or because surgeons, anesthesiologists, 
or patients are arriving late? Data will accurately and objectively define 
the problem.
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An improperly handled subjective presentation might look like this:

Surgeon: We need to deal with the problem of insufficient staff to turn 
over the rooms in the OR. It’s bogging us down, Roger. It’s 
causing cases to start late. In turn, that backs up the schedule 
and we either cancel cases or finish them using overtime. And 
you know overtime is expensive and also tiring for the staff. 
We are running the risk of serious mistakes being made. We 
need two added staff to get the rooms turned properly and 
quickly.

Manager: You’re right. This is serious. Let me get the staff recruit-
ment process moving along so we can get the staff we need 
to turn the rooms faster. I’ll be back to you as soon as I can, 
Dr. Slicer.

A better conversation and plan of attack might look like this:

Surgeon: Roger, we need to deal with the problem of insufficient staff 
to turn over the rooms in the OR. It’s bogging us down and 
causing cases to start late. In turn, that backs up the schedule 
and we either cancel cases or finish them using overtime. And 
you know overtime is expensive and also tiring for the staff. 
We are running the risk of serious mistakes being made. We 
need two added staff to get the rooms turned properly and 
quickly.

Manager: You’re right, Dr. Slicer. This is serious. Let me gather some 
data so we can pinpoint the flaws in our turnover process, fig-
ure out how many more people we will need, and justify that 
need to the higher-ups.

The manager would then quickly gather data on room turnover times, 
posted start times, patient, surgeon, and anesthesia arrival times, and so 
on. Once collected and analyzed, that data might result in the following 
conversation.

Surgeon: Where are we on getting that added staff to turn the rooms 
quicker, Roger?

Manager: I think we’ve got a solution in sight, Dr. Slicer. I’ve proposed 
a solution to the chief of surgery and chairman of the OR 
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Committee. We looked at the data and found that in 3% of the 
delayed cases room turnover was the direct cause. But in 65% 
the issue was late patient arrival. Late-arriving surgeons and 
anesthesiologists caused the remaining 32%. I’ve proposed 
an incentive system to change that behavior.

The use of hard data defined the real problem and helped the manager 
avoid the mistake of hiring added staff when physician behavior was at 
the heart of the performance problem. Good, solid data can also prevent 
managers from jumping to conclusions about the causes of productivity 
declines or ways to improve productivity.

Two of the most important areas to investigate are how work is done 
(the processes used) and what work is done (the process steps). Over time, 
even relatively simple processes have grown to include steps that may 
no longer be required. In other cases, processes have been expanded, but 
the number of workers has not. The result is process dysfunctionality, 
incomplete work output, mistakes, errors, omissions, and a reduction in 
productivity. Periodically, all processes should be reviewed to determine 
if the process itself should be eliminated or replaced or if steps can be 
eliminated, combined, or reduced.

Confusing departments with processes, falling for the subjective pre-
sentation, or jumping to (the wrong) conclusion can result in wasted 
resources. It can also compound the problem by causing a lack of buy-in 
by staff who often know what the real problem is and how to fix it. If wait 
times in the ER average 6.5 hours and the cause is a shortage of avail-
able inpatient beds or a lack of imaging or lab support, expanding from 
20 treatment spaces to 40 will not reduce the wait time. Such a remedy 
will cost millions of dollars, waste valuable resources, and compound the 
problem.

Onetime “tweaks” to a process to remedy an immediate problem 
are sometimes necessary, but these are akin to fighting small building 
fires when the solution is to fireproof the building. Rather, a continu-
ous approach (the same thing that spawned the term “continuous quality 
improvement”) should be employed. Figure 12.3 illustrates this approach.

For those processes that on analysis are not performing as expected, 
an action plan is developed to remedy the situation. If remedial action 
is not needed, a further inquiry follows. Should the work process still be 
modified for improvement, even though it is as productive as expected? If 
further modification is desired, an action plan to drive the implementation 
will also be needed. For example, if clinic registration has been taking 15 
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minutes compared to a standard of 10, an action plan would need to be 
developed to remedy this process delay. If nothing were done, productiv-
ity would drop from an average of six registrations per hour per clerk 
to just four. On the other hand, if the registrations were averaging the 
predetermined 10 minutes, nothing need be done. In the name of continu-
ous improvement, the responsible manager might still look to see if the 
process could be quickened to perhaps eight minutes while still achieving 
the level of accuracy and customer service. If it were possible to drive the 
process to eight minutes, productivity could be increased to 7.5 per hour 
per clerk, a 25% improvement.

When deviations from productivity standards or historic levels are iden-
tified, managers should attempt to determine what is currently happening, 
as well as what was happening when productivity was at an acceptable 
level. A side-by-side analysis can help identify where in the process the 
changes occurred. In Table 12.1, the process time has slipped significantly 
from 30 minutes to 40 minutes. Productivity has nose-dived by 33 percent 

Figure 12.3
Actual results are compared to productivity standards and analyzed. The 
driving force is the notion of continuous improvement—even for those pro-
cesses that are performing as expected.
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from the prior average. Limiting the review to just the total times is not 
really helpful. But if the comparison can include the time for each step in 
the process, it becomes obvious that the early steps, Steps 1, 2, 3, and 8, 
represent the source of the problem. If these steps can be fixed, the lost 
productivity can be recaptured.

It might also be possible to look at cause and effect to see if any trig-
gering events can be identified as the cause of the drop-off in productivity. 
As seen in Figure 12.4, productivity had been running at around 100 units 
of output per FTE for some time. Then, productivity spiked and almost 
immediately crashed to where it now is running at less than 80 units of 
output per FTE. Because of the graphic display, it is possible to note the 
cause, which occurred about seven months into the year. Now the manager 
can concentrate on identifying what happened in the seventh month and 
determining if its impact can be reversed. If not, how can that impact be 
mitigated so as to return to the previous level of productivity?

Sometimes, achieving increases in productivity requires a change in 
orientation. Rather than look for how to reduce the amount of time to com-
plete a process or task, state a reduced target and challenge those involved 
with the process to achieve it. For example, rather than asking a group how 
to reduce the time to admit a patient from 1-1/2 hours, challenge the group 
to make it happen in 45 minutes. In this way, the urgency of the initiative is 
laid out so all can see. Further, asking how the time can be shortened is not 
likely to produce the desired results. The various process owners are likely 
to defend their parts of the process. The 45-minute target may be arbitrary, 

Table 12.1
Total Process Time

Process Action
Prior Time 
Average (Minutes)

Current Time 
Average (Minutes)

Step 1 4 6
Step 2 4 5
Step 3 3 6
Step 4 4 4
Step 5 2 2
Step 6 3 3
Step 7 5 5
Step 8 5 9
Total 30 40
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but it serves to pull back from the current 1-1/2 hours. Care must be given 
to make sure to relax the target if circumstances require it. If the group 
can only reduce 30 minutes from the process time and movement beyond 
that point has legitimately stalled, relax the target. A significant improve-
ment has still been achieved—a new process time of only 60 minutes, a 
one-third reduction. This approach is applicable to both operational and 
clinical processes. While shortening the time for some clinical activities 
can be harmful to patient care and safety, all clinical activities are sur-
rounded by operational activities that may be suitable for modification, 
thus achieving a reduced overall process time.

A number of useful tools are available to assist in this effort. Bench-
marking against others can provide insights into performance improve-
ment opportunities in terms of price, cost, quality, productivity, and so 
on. Bilateral performance mapping can identify underperforming depart-
ments and help prioritize improvement efforts. Process analysis can iden-
tify inefficiencies in throughput that can lead to improved responsiveness, 
customer and provider satisfaction, and increased capacity. Developing 

Figure 12.4
An event happening in the seventh month of the year has resulted in a sharp 
decline in productivity.
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resource use standards can make sure limited resources are maximized. 
All of these can lead to improved efficiency and productivity.

In looking to improve productivity, it is possible to look at several 
generic approaches on both the work output and the resource input sides 
of the coin. Focusing workers on their “A Jobs” is fine, but are there “B 
Jobs” that, while important, are not essential? Could these jobs be taken 
care of during downtimes? This is not to say workers should be doing 
“busy work” to fill the idle time. In a hospital laboratory, downtime on the 
night shift might be filled by processing referral lab work from physician 
practices. In this way, the lab output (tests) rises while the resource con-
sumption (FTEs) does not.

Check to see if the current work output has somehow changed over 
time. “Process creep,” the one-at-a-time addition of more and more ele-
ments to a process, makes for a fundamentally different process and lower 
productivity. Patient registrations that originally began with the basics of 
“name, rank, and serial number” may have been expanded to ask about 
pain, nutritional status, depression, and so on. No single addition to the 
process is problematic, but the cumulative effect can slow throughput.

Changes in acuity, patient types, and disease prevalence can impact pro-
ductivity. A higher proportion of immunosuppressed patients will require 
more gowning and masking time for staff. A 75- or 80-year-old patient 
will require more time to understand treatment options than a 25-year-old. 
A census shift from an 80/20 med/surg mix to a 50/50 mix may result in 
the same output of cases but require more staff input.

Modifications to staffing (resource input) should be examined, includ-
ing both additions to and subtractions from the existing staffing level. 
Having too many staff members might actually prevent work from being 
done. Sometimes, reducing staff can actually boost worker output. This is 
especially true with disruptive staff members.

The same staff numbers may be required but with different skill sets. 
A nursing unit may still require 60 full-time equivalent nurses, but 
the kinds of patients now being treated might require more nurses at 
higher-skill levels and fewer nurses at lower-skill levels. In some circum-
stances, higher-skilled nurses can actually produce more work output. The 
same number of FTEs is involved, but the productivity rate increases. The 
mix of fixed and variable staffing should be matched to the workload. 
Workload that changes frequently may be best served by variable staff 
who work and are paid only when they are needed.

Investments in staff retraining and skills refreshing programs can make 
the staff more effective in producing work. An organization that spends 



IMPROVING PERFORMANCE 281

millions of dollars on new scanning technology will also spend the money 
needed for preventive maintenance services to keep the equipment on line 
and producing. Considering the importance of skilled health care workers 
and the significant amounts spent to hire and retain them, a similar “pre-
ventive maintenance” approach for staff development would be a wise 
investment. Other industries spend significantly on staff development, 
while health care organizations spend comparatively little.

Equipping workers with supportive technologies, dedicated communi-
cation devices, robotic assist devices, and so on can be a “force multi-
plier,” to borrow a military term. Information technology can also provide 
a boost to productivity by improving situational awareness to avoid inef-
ficiencies and eliminate unnecessary gaps in the care process. Barcoding 
and radiofrequency tags can help with patient location, inventory manage-
ment, supply usage patterns, and equipment tracking. In essence, “smart” 
workers are better workers.

Managers should not waste their time and effort dealing with situ-
ations and investigating possible modifications over which they have 
no control. These should be communicated up the organization chart 
so that those at a higher level can deal with the situation. For example, 
the manager of the orthopedics clinic may be experiencing problems 
with the scheduling system but not be able to do anything to remedy the 
situation. The director of outpatient services who sits at a higher level 
in the organization may be able to fix the problem if informed about it. 
Managers’ time and effort, however, should be spent dealing with mat-
ters over which they do have control. Collaboration with other managers 
both upstream and downstream from their departments can boost pro-
ductivity for all concerned. The productivity in the post anesthesia care 
unit (PACU), for instance, may be directly influenced by activities in the 
surgical intensive care unit. In turn, the general inpatient units may affect 
productivity in the intensive care unit. Because health care is a process 
and not an individual, isolated encounter business, this communication 
and collaboration among the various departments is essential to smooth 
operations.

BENCHMARKING

Benchmarking has been around for a fairly long time. Robert Camp intro-
duced it at Xerox back in the late 1970s. What Camp envisioned was the 
use of benchmarking to look at how others use different methods, prac-
tices, and so on. “Benchmarking is the activity of learning, exchanging, 
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and adapting best practices to your organization. Benchmarking is finding 
and implementing best practices.”1

Several different types of benchmarking can be performed.

• Internal benchmarking can be used within an organization to compare 
departments. For example, one med/surg nursing unit can be compared 
to others to understand spending levels, staffing patterns, and so on. One 
office location of a large, multisite physician practice can be compared 
with another location.

• Functional benchmarking compares organizations, departments, and 
processes within the same industry segment: hospital laboratories com-
pared to other hospital laboratories, one endoscopy center compared to 
others, and so on.

• Competitive benchmarking may be the most important. It compares an 
organization to its competitors to see if any competitive advantage can 
be gained from learning how the competitors operate.

• Group benchmarking is based on learning networks in which a number 
of organizations come together around specific initiatives (e.g., reduc-
ing ventilator-associated pneumonia is in the intensive care unit setting) 
and examine each other’s ways of providing care for ventilated patients.

• Finally, generic benchmarking can be used for those processes, which 
transcend a particular industry segment. For example, the admitting 
function at the hospital can be compared with the similar check-in pro-
cess at hotels. In both settings, people arrive in search of a room, a 
comfortable bed, room amenities, and attentive service. Certainly the 
patient arriving to be admitted is also looking for quality patient care, 
but the core of the process, getting the patient from the waiting room to 
a patient room, is quite similar to the process used at a hotel.

Benchmarking can be applied to clinical practices in order to improve 
quality and patient safety, applied to operational or financial practices in 
order to more efficiently use resources and staff, and applied to customer 
service in order to improve the patient experience.

Once a particular process has been identified for benchmarking, the 
first step is to understand that process. This does not involve reading the 
procedure manual but rather experiencing the process personally from 
start to finish. If the process of scheduling a case in the operating room 
is to be examined, one first must try to book a case to see how that pro-
cess actually works. With this knowledge in hand, it is then possible to 
look at comparative data to see how others go about the process of book-
ing a case. The data used for comparison purposes can be obtained from 
consulting firms, from associations like the Medical Group Management 
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Association and the American Hospital Association, and from private data 
repositories.

The benchmarking organization’s process is then matched up against 
the comparison data to see where there are differences and to learn from 
these differences. Once the information is gathered about the compari-
son groups’ methods, practices, and processes, these can be adopted or 
adapted for the benchmarking organization and then implemented.

Because all processes within a health care organization are fundamen-
tally interconnected, any review of clinical, operational, or financial prac-
tices must be looked at from all three perspectives. Changes in clinical 
practice can have financial implications, and similarly, a change in an 
operational practice or process can impact clinical care. Caution should 
be taken to avoid tunnel vision.

Table 12.2 demonstrates a functional benchmarking of the physician 
recruitment process at a provider organization. The benchmarking organiza-
tion’s concern is that it is taking too long to recruit new physicians. A com-
parison can be made against the industry average, but a better comparison 
might be to look at the best practice organization. If adoption of the best 
practice approach is possible, the benchmarking organization can reduce the 
recruitment time from over six months to a month and a half. This improve-
ment can result in additional volume and revenue for the organization by 
getting the necessary resource, a new physician, on board sooner.

Using this approach, the benchmarking organization will become as 
good as the best organization. But is that totally satisfying? Or would 
the benchmarking organization prefer to be the clear-cut leader by trim-
ming even more time from its recruitment time? If yes, a slightly dif-
ferent approach is needed—a comparison to a series of high-performing 

Table 12.2
Comparative Physician Recruitment Times (all times in days)

Benchmarking 
Organization

Industry 
Average

Best 
Organization

Candidate response to 
initial contact

12 7 1

Initial contact to 
prescreen interview

22 14 7

Prescreen to site visit(s) 59 42 21
Site visit to offer 21 14 2
Offer to signing 79 56 14

Total 193 133 45
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organizations and the development of a hypothetical “best” with which to 
compare. Table 12.3 shows such a comparative approach.

Consider the situation of a retinal clinic, the A-1 Care Center, that 
wants to improve throughput in order to improve its capacity (and thus its 
volume and revenue), its provider productivity, and its customer satisfac-
tion scores which surveys indicate are declining because of the sluggish 
pace in the clinic. To do this, the center compares its process to 10 other 
high-performing retinal clinics around the county.

The total throughput time at A-1 averages 114 minutes—nearly 2 hours. 
If it compares itself to the best, it might be able to get to 97 minutes (Orga-
nizations G and H) and reduce throughput time by just over 15 minutes. 
But if A-1 wants to be the very best at patient throughput, it will need to 
compare to an even better organization none of which exist. So A-1 has 
developed a hypothetical best process organization with a throughput time 
of just one hour. If it can get to this level, it can improve its current process 
by 53 minutes—a substantial improvement.

The hypothetical best process is developed by examining the amount of 
time and the underlying process associated with each step in the process. 
After aligning the A-1 process steps with the comparison organizations, 
it selects the best organization for each step based on time. In Table 12.3, 
Organization G is best at Step 1 and Organization D is best for Step 2. 
This continues across the table, with the best organization’s time for each 
step listed as best process. In several cases, A-1’s own time is the best, and 
it makes no sense to select another organization. But before adapting its 
process to the 61-minute mark, A-1 must consider the characteristics of 
its patients and providers and any other circumstances unique to its orga-
nization. Then, a new process can be developed based on the comparative 
information and its unique circumstances. When this is done, a new total 
time for A-1’s new process is 81 minutes. This represents an improve-
ment of 30 minutes compared to its current 114-minute time, an improve-
ment of nearly 30%. The implication is clear. If it can reduce its process 
throughput time by nearly 30%, that can convert into the potential for 30% 
more capacity, 30% more volume, and 30% more revenue. In addition, 
provider satisfaction and patient satisfaction will likely be improved.

In choosing the appropriate times for each step, A-1 may decide that, 
given the kinds of patients seen at the center, it should take 25 minutes 
for Step 1 in the process as opposed to Organization G’s 20 minutes. 
Similarly, it may decide to double the amount of time spent on Step 3 
by extending its own time to 10 minutes. In this way, the new process is 
uniquely tailored to the A-1 Care Center, its staff, and its patients.
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Benchmarking is a valuable tool in improving process, cost perfor-
mance, productivity, and so on. But caution should be taken when using 
it. Make sure that the comparisons are valid. Are the organizations used 
in the comparison group similar enough to the benchmarking organiza-
tion? It would be imprudent to compare a 200-bed community hospital to 
a group of more than 500-bed academic medical centers. The size, com-
plexity, and patient demographics of these institutions are too disparate. 
Make comparisons to several different kinds of groups: best practice orga-
nizations, similar institutions, which would likely have similar systemic 
issues, and competitors. Examine the characteristics of the comparison 
organizations carefully: their size, complexity, patient demographics, and 
underlying organizational culture. Any one of these can invalidate the 
comparison and can lead the benchmarking organization to become dys-
functional. One size does not fit all when it comes to process. While there 
is a pressing need to be more productive, more cost-efficient, and so on, 
resist the urge to jump at the first opportunity to improve. Do not blindly 
adopt some other organization’s processes. Rather, look for appropriate 
processes to emulate. Finally, as demonstrated in Table 12.3, becoming 
the best practice organization requires a more rigorous comparison than 
merely comparing with the current best practice organization. It requires 
the development of a hypothetical organization that combines the best of 
each of the comparison organizations and results in a hypothetical target 
that is better than any other. Striving to achieve this hypothetical target can 
help an organization become the very best.

BILATERAL PERFORMANCE MAPPING

Bilateral performance mapping is a useful tool for making an objective 
determination of which departments within an organization might be valid 
targets for improvements in productivity, cost, throughput, pricing, and so 
on. The mapping process begins by benchmarking individual department 
performances against those same departments in other organizations and 
also by comparing those departments to themselves in a prior accounting 
period.

The mapping process begins by assembling comparative data. Table 12.4 
presents the productivity data for a series of departments at Best Care 
Hospital. Each department is compared to the corresponding department 
at a number of other organizations. As with benchmarking, this compari-
son can be done using best practices organizations, similar organizations, 
and competitors.
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Once the raw data are collected, a comparison can be made to the group 
average. The difference between Best Care Hospital and the average of the 
group is recorded. The difference between each department’s current per-
formance and its prior period performance is also recorded. These values 
are also converted into percentage differences. Negative values represent 
unfavorable comparisons. Comparing departments to their prior perfor-
mance is best done on a quarterly basis.

Using the admitting department to explain the calculations, data from 
10 organizations, Organization A through Organization J, are gathered. In 
this instance the group average is 2,248 admissions per FTE. Best Care 
Hospital’s admissions per FTE value is 2,133, a negative difference of 
115 units of work or 5.1% unfavorable. The department produced 2,163 
admissions per FTE in the prior period, a drop of 30 since the last time 
the data were reviewed, and a 1.4% deterioration. Similar calculations are 
made for the labs, imaging, several nursing units, environmental services, 
and dietary.

As the data at the bottom of Table 12.4 show, the admitting depart-
ment performance was 1.5% worse than the average of the comparison 
group and 1.4% worse than it had been. In the lab, performance is 9.1% 
worse than the comparison group average and 7.1% better than it had 
been. These values continue across the table. Some departments are favor-
able when compared to the group, and some are favorable when compared 
to themselves in a prior period. The environmental services department, 
for example, is 8.1% better than the comparison group average, but 4.4% 
better than it had been. These percentage values are used to plot the indi-
vidual department locations on the bilateral performance map. As dis-
played in Figure 12.5, this is similar to the way locations on a city street 
map are plotted using alphanumeric references. (Note: all locations are 
approximate.)

The vertical axis represents position relative to the comparison group. 
Better positions are at the top and worse positions at the bottom. The hori-
zontal divider represents a zero difference and divides the axis into better 
(top) and worse (bottom). The horizontal axis represents the departments’ 
positions relative to themselves the last time they were measured. The 
vertical divider segregates those departments. Those that have improved 
are on the right, while those that have declined are on the left side of the 
performance map.

Based on their comparative performance, Admitting and Nursing 2 are 
positioned in the lower left quadrant—worse than the comparison group 
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average and worse than their own previous performance. Departments in 
this quadrant are the ones in need of immediate attention. Note that Imag-
ing is positioned in the upper right quadrant—better than the comparison 
group average and better than their previous performance. Departments in 
this quadrant are the organization’s best performers. The upper left quad-
rant represents those departments that are better than the comparison group 
but that are not doing as well as they had in the past. This is the second 
group to get the attention of management. This is because, while they are 
better than the comparison group, their performance has been deteriorat-
ing. The lower right quadrant is for those departments that are worse than 
the comparison group but improving compared to their own performance 
in the past. This is the third group to get the attention of management. The 
performance of these departments is worse than the comparison group, 
but their performance has been improving. The attention of management 
can be delayed as they continue to improve. The departments in the upper 

Figure 12.5
Departments are positioned on the Bilateral Performance Map based on 
their relative position compared to the comparison group and their own past 
performance.
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right quadrant, those doing well in both comparisons, have the potential to 
be internal consultants. Their performance is superior and they understand 
the culture of the organization—an essential in improving performance.

Added rigor can be obtained, as seen in Figure 12.6, by simply moving 
the vertical and horizontal dividers to enlarge the lower left quadrant to 
include more departments for management review. This makes it more 
difficult for departments to avoid scrutiny. It is also possible to increase 
the rigor by comparing performance to the very best departments of the 
comparison group rather than just the average of the comparison group.

Consider three broad categories from which to select comparison orga-
nizations. The first is the best practices organizations—the ones generally 
agreed to be the best of the bunch. It is this group that can pull the compar-
ing organization to higher levels of performance. Similar organizations are 
good to use for comparison because they are likely to have the same sys-
temic issues to deal with in terms of size, location, economies of scale, and 
so on. Finally, do not forget about comparisons to the competition, which 

Figure 12.6
Moving the dividing lines up and to the right increases the number of depart-
ments subject to management review.
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could take volume away from the organization doing the comparison. If 
that happens, revenue will drop and, since costs are largely fixed, profits 
will drop as well. Remember that losing volume in a high fixed-cost envi-
ronment can be fatal. For this reason, the competitors may be the most 
important group of all.

The comparisons can be rotated so that each group (best practice orga-
nizations, similar organizations, and competitor organizations) is used 
each quarter. Best practices would be used in January, April, July, and 
October. Similar organizations would be used in February, May, August, 
and November. Finally, the competition would be used in March, June, 
September, and December. In this way, a fresh look is taken every quarter.

PROCESS FLOW ANALYSIS

Almost everything that happens in health care involves a process of some 
sort. A “simple” encounter with a physician can involve registration, 
records, a nurse pre-visit, physician exam, simple lab testing, imaging, 
billing, and appointment scheduling. All of these individual pieces of the 
process must be orchestrated to work properly. If not, patient satisfaction, 
clinical flow, provider productivity, volume, revenue, and profitability can 
all be adversely effected.

Process flow analysis in its many variations is an important tool in 
improving productivity by improving throughput. It is a workflow charting 
technique that can be used to examine clinical, operational, and adminis-
trative processes, by looking at the who, what, when, where, why, and how 
of the work. The two most important questions are why (why is the work 
being done) and how, the question that gets at precisely how the work is 
done. Do not rely on the written policies and procedures as these will have 
been modified “in the field” by workers looking to make things work more 
reliably, quickly, and easily. Instead, walk through the process, perhaps 
with a worker or two to help explain things, and examine all steps with a 
careful eye on how things could be improved.

The analysis provides a visual depiction of the work and can be set up to 
indicate location and sequence of the work, and value added by each ele-
ment of the process. This can include resource consumption and task time. 
The top of the analysis indicates the location of the work, the large middle 
section contains a pictogram of the work and flow, and the bottom section 
provides space for accumulating the value-added information. A visual 
depiction will always be more helpful than a verbal description.
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Consider, for example, the admitting function. It is spoken about by the 
admitting director as if it was a single event, a “simple” encounter: “The 
patient arrives, we get some basic information, do a financial and insur-
ance screening, get some x-rays and lab work and off to the bed he goes. 
It’s a pretty simple process.” The reality is quite different and demon-
strates the need for better process orchestration. As Figure 12.7 displays, 
the encounter begins with some preliminary paperwork in the admitting 
office. Then the patient is sent to have a couple of chest films done in 
imaging, followed by a return to the admitting office. Next comes a trip 
to the insurance office for a financial screening and more paperwork, then 
back to the admitting office, and then off to the lab for blood to be drawn. 
The final trip back to the admitting office results in a green light for admis-
sion, and the patient, by this time upset and exhausted, is finally taken to a 
room, perhaps to wait again for clinical care to begin. Total elapsed time: 
2-1/2 hours. But does it have to take this long?

Figure 12.7
A process flow diagram displays the path taken in the admitting process. 
A total of 2-1/2 hours of elapsed time is needed, nearly 75 minutes of which 
is spent waiting in admitting.
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A properly orchestrated process will always move from upper left to 
lower right. The arrows indicate patient movement. Any time the arrow 
moves to the left, the indication is that the process is not moving forward 
as it should. This is certainly more easily seen and comprehended when 
visually presented. Any movement to the left indicates an opportunity to 
fix the process.

Could the process be streamlined by altering the sequence? It would 
appear so. Figure 12.8 displays one potential remedy. The new process 
changes the sequence of the work. Once the patient leaves the admitting 
office, he does not return, finishing at the nursing unit in 45 minutes less 
time than previously. As displayed in Figure 12.9, the process is restruc-
tured more radically, and all work is done in the admitting office where 
finance and admitting clerks work side by side, a small blood-drawing sta-
tion is connected to the main laboratory via a pneumatic tube, and a simple 

Figure 12.8
This approach reorders the sequence of work and keeps the patient moving 
without the need to continually return to the admitting office. This process 
shaves 45 minutes off the total process time.
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RF unit for taking plain films prior to admitting. This approach reduces 
the time to just one hour.

Other modifications are certainly possible. A hospital in Maryland 
eliminated its admitting office entirely, choosing instead to send patients 
directly to the nursing units where the admitting work is now done. The 
only limit on process redesign is the culture of the organization (how open 
is it to creativity and change?) and the imagination of those involved.

One variation of process flow analysis is Value Stream Mapping. Two 
students at the University of Buffalo used a variation of process flow 
analysis—Value Stream Mapping—to study the patient discharge process 
at Mercy Hospital, Buffalo, New York. Using this technique, current per-
formance of the discharge process was assessed and the causes for delays 
were analyzed. A redesigned process was also created to eliminate the 
non-value-added activities. In addition, several recommendations were 
proposed to improve the efficiency of the process. The results showed that 

Figure 12.9
In this process redesign, the work is all performed in the admitting office, 
and, once it is completed, the patient is taken to the inpatient unit. With this 
process, the patient is in the bed in an hour.
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the discharge lead time could be reduced by 81%. The students, Darshan 
Nagaraju and Pengfei Yi, won the Best Graduate Student Paper award 
for 2005 from the Society for Health Systems (SHS). Their paper, titled 
“Improvement of Hospital Discharge Process by Value Stream Mapping,” 
was presented at the 17th Annual SHS conference held in Dallas.

Nagaraju and Pengfei found that it took, on average, over 6-1/2 hours to 
make a room available for the next patient following completion of a dis-
charge order by a physician. That represents over 25% of the bed’s capac-
ity for a day. For a hospital averaging four discharges a day, that equates 
to a full extra bed of capacity. What is the significance for a hospital with 
100 beds? Or 200 beds?

In a similar vein, Care Logistics, LLC, published a monograph entitled 
“Unleashing Throughput Potential” in 20092 that pointed to the benefits of 
eliminating “white space” in patient care. White space was defined as the 
amount of time devoted to non-value-added activities (waiting, rework, 
etc.). It suggested that health care organizations do not measure and report 
white space and thus there is no improvement in this area. But what if 
health care organizations did measure white space and achieve the reduc-
tion in length of stay that Care Logistics suggests? The impact would be 
a potential increase in hospital capacity of approximately 30% (3.5 vs. 
5.1 days of stay). For some organizations, this added capacity could be 
converted to additional admissions. For others, it could mean taking care 
of the same patient load with fewer beds and the associated operating cost. 
Eliminating white space could have a significant impact on average length 
of stay, cost, clinical quality, and patient safety as well as throughout, pro-
ductivity, volume, and revenue.

Caution should be taken not to eliminate all white space. Compressing 
the value-added elements leaves little room for issues that routinely arise. 
If all white space is eliminated, no space is available for walk-in patients 
or the occasional urgent case. Physician practices adopted this practice 
long ago so they can “fit in” a patient who has no appointment but who 
nonetheless needs to see the doctor. Patients whose care takes longer than 
planned can still be accommodated without completely disrupting the 
schedule. A reasonable amount of white space, determined after careful 
review of data, is wise to include. As the old adage advises, “everything 
in moderation.”

Another approach is brown paper analysis, a very dramatic and highly 
visible form of process analysis. Because it is so dramatic and visible, it 
places added pressure to succeed on those involved. Brown craft paper is 
used to cover a large space—typically a large wall—and a three-dimensional 
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representation of a process is constructed on the craft paper. It is a very 
participative and highly visible method, soliciting comments and sugges-
tions from all who pass by the display. Miniature representations of docu-
ments can be displayed. Patients and staff can be represented by miniature 
stick figures crafted from pipe cleaners (white for nursing staff, blue for 
patients, red for phlebotomy staff, etc.), and the flow of people, forms, and 
materials can be displayed using colored string, ribbon, or yarn.

Small boxes of sticky notes and markers can be strategically placed to 
allow passersby to offer comments or suggestions. This idea-harvesting 
approach is one of the finest aspects of the brown paper analysis. Any-
one who passes by, whether he or she is involved in the process on a 
day-to-day basis or not, is free to offer suggestions. Staff, who may often 
feel excluded from process reengineering efforts, are able to make their 
thoughts known easily and anonymously. This involvement of staff can 
serve as a morale booster and help create a sense of ownership. Staff who 
“own” a process and the changes to that process are far more likely to be 
successful when implementing the changes.

PRODUCTIVITY AND EFFICIENCY

While the emphasis in this chapter is on productivity, do not lose sight of 
efficiency, which introduces the notion of quality. In the pharmacy, for 
example, the number of mistakes must be taken into account when mea-
suring productivity. A pharmacy can be highly productive but not very 
efficient if it experiences a high medication error rate. Consider the exam-
ple shown in Table 12.5, which demonstrates how high productivity rates 
may not, in fact, equate with high efficiency.

In this instance, four different pharmacies are compared to see which is 
the most productive (top of the table). Pharmacy 2, at 13,333 prescriptions 
per FTE, has productivity rates that are about 30% greater than the others. 
But Pharmacy 2 also has a very high error rate. Taking quality into account 
(bottom of the table) using error rates, overall efficiency of the pharmacies 
can be measured and compared. In this example, the raw productivity rate 
is reduced by the error rate. Now, Pharmacy 2’s efficiency rate is actually 
the worst of the comparison group. This sort of comparison is valuable in 
patient care settings like hospitals, physician offices, and reference labs 
because the output cannot be considered without giving proper weight to 
its quality.

Measuring productivity at the organizational level can be done by divid-
ing the amount of output derived by a unit or quantity of resources. In 
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Table 12.5
Comparative Pharmacy Productivity and Efficiency

Prescriptions 
Filled

FTE 
Count

Raw 
Productivity 
Rate

Pharmacy 1 150,000 15 10,000
Pharmacy 2 200,000 15 13,333
Pharmacy 3 250,000 24 10,417
Pharmacy 4 150,000 15 10,000

Prescriptions 
Filled

FTE 
Count

Raw 
Productivity 
Rate

Medication 
Error Rate

Efficiency 
Rate

Pharmacy 1 150,000 15 10,000 1.0% 9,900
Pharmacy 2 200,000 15 13,333 30.0% 9,333
Pharmacy 3 250,000 24 10,417 1.0% 10,313
Pharmacy 4 150,000 15 10,000 5.0% 9,500

Amounts are hypothetical for demonstration purposes only.

this case, the output is expressed in EIPAs. This is an aggregate measure 
of workload reflecting the sum of admissions and an equivalent amount 
of admissions that is attributed to outpatient services. For example, 1,000 
outpatient visits might equate to one admission. To calculate the number 
of EIPAs, the total number of admissions is multiplied by (total revenue ÷ 
inpatient revenue). This increases the number of admissions. The logic is 
that revenue can be used to equate non-inpatient volume with admissions. 
The result, EIPAs, is a way of describing this total merged volume.

The following data for Memorial Community Hospital Center will 
be used for the next series of calculations. Admissions were 20,023 for 
the latest fiscal year. During that same period of time, total revenue was 
$402,922,000 and inpatient revenue was $377,584,507. Total operating 
expense was $154,989,498. The calculations of EIPAs and hospital effi-
ciency are as follows:

EIPAs = Admissions × (Total Revenue ÷ Inpatient Revenue)

EIPAs = 20,023 × ($402,922,000 ÷ $377,584,507)

EIPAS = 20,023 × 1.0671

EIPAs = 21,366
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Hospital Productivity = (EIPAs ÷ Total Resources) × 10,000

Hospital Productivity = (21,366 ÷ $154,989,498) × 10,000

Hospital Productivity = (0.00013786) × 10,000

Hospital Productivity = 1.3786

The equation uses 10,000 as a multiplier in order to provide a reasonable 
output value. Without doing this, the productivity rate would be micro-
scopic (0.00013786).

Because the calculation of the hospital productivity rate uses a mon-
etary value, total resources, a valid comparison over time requires a price 
leveling to adjust for inflation. For an inflation rate of 3%, the hospital’s 
productivity value would be multiplied by 1 + the inflation rate, in this 
case 1.03. This inflation-adjusted value is 1.42. In other words, the hospi-
tal produced, on an inflation-adjusted basis, 1.42 EIPAs per 10,000 units 
of resource.

At the department level, productivity can be converted to efficiency 
fairly easily by factoring in quality. The pharmacy example cited previ-
ously uses the medication error rate as a factor to reduce the raw produc-
tivity rate to an efficiency rate. Similarly, postponed cases or the rate of 
surgical site infections could be used in the operating rooms.

For the organization as a whole, something more comprehensive is 
needed. A total patient harm rate, a composite rate made up of all individ-
ual harm measures, can be used to convert productivity to efficiency. The 
patient harms include, but are not limited to, such things as adverse drug 
events, hospital acquired infections, falls resulting in injuries, pressure 
ulcers, venous thromboembolisms, and ventilator-associated pneumonias. 
The number of harms per 1,000 EIPAs admissions can be converted to a 
coefficient of harm and used as the conversion factor. The calculation is 
fairly simple and straightforward.

If an organization experienced 1.13 harms per 1,000 EIPAs, the harm 
rate would be 1.13. The coefficient of harm is calculated by dividing 1.0 
by that harm rate (1.0 ÷ 1.13 = 0.885). Multiplying the raw productivity 
rate by 0.885 yields an efficiency rate of 1.26 (1.42 × 0.885). The higher 
the rate is the better as it indicates an organization that is achieving greater 
levels of efficiency in the use of its resources. Figure 12.10 illustrates the 
plot of an organization’s efficiency over time.

Not every organization measures the same quality indicators, and even 
fewer use them to convert a raw productivity rate into an efficiency rate, 
so it may not be easy to compare with other organizations as was the case 
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with bilateral performance mapping and benchmarking. Still, looking at 
one’s own record over time will give a useful indication of performance. 
A rising trend is a positive indication of improvement, while a downward 
trend is a call to action for organizational leadership.

IMPROVING EFFICIENCY

Improving operating efficiency requires an emphasis on clinical quality 
and patient safety. These improvements lead to better throughput and an 
improved efficiency rate. Staffing associated with clinical and service 
quality represents the front line in this effort. Infection control staff who 
are able to eliminate patient-to-patient or room-to-patient transmission of 
infections and who can help enforce proper sterile technique can reduce 
the health care–associated infection rate. This reduces length of stay 
and clears space for added patient volume. Case managers who follow 

Figure 12.10
This graph displays a hospital’s efficiency based on output measured in 
Equivalent Inpatient Admissions (EIPAs) and adjusted for quality and infla-
tion over time. Because quality is included in this metric, a rising trend is 
always positive.
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inpatient progress can expedite care and reduce length of stay and unnec-
essary work. In addition, case managers play a vital role in population 
health by guiding selected patients to choose healthy lifestyles and avoid 
costly hospitalizations. Intensivists and hospitalists possess the specific 
skills to move patients through the hospital expeditiously with fewer com-
plications and with better use of scarce and expensive resources. Hospital-
ists, working with other members of the care team, the patient and family 
members, can lead group rounds that have been demonstrated to reduce 
length of stay, improve patient and family satisfaction, and improve clini-
cal outcomes. The governing board, too, plays a role in achieving effi-
ciency via its oversight of quality and patient safety.

Using best practices and evidence-based approaches to care can 
improve quality. Clinical pathways, treatment protocols, care maps, and 
treatment bundles have all been shown to improve outcomes and, in so 
doing, improve efficiency, reduce length of stay, increase capacity, and 
boost financial performance. Formalized rapid response teams, some-
times called medical emergency teams, while not costing very much to 
implement have had significant impact, as has the early recognition and 
response to patients presenting with infections.

Programs, slogans, and campaigns to improve quality are nice, but a 
culture that places a premium on quality throughout the organization and 
at every level from clerks to executives works far better and has a more 
lasting impact on quality. For this reason, approaches such as comprehen-
sive unit-based safety programs can transform an organization’s culture to 
a strong and constant focus on quality.

MANAGING THROUGHPUT

The secret of success in high-fixed-cost industries is volume. The most 
effective way to increase volume is to streamline throughput so the busi-
ness can care for more customers. This is true in health care as well. 
Throughput allows more volume to be captured. This, in turn, leads to 
more revenue and profits.

The flow of patients through the hospital is dependent on the orchestra-
tion of nursing care, ancillary and support services, and other factors like 
scheduling and patient social issues. This is seen in Figure 12.11. Patients 
come to the hospital for care, but while many are admitted and discharged, 
many others are hung up because of clinical (e.g., a medication error) and 
operational (e.g., insufficient transporters to move patients from the floors 
to the operating rooms in time) issues that disrupt the process of care and 
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the flow of patients. Worse still, some patients in need of care are unable 
to get it because beds are blocked as a result of the clinical and operational 
problems.

Removing these critical delays results in better patient flow. All patients 
needing care are able to receive it. Resources are better used; better out-
comes are achieved; and patients, families, staff, and other stakeholders 
are happier.

Financially, the impact can be significant. Operating capacity increases 
because of improved throughput, added volume can be captured, and 
revenue and profits can increase. Table 12.6 shows the magnitude of this 
financial potential based on a single bed. Assuming, for illustration pur-
poses, an institution with a five-day length of stay eliminated clinical and 
operational barriers to throughput and was able to reduce length of stay to 
four days (improvement scenario 1) and then to three days (improvement 
scenario 2), the impact on the bottom line would be significant. The first 
effect of such improvements is that more cases can be admitted. Assum-
ing a net reimbursement payment of $22,500 for each case, the total rev-
enue jumps from $1.6 million to just over $2 million, an improvement 
of $410,625—for just one bed. At the bottom of the table are the rev-
enue increments based on bed size, ranging from 100 beds (an increase 

Figure 12.11
The flow of patients through a hospital requires the careful orchestration of 
nursing care, ancillary and support services, and numerous other factors. 
Mistakes and delays can prevent patients from moving efficiently through 
the care process from admission to discharge.
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of $40 million) to 300 beds (an increase of $121 million). If the length 
of stay can be reduced to just three days, the revenue increments range 
from $110 million (100 beds) to $330 million (300 beds). Since costs are 
largely fixed, most of this revenue increase falls to the bottom line.

Operational issues, too, can disrupt patient throughput. Awkward reg-
istration systems, poorly stocked supply rooms, and work schedules not 
synchronized with patient arrivals and departures can have a detrimental 
impact. The biggest challenge some hospitals face each day is getting one 
patient out of a bed and the next patient into it. Managing this transition 
along with actively managing the census (whether and when to admit elec-
tive cases) can reduce staff stress, avoid waste of costly resources, and 
provide more effective and efficient care. Figure 12.12 illustrates the com-
mon problem of admission/discharge overlap. In this example, approxi-
mately 50% of admissions happen before 1:00 p.m., while only 30% of 
discharges happen by then. Discharges do not catch up until almost 5:00 
p.m. A large fraction of the discharges happen at the end of the day shift 
in the environmental services (EVS) department, leaving the reduced eve-
ning shift to clean the bulk of the rooms. Historically, hospitals have had 

Table 12.6
Revenue Increments Associated with
Improved Throughput and Reduced Length of Stay

Base
Improvement 
Scenario 1

Improvement 
Scenario 2

Calendar days 365 365 365
Average length of stay 

(days)
5 4 3

Case capacity 73 91 122
Average DRG payment $22,500 $22,500 $22,500

Total revenue $1,642,500 $2,047,500 $2,745,000

Revenue enhancement— 
1 bed

$405,000 $1,102,500

Revenue 
enhancement—100 beds

$40,500,000 $110,250,000

Revenue 
enhancement—200 beds

$81,000,000 $220,500,000

Revenue 
enhancement—300 beds

$121,500,000 $330,750,000
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problems with the discharge process. Perhaps, if the discharge time cannot 
be moved to an earlier time, it is time to rethink the start time for the shifts 
in EVS. A two-hour later start time would keep the higher-complement 
day shift available until the bulk of discharges have been cleared and 
the vacated rooms cleaned. The evening shift could then reasonably be 
expected to pick up the stragglers.

This lack of orchestration in handling the admission/discharge overlap 
has a detrimental effect on patient satisfaction (waiting for a room), clini-
cal care (delayed start of treatment), resource use (cleaning some rooms 
twice in the same day), emergency department flow (blocked beds increase 
waiting times), and so on.

Remedies, assuming no possible movement of the actual discharge time, 
can include admissions lounges where IVs can be started and preliminary 
clinical interventions can be initiated. In this way the patient is making 

Figure 12.12
Discharges lag behind admissions for much of the typical day, slowing the 
process of room turnover.
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clinical progress even while waiting for a bed to become available. At the 
other end of the inpatient process, discharge lounges can help make the 
process work more smoothly. Rather than occupying a bed on discharge 
day, patients can be transferred to the lounge with big-screen television, 
lounge chairs, and other amenities while the discharge process is finalized. 
The lounge can be minimally staffed to avoid liability problems. But the 
cost of staffing such a lounge is far outweighed by the revenue opportunity 
associated with improved patient throughput.

Rather than manage the average daily census, focus on and seek ways 
to reduce the fluctuations around the average. It is easier to manage staff-
ing and control supply costs when census variability is minimized. Fig-
ure 12.13 displays a plot of daily census activity. The actual daily census 
varies significantly around the average of 24 patients. On some days, when 
the census nears 30, the staff are overwhelmed. Overtime, agency staffing, 
and other high-cost interventions may be needed to provide an appropri-
ate level of care. At other times, the census is low, and idle time robs the 
organization of paid-for-but-unused labor.

Figure 12.13
Large variations around an average census of 24 patients can be problematic 
both to patient care and to cost management.
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Alternatively, the census can be managed more aggressively and proac-
tively to reduce the amount of variation around the average. Figure 12.14 
shows the same average daily census of 24 but with significantly less vari-
ability. As a result, the workload for staff is smoother and more easily 
managed. The peaks and valleys are less dramatic and the matching of 
staffing (supply) and census (demand) is facilitated. Overtime, agency 
staffing, and other high-cost actions can be avoided.

The need for better coordination is not limited to the inpatient service. 
Better coordination of exam room, lab, imaging, and pharmacy schedules 
can speed patients through. Swipe card technology can be used to alert 
various department of a patient’s arrival for a visit. At the Sidney Kim-
mel Comprehensive Cancer Center at Johns Hopkins, for example, when 
a patient swipes his or her patient ID card, the medical clinic is alerted 
to the patient’s arrival and the pharmacy is notified so it can be ready to 
administer the medication when the physician confirms the scheduled che-
motherapy treatment. Too often, visits that involve exams plus treatments 
and procedures are totally un-orchestrated and less than satisfying for the 
patients, providers, and the organization.

Figure 12.14
Smaller variations around the average census can result in smoother work-
flow, better staff management, and improved outcomes.
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Too often, managers in one health care organization look solely to other 
health care organizations for improvement ideas. The director of admitting 
at one hospital only makes comparisons to other hospital admitting offices. 
The practice manager at a physician group just looks at other physician 
groups. This is not to say such comparisons are not valid. They are. But 
a better, out-of-the-box, approach is to look to other industries—getting 
outside the health care box, so to speak—and bring back ideas from suc-
cessful non-health care organizations. Compare the admitting office to a 
five-star hotel, which deals with people who are, by and large, ambulatory 
and who are looking for a comfortable room and good service. Look at 
how manufacturing plants bring together all the workers, raw materials, 
and assembly processes to achieve productive and efficient output. In both 
of these cases, the approaches will need to be tweaked to deal with the 
differences. Putting lug nuts on Chevys is not the same as caring for a 
sick newborn in a neonatal intensive care unit. But rather than point to the 
differences, use the similarities. Getting supplies to the bedside is exactly 
the same as getting the tires to the car being assembled. Some examples 
from other industries and their applicability to health care are listed in 
Table 12.7.

Many other examples (gas stations, hair salons, supermarkets, etc.) 
exist. All can provide ideas that can be modified for the peculiar aspects of 
health care and then applied to improve productivity, efficiency, customer 
service and satisfaction, staffing patterns, and so on. The limit is in the 
ability of managers and leaders to see the possibilities.

Table 12.7
Borrowing from Other Industries

Industry to Study What to Borrow Application

Airlines Scheduling
Flight crew management

OR scheduling
Patient safety and quality

Hotels Guest room turnover
Housekeeper scheduling

Admission/Discharge
EVS scheduling

Manufacturing Assembly processes Resource orchestration
Restaurants Table turnover Room turnover
Package express 

companies
Package tracking Patient tracking

Amusement parks Managing long lines Managing long lines
Online retailers Inventory management Inventory management
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RESOURCE USE STANDARDS

One of the most significant differences between manufacturing and health 
care is that manufacturers know precisely what everything costs to pro-
duce, while health care providers know very little about the true costs of 
each unit “produced.” Apple knows the cost to manufacture its newest 
iPhone to the penny. The cost of a cholecystectomy is, at best, an estimate 
based on the charges for the procedure.

The reason manufacturers know how much things cost is that, by 
using their robust cost accounting systems, they develop cost standards: 
amounts of resources that will be consumed in making the product. They 
know exactly how much labor, wire, glass, plastic, and other components 
will be used. Manufacturing department managers who are not able to 
comply with these standard amounts find themselves working elsewhere. 
While this is not the case in health care, it is possible to develop such cost 
standards for most, if not all, procedures from chemotherapy to cataract 
surgery. All that is needed is the will to develop such standards.

Such standards can be used to control cost by allowing managers to 
“earn” a budget based not on what was thought about resource needs 
months ago when the budget was prepared but on the actual work they 
performed. Table 12.8 demonstrates the accumulation of standard cost 
information for a department that performs four different procedures. The 

Table 12.8
Standard Supply Costs per Procedure

Procedure

Standard Resources A B C D

Supply item 1 $100 $200 $25 $75
Supply item 2 25 50 25 25
Supply item 3 75 150 50 55
Supply item 4 120 240 20 20
Supply item 5 85 170 5 20
Supply item 6 30 85 30 30
Supply item 7 22 166 10 22
Supply item 8 53 53 12 5
Supply item 9 60 200 20 30
Supply item 10 130 86 3 118

Total $700 $1,400 $200 $400
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amounts of supplies consumed for each of the procedures are listed and 
totaled.

Then, rather than estimate a budget for the department’s supplies, the 
budget is earned each month by multiplying the number of procedures 
by the standard cost for each. Assuming the department performed 100 
Procedure As, 200 Procedure Bs, 300 Procedure Cs, and 400 Proce-
dure Ds, the amount of budget earned would be $570,000, as shown in 
Table 12.9.

This use of standard costs for each procedure to “earn” a supply bud-
get represents the strongest way to control supply spending. Any spend-
ing in excess of the earned budget would require an explanation. Further, 
any under-spending would also require some discussion to determine if 
inappropriate shortcuts had been taken. This approach is used routinely in 
manufacturing to control cost.

Determining the proper resource assignments requires careful study. 
The best approach is to observe each procedure several times to gain 
a thorough understanding of resource consumption. Any deviations 
observed among the observations should be questioned and resolved. The 
results can then be tested to make sure nothing has been missed. Once 
the standards are correct and agreed upon, they can be implemented. This 
approach can be effectively used not only to control cost but also to reduce 
and avoid waste.

Resource-use standards form the backbone of relative value unit (RVU) 
schemes, which are used in health care for such services as imaging, 
nuclear medicine, physical therapy, and radiation therapy.

The purpose of RVU schemes is to allow a conversation about a variety 
of disparate things using a common language. Consider a department that 

Table 12.9
Earned Departmental Supply Budget

Procedure

A B C D

Supply standard $700 $1,400 $200 $400
Procedure volume 100 200 300 400

Total earned budget $70,000 $280,000 $60,000 $160,000

Total earned budget $570,000
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provides only two services: Procedure A is quite simple and inexpensive, 
and Procedure B is fairly complex and twice as expensive. In January, 
the department produces 1,000 of Procedure As and no Procedure Bs. 
In February, the opposite is true: no Procedure As and 1,000 Procedure 
Bs. Using procedures as the unit of volume measurement, the indication 
is that the department’s level of volume was the same—1,000 units each 
month, and resource consumption should be the same each month. But 
because the procedures are fundamentally different, counting procedures 
is not going to account for these differences. Some form of relative value 
scale can avoid this dilemma.

The Medicare system of resource-based relative value system—the 
RBRVS system—used for reimbursing physicians for services that they 
perform is an example of an RVU approach. Each physician encounter 
is different, and the RBRVS approach allows for reimbursement that is 
tailored to the actual intensity of the encounter.

Any department in any health care organization that offers a multiplicity 
of products or procedures can benefit from the development of the system 
of RVUs. The starting point is a detailed resource consumption matrix, 
such as that seen in Table 12.10. With this level of information available 
on the labor cost and supply consumption, it is possible to develop rela-
tionships among the various procedures.

The values for labor and supplies are assigned after careful study 
and observation. Again, multiple observations, testing, and agreement 
are needed before the values can be put into use. Using Procedure A as 
an example, the total resource value ($1,050) is divided by a common 
denominator that will be used for all procedures—in this case 100. That 
division yields an RVU value of 10.5 for Procedure A. Similar math is 
used for the other three procedures. At this point, RVUs can be used to 
measure activity in the department. Table 12.11 shows the raw monthly 
procedure volume.

A simple comparison of the early and late months of the year gives the 
impression that volume is declining. The monthly average number of pro-
cedures in the first three months is 6,139, while in the last three months of 
the year it has declined by more than 22% to 4,775. Graphically, this trend 
is displayed and is more apparent in Figure 12.15.

The manager of this department might be challenged by the organiza-
tion’s leadership to reduce staffing and cut supply spending. But is this the 
case? Is the department less busy? Or is this an artifact of using the raw 
procedure counts to measure volume? The answer lies in the RVU volume 
shown in Table 12.12.
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Table 12.10
Resource Assignments per Procedure

Procedures

Standard Resources A B C D

Labor component
    Supervisory time $75 $75 $50 $25
    Professional staff 

time
200 100 200 100

    Technical staff time 75 50 45 30

Total labor component $350 $225 $295 $155

Supply component
    Supply item 1 $100 $200 $25 $75
    Supply item 2 25 50 25 25
    Supply item 3 75 150 50 55
    Supply item 4 120 240 20 20
    Supply item 5 85 170 5 20
    Supply tem 6 30 85 30 30
    Supply item 7 22 166 10 22
    Supply item 8 53 53 12 5
    Supply item 9 60 200 20 30
    Supply item 10 130 86 3 118

Total supply 
component

$700 $1,400 $200 $400

Total resource value $1,050 $1,625 $495 $555
Denominator 100 100 100 100

Relative value units 10.5000 16.2500 4.9500 5.5500

This data suggests the level of business has remained relatively flat 
throughout the year. Once again, a graph (Figure 12.16) makes the perfor-
mance pattern easier to comprehend.

The reason for this discrepancy has to do with the intensity of the pro-
cedures. While the raw count does not show this, the RVU count takes it 
into account. The intensity is growing, stepping up over the course of the 
year. For this reason, the manager in this department should be using a 
third statistic to help track and explain departmental performance: RVUs 
per procedure are shown in Table 12.13.



Table 12.11
Monthly Procedure Volume

Procedures

Monthly Volume A B C D Total

January 1,000 500 600 700 2,800
February 1,100 550 880 968 3,498
March 1,050 525 840 924 3,339
April 1,150 575 920 1,012 3,657
May 900 450 720 792 2,862
June 1,100 550 880 968 3,498
July 1,000 500 500 550 2,550
August 1,250 625 625 688 3,188
September 1,100 550 550 605 2,805
October 1,000 500 500 550 2,550
November 1,100 400 550 605 2,655
December 1,575 450 100 100 2,225

Total 13,325 6,175 7,665 8,462 35,627

Table 12.12
Monthly RVU Volume

Procedures

Monthly Volume A B C D Total

January 10,500 8,125 2,970 3,885 25,480
February 11,550 8,938 4,356 5,372 30,216
March 11,025 8,531 4,158 5,128 28,842
April 12,075 9,344 4,554 5,617 31,589
May 9,450 7,313 3,564 4,396 24,722
June 11,550 8,938 4,356 5,372 30,216
July 10,500 8,125 2,475 3,053 24,153
August 13,125 10,156 3,094 3,816 30,191
September 11,550 8,938 2,723 3,358 26,568
October 10,500 8,125 2,475 3,053 24,153
November 11,550 6,500 2,723 3,358 24,130
December 16,538 7,313 495 555 24,900



Table 12.13
Relative Value Units (RVUs) per Procedure

Monthly Volume Procedure Counts RVU Counts RVUs per Procedure

January 2,800 25,480 9.100
February 3,498 30,216 8.638
March 3,339 28,842 8.638
April 3,657 31,589 8.638
May 2,862 24,722 8.638
June 3,498 30,216 8.638
July 2,550 24,153 9.472
August 3,188 30,191 9.472
September 2,805 26,568 9.472
October 2,550 24,153 9.472
November 2,655 24,130 9.089
December 2,225 24,900 11.191

Totals 35,627 325,159 9.127

Figure 12.15
Procedure volume has been declining for several months. This decline is 
more easily seen in the graph than in the table.
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Figure 12.16
While procedure volume has declined, this graph of RVUs shows the depart-
ment’s workload has remained relatively constant.

Figure 12.17
The pattern of intensity, expressed as RVUs per procedure, grows each quar-
ter. Procedure volume is, in fact, down, but the intensity associated with each 
procedure has been growing. This can help the manager explain the operat-
ing situation to higher-ups.
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This shift in intensity can be more clearly seen in Figure 12.17. Rather 
than a linear growth trend, the intensity follows a step function, increasing 
each quarter. This pattern does show up when the data are graphed. As dis-
cussed in Chapter 10, visual displays are far better than tables of numbers 
when it comes to discerning trends and patterns.

With this data in hand, the manager can explain what has been happen-
ing, defend against the request to reduce staffing and supply consumption, 
and more accurately predict future volume and intensity. Further, since 
the data (raw procedure counts, RVU counts, and RVUs per procedure) 
are captured by type of procedure, shifts in service can also be understood 
and more easily predicted.

Care should be used to avoid denominators that result in extremely 
large or small RVU values for individual procedures. Dividing by 10, for 
example, would result in far too many total RVUs each month. Also, be 
careful not to use a denominator that results in repeating decimals (e.g., 
3.33333333333 or 5.66666666667). The best denominator will result in 
reasonable values for each procedure, monthly totals that are neither too 
small nor too large, and will avoid irrational numbers. (An irrational num-
ber is one that cannot be written as an exact number. The value pi is an 
example. Its decimals never end. While many think of pi as 3.14, it is 
really 3.14159265359. . .). Table 12.14 shows this point using data on total 
resource value from Table 12.10. Note that several denominators (200, 
300, 400, and 500) can be used to calculate the relative value units. Using 
200 yields values of 5.2500, 8.1250, 2.4750, and 2.7750. The values stop 

Table 12.14
Potential Denominators and RVU Values

Procedures

A B C D

Total resource value $1,050 $1,625 $495 $555
Denominator 200 200 200 200
Relative value units 5.2500 8.1250 2.4750 2.7750
Denominator 300 300 300 300
Relative value units 3.5000 5.4167 1.6500 1.8500
Denominator 400 400 400 400
Relative value units 2.6250 4.0625 1.2375 1.3875
Denominator 500 500 500 500
Relative value units 2.1000 3.2500 0.9900 1.1100
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after two or four decimal places. But using 300 as a denominator yields 
a repeating decimal for Procedure B. This value never stops and does not 
round off crisply. As a result, it should not be used.

Any of the schemes shown in Table 12.14 can be used except the one 
based on a denominator of 300. Choose the one that best suits the needs 
of the department. Periodically, perhaps every few years, the values can 
be updated to reflect agreed-upon changes in practice. Inflationary adjust-
ments need not be made since the values are not monetary in nature.

A FINAL THOUGHT

The ongoing emphasis on improving productivity, efficiency, and resource 
use begs a question. Would a hospital benefit from a new position? A chief 
throughput officer (CTO), trained in engineering and nursing, would 
understand the operation of systems and system thinking, as well as have 
a solid grasp of the clinical activities that are the heart and soul of the busi-
ness. Analogous to a manufacturing production manager, this individual 
would be responsible for day-to-day oversight of all throughput processes. 
Just as a production manager can orchestrate the various departments in a 
factory, the CTO would have the authority, for example, to hold imaging 
techs on duty if the emergency department needed their support. The CTO 
could cut through the problems of turf, communication, and lack of situ-
ational awareness. This individual could look down on the organization 
from a high altitude and see into each of the individual silos that manag-
ers find themselves in on a day-to-day basis. With this more global view, 
better operational decision making could result in improved performance.

NOTES

1. “Best Practice Benchmarking: The Path to Excellence,” GBN Review 2003/04, 
The Global Benchmarking Network, Best Practice Institute, Rochester, NY.

2. “Unleashing Throughput Potential,” Care Logistics, LLC, Alpharetta, GA 
30009, 2009.
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Chapter 13

REVENUE AND EXPENSE 
STRATEGIES

Improving an organization’s profit and loss position requires a series of 
strategies that target revenues and expenses. No single strategy is suffi-
cient. Because costs are largely fixed, however, those strategies that im-
prove revenue may prove to be more effective and should be the first to be 
considered.

REVENUE ENHANCEMENT

The first step in improving revenue is to prepare a comprehensive analy-
sis of the revenue stream. This analysis should identify the payers, the 
proportion of the business they each cover, and their level of payment 
(collection rate). Patient demographics should also be examined. This in-
cludes both demographic data (age, income levels, locations) and disease 
prevalence data (cardiovascular disease, cancer, diabetes, etc.). Another 
important consideration is the profile of services offered. This includes 
both the location (inpatient vs. outpatient) and the types of services (which 
diagnostic and therapeutic services). Because a certain level of price sen-
sitivity is a factor in health care, a review of prices should be included. 
The organization’s billing and collection situation (overall and segmented 
collection rate, lag time between billing and collections, claims rejection 
rate, billing delays, etc.) rounds out the analysis.

Once the revenue stream has been thoroughly examined, attention can 
turn to identifying ways to increase revenue. This involves a review of 
current services (supply) compared to services needed (demand) in the 
marketplace. This comparison can inform decisions about which services 
to curtail, which ones to expand, and which ones could benefit from a 
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revitalization of some sort. A shrinking pediatric population could mean 
that a multispecialty physician practice no longer needs as many pediatri-
cians. If the population is aging, geriatrics care may need to be introduced 
or expanded. A variety of services may be bundled together, for example, 
women’s health, and given a fresh face and new appeal to a changing 
demographic.

Pricing strategies can be effective in increasing revenue. Discounts can 
attract volume from all or selected payer groups. Laser vision surgery and 
certain cosmetic procedures that are typically not covered by insurance 
are good targets for this strategy. Taking advantage of individual patients’ 
price sensitivity, lowering the price can increase demand. If a 10% cut in 
prices results in a 15% increase in volume, total revenue increases. At the 
same time, the added volume and revenue works well with a provider’s 
high fixed cost profile. The cost per unit of service falls, thus allowing 
the lower price to generate more profit. Promotional pricing (discounting, 
but for a limited amount of time) can help establish demand for a new 
service.

Finally, bundling and unbundling of services can offer patients in-
creased value. Bundling involves putting together packages of care at a 
single price. A comprehensive physical exam, a major lab workup, a car-
diology screening, and a nutritional consult may be bundled together and 
offered at a price that is less than the individual prices of the separate 
services. The value to the patient is partly a one-stop-shopping experi-
ence, but beyond that some services that do not normally enjoy significant 
demand can see added business. This, in turn, can help better cover, even 
at a reduced price, the fixed costs. In the opposite direction, unbundling al-
lows patients to buy only the services they actually want—cafeteria style.

Marketing strategies can expand an organization’s service area, lead-
ing to increased volume or to a different, better mix of payers. Specific 
populations of patients can be targeted. Sports medicine targets younger 
patients who often have better insurance coverage. A center for women’s 
health or, more broadly, women and children may attract specific volume. 
An obvious example would be obstetrical services, but there could also be 
increased volume in other services like orthopedics and cardiology.

Improving collections management can yield a better net revenue 
position not by increasing volume but rather by collecting the bills bet-
ter and improving cash flow as well. Prompt billing of services, correct 
billing information, accurate coding, appropriately aggressive collection 
efforts, proper coordination of medical records information, and phy-
sician documentation are all elements of this effort. In a similar way, 
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contracting strategies that draw volume and revenue must be appropriate 
and not disadvantage either the provider or the organization with which 
it is contracting—making sure both sides can live up to the terms and 
conditions.

Revenue enhancement strategies must be cognizant of the marketplace 
reality of demand, regulation, customer service, access, and convenience. 
Focusing on the services patients need is obvious, but the focus should 
also be on the services patients want. That, too, represents volume and 
revenue. Regulatory requirements must also be considered. Federal, state, 
and local jurisdictions, alphabet agencies (OSHA, CDC, EPA, NTSB, 
etc.), and nongovernmental agencies like the Joint Commission all have 
a say in how health care providers operate. In Maryland, a state agency 
controls hospital prices for all services and total revenue via a cap on total 
revenue. All of these must be factored in as strategies for revenue growth 
are considered.

Customer service may be just as important as clinical expertise. Patients 
view health care differently than those working in the field and make de-
cisions about which providers to use based less on the science and more 
on the personal touch. Physicians with excellent clinical skill but a poor 
“bedside manner” may have difficulty retaining patients over time. Regis-
tration clerks who begin the patient’s experience with “why are you here?” 
and a challenge in their voice can set a negative tone for the entire encoun-
ter. Staff entering a patient room, but not introducing themselves before 
asking a series of personal questions, can be off-putting. And despite the 
best efforts of health care marketing experts, word of mouth is still in 
play. The rule of thumb is that patients will tell four people about a good 
experience and 20 about a bad one. If organizations expect to attract pa-
tients, they must pay attention not only to what they do but how they do it. 
More and more, organizations are concentrating on the patient experience; 
some have even obtained the requisite experience by hiring directors from 
five-star hotels.

Access and convenience also play into the customer experience. 
Large organizations often confuse access and convenience. They speak 
of providing “convenient” parking. But how close is the parking to the 
care? A 50-yard walk for a 25-year-old is not a problem, but what about 
a 75-year-old? How convenient is it for older patients? Patients make 
choices based on how convenient things are. That is why McDonalds® 
has always had a drive through. It makes it easier—more convenient—to 
buy the food! Access is about eliminating barriers; convenience is about 
ease of entry. The two are different and should never be confused.
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EXPENSE CONTROL AND REDUCTION

Just as with revenue, the first step in controlling or reducing cost involves 
analysis. Knowing the characteristics of operating costs facilitates their 
control. Knowledge and data help in the development of appropriate strat-
egies to reduce waste and to take advantage of operating costs that are 
largely fixed.

Spending analysis begins by determining the amounts being spent on 
a variety of resources: labor, supplies, purchased services. Questions are 
at the heart of the analysis. Are the amounts being spent and the items 
themselves appropriate? Do the right people have spending authority, and 
are the right people being held accountable? Are supplies being ordered 
and consumed properly? Why are certain supplies being consumed at the 
current level? Are the staff and other resources being used appropriately? 
These questions and others should be asked with an open mind. Precon-
ceived notions have no place in the analysis. Asking a colleague from a 
different discipline or department to offer his or her ideas and observations 
can be quite helpful—a different perspective often provides a better view 
of things.

Challenging consumption and pointedly examining what could be re-
duced or eliminated is important. Often, spending “just happens” because 
nobody has paid proper attention. Managers should look periodically to 
see what supplies, by type and quantities, are truly needed. Consolidation 
of resources can reduce overall cost. If each of 10 nursing units has its own 
patient transport moving patients from the floor to imaging, the ORs, and 
so on, an organization might be able to reduce cost by consolidating the 
transportation function and eliminating a few full time equivalents (FTEs). 
Eight highly efficient transporters whose activities are centrally orches-
trated may be capable of doing the work of 10 decentralized transporters, 
none of whom is used efficiently. The challenge with this and countless 
other consolidations is turf. Getting managers to “give up” dedicated staff 
and rely on a centralized service can be difficult. Reward systems and 
organizational culture must be supportive of this sort of activity. Account-
ability for a proper level of service must never be lost.

Managers trying their best to control spending often run afoul of the 
“pipeline effect.” Spending that has been committed to but that has not yet 
appeared in a departmental performance report is the villain. Managers 
must keep track of these future spending amounts. The lead time between 
ordering and receipt of goods and services (and recognition by the ac-
counting department for inclusion in the reports) can cause a manager to 
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overspend. This is essentially a tracking issue. Managers can sometimes 
forget what has been ordered. Avoid the unpleasant surprise of telling the 
boss that spending will stop at a certain level only to get the subsequent 
report that shows more spending. This can cause problems at performance 
review time. It is better to keep track of what is in the “pipeline,” commit 
to a higher spending amount, and hit it than to commit to a low amount 
and spend high.

At the organizational level, certain spending is not just fixed but em-
bedded. Even fixed costs can be eliminated. A manager salary is typically 
thought of as a fixed expense, but the position can be eliminated and the 
fixed cost can go away. A lease, for example, may not go away for some 
time after a no-longer-needed space is vacated.

All of this information about spending needs to be gathered and consid-
ered in order to effectively control and reduce expenses. Failure to do so 
can cause the department and the organization to become dysfunctional. 
Not understanding the importance of environmental service technicians in 
controlling the spread of infections from one patient to the next or from 
a vacated patient room to the next patient using the room can result in a 
decision to reduce environmental services (EVS) staffing. This can result 
in a spike in infections because there is insufficient EVS staff to properly 
clean rooms. Reducing the nurse-to-patient ratio, even by a small amount, 
has been documented to result in increased mortality and morbidity. 
A lack of proper understanding about how nurses provide care might lead 
some to think such a reduction is a reasonable way to reduce cost. Only 
later does the folly of this decision become apparent. By that time, the 
damage is done.

Keep in mind the profile of fixed and variable costs in trying to attack 
spending levels. Most cost is fixed, as discussed in Chapter 3, and some 
(depreciation and interest expense) cannot be managed at the department 
level. As a result, management must think operationally and strategically. 
It is easier to avoid spending than it is to curtail it once it has started. The 
old adage that “you can’t un-ring a bell” applies. If volume is rising or 
believed to be about to rise, attempts should be made to shift as much 
cost as possible from the variable to the fixed category so cost does not 
rise at the same rate that volume does. The opposite is also true. Transfer-
ring as much cost as possible to the variable category should be done in 
anticipation of declining volume so that as volume drops, costs will also 
drop. They will not drop as rapidly, but they will go down. Consider a 
department with 90% fixed costs. If volume rises by 10%, costs will rise 
by only 1%. That is the kind of leverage that managers can take advantage 
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of to lower their cost per unit of service. But those managers will need to 
anticipate this. Conversely, if volume falls by 10%, costs will drop only by 
1%. As a result, the cost per unit of service will rise.

The fact that most operating cost is labor cost complicates matters. 
These do not lend themselves to short-term fixes. Can staff be sent home 
without pay? Some organizations have found this to be nearly impossible 
without disruption or risking the possibility that these staff will leave for 
“greener pastures” in the long run. Some have tried half-shift furloughs 
that send staff home without pay for four- or six-hour blocks in response 
to census fluctuations. But even this approach has risks. Others do send 
staff home and allow them to use accrued paid time off so they are still 
paid. This strategy can help avoid vacation coverage costs like overtime 
or agency use in the high vacation months of June through August and 
can have some value to an organization. Some organizations have ad-
opted a professional practice model that pays annual salaries as opposed 
to hourly rates of pay. This provides more flexibility in staffing. If staff are 
not needed, they can be released without a pay penalty. When volume is 
high, they may work longer than a regular shift to provide the necessary 
coverage. From an overall perspective, proactive volume management is a 
better strategy than trying to react to volume fluctuations.

Consideration must also be given to the strategic implications of opera-
tional decisions. If an organization suffering from reduced volume resorts 
to a layoff, it may have difficulty hiring in the future when volume recov-
ers. Since most layoffs follow a “last hired, first fired” policy, prospective 
employees may be reluctant to sign on and risk being caught up in another 
layoff and be the first to be shown the door. Surgeons, who generally have 
more than one place to do their surgeries, may be reluctant to operate in 
a hospital that has trimmed the OR staff. Every action that management 
takes has consequences. Some of them are unintended, but they still im-
pact the organization.

The Pareto Principal, the 80/20 rule, is applicable for controlling and 
reducing costs. Pareto, an Italian economist, held that 80% of the outcome 
was determined by just 20% of the inputs. In other words, a few items 
of spending can have major impact on the total. In many departments, 
a small portion of the resources is responsible for the bulk of spending. 
In the pharmacy, for instance, just 20 or 30 medications may account for 
most of the spending. Carefully managing the few can reduce the amount 
of management intervention time and result in an improved spending rate. 
Trying to keep an eye on everything in the formulary makes it difficult to 
focus effectively on anything.
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Two fundamental approaches can be employed to deal with spending. 
The participative approach involves the staff in helping formulate strate-
gies and develop ideas. It is a bottom-up approach. The approach works 
well at both the department and organization levels. The centralized ap-
proach is a top-down approach that works best at the organizational level.

THE PARTICIPATIVE APPROACH

The participative approach takes longer to achieve results and is better 
suited to long-term change. It takes longer because those involved must 
spend some time learning about the current spending level, the way work 
is performed, the “rules of engagement,” and the drivers for improvement. 
The “rules of engagement” will identify the latitude the participative 
group has in examining operations and challenging how things are done. 
They may be told that staffing reductions are not to be considered, for ex-
ample, or that certain functions or services are to be carefully scrutinized. 
Understanding the drivers, the reasons behind the need to improve, will 
allow the participants to make better choices from among all the ideas they 
are considering. “Because” may work with a three-year-old, but adults 
need more than that. And if leadership explains carefully and fully why 
improvement must happen, those participating will more willingly enter 
into the work. Further, if they understand the “why” of their work, they 
may find even better things to do. Is it really cost reduction needs that are 
driving the initiative or is it a need to improve the bottom line? Should 
they limit their search to expenses, or could they make better suggestions 
by looking at revenue as well as cost and perhaps putting forth a series 
of improvement ideas that involve both cost and revenue? Knowing the 
“why” will allow them to do a better job.

The participative approach must be carefully managed. Each of the 
members must feel included in the discussions. No one should feel ex-
cluded from the conversation. Avoid situations in which rank dictates who 
does and does not participate.

In meetings that cross professional lines and involve various ranks from 
EVS techs to physicians, the use of rank can sometimes stifle participa-
tion. What EVS tech in his or her right mind would tell the doctor he is 
wrong? One of the best ways to avoid this is to operate on a first-name 
basis only with no titles and no ranks.

Regardless of who is managing the group, if someone is not participat-
ing, he or she should be encouraged to do so. If it is a case of being shy or 
put off by “more intelligent” or higher-ranked people, gather the person’s 
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information separately from a group session. Then present that person’s 
ideas to the group, but make sure that proper credit is given. In this way, 
the worker’s ideas get into the mix. Because the participative approach 
takes time to be successful, an appropriate amount of time should be al-
located to gathering information, examining processes, visiting locations, 
and so on. In addition, some amount of resources should be provided to 
support the group. If an idea requires the building of the model, money 
should be available to do that.

When the group visits a worksite to understand process, they should 
pay attention to the workers. They are the people who do the work and 
very likely know how best to improve things. Realistic expectations 
should be set for the participative group. It is unfair to expect them to 
solve years-long problems in only a week or so. They should be pushed, 
certainly, but not asked to do the impossible. Stretch goals are important 
and workers like to be challenged to achieve more and to excel. Keep them 
challenged but not overwhelmed.

Incentives go a long way to fostering ideas. Allowing the group to ben-
efit financially or in some other way from the fruits of their labor is rea-
sonable. It may be impossible, from an organization cultural standpoint, 
to pay them a financial reward for good idea, but something as simple as 
a handwritten note thanking them for their hard work will certainly be 
appreciated.

An environment that tolerates mistakes is healthy. Imagine how reluc-
tant people would be to put forth their ideas if there is no tolerance for a 
mistake. Suppose the group proposes a new approach to registration, but 
the idea does not work. If the culture is intolerant of such failures, the 
group may not propose another idea ever again.

THE CENTRALIZED APPROACH

The participative approach is likely to deliver significant results that can 
be more easily implemented because of its point of origin. However, in 
some circumstances, the centralized approach is more appropriate. This 
top-down approach generally involves more organization-wide initiatives. 
Efforts to keep staff working productively such as child day care, sick 
baby day care, and employee assistance programs are generally imple-
mented at the organizational level, not at the department level. Changes 
in job descriptions to move from highly specialized, single-task workers 
to job diversification and job enrichment in which workers are assigned a 
variety of tasks may have their genesis in a department; but because of the 
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organization-wide human resources consequences, they must be managed 
centrally. Labor contracts, labor laws and regulations, and other consider-
ations may not be well understood at the department level. Improvements 
in supply contracting, better inventory management, improved collec-
tions, and better care contracting generally do not happen at the depart-
ment level.

Sometimes, however, a centralized approach to controlling or reducing 
cost may actually be counterproductive. The imposition of hiring freezes 
and additional layers of spending authorizations do not generally yield 
the hoped-for results. A hiring freeze is a strategy to reduce the workforce 
via attrition. The hiring process is halted, and as positions open they go 
unfilled. Left unfilled, the work of these vacant positions is spread among 
the remaining workers, which increases their workload and stress levels. 
The better workers in a group are incentivized to move on to a different 
organization. This can rob the organization of its best workers—the ones 
who are able to find better jobs. When the best employees leave, those 
who remain may not be able to perform as well.

When an ongoing reduction in business volume requires a freeze or 
reduction in the workforce, the best approach may be a combination of the 
centralized approach, which determines the size of the needed reduction, 
and a more participative approach that manages the freeze. An employ-
ment committee made up of department managers can make decisions 
about which frozen positions should be thawed. A department that has two 
registration clerks and loses one of them, for instance, may be allowed to 
fill the vacancy. Another 10-clerk department that loses one may not be 
allowed to hire a replacement. In the best of all worlds, the employment 
committee would function less as a red light/green light committee on 
hiring, but as a resource reallocation committee that could transfer a clerk 
from one department with few or no vacancies to one with several vacan-
cies. In this way it functions as a human resource reallocation committee 
and helps balance the workforce.

Requiring additional layers of authorization to purchase supplies can 
actually have the opposite effect. Department managers, needing to get 
the job done, may be incentivized to order more supplies and more fre-
quently knowing that there will be delays in the approval process because 
the “front office” is involved in the approval process. The result can actu-
ally increase spending—the exact opposite of its intended result. Every 
good idea has unintended consequences. The additional layer of authori-
zation is reminiscent of the “prevent defense” in football. The home team 
is leading by three points with five minutes to go. Rather than stick with 
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the defense that has served them well for the first 55 minutes, the team 
switches to the prevent defense which is supposed to prevent the opposing 
quarterback from completing a long touchdown pass. Instead, that smart 
opposing quarterback marches his team down the field 10 and 12 yards 
at a time. The result is the same—a winning touchdown. The now losing 
team would have been better off sticking with the defense that had worked 
most of the day. Similarly, changing the authorization requirements may 
be counterproductive. A better approach is to inform the organization’s 
managers of the need to reduce spending on an urgent basis, give them 
new, reduced budget targets, and then hold them accountable for doing so.

Sometimes, the centralized approach is the only option available to an 
organization. A reduction in the workforce or the consolidation of depart-
ments seldom happens at the department level. It is unlikely that two nurs-
ing unit managers will get together over lunch and decide that combining 
their two units could result in a reduction in one manager position.

The best approach to managing costs may involve both the participative 
and the centralized approaches. Workers should be inspired to produce 
their best work and to work smarter, not harder. Inspiration, not perspira-
tion, has a better chance of success. Provide a supportive environment 
in which mistakes are tolerated as long as they are genuine attempts at 
improvement. Set expectations that are challenging but realistic. Being 
farsighted to avoid problems is better than trying to recover from them and 
is a hallmark of better leaders and managers.



Chapter 14

PRESENTING FINANCIAL  
AND BUDGET DATA

Perhaps no words strike as much fear in the heart of a manager as the 
simple notation on his or her calendar: meeting with finance 2:00 p.m.–
4:00 p.m. Whether to negotiate a budget for the upcoming year, review 
year-to-date performance compared to the current budget, or simply dis-
cuss a financial situation, anxiety, apprehension, fear, and downright panic 
are some of the emotions managers experience. But it does not have to 
be that bad. The meeting can be a very positive experience if approached 
properly.

PREPARING FOR THE MEETING

The key to any successful meeting is a predetermined agenda. Whether 
formally prepared and distributed or merely kept in the minds of the person 
who chairs the meeting and the participants, the agenda acts as a guideline 
for discussion and as an aid in keeping the meeting on track. Moving off 
in tangential conversations can waste valuable time. Even a brief agenda 
of perhaps three or four items contributes to a smoother, more productive 
meeting.

A meeting called to discuss a single issue, for example, quite often 
will deal with several topics that are intertwined within the stated issue. 
A meeting called to discuss the single issue of spending versus budget will 
likely deal with such topics as patient acuity, volume, staffing, and supply 
utilization.

If possible, offer to prepare the agenda for the meeting and circulate it 
to all those attending. Volunteering that “I could prepare a brief agenda 
if you think it would be helpful” sets a tone of cooperation that can help 
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smooth away any confrontational feelings that may be present. It tells the 
reviewer that the manager is interested in a productive meeting. It also 
allows the manager to prepare the agenda with issues or topics listed in the 
sequence that best serves his or her purpose.

When formulating the agenda, positive items should be listed first and 
negative ones should follow. This allows a buildup of favorable momen-
tum before the discussion turns to the negative items. Positive aspects of 
performance should be accentuated. To use an old American idiom, man-
agers should tactfully blow their own horns. They should demonstrate the 
kind of return the organization has achieved by investing resources in their 
departments and entrusting them to manage them. This can be accom-
plished anecdotally, or more persuasively, by displaying a departmental 
profit and loss statement (P&L).

The transition from positive to negative items on the agenda should 
be accomplished with a transitional summary of the positive accomplish-
ments. Negative items should not be discussed as problems but rather 
as “challenges” or “opportunities for improvement.” This removes, to a 
degree, the negativism and frames the issues with the positive action ori-
entation. The manager with more staffing than budgeted should deal with 
“the challenge of reducing full time equivalents” or “the opportunity to 
realign staffing” rather than the problem of overstaffing.

This is not to say the negative aspects of performance can be glossed 
over by the use of semantics. Problems must be dealt with honestly and 
openly, and managers must be prepared to discuss the genesis of the prob-
lem and the steps to resolution that they are taking or plan to take. The 
manager who talks of the challenge of reducing FTEs rather than the prob-
lem of overstaffing must be prepared to discuss how the extra employees 
came to be hired in the first place and what steps are being taken to reduce 
the FTE count (a hiring freeze, attrition, etc.).

In a budget meeting, understanding the constraints that the organization 
must live within is important. If the coming year is to be one of austerity 
with no additional resources available, it may not make sense for a man-
ager to request a sizable increase in budget to cover a new initiative. In 
situations like this, the manager should fall back to his or her responsibil-
ity to inform upper management. Rather than asking for money, explain 
how the new initiative could generate positive bottom-line results for the 
organization. In this way the manager is seen not as someone asking for 
what is not available but rather as someone who is attempting to provide 
additional resources for the organization that can be used for a variety of 
purposes, including his own initiative.
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If the manager in the physical therapy department is seeking funds 
to hire several therapists to support a new rehab initiative with a local 
employer, the best approach may not be to ask for money. Rather, engage 
in a conversation that goes something like this.

I know there is no money available this year for new initiatives, but I wanted you 
to know about an opportunity we discovered that, should we ever find some ad-
ditional resources, might be worth our while. XYZ manufacturing company is 
looking for someone to provide rehab services for their workers. They’re willing 
to pay a markup on our current prices for the services to be provided on site. It has 
the potential to generate $500,000 of added revenue. If we were to be able to add 
a couple of physical therapists, we could improve our bottom line.

Now the focus of the conversation shifts from a manager asking for money 
that is not available to a manager presenting an opportunity to improve the 
bottom line for the entire organization. It is a much more pleasant con-
versation. Depending on the financial results involved and the marginal 
profit associated with the opportunity, there may be enough bottom-line 
improvement to fund this initiative and others.

Occasionally, during the course of the meeting, a manager may encoun-
ter a “hidden agenda.” This refers to the issue that one of the meeting 
participants wishes to discuss and share information about, but that was 
omitted from the formal agenda. Often the issue can be a volatile or con-
troversial one in which this particular individual has a keen interest. To 
illustrate this, consider the following scenario.

The chief operating officer (COO), chief financial officer (CFO), and chief nursing 
officer (CNO), all of whom report directly to the chief executive officer (CEO), 
are meeting to discuss year-end performance compared with budget. Overall, the 
CNO has overspent the budget by about 2%. The COO has information indicating 
that supply consumption is considerably over budget and that usage of supplies, 
not price, is the culprit. There is no formal agenda for the meeting, but the COO’s 
intent is to review the performance, surprise the CNO, and “suggest” that prompt 
remedial action is necessary. After the meeting has progressed beyond the pre-
liminary stages, the COO deftly inserts the fact that his supply room personnel are 
having a difficult time keeping pace with nursing supply consumption by stating, 
“We can hardly keep your nursing units stocked with supplies. They’re consum-
ing supplies faster than we can deliver them! What exactly is going on there?”

Now the once-hidden agenda is no longer hidden. It is out in the open 
and on the table for discussion. The CNO will quite likely be challenged 
to explain supply consumption, defend it, if possible, and tell what steps 
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are being taken to correct the situation. In this scenario, the COO wanted 
to surprise the CNO in front of the CEO as a way to apply pressure to 
control supply spending. If resolving the problem were so important, it 
would have been far more effective to talk with the CNO in advance to 
make sure this issue was put on the agenda. In that way, the CNO could 
have prepared for the discussion and present the nursing perspective on it.

The importance of dealing appropriately with a hidden agenda cannot 
be overstated. One method is to review performance with an objective 
and critical eye and determine if there are any “skeletons in the closet” 
that might pose a problem. If there are, be prepared to explain and defend 
them and indicate the actions that have already been taken, or will soon 
be taken, to remedy the situation. Sometimes a pre-meeting phone call or 
visit can unearth a clue that an issue will surface unannounced at the meet-
ing. If so, preparation can be made. In any event, do not be defensive or 
appear surprised. Treat the subject as if it was a planned agenda item and 
respond confidently. If the item is a surprise and could not have been pre-
pared for in advance, turn the discussion back on the individual. Returning 
to the previous budget meeting discussion, the CNO might handle this 
surprise in the following way.

COO: “We can hardly keep your nursing units stocked with supplies. 
They’re consuming supplies faster than we can deliver them! What 
exactly is going on there?”

CNO: “I am aware we have some issues with supplies, Bob.” Then, turn-
ing to the CEO, “You know, Joyce, it’s a shame we were not made 
aware that this issue would be on the agenda. We’re as concerned 
as Bob is and have information that would be useful to this discus-
sion. How about if I get us back together as soon as possible so we 
can resolve this issue?”

In this way, the CNO has turned the issue into a problem for the COO 
whose behavior now must be explained to the CEO. Remember, the CEO 
is the ultimate decision maker and arbiter of issues such as this. The best 
way to deal with hidden agendas is to avoid them entirely by fostering 
open communications and respect throughout the organization. Everyone 
shares in this responsibility.

Occasionally, a meeting can turn negative despite the best efforts of 
those taking part. If this happens, the best strategy may be to attempt to 
shorten the meeting by not engaging in a lengthy conversation about the 
problem issue. Rather, simple “yes” or “no” answers may be able to take 
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the wind out of the sails. The old adage from the Roman historian and 
senator Cornelius Tacitus that “he that fights and runs away, may turn and 
fight another day” is certainly applicable.

Where to sit in a meeting is a strategic choice. The presenter should 
always sit directly next to the person running the meeting or the person 
making decisions based on the meeting. This location is the most likely to 
avoid confrontation. Sitting at the far opposite end of the meeting table is 
the most confrontational position. It can also be helpful to have someone 
on the presenter’s team sitting across from the main presenter with a clear 
visual connection. This person can keep track of what is being said and 
how the message is being received. He can signal the presenter subtly to 
reinforce a point, press an issue, and so on. It is often difficult in the midst 
of a busy meeting for the presenter to keep track of both what is happening 
and how it is happening. Dividing up the responsibility can be helpful to a 
successful presentation. Avoid the temptation in a budget meeting to pres-
ent to the CFO when the CEO is running the meeting. The presentation 
should be made directly to the CEO, who is the ultimate decision maker.

Bluffing, spinning the facts, and outright lying are to be avoided. These 
destroy credibility and trust, to say nothing of a person’s reputation. Health 
care is a small community, and problems with credibility and trust tend to 
follow individuals from one organization to another. They can also lead to 
a bad decision.

PRESENTATION QUALITIES

Any presentation, whether at a budget or unit performance review meeting 
or at a meeting of the local civic association, benefits from a confident, 
relaxed, and knowledgeable presenter. The effect is that the audience is 
more open to the presentation and less likely to challenge what is being 
presented. The cohesiveness of a unified presentation can be achieved only 
when the presenters have planned, rehearsed, and strategized about what 
is to be said, who will cover the various points, when certain facts will be 
used, what supporting documents will be presented, and so on.

Understanding the audience and their biases, expectations, and ability 
to comprehend what is being presented is essential for success. Infor-
mation should be presented in a way that the audience will understand. 
This allows the presenter to concentrate his or her energy on the facts of 
the presentation without having to do too much audience education. If 
the presentation is to result in a decision, a few well-placed pre-meeting 
“sales calls” may be helpful in winning over some key members of the 
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audience before the meeting. Sometimes, the reaction of one of these 
individuals in the audience can sway others. A pre-meeting with finance 
team members to gain their support for a new business initiative can be 
very helpful in a meeting called to discuss the initiative. Being able to 
say, “we’ve already reviewed this data with finance and they agree with 
our numbers” can be very helpful. Further, the finance team can be con-
sulted for help with any financial analysis and can check for errors of 
omission and commission.

A smooth delivery is essential to the success of any presentation. This 
can be accomplished only by practice. Rehearse the presentation. If sev-
eral people are to present pieces of it, rehearse as a group. In that way, 
each person becomes familiar with what the others will be saying. The 
presenters will be better able to support each other during the presentation. 
Someone in the group can be designated to play devil’s advocate during 
the rehearsal and challenge parts of the presentation to simulate the pos-
sible live reaction. If an individual is the sole presenter, then a colleague 
can fill the same role. In this way, the presentation will have been tested in 
private. Rehearsal prior to the real meeting can help discover problems in 
the handouts, missing facts, mistakes, and errors that can be fixed in order 
to avoid embarrassment during the meeting.

A good presentation benefits from an approach that includes the four 
B’s and the three “tells.” The four B’s are as follows:

1. Be clear. Simple, uncomplicated messages are best. No confusing or 
complicated language or data.

2. Be concise. Get to the point quickly and avoid extraneous language and 
tangential conversations.

3. Be brief. Brevity is a virtue, and the time of many executives is limited. 
It is best to honor this by getting in, getting the presentation done expe-
ditiously, and getting out so the executive can move on to other similarly 
pressing matters.

4. Be gone. Once the meeting has reached its conclusion, it is time to 
leave.

The three “tells” are as follows:

1. Tell them what you are going to tell them. Explain the reason for the 
presentation. This may be something like “we are here today to discuss 
the opportunity to open a women’s health center in the Northwest com-
munity and examine the financial and clinical implications.”
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2. Tell them. Explain the clinical and financial implications that could in-
clude market share growth, spinoff business, revenue, expenses, and 
profit implications.

3. Tell them what you told them. “We looked at the financial situation, 
which is positive after the first year, and have identified the volumes for 
the center itself as well as anticipated growth in volume in pediatrics, 
urology, etc. We will be happy to take any questions and look forward 
to a favorable decision to proceed.”

Managers make most of their presentations in formal meetings. But 
informal interactions can be helpful. What happens when the elevator 
doors open and a manager finds himself or herself on the elevator with 
the CEO? What should a manager say? “Hi Ms. Fischer, how about this 
nice warm weather?” This is a perfect opportunity to provide unfiltered 
information to the CEO. It is the perfect spot for the “elevator speech.” 
This is a brief, attention-getting presentation, and every manager should 
be prepared at all times to take advantage of it. The focus should be on 
the manager’ most important issue. This could be a new business oppor-
tunity, a staffing issue, a problem with the supply chain, or a novel cus-
tomer service idea. The manager should know all pertinent facts about 
the issue.

The best way to begin is by grabbing the attention of the CEO with an 
opening statement that is hard to ignore. “Good morning, Ms. Fischer. 
Do you have a minute? I’ve been looking at an opportunity that could put 
about a half a million dollars on the bottom line. Would you like to hear 
about it?” The chance is pretty good that you will be asked to explain. 
Now, the seed has been planted. The CEO might schedule a follow-up 
meeting to review the opportunity. You might be asked to provide some 
additional information directly to the CEO. In either case, your opportu-
nity now has significant visibility and a “friend” on executive row.

Educating the CEO about the department’s current circumstances can 
also be served by the elevator speech approach. The manager should know 
the department’s current operating facts (volume, revenue, costs, staffing 
levels, etc.) and be prepared to express a clear message about a departmen-
tal operating issue of significance to the manager.

Whatever the case, avoid the natural inclination to start at the beginning 
and build to a conclusion. Rather, the best way to do the elevator speech 
is to begin with the conclusion (this is the attention getter) and work back 
from that to the supporting details. Remember to sprinkle in short “sound 
bites” to make the conversation memorable.
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In making formal presentations, a little bit of psychology can go a long 
way. To borrow from the vernacular, get “psyched up” about the presen-
tation. A well-developed presentation that has been rehearsed and tested 
should result in a positive meeting. A presenter who truly feels confident, 
relaxed, and knowledgeable will infect the room with those same feelings.

Informational handouts can enhance a presentation by emphasizing the 
message and making it easier for the listeners to understand and remem-
ber. Examples include a list of actions that have been taken or are planned, 
a brief program description, or even the meeting agenda itself. The hand-
outs should serve supportive purpose. Do not use a handout to state the 
obvious. A minimalist approach works best. A handout that tells only the 
number of nursing hours per patient day serves no purpose. However, a 
handout that provides a comparison with other institutions, national stan-
dards, and so on, or that shows a pattern or trend over time, can be very 
helpful in explaining the current state of affairs in the nursing department. 
It can be used effectively to support and justify a staffing budget request.

The best informational handouts are simple and tightly focused. They 
should be brief, using keywords in place of paragraphs. A telegraphic 
approach, employing bullets like advertising flyers, is better than a ram-
bling narrative, which should be avoided. If a narrative must be used, the 
key words, phrases, and concepts should be highlighted so they stand out 
from the text. Make sure the handouts do not contradict each other. This 
can happen when several presenters split up the work of preparing the 
handouts—another good reason to practice everything.

Should the handouts be made into a booklet or distributed one at a time? 
There are pros and cons to either approach. The answer depends on the num-
ber of persons attending the meeting as well as the number of handouts used.

In a budget meeting, for example, which can have dozens of handouts, 
it is probably advisable to use a booklet (always number the pages) and 
distribute it at the beginning of the meeting. This avoids the disruptive 
process of distributing many individual handouts during the meeting. This 
is not to say that even with the booklets there will not be some individual 
handouts that the presenter holds in reserve in case a particular unsched-
uled issue comes up. The risk of the booklet approach is that some may 
not be looking at the right page at the right time. It can be more difficult to 
focus everyone’s attention. Some people like to read ahead in the booklet 
and ask questions that are out of sequence with the presentation and can 
be disruptive. Tact must be used to suggest returning to the proper page.

The alternative approach, one-at-a-time distribution, should be used 
only when a few handouts are employed. The advantage is that attention 
can be focused on a single handout and a single issue without competition 
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from the rest of the handouts. To avoid any confusion, clearly identify 
handouts that look similar by using simple, straightforward titles. Con-
struct informational handouts so the audience can understand them. The 
presenter must know the audience’s baseline understanding of the subject 
and construct the handouts accordingly. A handout that only the presenter 
understands is worthless at best and may be harmful in the final analysis.

Rather than an anecdotal response, a facts and figures handout can help 
defend against a hidden agenda. It can be held until and unless necessary. 
This certainly would give the impression that the problem is not a surprise to 
the person being challenged and that a prudent manager is on top of the situ-
ation. Far better than tables and numbers, a good graph or chart can make 
a strong visual impression. The old adage “a picture is worth a thousand 
words” applies. Rather than merely comment that a recent change in price 
has affected patient volume, a graph will dramatically emphasize the point. 
Figure 14.1 shows increases and decreases in volume tied to price changes.

Figure 14.1
A graph such as this depicting patient volume on a timeline with three  
known price actions indicated by arrows can be effective in supporting an 
argument that patient volume is price-sensitive and that increases in price 
may result in a volume and revenue decrease. Further, it might be argued 
that a loss could result from the combination of decreased revenues and the 
failure to be able to shed fixed costs.
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Graphs can be used in combination with tables of numbers to provide a 
handout that provides a comprehensive message. Because the eye is drawn 
naturally to the top of a page and since the graph is the more important 
of the two elements, put the graph at the top of the page and the table of 
numbers at the bottom. A graph can help visualize a pattern or trend that 
is not visible when merely looking at a table of numbers.

When preparing a graph, the choice of vertical or horizontal format 
should be a conscious decision. A vertical display emphasizes an upward 
trend, while a horizontal orientation minimizes that same trend. Fig-
ure 14.2 displays an upward trend using 10 data points in a horizontal 
orientation. The width exceeds the height of the graph.

Figure 14.3 displays the identical data in a vertical orientation. The 
height exceeds the width. Which trend looks more positive, the horizontal 
or the vertical? The human eye perceives the trend graphed vertically as 
having a greater slope and thus is seen as more positive despite the fact 
that the data are identical.

A manager whose customer service performance may be declining 
might defensively choose a horizontal orientation if asked to present on 
this subject as that minimizes the appearance of the downward trend. The 
selection of a vertical or horizontal orientation cannot make good news out 

Figure 14.2
Data displayed in a horizontal orientation minimized the upward trend.
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Figure 14.3
A vertical orientation magnifies the trend by increasing the slope of the bar 
graph.

of bad news, but it can emphasize or deemphasize a trend as the presenter 
wishes. Make sure the graph is easily understood. If a presenter is forced 
to spend a lot of time explaining what it means, its effectiveness is lost.

STRATEGIES FOR BUDGET MEETING SUCCESS

The primary strategy for success in a budget meeting involves understand-
ing the expectations of upper management, constraints on the system, 
and the latitude allowed in managing resources. Understanding what is 
expected is critical to success. The budget to be negotiated must be consis-
tent with upper management’s expectations. Do not seek budget resources 
for a new program that is at odds with organizational goals and objectives. 
A request for funds to open and operate a methadone clinic will likely 
meet with disapproval if the overall objective of the organization is gradu-
ally to divest itself its substance abuse program. Further, such a request 
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may lead to a questioning of the manager’s fundamental understanding of 
the organization and of his or her ability to be entrusted with resources. 
As mentioned previously, refrain from asking for resources that are not 
available. Constraints on the organization’s ability to generate revenue 
because of competition, regulation, or general business conditions must 
be understood. If funds are available to support only 60 environmental 
services technicians, it serves no purpose to ask for 65 or 68. In essence, 
it is important to be realistic.

It is also important to understand the latitude allowed to individuals in 
managing the budget. Can a department manager convert the budget for 
contract services to salary dollars? Is a higher level of authority needed 
for such a change? Is emphasis placed on compliance with the budget on 
a line-item-by-line-item basis, or is overall performance against the total 
budget amount all that is considered? This must be understood because it 
defines a manager’s latitude. Consequently, the style of management will 
differ based on the type of compliance that is mandated.

Managers always ask what they can do to get a bigger budget. There 
is no magic wand, no guaranteed formula for success. A manager’s best 
friend is credibility—knowing the department (his or her business) bet-
ter than anyone else, managing effectively, forecasting performance 
accurately, and reminding everyone, in a collegial manner, that what the 
manager had predicted did actually happen. It still does not guarantee a 
bigger budget, but it is highly likely to get the manager the best budget 
possible given resource constraints and organizational needs.

DEVELOPING A BUSINESS PLAN

When someone identifies a new business initiative or an opportunity to 
expand the current business, a business plan is used to pull together all 
the information needed to arrive at a proper decision: a go/no-go deci-
sion. Some business plans are relatively short and simple, while others are 
thick, comprehensive documents dealing with the complexities of the new 
venture. All of them must include certain basic information if they are to 
lead to a wise decision and, if approved, a successful entry into the new or 
expanded business. The following structure can serve as a guide in putting 
together the information for the plan and organizing it in a logical way that 
makes it easy to follow.

• Title (including a memorable tag line)

• Executive summary
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• General current situation and background

• Business description

• Financial data

• Market data

• Contracting or negotiating strategies

• Marketing plan

• Appendix

• Implementation plan

The title should be a short name for the business described in the plan. 
This could be titles such as “Developing a Health Center for the South-
west Community,” “A New Approach to Population Health,” or “Improv-
ing the Patient Experience at Memorial Community Hospital.” As with 
many large corporations, this title can be accompanied by a tagline that is 
memorable. Just as GE used “We Bring Good Things to Life”™ and Pana-
sonic used “Just Slightly Ahead of Our Time”™, the population health 
initiative might use a tagline like “Healthy People, Healthy Harperville” 
or some other short line that helps jog people’s memories about the initia-
tive. Depending on the circumstances, these taglines can even be humor-
ous. Most people would remember an initiative to improve the admissions 
process if the tagline was “You’ll be in a bed before you’re dead.”

An executive summary should provide a condensed version of the busi-
ness plan. This should include key takeaways from the business descrip-
tion and the essential financial data. While the business description will 
be mostly a narrative, the executive summary will be largely telegraphic 
in nature so that the reviewer can understand it without having to spend 
hours digging through it.

Telegraphic means using bullet points like those seen in store flyers, 
little facts that help “sell” the product to the consumer:

• 40 meg hard drive

• 2 floppy disk drives

• uses 16 D-Cell batteries (not included)

• some assembly required

Anything that can be done to reduce the time needed to comprehend 
the value and importance of the initiative and support a sound business 
decision should be considered. If the business plan is being circulated 
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digitally, a video demonstrating the new process, the new patient flow pat-
tern or how a technology works or a link to a website can be considered. 
An alternative approach to the executive summary is to write an abbrevi-
ated executive summary at the front of the plan and then precede each 
section with its own brief summary.

The current operating situation from which the initiative springs and 
a general background discussion should follow the executive summary. 
This provides a fact-based and situational foundation for the business 
plan. Recent developments in clinical care, scientific breakthroughs, shifts 
in population, and changing demographics are examples of the content 
of this section. Often, this section provides the rationale for the initiative. 
A significant and rapid growth in the elderly as a proportion of a hospital’s 
service area leads logically to a business plan that involves the opening of 
a geriatrics care center. Changing reimbursement rules may be the driver 
for an initiative that involves shifting care from the inpatient to the out-
patient setting. For a program driven largely by legislative and regulatory 
changes, it is not necessary to include copies of the legislation and all 
of the regulations. Instead, pertinent excerpts, summaries, and references 
can be included. The legislation and the bulk of the regulations, if they 
are deemed necessary, can be included in an appendix referenced in this 
section.

The most important element of the business plan is the business descrip-
tion. Provide a detailed description of the services that are going to be 
offered as part of the new business. The description should be detailed 
enough that those reviewing the plan can understand the intent and are 
informed enough to ask appropriate questions about its feasibility. When 
faced with a complex problem or decision, people tend to reduce it to a 
level at which it can be easily understood. Remember this and make sure 
the narrative is easy to follow and understand. Avoid complicated phras-
ing. Plain language works best.

Operational issues dealing with how the business will function should 
be explained. This is particularly important if the new business is some-
how different from the existing business. Also describe how the new ini-
tiative fits with the current book of business, how it is consistent with the 
strategic plan, how it is likely to be received among potential custom-
ers, the obstacles to be faced in the marketplace, and the likelihood of 
success.

While the financial analysis will be included in its own section of the 
business plan, a number of non-financial analyses should be included 
with the business description section. These include market analysis and 
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SWOT and PEST analyses. Market analysis looks at patient demograph-
ics, competitors, access issues, population density, and the like. A PEST 
analysis will examine political, economic, social, and technologic issues 
that may impact the initiative. These can include antitrust laws and 
employment issues, general economic environment, community attitudes 
regarding health and health care, and the impact that the technology and 
technological advances can have on the provision of services. A SWOT 
analysis looking at strengths, weaknesses, opportunities, and threats both 
internally and externally should be prepared objectively and honestly.

Decision makers are likely to have different perspectives and be look-
ing for different things. The CEO is likely to be interested in the overall 
organizational impact. The CFO, on the other hand, may focus only on the 
financial ramifications contained in the business plan. Board members, 
because of their fiduciary responsibility, are likely to be more interested 
in the impact an initiative will have on the community they represent. 
Physicians who are reviewing the proposal will have a keen interest in the 
clinical aspects.

As was the case in preparing for a budget review meeting, a visit to 
finance may be worthwhile to gain the team’s support for, and even collab-
oration in preparing, the financial section of the plan. Finance will under-
stand what the global issues are from the P&L perspective and can help 
craft the analysis in such a way that it is more comprehensive and better 
suited to the decision-making process. Do not lose sight of the power of 
anecdotes and vignettes. Decisions are made, as they must, on the basis of 
facts and hard data, but vignettes paint a compelling picture and provide a 
human dimension to what could normally be a very boring narrative.

The clinical, operational, and financial impacts covered in the busi-
ness plan should be thoroughly discussed. Obviously, a clinical initia-
tive should speak to the impact on patient care, length of stay, population 
health, infection rates, and so on. Even those initiatives that are not clini-
cal in nature may actually have a bearing on clinical services. A robotic 
system designed to increase productivity and efficiency in the pharmacy 
will have a clinical impact that should be discussed.

Operational impacts that should be discussed include throughput times, 
patient satisfaction, staffing requirements, and response rates. Because 
more detailed information will be provided in the financial section of the 
business plan, only a high-level mention is needed here, stating only the 
impact on the bottom line. Leave the details of that for the financial sec-
tion. Move the narrative from the clinical to the operational and, finally, 
to the financial aspects. The business of any health care organization is 
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fundamentally clinical in nature. The finances are the end results of every-
thing that is done clinically and operationally.

A business plan will always elicit questions. Write the narrative to 
answer as many of these that can be anticipated as possible. Having col-
leagues read the plan in its development stage can help this effort. Explain 
how the initiative represents good science. Does it represent an advance in 
clinical care, or is it a fad that may quickly pass? If it is not good science, 
why is it being pursued? And if it is good science, it should be fairly easy 
to demonstrate that fact by citing the clinical literature.

The narrative should anticipate questions about the new market opportu-
nities and potential spinoff business growth. It should talk about the potential 
to fill appropriate gaps in a continuum of service. Just because an organiza-
tion does not currently provide a service does not mean it should. Not every 
hospital should provide trauma care or transplantation services. The logic 
of filling such a gap should be discussed thoroughly and documented com-
pletely. The overall tone should deal with how the initiative will improve 
things for the organization, for the community, for workers, and so on.

Two final questions should be addressed in the narrative. Why is this 
initiative so important, and why should resources be devoted to this and 
not to something else? While hard numbers are used to answer all other 
questions, for these questions, the writer’s passion comes to the fore. This 
is where the narrative departs from the facts and figures and moves to 
the emotions. The discussion of offering a new limb-lengthening program 
moves to the story of “Little Jimmy” who, by virtue of the investment in 
such a program, will be able to play soccer for the first time. This is where 
salesmanship pays off. This is the place to express how the initiative will 
impact people.

A financial narrative and the hard financial data and analysis follow 
the business description. The narrative portion should describe in gen-
eral terms the changes in volume, revenues, expenses, and profits. This 
should cover increases in new volume and, perhaps, decreases in current 
volume. It should also cover pricing and issues associated with collections 
for the new service. Some new services are not immediately covered by 
insurance, especially if they are considered to be experimental or research 
based. Financial analysis is always based on net revenue.

Operating costs should be discussed, again, in general terms. This 
includes the types and numbers of staff, salary and fringe benefit costs, 
supplies and purchased services, maintenance costs that will be incurred 
over the life of the initiative, depreciation (if an equipment purchase is 
involved), and rent (if space or equipment leases are involved).
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Since many new initiatives and programs begin slowly and gradually 
ramp up over time, this discussion should explain how the various ele-
ments will grow over time. The timing of staff additions (year one, year 
two, etc.), the possible inclusion of maintenance in the purchase price and 
the need to renew the contract after the first year, and how rapidly volume 
will grow are just some of the items that should be discussed.

In addressing equipment and facility costs, be sure to speak with 
the experts in the facilities management and engineering departments. 
Since infrastructure support is essential to the installation and opera-
tion of sophisticated equipment, they alone can identify the costs that 
are involved. They may also be able to speak to the practicality of the 
equipment, its maintainability, and lifecycle costs. Because revenue and 
profit do not automatically correlate with cash flow, the implications for 
the organization’s cash inflows and outflows should not be forgotten. The 
lag time between the first outlays of cash for equipment, staff, and sup-
plies and receipts of cash from bill payments may be many months. The 
organization will need to cover this cash flow gap from cash reserves. The 
finance staff should not be caught off guard.

This narrative leads into the analysis portion that contains the hard data 
on volume, revenue, expense, and profit. A variety of decision analyses will 
be found here. These include as a minimum a three- to five-year marginal 
P&L with ROI calculation. If the business plan is dealing with an invest-
ment opportunity, it should also include a benefit/cost ratio analysis. Break-
even analysis will be helpful in dealing with sensitivity around volume and 
growth. Performance trends over time can also be helpful in showing how 
a similar initiative has performed in the past or how the new initiative will 
impact overall financial performance. While the past is no guarantee of 
future performance, it can help instill a certain level of confidence.

If an equipment purchase or facility modifications are involved, depre-
ciation will need to be included in the analysis. Rent is used if equipment 
and space are leased instead of purchased. All of the data can be shown 
in tables, while some of the data would benefit from the use of graphs 
to illustrate either relationships (e.g., volume and revenue) or trends and 
patterns. Table 14.1 indicates which data can be put in a table and which 
would benefit from a graphic presentation as well.

Depending on the nature of the proposal contained in the business plan, 
a discussion of contracting strategies and the approaches to marketing the 
venture should also be provided. Prior to approval, little effort will be 
expended on these topics, but the discussion should cover the topics in 
general terms and is likely to be telegraphic in nature.
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The business plan’s appendix will contain a variety of information. 
Architectural renderings and floor plans, detailed equipment specifica-
tions and photographs, and “wiring” and “bubble” diagrams illustrating 
how things work and various relationships are just a few of the things 
that are best put in an appendix and merely referenced (e.g., “as depicted 
in Appendix IV…”) in the narrative of the plan. This approach keeps the 
plan’s narrative from becoming bogged down with too much detail.

Throughout the plan, the structure of the narratives should be pyramidal 
in nature, moving from the summary to the minutia via a series of para-
graphs and sections that provide increasingly more detailed information. 
Figure 14.4 displays the outline of such a narrative pyramid.

Using this approach, the readers have a choice of how much detail 
they want. Not everyone needs to understand the smallest details of the 
initiative.

An implementation plan is a good way to close the business plan. It will 
describe the work that must be done to make the proposed venture a real-
ity, the people who will be involved in the implementation, the timeline, 
and mileposts along the way. In short, it will list all the actions that must 
take place and the schedule for each of them. Another reason to include 
an implementation plan in the business plan is that it indicates a level of 
confidence that the plan is going to gain approval, and having done so, 
people are ready to move forward and make it a reality.

Table 14.1
Tabular versus Graphic Presentation

Financial Element Table Graph

Volume X X
Price data X
Collection rates X
Revenue X X
Staffing X
Salary and fringe benefit costs X X
Supply costs X X
Purchased services X X
Depreciation X X
Space or equipment rent X X
Profit or (loss) X X
Equipment purchase price X
Facility renovation costs X
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IMPLEMENTATION AND ACTION PLANNING

Work plans should always be tied to achievement of specific objectives 
in two broad categories. Implementation plans deal with new program 
initiatives, systems installations (e.g., new monitoring systems, robotics, 
information technologies), organizational integration (centralizing patient 
transportation, implementation of a health system-wide supply chain sys-
tem, etc.), and the like. Action plans generally deal with remedial action 
associated with performance improvement. This can include such initia-
tives as improving customer satisfaction scores, reducing OR turnaround 
time, and reducing the walkout rate in the emergency department. The two 
are quite similar and are often discussed interchangeably.

Both plans begin with an identification of what is to be achieved. In this 
regard, specifics are essential. Begin with a broadly stated goal (Improve 
the Patient Experience). This goal is followed by a series of objectives that 
lay out what is to be accomplished. Rather than strive to “improve cus-
tomer satisfaction scores,” SMART (Specific, Measurable, Achievable, 

Figure 14.4
Using the pyramid style that is employed by journalists, the most important 
information goes to the top of the narrative, with less important information 
presented further down.
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Relevant, and Timely) objectives should be used. Continuing the customer 
satisfaction example, the objective would be better stated as “Improve 
customer satisfaction scores to 95% in the very good or excellent level 
by June 30, 20XX.” Having this specificity and time dimension makes it 
easier to develop the strategies and tasks that are required to achieve the 
objectives.

Objectives, strategies, actions and tasks, time frame and interim dead-
lines, resource needs, and an accountable party should support each goal. 
These can be arranged in a grid-like format that can facilitate understand-
ing and make comprehension easier. Figure 14.5 illustrates one such 
format.

With an overall goal of improving the patient experience, this plan 
begins with specific objectives and one or more associated strategies. 
A series of actions are listed to achieve each of the strategies. All actions 
should be listed in detail, avoiding summary statements. Task 2a in Fig-
ure 14.5 (recruit and hire patient advocate) is too broadly stated. Instead, 
several tasks should be listed: develop job description, “comp” the job 
(determine the appropriate pay range), post the position for internal candi-
dates, and so on. Each task should be assigned a time frame and deadline 
date, resources needs, and accountability.

The time frames and deadlines should be both specific and realistic, 
taking into consideration the length of time needed to complete the vari-
ous tasks. If the amount of time needed to write the job description is two 
weeks, and it takes four weeks to comp the job, an internal posting cannot 
happen three weeks after starting to write the job description. Further, the 
tasks should be sequenced properly. The fact that Task 1b takes only 90 
days does not mean it can be completed before Task 1a. It will need to wait 
until after the system is installed. Wanting to move quickly, while a virtue 
in many cases, must be carefully weighed in setting deadlines. Wanting a 
task to be finished by October 1, for example, does not mean it can be fin-
ished by then. If it takes six months to complete the task and today’s date 
is July 1, an October 1 deadline will never be achieved. Some things take 
a specific amount of time, and no amount of added resources or pressure 
will change that.

Because resources are generally constrained, some amount of compro-
mise will likely be sought. Be careful not to agree to an amount that is 
insufficient for the project at hand. If the idea is to provide a triage nurse 
24 hours a day, 7 days a week, nothing less than five FTEs (365 × 24 ÷ 
2,080 ÷ 85% productivity rate) are required. Anything less than that will 
result in coverage gaps, and the objective and ultimate goal associated 
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with the resources may not be achieved. By the same token, asking for 
eight or nine FTEs is not prudent—that will waste resources needlessly.

The last item in the grid is accountability. Individuals who will get the 
credit and rewards for success and the blame and consequences for failure 
are listed. Never list groups (HR department), as there is no accountability 
in a group. If the work is not finished, exactly who in HR is going to be 
held accountable? Instead, for example, list Anthony Pellicano, chief of 
the Compensation and Benefits section, in HR as the accountable indi-
vidual. If the job description is “comped” in accordance with the schedule, 
he gets the credit. If it is not finished in time, he, not the department in 
general, bears the consequences. And there must be consequences. Nam-
ing people accountable but not holding them to account means there is no 
real accountability. Without accountability, the entire management suc-
cess paradigm falls apart.

Once the plan has been approved, implementation begins. The person 
managing the implementation should convene a meeting of the individuals 
involved to review the plan. Its tasks, timelines, and deadline dates should 
be reviewed, confirmed, and agreed upon once again. From this point for-
ward, the person managing the implementation must monitor it, exercise 
appropriate accountability, and make periodic adjustments along the way to 
completion. The timeline should be carefully crafted to be achievable, but it 
should be an aggressive one that achieves the stated objectives as quickly as 
possible. Do not rush willy-nilly, but needless delay should not be tolerated.

As illustrated in Figure 14.6, interim deadlines and mileposts must be 
built into the schedule to facilitate constant monitoring of progress. In 
addition, it is always prudent to leave a brief amount of time at the end 
of the timeline for last-minute “surprises” and other unplanned delays. If 
a project is scheduled to be finished by December 1, aim for completion 
by November 1 and then build in a 30-day contingency buffer to guard 
against the unexpected. In this way, an unplanned two-week delay in late 
October will not totally derail the plan.

The best way to construct the timeline is to begin not at the start date 
but rather at the required completion date. Work backward from that date. 
In this way, a sense of urgency is built around the deadline and people are 
far less inclined to put things off. Tangential discussions at work sessions, 
which can delay or derail progress, can be effectively managed.

In managing an implementation project, make sure the stakeholders are 
on board with the approach that is being taken, the timeline, expected 
outcomes, and the objectives. They are keenly interested and their sup-
port is essential to success. One category of stakeholder is especially 
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important—the critical players. These are the members of the stakeholder 
community who can “make it or break it” in terms of success. A CFO, for 
example, who sees no value in a particular project is a critical player—in 
making it difficult, if not impossible, to achieve the objectives. Conversely, 
if he or she feels the project is essential, support from finance could over-
come a number of obstacles.

When working with groups, remember that everyone has biases. Some 
prefer high-tech solutions, while others prefer the human touch. The 
biases in a group can be used effectively to make sure that any solution 
has been thoroughly discussed from all perspectives. A balanced, “best of 
both worlds,” approach is the best.

Consideration should be given to the workload of those involved in the 
group. While a physician may not have the time to chair a group, on occa-
sion, his or her position in the organization dictates that he or she be named 
as chair. In such a situation, it may be prudent to appoint an administrator 
as cochair. This person can guide the group in the absence of the physician, 
but can also do a lot of the behind-the-scenes work that a physician may not 
be well versed in or comfortable doing. If the chief of surgery, for instance, 

Figure 14.6
A proper timeline for managing any project will always include some contin-
gency time at the end as a safeguard against unplanned occurrences.
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is chairing a group that is implementing a new OR scheduling system, her 
attention to the project may be compromised by her case schedule. An 
administrator cochair could run the group while the physician chief serves 
as titular head of the group and uses her position in the organization to get 
the necessary buy-in from stakeholders and critical players.

Though they may not be members of the work group guiding the imple-
mentation of a business plan, champions, informal leaders, and change 
mentors are important resources that should be involved. Champions are 
those members of the organization who are super supporters of the plan. 
They can be used as ambassadors to affected departments, talking up the 
value of an initiative, dealing with the “what’s in it for me?” questions that 
always seem to arise and which can derail a project. Buy-in is essential, 
and champions can deliver it. The same is true of the organization’s infor-
mal leaders. These are people who are not pictured in the organization 
chart. Their names do not appear on the roster of leaders and managers, 
but, nonetheless, others look up to them in the organization. If they are in 
favor of the initiative and support it, others will as well. Change mentors 
are those who have experienced a similar change, program implementa-
tion or project. They can help others who have no experience and can 
encourage them that the changes are possible and that they will make the 
organization better. The use of champions, informal leaders, and change 
mentors can quicken the pace of a project and make implementation eas-
ier. Finding people who can play these roles is an important first task for 
the person heading up the project.



Chapter 15

THE BUSINESS CASE FOR 
QUALITY AND PATIENT SAFETY

Perhaps the most important challenge facing the health care delivery 
system is the dual issue of clinical quality and patient safety, quality for 
short. Quality drives everything. It is associated with throughput effi-
ciency, patient and provider satisfaction, reputation, volume, revenue, and 
profit. Ironically, providers are often asked to make the “business case” for 
improving quality. Why must a business case be made for not needlessly 
killing people because of health care mistakes and errors?

CONNECTING CLINICAL QUALITY IMPROVEMENT 
AND FINANCIAL OUTCOMES

Patients admitted to a hospital or other health care provider organization 
take one of two pathways. Either they can follow a pathway free of mis-
takes and move quickly through the care process, or they can follow a 
pathway where quality issues slow their progress. Problems with qual-
ity delay patient progress. Length of stay goes up, throughput time rises, 
complications go up, outcome measures and satisfaction scores go down, 
and, from a business standpoint, financial performance goes down as well.

In short, the key to successful financial performance in health care has 
nothing to do with debits and credits and everything to do with quality. Suc-
cess comes down to improving patient throughput. How can more patients be 
moved through the system? Just as a water pipe is checked to make sure there 
are no clogs, health care organizations should check to make sure there are 
no quality clogs to impede patient progress. Consider the following scenario.

A husband and wife and their children are sitting in the den on a quiet winter 
day enjoying a lovely fire in the fireplace, perhaps reading the newest bestseller 
or playing a video game, and enjoying the view out the window where the snow 
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is gently falling. It is a scene reminiscent of a Currier and Ives lithograph. One 
of the children excuses himself and goes upstairs to use the bathroom. A short 
time later the sound of the flushing toilet fills the air, followed seconds later by a 
scream: “Mom, Dad, the toilet’s overflowing!”

After mopping up the mess, what should be done to solve the problem? 
Should a bigger toilet bowl be purchased from the local plumbing supply 
store, or should a plumber be asked to clean out the existing pipes? Most 
people would call the plumber because a bigger toilet bowl merely means 
that the next time there will be more water and a bigger mess.

Health care organizations, hospitals in particular, often head to the 
plumbing supply store. When emergency departments (EDs) are chroni-
cally full of patients who wait interminably to be seen, the solution is to 
expand them in size. The result is an expenditure of millions of dollars that 
results in even more patients waiting to be seen! The real problem has not 
been solved. Poor inpatient bed turnover blocks the flow of patients out of 
the emergency department. Improving bed turnover will empty the emer-
gency department faster and avoid millions of dollars in expansion costs. 
Patients will not have to wait as long. A focus on quality can improve inpa-
tient bed turnover, which in turn improves patient flow through the ED.

The prevalence of injury and death associated with hospital mistakes has 
been in the forefront since the Institute of Medicine published “To Err Is 
Human” in 1999. It reported that nearly 100,000 people die each year as a 
result of mistakes made in hospitals. Another study in 2013 published in the 
Journal of Patient Safety places the amount in the range 210,000–440,000.1 
By comparison, there were only 16,238 homicides2 and 33,783 motor vehi-
cle deaths3 during a comparable period of time. The Centers for Disease 
Control and Prevention reported that in 2011, approximately 75,000 deaths 
were attributable just to health care–associated infections.4 As Steven J. 
Spear opined nearly a decade ago, “Today, you are about as safe in a U.S. 
hospital as you would be parachuting off a bridge or a building.”5

With these statistics as a backdrop, providers wonder why they must 
develop a business case to do better. Nonetheless, they are asked to dem-
onstrate business improvement for rapid response teams, comprehensive 
unit-based safety programs, and other similar initiatives. But how much 
improvement can a single initiative generate? Does it make financial sense 
in an era of scarce resources to spend an added $50,000 for better patient 
slippers that can reduce falls and injuries? In pursuing quality-enhancement 
initiatives, what arguments will the finance staff accept?

To successfully answer these and similar questions and build a work-
able, realistic business case, it is necessary to understand the process of 
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care, the misleading nature of some of the clinical literature, and the health 
care business model.

THE PROCESS OF CARE

The way in which care is provided, whether at a hospital, physician office, 
or stand-alone endoscopy center, involves the orchestrated application of 
caregiver knowledge, skills, and expertise; technologies; and supplies and 
medications. It is a process as opposed to a single intervention or a series 
of isolated events. In reality, it is a system and should be managed as such 
with consideration and attention paid to all aspects, not just one or two. 
Often, however, care is thought of as a lone encounter with a provider. Far 
from it, it involves a series of departments, support players, and systems 
that all happen to come together as, for example, a physician examines 
a patient in an exam room. It may involve the clinic appointment sys-
tem, registration and sign-in, a nurse encounter prior to the physician, the 
patient chart, perhaps a simple blood or urine test, and, finally, the physi-
cian. All of this must be orchestrated in order to be successful.

This connectedness can be thought of as a spider web. Whenever and wher-
ever a fly lands on the web the spider knows lunch is served. And the spider 
knows if it is a big meal or a small snack. This is because the web is fully 
connected. Each strand of spider silk is connected to all the others, and infor-
mation flows throughout. The spider manages this system to its advantage.

If the strands of silk are disconnected, even if many flies land on the 
web, the spider will starve because there is no communication, no infor-
mation flow. Hospitals and other health care organizations work the same 
way. They need communication and information flow in order to work 
effectively. This connectivity works well for those trying to “make the 
business case” for any quality or patient safety initiative. Any initiative, 
even a small one “isolated” to a single department, can have a major 
organization-wide impact because of the connectivity. An initiative in the 
surgical ICU that reduces ventilator-associated events (VAEs) can have 
an impact on several other departments: the post anesthesia care unit, 
the ORs, the emergency department. The financial impact on all of these 
departments can be determined and accumulated to make the case.

THE MISLEADING LITERATURE

The clinical literature sometimes does a disservice to providers attempting 
to make the case. Suggesting that this initiative or that can reduce operating 
costs is misleading at best and harmful to quality improvement efforts at 
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worst. Articles that preach operating cost reduction as the payoff for improv-
ing quality should never be used to make the case. As discussed in Chap-
ter 3, the vast majority of operating cost is fixed and does not go away if a 
patient goes away. Consider the surgical ICU that wishes to pursue a VAE 
initiative. The physician director cites the latest clinical article that suggests 
that each ventilator-associated pneumonia prevented can reduce hospital 
cost by $56,000. With the unit’s costs being on the order of 95% fixed, 
exactly what costs will disappear? Will a nurse be sent home without pay?

Contrary to what the literature claims, for example, methicillin-resistant 
Staphylococcus aureus (MRSA) screening does not reduce hospital operat-
ing cost. In fact, it increases it. The depreciation on the instrument and the 
cost of lab supplies increase operating cost. By eliminating patient-to-patient 
transmission, however, such screening procedures reduce the incidence of 
hospital-acquired infections (HAIs), promote faster case throughput, and 
allow more cases, and more revenue, to flow through the organization.

The fault with literature like this is that the authors look not at cost but 
at charges. The cost reduction they speak of is a reduction in the cost to 
the payer, not the provider (see Figure 2.2). Cost reduction in this con-
text is much like a unicorn—often spoken about but never seen. Instead, 
look to the opportunity presented by the empty bed. In a 2010 article that 
identified the folly of looking for cost reduction, Nicholas Graves and his 
colleagues looked at the issue of cost reduction associated with HAIs and 
pointed out that hospital executives “ are disappointed when the reduc-
tion in the number of HAIs does not yield the anticipated cost savings.” 
Instead, the authors advise “ seek the opportunity.”6 The opportunity cost 
is the revenue that has been foregone by keeping a bed filled needlessly 
because of an HAI. Another patient with his or her associated case-based 
revenue could fill the bed.

Consider the case of a 67-year-old Medicare patient admitted for coro-
nary artery bypass graft (CABG) surgery. A hospital will be reimbursed 
at $45,000 for the case (note: all monetary values are for illustration pur-
poses only and do not represent actual amounts paid or the true cost of 
any procedure or supplies) with its expected length of stay of approxi-
mately seven days. On day four, however, the patient spikes a fever to 103° 
because of an HAI. Rather than being discharged on the seventh day, the 
patient lingers in the bed for a total of 21 days. In that space of time, the 
hospital was reimbursed $45,000. The extra care was not paid for. The 
opportunity in this instance is the two added CABG patients who could 
have occupied the bed and brought in another $45,000 each of revenue. 
The opportunity cost of this misadventure is $90,000.
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Even a fee-for-service patient has a revenue opportunity. Charges are 
generally lower on the HAI days than on the noninfected patient days. 
This is because active treatment for the admitting diagnosis is usually sus-
pended while the infection is fought. The resources consumed and the 
associated hospital charges are lower on these days. The data listed in 
Table 15.1 illustrate this phenomenon. The activity in two inpatient beds is 
displayed over 20 calendar days, with occupancy by noninfected patients 
shown in the left columns and infected patients in the right columns. On 
the left, four patients are admitted and discharged without infections. The 
average length of stay (ALOS) is five days. Charges total $150,000 for the 

Table 15.1
Comparison of Charges—Without versus with Infection

Average Daily Charges without a 
Hospital-Acquired Infection

Average Daily Charges with a 
Hospital-Acquired Infection

Patient 1, Day 1  $7,500 Patient 1, Day 1  $7,500
Patient 1, Day 2  7,500 Patient 1, Day 2  7,500
Patient 1, Day 3  7,500 Patient 1, Day 3  7,500
Patient 1, Day 4  7,500 Patient 1, Day 4  7,500
Patient 1, Day 5  7,500 Patient 1, Day 5  7,500
Patient 2, Day 1  7,500 Patient 1, Day 6  3,000
Patient 2, Day 2  7,500 Patient 1, Day 7  3,000
Patient 2, Day 3  7,500 Patient 1, Day 8  3,000
Patient 2, Day 4  7,500 Patient 1, Day 9  3,000
Patient 2, Day 5  7,500 Patient 1, Day 10  3,000
Patient 3, Day 1  7,500 Patient 2, Day 1  7,500
Patient 3, Day 2  7,500 Patient 2, Day 2  7,500
Patient 3, Day 3  7,500 Patient 2, Day 3  7,500
Patient 3, Day 4  7,500 Patient 2, Day 4  7,500
Patient 3, Day 5  7,500 Patient 2, Day 5  7,500
Patient 4, Day 1  7,500 Patient 2, Day 6  3,000
Patient 4, Day 2  7,500 Patient 2, Day 7  3,000
Patient 4, Day 3  7,500 Patient 2, Day 8  3,000
Patient 4, Day 4  7,500 Patient 2, Day 9  3,000
Patient 4, Day 5  7,500 Patient 2, Day 10  3,000

Total charges  $150,000 Total  $105,000

Average charges per 
calendar day

 $7,500 Average charges per 
calendar day

 $5,250

Average charges per case  $37,500 Average charges per case  $52,500
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bed for the 20 days. In the same span of time, the second inpatient bed can 
accommodate just two patients who are infected. Their ALOS is 10 days. 
This bed generates charges of just $105,000.

Note that the average charge per case—the cost to the payer—is signifi-
cantly lower without an infection ($37,500 per case vs. $52,500 per case). 
This is the source of the error in the clinical literature. Those authors see 
this drop and mistakenly claim the hospital has lowered its cost. But the 
cost is not lower for the bed without infections. Only the charges per case 
are lower. The benefit to the hospital is that the total revenue is higher 
because four patients with their higher average daily charges occupy the 
bed instead of the infected patients with their low average daily charges. 
This is the kind of opportunity that Graves speaks of in his article.

THE HEALTH CARE BUSINESS MODEL

This can perhaps be seen more clearly in this graph displayed in Figure 15.1. 
Notice that cost rises slightly as volume increases. This slight uptick in cost 

Figure 15.1
Revenue and cost grow and shrink at different rates as volume rises and falls. 
Since revenue grows faster, increases in volume lead to increased profits.
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results from the fact that just a small proportion of cost is variable with 
volume. Notice, too, that revenue rises sharply as volume increases. This is 
because revenue is 100% variable with volume. The gap between revenue 
and cost grows wider as volume increases. That gap is profit.

Because of this revenue and cost dynamic, the payoff for quality and 
patient safety initiatives lies in their ability to improve patient throughput 
by eliminating errors and delays in care. As volume grows because of 
these initiatives, the gap between revenue and cost, profit, grows as well. 
Volume is the most effective strategy for improving bottom-line perfor-
mance in high fixed-cost businesses like health care organizations.

The way quality works to improve the bottom line may seem to some 
to be a convoluted journey, but it is relatively straight forward, as illus-
trated in Figure 15.2. Increased quality leads to a reduction in ALOS 
by eliminating mistakes that delay patient progress. The reduced ALOS 
allows for an increase in bed turnover. The same number of beds can 
accommodate more cases. The increase in turnover assumes that some 
amount of the emptied beds will be backfilled by new admissions (any 
level of backfill will result in increased turnover). It also assumes that the 

Figure 15.2
The path from increased quality to improved profits.
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bed count remains constant. (If beds are taken out of service, the turnover 
rate will be affected, but the ultimate financial improvement will not be 
reduced.) The increase in bed turnover results in more revenue. Costs are 
controlled and not allowed to grow at the same rate as the revenue. This 
is not difficult since costs are largely fixed. With revenue growing and 
costs not growing as rapidly, the bottom-line profit of the organization is 
improved.

Several additional benefits accrue to quality improvement initiatives. 
These include cost efficiency and cost reduction, some balance sheet 
enhancements, and a series of intangible benefits.

• Cost efficiency is the first and easiest improvement to identify. Capacity 
increases because patients are moving faster through the care process. 
Work output can increase with little or no increase in cost. The result is 
lower cost per unit of service. The calculation is as follows:

Same Cost ÷ Increased Work Output = Reduced Cost per Unit of Work

Assuming cost of $5,000,000 and 500 cases, the calculation is:

$5,000,000 ÷ 500 cases = $10,000 per case

If volume increases by 10% to 550 cases, the cost per case drops:

$5,000,000 ÷ 550 cases = $ 9,091 per case. This represents a 9% reduc-
tion in cost per case.

• Cost reduction is also possible but more difficult to achieve. Again, 
capacity increases because patients are moving faster through the care 
process. Work output does not increase, however, because the emptied 
beds are not being backfilled, and staffing can be reduced to deal with 
lower volume. The formula is:

Workload Reduction ÷ Original Workload = Potential Staff Reduction

Assuming a nursing unit’s census drops more or less permanently from 
20 to 16, the potential staff reduction would be 20% (4 ÷ 20 = 20%). 
Caution should be exercised in reducing staff cost because such re-
ductions can result in dysfunctionality.

• Balance sheet enhancements are also possible. While these will take a 
backseat to the improvements in revenue and cost, they are nonetheless 
available and should be included in any narrative about quality-associated 
improvements. Because added revenue increases an organization’s cash 
balance, added funds are made available for equipment purchases and 
investments in new programs. Patient service capacity, normally an ex-
pensive outlay, is provided free of charge. The added revenue and cash 
improve the organization’s borrowing capacity.
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• While it is impossible to put a monetary value on intangible benefits, 
by their very nature, they have value to the organization and should be 
included in any discussion of quality initiatives. These include reduced 
malpractice claims; better reputation and market share; and higher pa-
tient, family, and staff satisfaction rates.

MAKING THE PITCH

Once an initiative has been fully developed and the clinical, financial, and 
other benefits have been identified, it is time to put together the “sales 
pitch” to executive row. Again, the best approach is described by Stephen 
Denning in The Leader’s Guide to Radical Management: Reinventing the 
Workplace for the 21st Century.7 He advises making the case by telling 
stories. In this case, the story is about patients and others and how they 
benefit from the quality initiative. Put faces on the story. When describing 
a proposed investment in preadmission MRSA screening program, do not 
discuss the average patient. Instead, personalize the story. Speak about 
grandma avoiding a hospital infection. Decisions are best made when 
based on hard data, but the soft side, the human dimension, helps guide 
decisions. It makes decision makers want to find a way to make things 
work out.

Illustrate the story with organization-specific, anonymous patient data. 
The national literature can be cited to support an initiative, but local data 
always play better. When presenting the data, start at the end—the big 
payoff for the organization. Talk about return on investment. Use that to 
put in the hook and get the attention of the decision maker. Then, talk 
about the benefits: the impact on revenue and cost and the intangibles. 
Then and only then should the discussion turn to the necessary investment.

All quality and patient safety initiatives pay off financially. The chal-
lenge is in finding all of the benefits and assigning dollar values. If the 
numbers do not “work,” the numbers are either miscalculated or not suf-
ficiently comprehensive. Have all the strands on the spider web been 
checked? Ask all the other departments in the organization to list the 
impacts the initiative will have. Assign monetary values to those impacts 
and make sure they are included in the proposal.

AVOIDING THE MINEFIELD

Often, organizations use fully loaded cost to review the financials associ-
ated with a quality initiative. This practice can lead to a bad decision. As 
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described in Chapter 3, fully loaded cost uses the application of overhead 
to arrive at a more “sophisticated” financial picture of an opportunity. 
The problem with this approach is that the use of allocated overhead to a 
quality initiative, for example, overstates the real cost implications for the 
organization. If the discussion moves in this direction, the best strategy 
may be to accept the overhead allocation, but also request credit for the 
overhead no longer assigned to other elements in the organization. Since 
overhead allocation is a zero sum game, adding it in one place reduces it 
in another.

A second error involves the use of average revenue and cost data. Deci-
sions should always be made on the basis of marginal values: marginal 
revenue, marginal cost, and marginal profits or losses. The following sce-
nario illustrates this issue.

A hospital conducts 500 hip replacements per year with average reimbursement 
of $10,000 per case. The average direct costs are $11,500, which includes the 
$4,500 cost of the implantable and other case-specific supplies—the true variable 
costs of the hip replacement. The quality improvement team examined a variety 
of factors to improve patient care and identified process improvements that will 
reduce length of stay and allow the hospital to perform an additional 50 hip re-
placements per year.

This opportunity can be examined two ways. Table 15.2 shows the rev-
enue, cost, and profit data using average logic and marginal logic. One 
approach will lead to the wrong conclusion.

Using average cost logic as shown on the left causes the expense level 
to be overstated. This is because that approach uses the entire $11,500 
of average cost to determine the profitability. However, in adding the 50 

Table 15.2
Hip Procedure Profit and (Loss) Data

Average Logic Marginal Logic

Hip replacements 50 50
Net revenue per hip procedure $10,000 $10,000

Marginal revenue for hip procedures  $500,000  $500,000

Cost per hip procedure  $11,500 $4,500
Direct cost for hip procedures $575,000 $225,000

Profit or (loss) for added hips $(75,000) $275,000
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procedures, only the cost of the implant and the procedure-associated sup-
plies will increase. The other costs are fixed and will not increase. Relying 
on the average cost logic will result in a bad decision and a missed oppor-
tunity. The approach using marginal cost logic shown on the right includes 
only the variable or marginal cost of the 50 procedures—$4,500. This is 
an accurate depiction of what will happen if the cases are added. For each 
new case, only $4,500 of cost will be incurred. Relying on this approach, 
the organization will make a wise decision.

Again, if the discussion drifts in this direction, politely remind those 
attending the meeting that their view of the average cost of the initiative 
includes fixed costs, which will not be incurred as part of the initiative 
being considered.

POINTS TO KEEP IN MIND

Improving quality and patient flow can have a substantial positive effect 
on bottom-line results. An important caveat is that to realize the potential 
for higher revenue, there must be the ability to backfill the newly found 
capacity with appropriate candidates for admission. One of the best ways 
to ensure patient demand is to offer higher-quality outcomes. Hospitals 
must educate and encourage their finance and clinical leaders to develop a 
shared understanding of the business case for clinical quality improvement. 
Clinical leaders must invite staff from finance to spend time on the patient 
units seeing what happens, learning how patient care is delivered. If the 
CFO, for example, has no understanding of how patient care is provided, 
how can he or she possibly make appropriate business decisions? It falls 
to the clinical leadership to educate the CFOs. Finally, it is important that 
clinicians and the finance team work collaboratively to improve both the 
quality of patient care and the financial condition of the hospital. In fact, 
it is impossible to improve either without collaboration and cooperation.
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Chapter 16

NOW WHAT DO I DO?

Today, health care managers are facing difficult challenges. Hospitals, 
nursing homes, physician practices, and other provider organizations are 
striving to survive in an environment that is constantly and rapidly chang-
ing. A new set of challenges seems to develop each day. Each change in 
reimbursement, each new regulation, and each staff shortage bring a com-
mon question, “now what do I do?”

KNOWLEDGE OF THE BUSINESS

A manager must understand the workings of the prevailing reimbursement 
methodologies and the requirements of applicable regulations, the quality 
and quantity of resources that the prevailing reimbursement methodology 
makes available (resource supply), the quantity and quality of resources 
needed (resource demand), and how to balance resource demand and sup-
ply (resource maximization). In addition, a manager must be able to man-
age his or her budget and comply with operational constraints.

The complex web of rules and regulations governing reimbursement 
is difficult to understand in complete detail. It is possible, however, to 
achieve a working familiarity that can be used to guide day-to-day activi-
ties. For example, the regulations governing the operation of accountable 
care organizations (ACOs) are complex and lengthy. However, day-to-day 
operations may require only that a manager understand and be guided by 
a few simple principles. A manager should never be afraid of asking for 
advice from the experts inside the organization who are more familiar 
with certain aspects of the regulatory environment.

Managers must also understand the basis used to include or exclude 
various cost elements in the calculation of the reimbursement for their 
service. How many minutes of radiology technician time were included in 
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the price structure for a CT scan of the brain? What level of compensation 
was included? How much supply consumption was provided for? On a 
broader scale, managers must look at what resources were included in per 
case reimbursement rates. For a particular type of case, how many days 
of inpatient care were envisioned? What mix and intensity of ancillary 
usage were included? What level of acuity? What was envisioned in the 
reimbursement rates per covered life?

In departments that do not directly produce revenue, managers must 
examine and understand what elements were included in the department 
expense budget (in a sense this is their “revenue”) and what level of work 
output was expected. This information represents resource availability. 
In many respects, it is analogous to “supply” in the supply-and-demand 
equation.

As a next step, managers must understand what the customary way of 
operating includes. How many technician hours are budgeted? What level 
of compensation is paid? How many dollars of supplies are consumed? By 
comparing reimbursement (supply) with resource needs (demand), man-
agers can determine if and where resource shortages exist as well as the 
order of magnitude of any shortages.

PLANNING AND VIGILANCE

Both operational planning (the annual operating budget) and strategic 
planning (three- to five-year business planning) must be employed to 
develop and implement courses of action to support successful activities, 
remedy poor performance, or reposition for the future. To be successful, 
managers must constantly strive to improve performance—essentially, to 
do more with less. This means that on a daily basis, managers will be tak-
ing action to achieve improvement by doing the following:

• Changing spending habits. Often, supplies are consumed out of force 
of habit, without a lot of thought. Such habitual behavior needs to be 
replaced by more appropriate cost-conscious behavior.

• Changing the demand for services through user education, the estab-
lishment or revision of ordering criteria, and other techniques to reduce 
resource consumption.

• Substituting less expensive items. Managers must examine the potential 
to save by using less resource-intense technologies, lower-cost supplies, 
and more cost-effective staffing patterns. The emphasis should be on 
achieving the desired results using the least costly resources.
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• Examining staff composition to determine that only the absolutely nec-
essary types and numbers of staff are present. In addition, managers 
must be creative with recruitment, retention, and cost-effective work 
schedules.

• Spending money to make money. While the emphasis naturally should 
be placed on cost and resource use, spending money to make money 
has long been a prudent approach. If employing higher-skilled and 
higher-paid staff costs 15% more but generates 25% more revenue, a 
manager would be foolish not to consider this opportunity.

• Reviewing procedures and practices to identify realistic alternatives that 
use resources more effectively. Such alternatives must be workable and 
acceptable; otherwise, they will fail, and the resources used to identify 
and implement them will have been wasted.

• Searching for productivity gains throughout the organization. Since 
labor costs represent the largest single resource expenditure, methods 
that increase appropriate, value-added work output must be carefully 
studied.

• Critically reviewing current practices to determine what things might 
be eliminated. Here, the concentration is on “need to have” rather than 
“nice to have.” Managers would be well advised to routinely categorize 
all of their resources into three categories: “A” items (those that are 
absolutely essential and without which the department or service cannot 
function), “B” items (those that are necessary but which the department 
or service can somehow function without, at least for the short run), and 
“C” items (those that are useful but not absolutely necessary). In this 
way, managers can always be prepared to make reasonable cuts. This 
approach is borrowed from journalists who are taught to place the most 
important material of a story in the lead paragraph and then reduce the 
importance of information contained in each succeeding paragraph. If 
done right, an editor can reduce the size of a story without reading it 
merely by cutting it from the bottom. If properly written, nothing of 
importance will be omitted from the edited version.

With the reimbursement environment changing as it does, even suc-
cessful processes, procedures, and approaches must be changed from 
time to time to assure the continued success of an organization. Change is 
also involved in actions designed to remedy or reposition. Change often 
involves risk and often places a strain on the organization. Many times, it 
is resisted. Consequently, change must be carefully planned if it is to be 
successful. Do not cut corners with the implementation. Failure is often 
the result of poor implementation.
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A BUSINESSLIKE APPROACH

While it is true that a health care facility cannot be compared to a manu-
facturing plant, there are many techniques that have been used success-
fully in other industries that have application in health care. It is possible 
for health care managers to adopt a businesslike approach while retaining 
the necessary human qualities. Some business techniques that have appli-
cation in health care include capital infusion, subsidization, opportunism, 
and innovation.

Capital infusion. Equipment can be used to perform tasks more quickly, 
more accurately, and less expensively. Equipment can be used to increase 
labor productivity, thus permitting a growth in volume without a corre-
sponding growth in labor costs. A reduction of labor costs may also be 
possible. Care must be exercised, however, because in some cases capital 
infusion can lead to increased labor costs.

A computerized appointment scheduling system at a physical therapy 
provider may increase productivity by eliminating unfilled appointment 
slots during which there may be no productivity. Further, such a sys-
tem may speed patient flow through the inpatient units so that length of 
stay is reduced, resulting in a less costly and more competitive or more 
profitable case.

The addition of equipment may support a “make versus buy” decision. 
Certain procedure kits purchased from the outside may contain more sup-
plies than needed and thus cost more than a kit manufactured in-house. 
Perhaps the addition of some staff and sterilization equipment would 
allow in-house manufacturing of such kits, thus realizing cost savings.

Some equipment reduces labor and supply costs. If the equipment is 
not too costly, the savings may be significant enough to justify acquiring 
the equipment. New or expanded equipment may allow the addition of 
new, more profitable, or less expensive business. It may allow economies 
of scale. Be wary, however, of expensive new equipment. Sometimes the 
appeal of fancy bells and whistles can lead to the acquisition of equipment 
that actually reduces productivity. A fancy new documentation system that 
requires difficult and time-consuming manual input may actually reduce 
productivity, volume, and revenue. High-tech equipment can be particu-
larly attractive but occasionally unnecessary. The organization’s scarce 
resources might be better spent some other way.

Subsidization. Financial support can be given to a losing entity from 
a profitable one. One department that loses money may be supported, 
or subsidized, by a department that runs a profit. Consider the case of a 
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psychiatric outreach program that loses money but acts as a feeder to an 
acute inpatient psychiatric unit that makes a profit. If viewed in isolation, 
the outreach program might be abandoned. A subsidy from the profits of 
the acute psychiatric unit changes the picture (Table 16.1).

A similar mind-set could consider a subsidization of the outreach unit 
as a way of avoiding unnecessary, and potentially unpaid, emergency 
department visits or inpatient stays.

A common practice in business is to recognize that certain products or 
even entire product lines are “loss leaders” that do not make a profit but 
contribute to the profitability of the rest of the business. In consumer elec-
tronics, for example, companies lose money on small parts, but they must 
offer these loss leaders if they are to be viewed as full service and make 
substantial profits from high-end hardware.

Opportunism. This involves quickly taking advantage of opportunities 
as they develop. Opportunism requires an orientation to rapid analysis and 
decision making. To be opportunistic, managers must be observant, ener-
getic, and, most of all, not afraid to make a decision. The ability of the 
organization to be quick and nimble in a developing marketplace is key to 
success. Just as in baseball, the best base stealer is not the fastest runner, 
but the quickest to seize the opportunity to steal a base, for health care 
organizations, the ability to recognize an opportunity before anyone else 
does and move to take advantage of that opportunity is key.

Innovation. This is required for the development of new and improved 
methods and practices. Especially in a rapidly changing reimbursement 
environment, innovation can be the difference between leading the pack 
and being lost in the dust. Be careful to avoid trendy notions and fads 
that are not true innovations. Borrowing ideas from other industries can 

Table 16.1
Cross-Departmental Subsidization

Behavioral Health 
Outreach Program

Acute Inpatient 
Behavioral Unit 

Total revenue  $8,350,000 17,960,000
Total expense  9,236,700  14,986,400

Profit of (loss)  $(886,700)  $2,973,600

Subsidy  1,000,000  (1,000,000)

Profit or (loss) after subsidy  $113,300  $1,973,600
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also come under the banner of being innovative—at least as they apply to 
health care.

While it is appropriate to adopt a businesslike approach, this should 
not be confused with a ruthless win-at-all-costs approach. Health care 
involves people, both patients and workers, and the decisions made in 
managing the delivery of health care must be balanced by human needs.

THE DESIRE TO MANAGE

Success hinges on the desire to manage—wanting to be on the front line 
making things happen. Lacking this key characteristic, managers fail. 
The role of the manager is often associated with action words: planning, 
organizing, staffing, directing or leading, controlling, and so on. Acting 
involves a certain amount of risk; mistakes can be made, even by the best 
and most experienced of managers. To be successful as a manager requires 
an orientation to action, to make things happen, and to be willing to take 
risks in order to achieve objectives. Lacking this orientation, it is impos-
sible for someone to be a successful manager.

In finance, the conventional wisdom is that risk and reward balance 
each other. The greater the reward, the greater the risk. The more secure or 
safe an investment is, the lower its rate of return. Conversely, investments 
offering a higher-than-usual return typically involve higher-than-usual 
risk. This is true in management as well. To achieve a reward, a manager 
must take a risk. To achieve a substantial reward, a manager must take a 
substantial risk.

The worst managers, those who are the least successful, are those 
who are so afraid of making a mistake that they will risk nothing. They 
will avoid acting. As a result, they cannot be opportunistic or innovative 
because taking advantage of an opportunity or being an innovator means 
taking a risk and perhaps making a mistake.

A good manager is an advocate, too, and this can cause problems for 
some managers who have difficulty striking a balance between support-
ing one position (the advocate’s role) and supporting a different position 
once a decision has been made (the manager’s role). It can be difficult for 
some managers, particularly new ones, to understand that the two roles 
are able to coexist. How is it possible for a manager to argue in favor of 
new lab instruments during the capital budget process only to turn around 
after the budget has been approved, without the instruments, and support 
and defend that decision? The answer rests in the fact that no manager is 
asked to play both roles at the same time. The advocacy role comes first as 



NOW WHAT DO I DO? 369

part of the decision-making process, while the manager role comes later 
on during the implementation process.

When being an advocate for anything, understand the constraints in the 
environment and be realistic with requests. Do not argue for what can-
not be achieved. Advocate for the “cause,” but understand when to back 
off. If challenged strongly by the decision makers (“obviously, you don’t 
understand!”), fall back to fulfilling the manager’s responsibility to com-
municate. Remember the advice from Roman senator Tacitus, “He that 
fights and runs away may turn and fight another day.”1 Do not be afraid to 
lose the battle so that later you can win the war.

OBSTACLES TO SUCCESS

Despite the presence of all the ingredients for success, obstacles can stand in 
the way. Success depends on a manager’s ability to overcome the obstacles 
while continuing to work toward stated goals and objectives. Among these 
obstacles to success, most common are a lack of input to the planning process 
(e.g., a top-down operating budget “given” to a manager), a lack of informa-
tion (flying blind in effect), an overabundance of problems (usually because 
of poor management in the past), and the need to bring about change.

Not being involved in the planning process can place a manager in the 
position of being expected to deliver the impossible. The plant manager 
who is not consulted as the utilities budget is being prepared may not be 
able to reduce utility expenditures to the level inappropriately budgeted. 
This inability to “deliver” can lead to frustration, despair, and eventually 
the manager’s resignation. On the other hand, if the manager had been 
consulted, the outcome might have been far better. He or she might have 
convinced those constructing the budget that a reduction in utility costs 
was impossible but that other actions in other areas could yield the same 
cost savings.

Another major obstacle to any manager is the lack of quality manage-
ment information. A good manager must always be reviewing how his 
or her department or section is operating, using a yardstick of some sort. 
This constant vigilance must be supported by a management information 
system that provides timely, accurate, and usable information (not to be 
confused with data). Managers who lack this kind of information support 
will be forced to manage by the seat of their pants, a style not highly rec-
ommended for today’s health care managers.

From time to time, a manager will be thrust into a situation in which there 
are too many problems with which to deal. In many cases, the situation is 
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inherited from a previous manager. Often, the situation involves a lack of 
prior management control and/or false expectations on the part of upper 
management. This could have been precipitated by sudden and dramatic 
increases in cost, unanticipated volume changes, and so on. In this situ-
ation, a manager must take precautions not to despair. No manager can 
handle 20 or 30 “problems” at a single time. Prioritize them and concen-
trate on the top three to five problems. Then, after these are resolved, move 
on to the next three, and so on. This deliberate approach to the problems, 
never losing sight of the light at the end of the tunnel, is the only approach 
that will lead to success. Setting an agenda for improvement and always 
moving forward, even with little steps, will eventually build momentum 
for success. The key is to persevere.

Managers must be able to bring about change in response to changes in 
the health care delivery environment. Managing change may be the most 
difficult task a manager will ever face because change, in and of itself, is 
a most difficult task. People, the instruments of change, are often reluc-
tant to change (“we’ve always done it this way”; “this is how Mrs. Nor-
wich always liked it to be done”) and in some cases resist change quite 
strenuously. If management backs away from the necessary change, it is 
perceived as a victory for the status quo. The next time a change is to be 
introduced, even more difficulty will be encountered. Some managers are 
particularly adept at bringing about change, while others flounder.

For this latter group, assistance from the outside may be available. Cir-
cumstances are often such that a solution to a problem cannot be found 
in a single department. Effort may be required beyond a given manager’s 
level in the organization or outside the manager’s scope of responsibility. 
Such circumstances require accurate, timely communications both with 
peer-level managers and up through the organization structure. Refrain 
from telling the next layer of management what it wants to hear; rather, 
tactfully and collegially tell it what it needs to hear. Not being able to tell 
the boss what the boss needs to hear is a sign that a manager may want to 
look elsewhere for employment. An organization that stifles the upward 
flow of accurate, but unpleasant information is on the path to failure.

SUGGESTIONS FOR SUCCESS

While there is a recipe for successful management, there is no guarantee. 
All that is certain is that managers throughout the health care delivery sys-
tem will be challenged as never before. The response to those challenges 
depends on the exact circumstances, the resources available, the ability of 
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the manager, and so on. It is impossible to provide a troubleshooting list 
with problems and recommended solutions. At the same time, it is possi-
ble to offer a number of generic suggestions for consideration from time to 
time. As reimbursement changes from fee for service to case-based pay-
ments, capitation based on enrolled lives, and global budgets (Maryland 
unveiled its first-in-the-nation global budget revenue [GBR] system in late 
2014), the management orientation must change as well. Understand what 
the organization is paid to do and not to do and manage accordingly.

Managers must constantly remind themselves that their actions are not 
isolated to their own departments. Consider the laundry department man-
ager who saves money for his or her department by reducing the tem-
perature of the wash water, the amount of chemicals used to process the 
linens, and the temperature of the ironers. The result is a decrease in the 
laundry department’s utility and supply costs. The resulting increase in 
the infection rate on the inpatient units because the linen is not as clean as 
before produces a spike in laboratory and drug usage that may never be 
connected with the laundry manager’s actions.

Place emphasis on efficiency and effectiveness, not just productivity. 
Productivity is important and necessary, but it must be balanced against 
reimbursement. A laboratory capable of producing 23 different test results 
for patient Johnson may be more productive than a laboratory capable 
of producing only 16 tests with the same amount of resources; but if the 
reimbursing party will pay for only 15 tests, which lab is more efficient 
and effective?

Consideration should be given to alternative sites and methods for deliv-
ering care. Outpatient care, home care, and similar initiatives can reduce 
high-cost hospitalizations. In a GBR environment or an ACO model in 
which reimbursement is based on enrolled lives, such shifts will have an 
impact on revenue, expense, and profits. For example, in a GBR system, 
substituting outpatient and home care for high-cost hospitalizations can 
allow for a reduction in operating cost while not affecting the GBR. Inno-
vation is the key in this regard.

Alternative scheduling should be considered as a way to offer conve-
nience to patients. When are most hospital clinics open? During the day, 
Monday through Friday. When are most patients who have good insurance 
coverage, or the ability to pay out of pocket, most inconvenienced? Dur-
ing the day, Monday through Friday. When are most patients who have 
good insurance coverage, or the ability to pay out of pocket, least incon-
venienced? Evenings and weekends. When should hospital clinics offer 
hours? Evenings and weekends.
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Discharge planning has become a routine at many institutions. But how 
many institutions are practicing “admissions planning”? As discussed in 
Chapter 12, this seeks to manipulate elective admissions in order to cut 
down on the widely different peaks and valleys of the inpatient census. In 
turn, this allows staffing to be adjusted to a range of activity that has less 
variation around the average.

In response to reimbursement pressures, consideration must be given 
to peer-reviewed treatment protocols or pathways that would suggest the 
tests and procedures be performed on each day of a particular stay depend-
ing on the admitting diagnosis. While some may call it “cookbook medi-
cine,” the use of protocols can allow providers to better negotiate prices, 
avoid malpractice claims, plan census activity more accurately, and better 
forecast volume and financial results.

The medical record tells payers what happened to the patient for whom 
they are expected to pay. If a medical records clerk miscodes a surgi-
cal procedure or a diagnosis, reimbursement could be adversely effected. 
Periodic audits are key to coding accuracy.

Industrial engineering techniques such as time-and-motion studies, lean 
six-sigma, and the Toyota Production System should be used to eliminate 
waste, duplication, and unnecessary consumption. Industrial engineers 
bring sophisticated, quantitative methods and an engineer’s mind-set to 
the task at hand. They are prepared by training and experience to improve 
process and “throughput.” Their techniques, modified to account for the 
human element, can lead to improvement in health care as well. Some 
providers are already employing the skills of management engineers (the 
title “industrial engineer” does not seem to be well received in health care) 
to achieve better operating results. In manufacturing, department heads 
relish the idea of an industrial engineer spending some time in the depart-
ment looking for ways to do the job better. In hospitals, on the other hand, 
department heads are often defensive, and the relationship can become 
adversarial (“why are you looking in my department?”) rather than 
cooperative.

Another technique is the development of comparative cost analyses to 
determine where improvement can be made and how much improvement 
is possible. A comparative analysis of the laundry operation at the ABC 
Nursing Home might look something like Table 16.2.

This kind of analysis indicates that the laundry department in ques-
tion might be capable, all other things being equal, of producing laun-
dry at $0.36 per pound, a savings of $0.05 per pound if it were operated 
like Nursing Home YY. But this analysis goes a step further to make the 
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comparison to a hypothetical best nursing home and its cost of $0.35 per 
pound. The analysis is detailed by cost element, pointing to three areas 
(labor, linen replacement, and chemicals) for potential cost reduction.

While significant funds are devoted to clinical research, very little is 
devoted to operational research. How many large providers like hospitals 
have ever built a research center or configured an operating unit in such a 
way that reconfiguring workflow could easily be modeled? Linked with 
industrial or management engineering, industrial cost accounting meth-
ods, which are different from the cost accounting methods employed 
by most health care providers, can establish standard cost profiles for 
many day-to day activities. Application of the standard cost technique 
to medical/surgical supplies would result in the consuming departments 
being charged for supplies on the basis of a standard price per item. 
Any deviation from this price would be accounted for separately and 
the materials management department would be required to explain the 
differences. Using this approach, unit and department managers could 
concentrate their efforts on supply usage rather than price. The purchas-
ing department would be responsible for the price deviation. Responsi-
bility would therefore be fixed at the control point—in the departments 
for usage and in purchasing for price. In manufacturing, for instance, 
this is the accepted practice for establishing accountability and manage-
ment responsibility. It removes uncontrollable items from a manager’s 
responsibility.

In hospitals and other health care organizations, the focus of cost 
accounting has historically been on the past—what did something cost? 
In manufacturing, the concentration has been on the future—what will 

Table 16.2
Comparison of Laundry Processing Cost per Pound

Operating Cost 
Element

ABC 
Nursing 
Home

Nursing 
Home 
XX

Nursing 
Home 
YY

Nursing 
Home 
ZZ

Hypothetical 
Best

Labor  $0.21  $0.20  $0.18  $0.20  $0.18
Linen replacement  0.09  0.09  0.08  0.07  0.07
Chemicals  0.06  0.06  0.05  0.06  0.05
Other supplies  0.02  0.02  0.02  0.02  0.02
Utilities  0.03  0.03  0.03  0.03  0.03

Total  $0.41  $0.39  $0.36 $0.38  $0.35
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something cost? Standards exist for virtually everything in the manu-
facturing process. There are almost no such standards in a health care 
organization. In a manufacturing plant, variances from budgets or stan-
dards are scrupulously monitored, tracked down, and controlled. How 
many hospital department managers routinely determine their labor rate 
variance? How many even know how to make the calculation? How 
many have ever calculated a labor efficiency variance? A materials 
usage variance? How many hospital directors of materials management 
have ever calculated a purchase price variance on the medical sup-
plies they acquire for use throughout the hospital? If scarce and expen-
sive resources require these calculations in manufacturing, should not 
resource scarcity and cost require the same in hospitals and other health 
care organizations? Is this not a method of stretching resources to ben-
efit more patients by wasting less? Does that not translate into better 
health care?

Sophisticated financial analysis tools are available to improve decision 
making and management control. Benefit/cost ratio analysis, breakeven 
analysis, payback period calculations, and the like can be used to select 
the best alternative from among several options. Variance analysis can 
be used to determine if a hidden problem exists and can help in selecting 
the appropriate course of action. Regression analysis can be employed to 
develop trends and forecast future direction.

Information systems and automation can pay enormous dividends in 
health care, but not just for billing and lab results reporting systems. Auto-
mation is more than robots scurrying around delivering patient meals and 
medications.

Information systems refer to separate, but fully integrated, systems to 
support financial, operational, and clinical management by tracking

• work processes and performance,

• clinical performance (both outcome and process) against established 
quality norms, best practices, and reimbursement, and

• physician performance (admissions rate, length of stay, mortality in-
dexes, patient progress on predetermined treatment protocols, resource 
use rates, OR posting accuracy, etc.).

Such tracking can help determine areas of potential performance 
improvement. Comparisons can be made to national best practice data, 
to other organizations in a collaborative initiative, to benchmark data, and 
so on.
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Management information systems need to be enhanced to provide 
real-time information management of the emergency department, the 
imaging department, the patient transporters, and the like. Epidemiologic 
data in the service area population can help providers know what pro-
grams are needed and which patients should be better managed so as to 
avoid high-cost interventions. Information systems should integrate clini-
cal, financial, and operational information to support improved day-to-day 
operations, better management decision making, and strategic manage-
ment. These systems could function like a health care version of the air 
force’s AWACS radar planes, which blanket the battle space with informa-
tion about both enemy forces and friendlies. In health care, all providers 
would have access to all data and could use it to provide better, more 
cost-effective care. Computerized master scheduling could tie together 
treatment protocols, exams room schedules, available therapy time slots, 
and diagnostic schedules to improve efficiency and effectiveness in the 
delivery of care.

Automation is essential to resolve chronic labor shortages, not only 
skilled professionals but unskilled workers as well. Automation in health 
care means infusing machinery and technology to produce work with far 
less human effort and eliminate human error. Automated pharmacy com-
puters are already used to prepare unit doses. Robots can deliver medi-
cation carts to nursing units. Automated room-cleaning robots working 
with environmental services techs can clean patient rooms using UV-C 
light or a sterilizing mist far better than an environmental tech can alone. 
Voice recognition dictation systems can generate medical documentation 
directly from the provider’s spoken word without the need for transcrip-
tionists or time-consuming manual data entry. This can reduce or stretch 
the labor force and make information available more quickly. Voice-driven 
scheduling systems can take a simple physician order, “Upper GI series 
for Mr. Johnson,” and with no further human intervention, convert it to 
an appointment in imaging the following morning. Then the system can 
schedule the patient transporter to take Mr. Johnson to imaging and return 
him when the procedure is completed, issue an NPO (nothing by mouth) 
order for a specified number of hours before the procedure, cancel break-
fast and schedule a makeup meal for later in the day, and so on. Robots 
linked with computers may eventually move patients from one location to 
another. The limit on such advances rests solely with the ability to imag-
ine what could be. Robert Kennedy’s famous presidential campaign line 
from 1968, “Some men see things as they are and ask ‘why?’ I see things 
that never were and ask ‘why not?’ ” applies here.2
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CHANGING MANAGEMENT FOCUS

While managers are primarily concerned about the hard side of perfor-
mance (budget compliance, achieving objectives, improving quality, 
etc.), the focus must broaden to encompass more than just the department 
performance. Since all departments are connected on the organizational 
spider web, managers should look to these other connected departments. 
Figure 16.1 illustrates this notion in abbreviated form.

For example, the pharmacy director will typically look at drug pricing 
in the pharmacy and not beyond. But this is a shortsighted view of man-
agement. What about the cost of administering the medications on the 
nursing units? What about the ordering habits of physicians? These supply 
and demand issues must also be addressed. Thus, the pharmacy director 
must work with those being served to deliver the medications in the most 
cost-effective manner for the entire institution, not just the pharmacy. This 
must take into account the cost to nursing. Table 16.3 displays the sort of 
side-by-side comparison the director must use to decide which form of a 
medication to purchase. Looking solely at the cost to the pharmacy, the IV 
medication is far less expensive than the oral one and over the course of a 
year the spend will be nearly $100,000 less.

On the supply side of the service equation, the IV medication has far 
more nursing unit cost associated with its use. If the director looks beyond 
the pharmacy, this fact will be recognized and can be taken into account 

Figure 16.1
Managers must look at both the supply of services and the demand for ser-
vices in addition to managing the department.
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when stocking medications and supplying them to nursing units. On the 
demand side, clinical pharmacists could be assigned to work with attend-
ing physicians on nursing units to influence prescribing habits. A clinical 
pharmacist could meet with physician whose use of a certain antibiotic 
normally results in a later prescription for an antiemetic and a different 
antibiotic. Their conversation may result in a change to the prescribing 
habits and a reduction in medication spending for the organization.

While each of these suggestions can be employed individually, a blend-
ing of the various strategies can have a synergistic approach. Combining 
industrial engineering and automation can do more to improve overall per-
formance than either one alone. In some cases, the listed suggestions need 
to be combined with some specific management qualities.

Inspiration, not perspiration, will get more from workers. Managers 
who are able to inspire their workers will generally achieve greater results. 
Managers who provide a supportive environment will as well. When 
workers can share unpleasant, but nonetheless essential information with 
management, blind spots disappear, surprises are avoided, and clear lines 
of communication develop. In short, the spider web works better.

Perhaps the best advice to managers is to be far-sighted. Think stra-
tegically. This allows managers to avoid problems as opposed to trying 
to fix them. It has been said that two of baseball’s greatest stars, Joe Di 
Maggio and Cal Ripken, Jr., seldom made spectacular catches. It was not 
because they were not great fielders but rather because each of them was 
able to think strategically in a way—to position themselves where the 
ball was likely to go and be prepared to make a routine play as opposed 
to being out of position and needing to make a spectacular play to record 
the out.

Table 16.3
Pharmaceutical Cost Comparison

Description IV Medication Oral Medication 

Drug cost per dose  $1.80  $11.50
Administration cost per dose  15.00  4.00
Nurse intervention per dose  26.00  13.00

Total cost per dose  $42.80  $28.50

Annual doses 7,500 7,500

Annual medication cost  $321,000  $213,750
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Finally, incentives and rewards for managers can have a place in improv-
ing operations. A management bonus may have the most effect but may 
not be politically possible because of the nature of business. There remain, 
however, other forms of incentives that can be just as effective. Make it eas-
ier for managers who “deliver” to compete for scarce resources—maybe 
a bigger share of the capital equipment budget, a slightly larger expense 
budget, or a lower cost reduction target, and so on. Public recognition of 
positive performance—recognition in front of peers—goes a long way.

Managers are not the only ones who respond favorably to positive non-
cash incentives and rewards. Staff should also be recognized for excep-
tional performance. Too often, this recognition happens behind a closed 
door during a performance review meeting. But even something as simple 
as a handwritten note sent to a person’s home thanking him or her for 
exceptional performance could have a positive impact.

NOTES

1. http://www.brainyquote.com/quotes/authors/t/tacitus.html.
2. Robert Kennedy (n.d.). BrainyQuote.com. http://www.brainyquote.com/quotes/ 

authors/r/robert_kennedy.html.

http://www.brainyquote.com/quotes/authors/t/tacitus.html
http://www.brainyquote.com/quotes/authors/r/robert_kennedy.html
http://www.brainyquote.com/quotes/authors/r/robert_kennedy.html


Chapter 17

SOME FINAL THOUGHTS

Although better known for his chronicling of the adventures of Tom Saw-
yer and Huckleberry Finn, Samuel Clemens, better known as Mark Twain, 
offered sound advice on predicting the future: “The art of prophecy is very 
difficult, especially with respect to the future.”1 But those who do not look 
to the future are inviting disaster. Who would drive a car looking out the 
rear window instead of the windshield? In health care, it has sometimes 
been said that predicting what the government, politicians, payers, and 
others might do is impossible. But there are signs and indications. History 
can help inform because the same approaches seem to be recycled fre-
quently. The Patient Protection and Affordable Care Act of 2010 ushered 
in the ACO (Accountable Care Organizations) mentality, which is very 
similar to the HMO (Health Maintenance Organizations) mentality of the 
1980s. The increase in the use of insurance to (unsuccessfully) reduce the 
high cost of health care has been followed by more insurance to (again, 
unsuccessfully) reduce the cost of health care. Although there is no proof 
that he actually said it, the often-quoted Einstein definition of insanity 
comes to mind: doing the same thing over and over again and expecting 
different [better] results.

To position their health care organizations properly, leaders and man-
agers must look to the future to avoid problems and take advantage of 
emerging opportunities. Health care has already seen and will likely see 
even more scrutiny, decreased reimbursement rates, increased regulation, 
and a greater government role in day-to-day operations, including more 
audits. As a result, providers have experienced slowed revenue growth and 
shrinking profit margins while facing a need to make costly investments 
in information technology, electronic medical records, the conversion to 
ICD-10, and organizational changes to accommodate the emphasis on 
population health. Hospitals, in particular, have seen declining inpatient 
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volume as care shifts to less expensive outpatient settings and efforts to 
prevent “avoidable” utilization.

How many more challenges will have to be faced? Given the high cost 
of care, one must ask if an unprecedented financing crisis lies not too far 
ahead. If provider profits continue to decline, what will become of the 
health care delivery system? One possibility is that a national financing 
crisis will result in a breakdown of the delivery system. In turn, this is 
likely to lead to federal intervention and the imposition of a single-payer 
insurance program (Medicare for all?) and perhaps even a single, national 
provider system like the Veterans Administration.

THE CHALLENGE FOR LEADERS AND MANAGERS

To avoid these potential problems and take advantage of emerging oppor-
tunities, leaders and managers must work together—not an easy task given 
the reality that health care is comprised of predominantly small local orga-
nizations, unlike the airlines and automakers. The assignment includes 
informing and educating the public, advocating for patients and services, 
creating a shared vision of the ideal health care delivery system, shaping 
the debate, and providing the missing ingredient (leadership) for a suc-
cessful delivery system.

Informing and educating the public. The public relies on two primary 
sources for information about health care: the press and politicians. The 
press does not understand the issues. Instead of finding out and reporting 
on how the system works, the concentration seems to be one of highlight-
ing problems and promoting its own agenda for the system. Little has been 
written about how providers are challenged to deal with such issues as 
“avoidable” utilization. But what exactly is avoidable and who defines it? 
Payers do not want to pay for it, but they have not proactively defined it. 
How are patients affected by initiatives to reduce it? How will their access 
to health care be affected by the changes to the system? What exactly is 
population health and how does it potentially change the patient–provider 
relationship? More informative and objective reporting is needed.

Politicians and the press have been successful in convincing the public 
that health care has become disproportionately and inappropriately expen-
sive. It is expensive, but given what is done and how it is done, one could 
argue it is worth the price. The drumbeat continues to be about cost but 
is silent on important aspects of care like value and responsiveness. It is 
possible to reduce the cost of CT, MRI, and PET scanning procedures by 
limiting their availability via health planning techniques like Certificate 
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of Need regulations, but the public is not likely to appreciate it. Someone 
needs to explain that the cost of health care is increased by the desire 
to have higher-educated providers (e.g., physical therapists with doctoral 
degrees), sparkling new facilities, and rapid availability of tests and proce-
dures. The use of high-cost emergency department care for non-emergent 
conditions illustrates the public’s desire for instant gratification.

The press, and then the public, is outraged that a hospital charges $16 
for a pain pill, while that same pill can be bought for 16¢ at a big box store. 
How can this be? The public is unaware that at the big box store there is 
far less regulation; little or no ambiance; and a lack of highly educated, 
highly skilled, and trained workers involved with that pill. The following 
vignette illustrates the situation.

At a hospital, a physician must write an order for the medication to be adminis-
tered. That order must be transcribed by a unit clerk and then sent to the pharmacy 
where it is reviewed by a pharmacist for consistency with the patient’s medical 
condition, known patient medication allergies, and potential medication contra-
indications (e.g., magnesium prevents the proper uptake of synthroid). Following 
this review, the order is passed to a pharmacy technician who enters it into the 
pharmacy information system and fills the order. The medication is then delivered 
to the floor where it is given to a nurse to give to the patient. The nurse documents 
the administration in the medication administration record, which is part of the 
patient’s medical record. For sure, the cost of the pill is less than the 16¢ that the 
big box store charges, but the amount of hospital-specific cost increases the cost.

The amount of labor involved and the cost of that labor, given licensure, edu-
cation, and regulatory considerations, add to the cost. Both the doctor and the 
nurse are licensed. The pharmacist has a doctoral degree. The various informa-
tion systems used are expensive. The hospital is licensed and subject to random 
inspections by state health departments and The Joint Commission. Some of the 
staff may be unionized with pay rates that are not entirely controllable by the hos-
pital. The cost of regulatory compliance adds cost as well. The hospital’s bill to 
Medicare and other third-party payers is heavily discounted. Many of the patients 
cannot afford to pay (charity cases), while others refuse to pay (bad debts). When 
one patient does not pay, someone else must and this raises the cost of the pill.

None of this applies to the big box store. Is it any wonder the price is sig-
nificantly higher? Patients are generally ignorant of the situation and make 
judgments about the financial ethics of the hospital without knowing the 
circumstances.

It falls to leaders and managers in health care to educate the public. 
Explain what patients can expect from health reform. Describe how their 
organizations will work to provide the best possible care in the most 
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economic and efficient settings. Explain what patients can do to improve 
their health and avoid costly interventions. Educate them about appropri-
ate expectations and responsibilities. Show them how to navigate the laby-
rinthine billing system. Many years ago, the now defunct Syms Clothing 
chain used “an educated consumer is our best customer” as its motto. That 
motto should apply to health care as well. An educated patient is the best 
patient.

Advocating for patients and services. As more and more change hap-
pens, it is the responsibility of leaders and managers to be advocates for 
high-quality care provided in the most economic and efficient settings. 
Quality must be the number one strategic and operational goal. While 
this text describes how to make the business case for clinical quality and 
patient safety, there should be no need to make such a case. If any other 
industry killed 100,000 people each year, nobody would dare go near it. 
Health care is different. People can avoid certain brands of automobiles, 
certain restaurants, and so on, but it is difficult to avoid health care. It 
is no longer acceptable to claim to provide quality care as staff cuts are 
being made. The literature is rife with articles correlating nurse to patient 
ratios with improved care. In 2002, Jack Needleman and his colleagues 
published a breakthrough study in the New England Journal of Medicine 
that pointed out the folly of nursing staff reductions.2 The study found 
significant differences in clinical performance between low-staffed and 
high-staffed hospitals, shown in Table 17.1.

The study showed that the amount of staffing had a direct effect on 
clinical performance. Whether looking at urinary tract infections (UTIs) 
or pneumonia, Needleman found worse outcomes in low-staffed hospitals. 

Table 17.1
Nurse Staffing and Clinical Outcomes

Indicator
Low-Staffed 
Hospitals

High-Staffed 
Hospitals Difference

ALOS, days 5.5 4.6 –16%
Urinary tract infection 6.20% 5.80% –6%
Pneumonia 2.30% 2.00% –13%
Upper gastrointestinal bleeding 1.10% 0.90% –18%
Shock/cardiac 0.60% 0.50% –17%
Failure (surgery) 22.60% 19.70% –13%

Adapted from Needleman et al., “Nurse-Staffing Levels and the Quality of Care in Hospitals,” New 
England Journal of Medicine, 2002.
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Although his study focused on clinical outcomes, one of his findings had 
significance financially. Average length of stay (ALOS) was approxi-
mately one day less in high-staffed hospitals than in low-staffed hospitals. 
Although this decrease in ALOS is important clinically, it also suggests 
the ability to care for more patients. If patients can be released from the 
hospital in 4.6 days rather than 5.5 days, the hospital can accommodate 
more patients with the same number of beds. While Needleman’s article 
was focused on the relationship of staffing to quality, it also demonstrated 
that cost-reduction tactics (e.g., reduction in staff to save money) can 
result in dysfunctionality that can impact quality of care and length of 
stay. The hospital actually provides worse care, cares for fewer patients, 
generates less revenue, and reduces the bottom line. Certainly waste must 
be eliminated, but blind adherence to cost-reduction strategies designed to 
improve bottom-line performance has a detrimental effect on the quality 
and safety of patient care.

Leaders and managers must provide the best and safest care humanly 
possible. This does not require large outlays of cash. Preventing ventilator- 
associated pneumonias, for example, does not require any investment at 
all, but rather compliance with five simple, no-cost guidelines. Remember 
that a focus on quality is not just for the leadership team. Everyone should 
be committed to it, and the culture of the organization must support it. 
Leaders can bring this about, encourage it, reward it, and mandate it.

The patient experience, too, must receive attention. Reputation, an 
essential in a competitive environment that health care is rapidly moving 
into, is often based on the public’s perception. The care may be the best 
possible, but if the staff are not friendly, fail to introduce themselves, or 
seem too rushed to care, patients will judge the entire experience by their 
actions.

Creating a shared vision. Because health care is primarily a local ven-
ture, working collaboratively on a national issue like the American health 
care delivery system will be difficult. National groups like the American 
Hospital Association, the Healthcare Financial Management Association, 
the American College of Healthcare Executives, and the American Col-
lege of Physicians will need to take the lead, but they must work with 
local chapters and health care executives to lead the charge. Because of 
America’s cultural, population, and geographic diversity, one size will not 
fit all. Rather than design the details of the ideal system, these industry 
leaders should concentrate on a set of realistic and achievable goals and 
characteristics (the “what”) and allow local systems to determine the best 
ways (the “how”) to achieve those characteristics. The approach should 
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cut across all segments of health care (hospitals, physicians, long-term 
care facilities, pharmaceutical companies, etc.) and involve all of the criti-
cal players and stakeholders in the development effort.

When Ross Perot ran for president in 1992, he recommended using 
small trials of new programs at the state level. In this way, it would be pos-
sible to identify the positives and negatives of each and fix any problems 
before rolling them out for the entire nation. In addition, he pointed out 
that because of regional differences, approaches that work in New York 
and Maryland may not work in Oregon and New Mexico and vice versa. 
He recognized the diversity issue and suggested a way around it. The new, 
ideal health care system will need to respect these differences.

Shaping the debate. One of the best ways to develop the vision of the 
ideal system is to engage all parties in a national debate on a whole host 
of issues, including:

• the point at which low-birth-weight premature babies should receive no 
clinical intervention,

• the age over which patients should no longer be eligible for organ 
transplants,

• the number of transplants a person should be eligible for,

• the circumstances under which only palliative care should be provided, and

• the use of presumed consent for organ recovery.

This debate should be inclusive of all the divergent views and all opin-
ions should be given consideration. There will be differences of opinion 
and disagreements, but they should not be allowed to become personal. For 
over 200 years, Americans have debated issues from independence from 
England to immigration reform. Not always, but in most cases, following 
a heated, passionate debate, a compromise and consensus was reached and 
the country moved forward. Not everyone was satisfied, but all had the 
opportunity to express an opinion. More recently, this has changed and 
anyone disagreeing with a stated position was attacked personally. A ques-
tion raised about the financial impact of a proposed Medicare program 
would be met with a charge that the individual asking just “didn’t like older 
folks.” If this continues, an ideal system of care will never be developed.

It is for the leaders in health care to make sure the debate and discussion 
happens. The disagreements that should be present and be given proper 
consideration must remain civil. As the late senator Barry Goldwater once 
said, “To disagree, one doesn’t have to be disagreeable.”3
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THE PROPER ROLE OF THE GOVERNMENT

The Founding Fathers wanted a government that provided for the com-
mon defense and promoted the general welfare. They were well educated 
and highly literate. But they did not have access to modern computers and 
word processing. They wrote in long hand with quill and ink on parchment 
paper. As a result they were economic in the use of language; there was no 
room for verbosity. Had they wanted the government to provide the public 
welfare, they would likely have written, “Provide for the common defense 
and the general welfare.” But they chose the word “promote.” When it 
comes to health care, that choice of words should be kept in mind. There 
is a role for the government, but it is not as a provider.

In its role as a promoter of public welfare, the government’s efforts 
should be to do the following:

• Educate the public about the health care system. Provide information on 
healthy diets, the importance of exercise, healthy lifestyles, and health 
in general. Explain how individuals can reduce their cost of care. Inform 
the public about its health care rights and responsibilities.

• Establish and enforce realistic and appropriate standards for quality, 
patient safety, and responsiveness by which hospitals, nursing homes, 
physicians, and other providers operate.

• Establish and enforce standards by which insurance companies must 
operate in such matters as claims processing practices and transparency 
in coverage determinations.

• Facilitate the development of the ideal health care system. This includes 
developing, with appropriate public and stakeholder involvement, a na-
tional health policy. A national health financing policy should also be de-
veloped to drive reimbursement by both government and private payers.

• Balance the marketplace. This means playing an appropriate regulatory 
role with common sense regulations that specify what should happen 
but avoid saying how it will happen. That is a role for individual provid-
ers and is analogous to specifying that everyone must have a car but not 
specifying the brand, color, or accessories. This role includes protecting 
all parties from unethical practices.

The free marketplace should be allowed to exercise its power to bring 
about innovation and improve services. Much as it did in improving tele-
communications, the free marketplace can bring about significant change 
across the system. It was not that long ago that there was a single phone 
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company. It was nearly 70 years after the introduction of the first dial 
phone in Indiana before the first major change—the princess phone—hit 
the market. Since the breakup of the phone company monopoly and the 
entry of other providers into the marketplace, innovations have brought 
significant improvements. In less than half the time needed to go from 
a dial phone to a princess phone, the industry has seen an explosion in 
innovation with the introduction of cordless phones, cell phones, smart 
phones (with cameras, e-mail, text messaging, Internet, and video), and 
on and on. The marketplace is a powerful driver of quality, innovation, 
and cost reduction, and its power can improve health care if it is properly 
controlled but not stifled.

There is, however, a dark side to the market and that must be guarded 
against. This, too, can be a viable role for the government. Provision must 
be made for the appropriate treatment of bad debts and charity care. Rea-
sonable and proper regulation can help avoid abuses. Minimum charity care 
targets (e.g., x% of net revenue) can be established and enforced as part of 
the tax code. A penalty might be incorporated into the tax code for those 
refusing to pay their bills. Health care organizations must be allowed to earn 
reasonable profit margins that can support training the next generation of 
providers, investing in new technologies and programs, and gaining access 
to capital. Pharmaceutical and equipment company profits must be sufficient 
to support research and development of new medications and technologies.

SOME IDEAS

Americans have struggled for many years to develop solutions to the prob-
lems associated with health care: high cost, availability of insurance cov-
erage, portability of coverage when workers change employers, and so on. 
Individuals are largely isolated from information about how much various 
health interventions cost. This compounds the problem. Simply stated, 
Americans seem to react when they are directly required to pay a bill. The 
following ideas may help resolve some of this.

First, employers should no longer provide health insurance for their 
workers. Instead, borrowing from the auto insurance model, individual 
Americans should buy their coverage directly. The amount of money spent 
by employers for insurance premiums should be transferred out of the 
fringe benefits accounts and added to the wages of the workers. Then, 
the workers can use that money, and any other amount they would like 
to contribute to the pot, to buy the kind of coverage that makes sense for 
their individual circumstances. It makes no sense at all for an unmarried 
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62-year-old worker to purchase health insurance that includes maternity 
coverage. As long as they buy basic coverage for hospital and physician 
services, people should be free to choose their types and levels of coverage 
(deductible amount, dental coverage, maternity coverage, etc.).

Employers should aggregate their workers to leverage volume buying 
for premiums, but individuals must own the policy and the coverage. This 
makes the insurance coverage portable from one employer to another. 
Coupled with this shift, Medicare and Medicaid should abandon their 
roles as payers. Instead, beneficiaries should be given vouchers that can be 
used to purchase insurance directly at the levels of coverage and deduct-
ibles that make sense for them as individuals. As with the employer shift, 
Medicare and Medicaid can aggregate beneficiaries to increase purchasing 
power. These two government programs could also serve as providers of 
last resort for catastrophic coverage.

This fundamental change provides people with “skin in the game” by 
getting them directly involved financially with their insurance and care. 
Just as in the auto insurance model, people will become prudent buyers of 
both insurance coverage and care.

Competition in an open marketplace can drive the insurance companies 
to offer better services and prices. Publish prices for all medical services 
and insurance policies. Let people exercise their brains and free will and 
make decisions for themselves.

In health care, the term “frequent flyer” often applies to those patients 
who visit hospital emergency departments every couple of weeks. They 
know the staff by name! But in this case, the term “frequent flyer” refers 
to another way to provide patients with “skin in the game” by allowing 
them to earn points for healthy lifestyle choices. It would work this way.

At birth, all people receive a social security number; and it could 
become their lifetime health care membership number. Throughout their 
life, each time they do something that promotes good health—well-baby 
doctor visits, health club memberships, maintaining an appropriate body 
mass index, immunizations, and so on—they would earn points, just 
like frequent flyers. Just as frequent flyers can use their points for seat 
upgrades, merchandise, and free flights, the health points could be used to 
supplement cash in the purchase of coverage, to buy added levels of cov-
erage, and to pay their deductibles. Preexisting conditions would not be a 
problem as long as people maintained their basic coverage. Catastrophic 
coverage could be purchased using health points.

A basic change in health insurance coverage is required. Everyone must 
pay the same prices. Modest and reasonable discounts (in the range of 
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2% to 4%) should be allowed for insurance companies for prompt pay-
ment of bills and volume business. Both of these are common practice 
in other industries. Individuals should also be allowed a prompt payment 
discount. Larger discounts unfairly shift cost from one payer to others and 
are unethical. The following scenario illustrates this problem:

The hospital has an underlying cost profile that requires it to charge $10 for each 
service that it provides. This charge allows it to cover its costs and generate a 
modest, and necessary, profit, which it will then reinvest in new equipment, im-
proved services, and so on. The mix of patients in this hospital is 60% Medicare, 
30% Medicaid, and 10% self-pay. Medicare and Medicaid pay 50% of what the 
hospital bills for services. As a result, the self-pay patient must pay multiples of 
the charge. Assume, for illustration purposes, that the hospital charges for just 
three services and needs to be paid a total of $30 (3 × $10).

As shown in Table 17.2, for the three services provided, Medicare and Med-
icaid pay only half of the $10 charge. From those two payers, the hospital has 
received $10, but it needs to receive a total of $30. Who pays the difference? The 
self-pay patient is billed $20 and is expected to pay the full $20.

Some in government, the press, and academia claim that being charged 
four times what Medicare and Medicaid pay is ripping off the self-pay 
patient. They claim this is unethical. It is unethical—for Medicare and 
Medicaid (and other insurers) to make such low-ball payments that the 
self-pay patient has to be charged so much. Some have even suggested 
that law and regulation should be such that nobody should pay more than 
Medicare. If that were the case, this hospital would have received $15 to 
cover $30 worth of cost and would eventually close its doors.

No other industry acts this way. No other group of consumers acts this 
way. What would happen if a person arrived at the supermarket check-
out and instead of paying the $120 the clerk rang up on the cash register 
wrote out a check for $60 and told the clerk to collect the rest from some 

Table 17.2
Charges versus Payments

Charge Payment

Medicare $10 $5
Medicaid 10 5
Self-pay 20 20
Total paid $30
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other customer? How long would that person be allowed to shop at that 
supermarket?

One reason prices are so high is that of cost shifting from Medicare 
and Medicaid (and to a similar but slightly lesser degree the other insur-
ance payers) onto the backs of self-paying patients. In Maryland, this sort 
of large-scale discounting is illegal. If hospital A charges $2,500 for a 
specific procedure, it will be paid $2,500 (minus a modest discount for 
volume and prompt payment) by every single payer: Medicare, Medicaid, 
Blue Cross, self-pay, and so on. In Maryland, there is no cost shifting.

Much has been said about the impact of malpractice on the cost of health 
care. Premium costs, payments to plaintiffs (via cases won in court or paid 
for an out-of-court settlement), legal defense costs, and practicing defensive 
medicine all add up. The debate is not about their existence but the impact on 
overall health care cost. Many suggest it is such a small amount, perhaps just 
a few percentage points of total spending, that it doesn’t warrant any atten-
tion. But in the complicated world of health care, any and every spending 
bucket deserves attention. Patients who are harmed should be able to seek 
redress. But frivolous lawsuits (the ugly people mentioned in Chapter 1) 
should be discouraged. Three things can be done to reduce the overall cost.

First, tort reform is necessary. There is no disincentive for plaintiffs. 
Whether a case has merits or not, the plaintiff can win some monetary 
amount either in court or as part of a settlement. To correct this imbalance, 
the loser in any malpractice case should pay all of the legal costs. Second, 
lawyers should be barred from taking cases on contingency—they have 
nothing to lose and everything to gain from unwarranted litigation. Third, 
some consideration should be given to establishing a health care claims 
review court that could function like a grand jury. It would not establish 
guilt or innocence but would decide only if there was sufficient cause for 
a plaintiff to pursue a malpractice suit.

The Veterans Administration Health System has long been the subject of 
criticism for lengthy delays, bureaucratic approaches to management, and 
the quality of care provided. Reform efforts and leadership changes have 
not resulted in the kind of service the public wants and veterans deserve. 
The challenge is an entrenched culture. And so, rather than continue with 
further changes in leadership, perhaps it is time to consider a more creative, 
“out-of-the-box” solution. Close all or a major part of the VA system and 
give veterans a “gold card” that they could use at any hospital, clinic, or 
doctor’s office they wanted. Vets would gain access to world-class pro-
viders whose customer service is superior to the VA and whose quality 
is unquestioned. The added volume could be absorbed by the nation’s 
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underutilized private hospitals. This underutilization will likely get worse 
as population health and other such initiative drive down hospital volume. 
In essence, the volume hospitals lose could be replaced by new, former VA 
business. The private hospital costs would certainly rise but not signifi-
cantly. By closing capacity at the VA, costs would be eliminated. The result 
would be better, more responsive care for deserving veterans and improved 
cost efficiency and financial conditions for the private hospitals.

Certainly there are other issues and other proposals and ideas put forth. 
All should be carefully examined, and none should be discarded out of hand. 
It is important to guard against a “that can’t be done because. . .” attitude. 
Too often the initial reaction to any new idea is to identify all the reasons 
why it will not work. Anybody can say something cannot work. A better, 
more productive approach is to look for the wisdom of any idea and look 
for ways to make it work. Naysayers have been around forever. Lee De 
Forest, an American inventor, believed that the commercial and financial 
success of television was impossible.4 Thomas Watson, the founder and 
president of IBM, once opined that there was a world market for about five 
computers.5 And William Thompson, Lord Kelvin, the English scientist 
and president of The Royal Society, once said that “x-rays are a hoax.”6

The conventional wisdom no longer applies, and “outside the box” 
thinking to solve problems is desperately needed. Leaders and managers 
in health care must shrug off naysayers and look for opportunities every-
where. Peter Drucker, the famous management expert, long ago advised 
that “the best way to predict the future is to create it.”7 That advice is cer-
tainly applicable in today’s health care environment.
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INDEPENDENT AUDITOR’S REPORT

[Appropriate Addressee]

Report on the Financial Statements

We have audited the accompanying consolidated financial statements of 
[the organization] and its subsidiaries, which comprise the consolidated 
balance sheets as of [Date], 20XX and 20XX, and the related consolidated 
statements of income, changes in stockholders’ equity, and cash flows for 
the years then ended, and the related notes to the financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of 
these consolidated financial statements in accordance with accounting 
principles generally accepted in the United States of America; this in-
cludes the design, implementation, and maintenance of internal control 
relevant to the preparation and fair presentation of consolidated financial 
statements that are free from material misstatement, whether due to fraud 
or error.

APPENDIX 1

Typical Audit Opinion Letter
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Auditor’s Responsibility

Our responsibility is to express an opinion on these consolidated financial 
statements based on our audits. We conducted our audits in accordance 
with auditing standards generally accepted in the United States of Amer-
ica. Those standards require that we plan and perform the audit to obtain 
reasonable assurance about whether the consolidated financial statements 
are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about 
the amounts and disclosures in the consolidated financial statements. The 
procedures selected depend on the auditor’s judgment, including the as-
sessment of the risks of material misstatement of the consolidated financial 
statements, whether due to fraud or error. In making those risk assess-
ments, the auditor considers internal control relevant to the entity’s prep-
aration and fair presentation of the consolidated financial statements in 
order to design audit procedures that are appropriate in the circumstances, 
but not for the purpose of expressing an opinion on the effectiveness of 
the entity’s internal control. Accordingly, we express no such opinion. An 
audit also includes evaluating the appropriateness of accounting policies 
used and the reasonableness of significant accounting estimates made by 
management, as well as evaluating the overall presentation of the consoli-
dated financial statements.

We believe that the audit evidence we have obtained is sufficient and 
appropriate to provide a basis for our audit opinion.

Opinion

In our opinion, the consolidated financial statements referred to above pres-
ent fairly, in all material respects, the financial position of [the organization] 
and its subsidiaries as of [Date], 20XX and 20XX, and the results of their 
operations and their cash flows for the years then ended in accordance with 
accounting principles generally accepted in the United States of America.

Report on Other Legal and Regulatory Requirements

The form and content of this section of the auditor’s report will vary de-
pending on the nature of the auditor’s other reporting responsibilities.

[Auditor’s signature]
[Auditor’s address]
[Date of the auditor’s report]
Source: American Institute of Certified Public Accountants ©2014, 

AICPA. Reprinted by permission.
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Practice Problems

CHAPTER 2—BASIC BUSINESS AND ACCOUNTING 
CONCEPTS

Problem 2.1

The accounts receivable balance on November 30, 20XX, is $6,300,000 
and the allowance for doubtful accounts is $1,200,000. The receivable is 
made up of numerous accounts billed during the last several months as 
follows:

Billed In Amount
Collection 
Probability (%)

November, 20XX $3,000,000 100.0
October, 20XX 1,500,000 100.0
September, 20XX 500,000 97.5
August, 20XX 400,000 95.0
July, 20XX 300,000 90.0
June, 20XX 200,000 85.0
May, 20XX 100,000 80.0
April, 20XX 100,000 75.0
March, 20XX 50,000 50.0
February, 20XX 100,000 25.0
January, 20XX 50,000 10.0
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Prepare an accounts receivable aging analysis. Based on the analysis, 
what is the value of the accounts receivable?

Problem 2.2

A diagnostic services company acquired digital angiography equipment 
on January 1 for $1,300,000. The useful life of the equipment is 10 years 
and the salvage value is $200,000. Using the “sum of the years digits” de-
preciation method, how much depreciation expense will be recorded each 
year over the life of the equipment?

Problem 2.3

An organization acquired new computer scheduling equipment on Janu-
ary 1 for $4,000,000. The useful life of the equipment is eight years and 
the salvage value is $400,000. Using the “double declining balance” de-
preciation method, how much depreciation expense will be recorded each 
year over the life of the equipment?

Problem 2.4

A new business venture will begin operation on July 1, 20X3. Staff will be 
hired effective January 1, 20X3, at a cost of $40,000 per month. It is known 
from experience that collections lag billing by three months (in other words, 
once the company bills for a service, it must wait 90 days for the payment 
to be received). The business projects its monthly billing to be as follows:

Month Billing

July, 20X3 $100,000
August 100,000
September 100,000
October 100,000
November 100,000
December 100,000
January, 20X4 100,000
February 100,000
March 100,000
April 100,000
May 100,000
June 100,000
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If the company has $400,000 of cash on hand on January 1, 20X3, 
how much cash will it have at the end of June 20X4? Assume a 100% 
collection rate.

CHAPTER 3—COST AND COST BEHAVIOR

Problem 3.1

Using the following information, develop a set of prices for the three 
revenue centers (inpatient services—price per patient day, outpatient 
services—price per visit, and ancillary services—price per procedure), 
which will generate a profit of $5,400,000.

Overhead is allocated directly to the revenue centers from the overhead 
centers on the basis of direct expense. The historical collection rate is 
80%. Volumes are anticipated to be 35,200 inpatient days, 88,000 outpa-
tient visits, and 26,400 ancillary procedures.

Department Direct Expense

Administration $3,000,000
Finance  2,000,000
Support services  4,000,000
Inpatient services  20,000,000
Outpatient services  10,000,000
Ancillary services  15,000,000

Problem 3.2

The following table displays information about the cost profile of your de-
partment. What is the average cost of an encounter? What is the marginal 
cost of an encounter?

Description  Amount

Fixed costs $450,450
Variable costs 110,000
Total costs $560,450
Annual volume (encounters) 55,000
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CHAPTER 6—THE OPERATING BUDGET

Problem 6.1

A time and motion study has been conducted in a testing department and 
has determined that workers can perform six tests per hour. The depart-
ment will perform 1,060,000 tests in the coming budget year. Productive 
time in the department is 85% of paid time. How many staff FTEs will be 
needed?

Problem 6.2

Using the information provided, prepare a salary budget for FY20X4 
(7/1/20X3 to 6/30/20X4). Volume in the budget year is planned to be 
5,400 procedures and staff needs are for six hours of worker time for 
each procedure. Productive time is 85% of total paid time. For pur-
poses of this solution, the assumption is that workers can be hired only 
in half FTE increments (e.g., if you calculate a need for 12.8 FTEs, 
you would need to hire 13 FTEs). A pay raise will be given to all staff 
on May 1 of each year at a rate of 6%. The July 1, 20X3, rate of pay 
for new hires is set at $13.00/hour regardless of hire date. The follow-
ing are the current staff with FTE values and hourly rates of pay as of 
December 10, 20X2:

Name FTE Value Pay Rate

Classen 1.0 $14.30
Thompson 1.0 13.80
Ward 0.5 13.50
Ettinger 1.0 14.00
Kelley 0.5 12.75
Oldham 1.0 14.20

Problem 6.3

Prepare a budget for FY 20X4 for a department that is expected to perform 
21,900 units of work output during the budget year. The budget guidelines 
issued by the finance staff indicate that inflation will run at 10% for the 
budget year. Prepare a budget for supplies and services. The following 
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data are available for consumable supplies (“V” indicates variable ex-
pense items; “F” indicates fixed items):

Your Department Report
Departmental Expense Report
January 1–May 31, 20X3

Description Amount

Office supplies (F) $2,500
Medical supplies (V) 18,000
Solutions (V) 13,500
Maintenance (F) 1,500
Contract services (F) 600
Stock drugs (V) 10,500
Books and periodicals (F) 500
Miscellaneous (F) 1,000

Total supple expense $48,100
Volume of business 9,000

Problem 6.4

A researcher is putting together a grant application for a research project 
that will study the effect of a new drug to treat budgetitis. The grant will 
cover three years beginning on January 1, 20X2. The following informa-
tion with which to prepare the budget is available.

The principal investigator (PI) will be on the grant at 50% of ef-
fort. Since the lab is already fully equipped, no new equipment is re-
quired; however, five lab techs and two senior research assistants will 
be added as part of the team. Supplies for the lab include 500 Norwe-
gian brown mice and the associated feed and supplies, lab ware, and 
office supplies.

The PI’s current salary is $200,000 as of January 1, 20X1. The depart-
ment of Laboratory Animal Medicine will provide mice for a cost of $15 
per mouse per month inclusive of feed, cages, and all other needs. The pay 
rate for lab techs is $45 per hour. The rate for senior research assistants is 
$65/hour. The fringe benefits rate is 25% of salaries. Based on previous 
research projects, office supplies are estimated to run $150 per month. 
Lab ware will cost $1,000 per month. Salaries are expected to grow by 5% 
each year, while supply inflation is expected to be 3% per year.
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Problem 6.5

Assuming that 20% of paid time is spent away from the workplace on va-
cation, sick time, holiday, and so on, how many FTEs of staff are needed 
to perform 80,000 screening tests if each test requires 45 minutes of time 
for the actual test and an additional 15 minutes of setup and clean uptime 
per test?

Problem 6.6

Prepare a revenue budget that includes both gross and net revenue for 
the upcoming fiscal year. The target use rate is 80% of capacity. The de-
partment is capable of performing 27,375 tests annually. The business is 
evenly divided: half the patients are covered by health insurance that will 
reimburse at 80% of charges. The other half comprised wealthy, unin-
sured patients who pay 100% of charges. The price charged for the ser-
vice is $500.

Problem 6.7

The following table indicates the annual volume experienced for the most 
recently completed fiscal years and the first five months of the current fis-
cal year (FY 20X8). Based on this information, how many units of service 
should be planned for in the coming budget year?

Fiscal Year Volume

20X3 2,302
20X4 2,404
20X5 2,512
20X6 2,626
20X7 2,745
20X8 YTD (1/1/X8–5/31/X8) 1,195

CHAPTER 9—FINANCIAL STATEMENTS

Problem 9.1

Using the audited financial statements of the Care Giver Healthcare Cen-
ter, calculate the following financial ratios: current ratio, quick ratio, 
the number of days of revenue in accounts receivable, return on assets, 
long-term debt to equity, and the collection rate.



PRACTICE PROBLEMS 399

Care Giver Healthcare Center
Balance Sheet
December 31, 20X1

Assets
Current assets
Cash and marketable securities  $2,000,000
Accounts receivable  $20,000,000
Allowance for doubtful accounts  1,500,000  18,500,000
Inventory  500,000
Other current assets  100,000

    Total current assets  $21,100,000
Fixed assets
Land  $2,000,000
Buildings  $15,000,000
Equipment  5,000,000

 $20,000,000
Accumulated depreciation  4,000,000  16,000,000

    Total fixed assets  $18,000,000

Total assets  $39,100,000
Liabilities and net assets
Current liabilities
Accounts payable  $5,000,000
Accrued payables  500,000
Salaries and payroll taxes payable  100,000
Current portion of long-term debt  1,500,000

    Total current liabilities  $7,100,000
Long-term liabilities
Bonds payable  $15,000,000
Pension liability  3,000,000
    Total long-term liabilities  18,000,000
Net assets
Opening balance  $12,000,000
FY 2000 profit  2,000,000 
Ending balance  14,000,000

Total liabilities and net assets $39,100,000
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Care Giver Healthcare Center
Statement of Support, Revenue, and Expenses
For the Year Ended December 31, 20X0

Gross revenue from patients  $30,000,000
Less deductions from revenue
Provision for bad debts  $2,000,000
Charity care  1,000,000
Discounts  3,000,000  6,000,000

Net revenue from patients  $24,000,000
Other operating revenue  1,000,000

Total revenue  $25,000,000
Operating expenses
Salaries  $16,200,000
Fringe benefits  3,240,000
Supplies and services  2,000,000
Interest  560,000

Depreciation  1,000,000
Total expense  $23,000,000

Excess of revenue over expense  $2,000,000

Problem 9.2

Several different payers reimburse for a new diagnostic test. Each pays a 
different percentage of the charge. Program 1 will cover 80% of charges 
for 15% of the patients; program 2 will pay 70% of charges for 20% of 
the patients, program 3 will pay 60% of charges for 5% or the patients, 
program 4 will pay 80% of charges for 10% of the patients, and program 
5 will pay 90% of charges for 50% of the patients. What is the average 
collection rate and what amount will be collected if the charge is $550 for 
each test?

CHAPTER 11—ANALYTICAL TOOLS

Problem 11.1

Using the following performance data, calculate the volume-adjusted 
labor rate variance and volume-adjusted efficiency variance. The depart-
ment is considered 60% variable.



PRACTICE PROBLEMS 401

 Actual  Budget

Salaries $314,000 $345,400
Payroll hours 10,000 11,000
Service volume 240,000 300,000

Problem 11.2

Explain the cause(s) of the salary variance. The department is con-
sidered 100% fixed. Actual salaries were $228,800 versus a budget of 
$237,120. Paid hours were 20,800 compared to a budget of 19,760. 
There were 21,000 units of service provided while the budgeted amount 
was 20,000.

Problem 11.3

Use the following information about supply consumption to determine 
the usage and price variances. The department is considered to be 100% 
variable with volume. Actual units of service were 70,000 compared with 
a budget of 140,000.

Supply Item Actual Budget Actual Budget

Item A $7,920 $2,625 1,800 750
Item B  8,576  6,972 1,500 1,599
Item C  4,530  4,983 1,753 1,524
Total 21,026 14,580

Problem 11.4

Prepare a forecast of expenses for the entirety of fiscal year 20X3 which 
runs from January 1 to December 31, 20X3. In addition to the numbers 
shown in the most recent Departmental Expense Report, the following 
information is provided. In January, the department purchased a main-
tenance contract for the entire year at a cost of $12,000. Med/surg sup-
plies amounting to $15,000 that had been purchased last fiscal year were 
returned to the vendor for a credit. Finally, it is anticipated that two clerks 
will be hired effective July 1 at rates of pay of $22,000 plus fringe benefits 
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of 20%. Volume for the rest of the year is anticipated to be 2,000 units of 
service each month from June 1 through year end.

Departmental Expense Report
January 1–May 31, 20X3

Description  Amount

Office supplies (F) $500
IV solutions (V) 64,000
Maintenance contracts (F) 12,000
Dues and memberships (F) 250
Med/surg supplies (V) 180,000
Stock drugs (V) 38,000
Books and periodicals (F) 50
Miscellaneous (F) 1,000

Total $295,800

Units of service 9,000

Problem 11.5

A new procedure for which demand is anticipated to be 1,200 units 
annually can be offered at a price of $1,400. The patient population 
is anticipated to be 80% commercially insured patients and 20% 
self-paying (noninsured) patients. The expected collection rates are 
90% for commercial insurance and 50% for self-paying patients. Each 
procedure consumes $300 of supplies. Salary is estimated to cost 
$600,000 each year, fringe benefits are 25% of salaries, and deprecia-
tion each year is $140,000. Develop a marginal P&L for this business 
opportunity.

Problem 11.6

Currently, pharmacy costs in the hospital’s ICUs average $2,600 per case. 
The hospital is paid entirely on a DRG-based payment system. On aver-
age, the surgical intensive care unit (SICU) and medical intensive care 
unit (MICU) treat 30 cases each per month. It has been asserted that a 
clinical pharmacist assigned to each ICU could reduce pharmaceutical 
use by 25%. A clinical pharmacist is paid $90,000 plus fringe benefits 
of 25%. Does it make financial sense to hire two clinical pharmacists to 
cover the ICUs?
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Problem 11.7

A new procedure can be offered at a price of $1,500. The collection rate 
is expected to be 75%. Demand is anticipated to be 800 units in year one, 
growing by 25% each year thereafter until the end of year five. Each pro-
cedure consumes $400 of supplies. Salaries are estimated to be $50,000 
a year each for 10 FTEs plus an additional 20% for fringe benefits. Fixed 
operating costs are $8,000 per month and annual rent is $20,000/year. De-
velop a marginal P&L for this business opportunity. Based on that P&L, 
should this opportunity be pursued?

Problem 11.8

A new piece of equipment with a life of six years will make a clinical op-
eration more efficient. The equipment purchase price is $4,500,000 plus 
a 10% installation fee. The purchase price includes maintenance service 
for the first year, an item that has an annual cost of $10,000. There is a 
potential for additional volume of 150,000 units in the first year, grow-
ing by 30,000 units each year thereafter. The price to be charged per 
unit is $15.00 with a 50% collection rate. Ten FTEs of staff will be 
eliminated because of this technology. Each is paid $12.50 per hour. The 
fringe benefits rate is 20%. The hurdle rate is 7.5%. The department’s 
operating capacity is 220,000 units of volume per year. What is the net 
present value, the benefit/cost ratio, and the average payback period for 
this investment?

Problem 11.9

A business that operates 7 days a week, 24 hours a day, is looking for ways 
to improve its bottom-line performance. One possibility is a new auto-
mated charting system that will allow for a savings of three hours of staff 
time per shift in departments A, B, C, D, and E and one hour per shift in 
department Z (all shifts are eight hours long). The system will be installed 
in all six departments. Salaries are $17/hour for staff in all departments ex-
cept department Z in which staff are paid $24 per hour. The fringe benefits 
rate is 25%. Operating costs of the system are $2,000 per station annually 
plus an additional $3,000 per station per year for a maintenance contract. 
The acquisition price of the system is $200,000 per station (one station is 
needed for each department) and includes maintenance for the first year. 
Installation costs are $30,000 per unit. The hurdle rate is 12%. What is the 
benefit/cost?
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Problem 11.10

A new diagnostic procedure can be offered at a price of $25 per test. 
The patient population is anticipated to be 40% commercially insured 
patients, 40% Medicare, and 20% self-paying. The expected collection 
rates are 89.5% for commercial insurance, 80% for Medicare, and 86% 
for self-paying patients. Each procedure consumes $20 of supplies. Fixed 
costs are anticipated to be $250,000. The machinery needed to perform 
the tests is operated on a five-day-a-week basis and can perform 800 tests 
per day. Four times a year the machinery must be taken out of service and 
recalibrated, a procedure that requires a week to complete. Demand is 
expected to be 250,000 units. What is the breakeven point for this oppor-
tunity? Should the opportunity be pursued?

Problem 11.11

A new service can be offered at a price of $1,100. Demand is antici-
pated to be 8,000 units a year. The business is able to handle up to 
16,500 units annually, so capacity should not be a problem. The aver-
age collection rate is 80%. The new service has annual fixed costs of 
$5,000,000. Variable cost per unit of service is $480. Capacity is 14,000 
units of volume. What is the breakeven point? Should the opportunity 
be pursued?

Problem 11.12

A colleague has suggested hiring a nurse practitioner (NP) for a physician 
practice. The annual salary cost is estimated to be $83,000 plus fringe ben-
efits of an additional 25%. The current charge for an NP visit is $50 and 
the collection rate is 75%. If an NP can see 400 visits per month, should 
one be hired?

Problem 11.13

Memorial Community Hospital performs 500 hip replacements each year. 
The average reimbursement is $10,000 per case. The direct cost of the 
procedure averages $11,500, which includes marginal cost of $4,500 for 
the implant and other intraoperative supplies. Finance has expressed con-
cerns about the program losing money based on the following financial 
analysis.
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Hip replacement procedures  500
Average reimbursement per hip procedure $10,000

Total net revenue for hip procedures $5,000,000
Hip replacement procedures  500
Average direct cost per procedure $11,500

Total direct cost for hip procedures $5,750,000

Profit or (loss) from hip procedures ($750,000)

The hospital quality improvement team has identified a process im-
provement that will reduce average length of stay and allow the hospital to 
perform an additional 50 hip replacement procedures each year. Assum-
ing that the reimbursement rate and costs remain unchanged, should this 
improvement initiative be implemented?

Problem 11.14

A cost analysis of a ABC Health Clinic has been performed and has deter-
mined the following: Based on the latest three years of information, your 
annual cost of operations is $1,600,000 with annual volume of 10,000 
procedures. (“F” indicates a fixed cost and “V” indicates variable.)

Cost Items F/V

Average 
Annual 
Amount Cost Items F/V

Average 
Annual  
Amount

Supply item 1 F $220,000 Supply item 6 F  $50,000
Supply item 2 F  180,000 Supply item 7 V  500,000
Supply item 3 F  75,000 Supply item 8 V  300,000
Supply item 4 F  50,000 Supply item 9 V  200,000
Supply item 5 F  25,000 Total $1,600,000

An insurance company that is considering directing its 1,000 units 
per year of procedure business to ABC Health Clinic has approached 
the organization. For the last three years, the organization has been 
charging a price of $165 per procedure (with a 100% collection rate). 
Assuming the board has mandated that $5 of profit be generated by each 
of the procedures, what is the lowest price that could be accepted from 
this payer?
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Problem 11.15

The following cost performance data have just become available. Use bi-
lateral performance mapping to determine which departments should be 
examined first and last for possible cost improvement.

Better or (Worse)  
Than Comparison Group

Better or (Worse)  
Than Self in Prior Period

Department A 8.00% –4.00%
Department B –7.50% 2.50%
Department C 6.00% –1.00%
Department D –5.50% –3.50%
Department E 5.00% 4.00%
Department F 4.00% 5.00%
Department G –3.50% –5.50%
Department H –1.00% 6.00%
Department I 2.50% –7.50%
Department J –4.00% 8.00%

CHAPTER 12—IMPROVING PERFORMANCE

Problem 12.1

A physician’s practice performs five procedures that consume varying 
amounts of salary, supply, and service resources. Procedure A requires 
$150 per procedure for salaries, $50 for supplies, and $250 for purchased 
services. Procedure B requires $125 per procedure for salaries, $25 for 
supplies, and $100 for purchased services. Procedure C requires $300 per 
procedure for salaries, $150 for supplies, and $50 for purchased services. 
Procedure D requires $200 per procedure for salaries and $100 for sup-
plies. Procedure E requires $100 per procedure for salaries, $50 for sup-
plies, and $50 for purchased services. Develop a relative value scheme for 
these services.
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Practice Problems Solutions

Problem 2.1

Billed in Amount
Collection 
Probability

Accounts 
Receivable Value

November, 20XX $3,000,000 100.0% $3,000,000
October 1,500,000 100.0 1,500,000
September 500,000 97.5 487,500
August 400,000 95.0 380,000
July 300,000 90.0 270,000
June 200,000 85.0 170,000
May 100,000 80.0 80,000
April 100,000 75.0 75,000
March 50,000 50.0 25,000
February 100,000 25.0 25,000
January 50,000 10.0 5,000

 $6,300,000  $6,017,500



408

Problem 2.2

Sum of the years digits method
Asset acquisition cost $1,300,000
Salvage value 200,000

Depreciable amount $1,100,000

Year Remaining Years Depreciation Amount

1 10 $200,000
2 9 180,000
3 8 160,000
4 7 140,000
5 6 120,000
6 5 100,000
7 4 80,000
8 3 60,000
9 2 40,000

10 1 20,000

55 $1,100,000

Problem 2.3

Double declining balance depreciation
Asset acquisition cost $4,000,000
Salvage value 400,000

Depreciable amount $3,600,000
Depreciable live = 8 years
Annual percent = (1/8) × 2 = 25%

Year Depreciation Amount

1 $1,000,000 1,000,000
2 750,000 1,750,000
3 562,500 2,312,500
4 421,875 2,734,375
5 316,406 3,050,781
6 237,305 3,288,086
7 177,979 3,466,064
8 133,935 3,599,999

 $3,600,000
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Problem 2.4

Month
Billing 
Amount Collections Expenses

Monthly 
Cash Flow

Cash 
Balance

$400,000
July, 20X3 $100,000  $40,000 –$ 40,000 360,000
August 100,000  40,000 – 40,000 320,000
September 100,000  40,000 – 40,000 280,000
October 100,000 $100,000 40,000 60,000 340,000
November 100,000 100,000 40,000 60,000 400,000
December 100,000 100,000 40,000 60,000 460,000
January, 20X4 100,000 100,000 40,000 60,000 520,000
February 100,000 100,000 40,000 60,000 580,000
March 100,000 100,000 40,000 60,000 640,000
April 100,000 100,000 40,000 60,000 700,000
May 100,000 100,000 40,000 60,000 760,000
June 100,000 100,000 40,000 60,000 820,000
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Problem 3.2  

Description Amount

Fixed costs $450,450
Variable costs 110,000

    Total $560,450

Annual volume (encounters) 55,000

Average cost per encounter $10.19

Marginal cost per encounter $2.00

Problem 6.1
Two different approaches

Annual tests budgeted 1,060,000
Tests per hour per worker 6

Productive hours required 176,667
Productivity rate 85%

Paid hours required 207,843
Paid hours per FTE 2,080

FTEs required 99.92

FTEs required - Rounded 100

Annual tests 1,060,000
Tests per hour per worker 6

Productive hours required 176,667
Paid hours per FTE 2,080

Preliminary FTE needs 84.9
Productivity rate 85%

FTEs required 99.92

FTEs required - Rounded 100
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Problem 6.5

Screening tests 80,000
Worker time per test (hours) 0.75

Productive hours required 60,000
Productivity rate 80%

Paid hours required 75,000
Paid hours per FTE 2,080

FTEs required 36.06

Problem 6.6

Departmental capacity 27,375
Target use rate 80%

Targeted volume 21,900

 
Business 
Share Volume Price

Gross 
Revenue

Collection 
Rate

Net 
Revenue

Insured patients 50% 10,950 $500 $5,475,000 80% $4,380,000
Uninsured 

patients
50% 10,950 500 5,475,000 100% 5,475,000

    Total 100% 21,900  $10,950,000  $9,855,000

Problem 6.7

Fiscal Year Volume
Volume  
Growth (Units)

Volume 
Growth

20X3 2,302 – –
20X4 2,404 102 4.4%
20X5 2,512 108 4.5%
20X6 2,626 114 4.5%
20X7 2,745 119 4.5%
20X8 (five months) 1,195   
20X8 annualized 2,868 123 4.5%

20X9 2,997 Based on 4.5% growth
20X9 2,987–2,993 Based on growth of between  

119 and 125 units
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Problem 9.1

Current ratio 2.97
Quick ratio 2.90

Days of revenue in accounts receivable 281
Return on assets 5.12%

Long-term debt to equity 1.29
Collection rate 80.0%

Problem 9.2

Category Proportion
Collection 
Rate

Aggregate 
Rate

Program 1 15.00% 80.00% 12.00%
Program 2 20.00% 70.00% 14.00%
Program 3 5.00% 60.00% 3.00%
Program 4 10.00% 80.00% 8.00%
Program 5 50.00% 90.00% 45.00%

    Total 100.00%  82.00%

Price charged per test   $550.00

Net revenue per test   $451.00

Problem 11.1

Actual volume 240,000
Budget volume 300,000  
Variable expense factor 60.0%  
Volume change factor (20.0)%  
Volume adjustment factor: (12.0)%  
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Problem 11.2

Actual volume 21,000  
Budget volume 20,000  
Variable expense factor 100.0%  
Volume change factor 5.0%  
Volume adjustment factor 5.0%  

Description Actual Budget
Variance 
(Unfavorable)

Salaries $228,800 $237,120 $8,320
Volume adjustment  11,856 11,856

Volume-adjusted salaries $228,800 $248,976 $20,176

Paid hours 20,800 18,760 (2,040)
Volume adjustment  938 938

Volume-Adjusted paid hours 20,800 19,698 (1,102)

Average labor rate $11.00 $12.64 $1.64

Labor rate variance 32,298  
Efficiency variance (12,122)  
Total variance $20,176  

Description Actual Budget
Variance 
(Unfavorable)

Salaries $314,000 $345,400 $31,400
Volume adjustment  (41,448) (41,448)

Volume-adjusted salaries $314,000 $303,952 ($10,048)

Paid hours 10,000 11,000 1,000
Volume adjustment  (1,320) (1,320)

Volume-adjusted paid hours 10,000 9,680 (320)

Average labor rate $31.40 $31.40 $0.00
Labor rate variance  –  
Efficiency variance  ($10,048)  

Total variance  ($10,048)  
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Problem 11.4

Based on year to date data at 5/31/X3   

Description Fixed Variable Total

Year to date expense $13,800 $282,000 $295,800
Adjustments
    Add back “one-time” credits 15,000 $15,000
    Deduct “one-time” expenses (12,000)  (12,000)
Adjusted total $1,800 $297,000 $298,800

Annualization
    Divide by days/months/etc. 5   
    Divide by volume  9,000  
    Multiply by days/months/etc. 12   
    Multiply by volume  23,000  
Annualized amounts $4,320 $759,000 $763,320

Adjustments
    Add back “one-time” expenses 12,000   12,000
    Deduct “one-time” credits  (15,000)  (15,000)
    Events thru year end (+/–) 26,400   26,400
Expense forecast as of 12/31/X3 $42,720 $744,000 $786,720

Problem 11.5

Marginal revenue  
  Units of volume 1,200
  Price $1,400

  Gross revenue $1,680,000
  Collection rate 82.00%

Marginal net revenue  $1,377,600  

Marginal costs    
  Variable costs    
    Units of volume 1,200   
    Variable cost per unit $300   

    Marginal variable cost  $360,000  

(continued)
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Problem 11.6

ICU admissions per month 60

ICU annualized admissions 720
Pharmaceutical cost per case $1,600
Annualized pharmaceutical cost $1,152,000
Potential savings 25.00%

Potential cost reduction $288,000

Clinical pharmacist salary cost $90,000
Fringe benefits rate 25.00%
Fringe benefits amount $22,500

Total salary and fringe benefits $112,500
Number of clinical pharmacists 2

Total clinical pharmacist cost $225,000

Marginal cost improvement $63,000

  Fixed costs    
    Salary costs $600,000   
    Fringe benefits 150,000   
    Operating costs    
    Rent    
    Depreciation 140,000   
    Marginal fixed cost  $890,000  

Total marginal costs  $1,250,000  

Marginal profit $127,600

Collection Rate 
Calculation Share Rate Average

Commercial 80.00% 90.00% 72.00%
Self-pay 20.00% 50.00% 10.00%

82.00%

Problem 11.5 (continued)
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Problem 11.10

Average Collection Rate 
Category Proportion

Collection 
Rate

Aggregate 
Rate

Commercial insurance 40.00% 89.50% 35.80%
Medicare 40.00% 80.00% 32.00%
Self-pay 20.00% 86.00% 17.20%
    Total 100.00%  85.00%

Price charged per procedure   $25.00

Net revenue per procedure   $21.25

Fixed costs $250,000   
Variable cost per unit $20   

Breakeven point = 
Fixed cost

Net revenue per unit – variable cost per unit

Breakeven point = 
$250,000

$1.25

Breakeven point = 200,000

Capacity =    
Tests per weekday 800   
Weekdays 5   

Tests per week 4,000   
Available weeks/year 48   

Total available capacity 192,000   

Breakeven point 200,000   
Demand for service 250,000   
Capacity 192,000   

Decision: Do not pursue Insufficient capacity to achieve breakeven



Problem 11.11

Average collection rate 80%
Price charged per procedure $1,100

Net revenue per procedure $880

Fixed costs $5,000,000
Variable cost per unit 480

Breakeven point = 
Fixed cost

Net revenue per unit – variable cost per unit

Breakeven point = 
$5,000,000

$400.00
Breakeven point = 12,500

Breakeven point 12,500
Demand for service 8,000
Capacity 14,000

Decision: Do not pursue Insufficient demand to achieve breakeven

Problem 11.12

Nurse practitioner visits per month 400
Annual visits 4,800
Charge per visit $50.00
Gross charges $240,000
Collection rate 75%

Net nurse practitioner revenue $180,000

Nurse practitioner salary cost $83,000
Fringe benefits at 25% 20,750

Total nurse practitioner cost $103,750

Nurse practitioner profit or (loss) $76,250

Problem 11.13

Incremental hip cases 50
Average revenue per hip case $10,000

Incremental hip revenue $500,000
Incremental hip cases 50
Marginal cost per hip $4,500

Marginal total cost $225,000

Incremental profit from hip cases $275,000
Pursue the opportunity based on marginal analysis as shown here.
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Problem 11.14

Total Variable Fixed

Supply item 1 $220,000  $220,000
Supply item 2 180,000  180,000
Supply item 3 75,000  75,000
Supply item 4 50,000  50,000
Supply item 5 25,000  25,000
Supply item 6 50,000  50,000
Supply item 7 500,000 $500,000  
Supply item 8 300,000 300,000  
Supply item 9 200,000 200,000  
 $1,600,000 $1,000,000 $600,000
Annual volume  10,000  
Variable cost per unit  $ 100.00  
Profit target  5.00  
Lowest acceptable price  105.00

Problem 11.15

Better or Worse 
Than Comparison 
Group

Better or Worse 
Compared to 
Prior Period

Department A 8.00 –4.00
Department B –7.50 2.50
Department C 6.00 –1.00
Department D –5.50 –3.50 First group = worse in 

both comparisons
Department E 5.00 4.00 Last group = better on 

both comparisons
Department F 4.00 5.00 Last group = better on 

both comparisons
Department G –3.50 –5.50 First group = worse in 

both comparisons
Department H –1.00 6.00
Department I 2.50 –7.50
Department J –4.00 8.00
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Problem 12.1

A B C D E

Salaries $150 $125 $300 $200 $100
Supplies 50 25 150 100 50
Purchased services 250 100 50  50
Total $450 $250 $500 $300 $200

Possible relative value unit schemes
Base of 200 2.2500 1.2500 2.5000 1.5000 1.0000
Base of 250 1.8000 1.0000 2.0000 1.2000 0.8000
Base of 300 1.5000 0.8333 1.6667 1.0000 0.6667
Base of 400 1.1250 0.6250 1.2500 0.7500 0.5000
Base of 500 0.9000 0.5000 1.0000 0.6000 0.4000
Do not use Scheme based on 300 (shown in italics) since it produces an 

irrational number—one that never rounds off to a “crisp” number after two or 
four decimal places.
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APPENDIX 4

Formulary

Current Ratio = Total Current Assets ÷ Total Current Liabilities

Quick Ratio = (Total Current Assets – Inventory) ÷ Total Current Liabilities

Days of Cash on Hand
Cash and Marketable Securities

Annual
    

   

 
=

OOperating Expenses Depreciation –( ) ÷ 365

Average Age of Accounts Receivable
Net Accounts Receivable

    
  

=
AAverage Daily Net Revenue   

Accounts Receivable Turnover = 365 ÷ Average Age of Accounts Receivable

Average Inventory Value =  Opening Inventory Value + Ending Inventory  
Value ÷ 2

Inventory Turnover = Annual Inventory Purchases ÷ Average Inventory Value

Average Age of Inventory = 365 ÷ Inventory Turnover

Average Age of Accounts Payable
Accounts Payable Balance

An
    

  
=

nnual Credit Purchases  ÷ 365
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Average Age of Physical Plant =  Accumulated Depreciation ÷ Annual 
Depreciation Expense

Straight-Line Depreciation = (Cost of the Asset – Salvage Value) ÷ Asset Life

Sum of the Years’ Digits Depreciation =  (Years of Asset Life Remaining ÷ Sum 
of the Years’ Digits) × (Cost of the 
Asset – Salvage Value)

Double Declining Balance Depreciation =  ((1 ÷ Life in Years) × 2) ×  
(Cost – Accumulated Depreciation)

Units-of-Production Depreciation =  (Number of Units Produced in the Current 
Year ÷ Total Number of Units to Be 
Produced over the Asset’s Life) × (Cost of 
the Asset – Salvage Value)

Return on Investment (ROI) = Profit ÷ Average Asset Value

Average Asset Value = Asset Acquisition Cost ÷ 2

Operating Margin Ratio = Operating Profit ÷ Total Operating Revenue

Collection Rate = Net Revenue ÷ Gross Revenue

Usage Variance = (Actual Volume – Adjusted Budget Volume) × Actual Price

Price Variance =  (Actual Price – Budget Price) × Volume-Adjusted Budget 
Volume

Labor Rate Variance =  ([Budget Labor Rate – Actual Rate] × Volume-Adjusted 
Budgeted Hours)

Efficiency Variance =  ([Volume-Adjusted Budgeted Hours – Actual Hours] ×  
Actual Labor Rate)

Volume Adjustment Factor = Variable Expense Factor × Volume Change Factor

Volume Change Factor = (Actual Volume – Budget Volume) ÷ Budget Volume

Breakeven Point
Fixed Costs

Net Revenue per Unit Variable C
 

 

    
=

– oost per Unit  ( )
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Benefit/Cost Ratio =  Present Value of Cash Inflows ÷ Present Value of 
Investment

Net Present Value =  Present Value of Cash Inflows – Present Value of 
Investment

Average Payback Period = Net Investment ÷ Average Annual Cash Inflows

Average Daily Census =  Patient Days for the Period ÷ Calendar Days in the 
Period

Average Length of Stay =  Total Patient Days ÷ Total Cases (Admissions or 
Discharges)

Occupancy Rate = Average Daily Census ÷ Beds

Bed Days = Available Days × Calendar Days
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APPENDIX 5

Present Value Table

THE VALUE OF $1.00 RECEIVED IN A FUTURE YEAR

Year 1% 2% 3% 4% 5% 6% 7% 8% 9% 10%

1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909
2 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826
3 0.971 0.942 0.915 0.889 0.864 0.840 0.816 0.794 0.772 0.751
4 0.961 0.924 0.888 0.855 0.823 0.792 0.763 0.735 0.708 0.683
5 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621
 
6 0.942 0.888 0.837 0.790 0.746 0.705 0.666 0.630 0.596 0.564
7 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.583 0.547 0.513
8 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.467
9 0.914 0.837 0.766 0.703 0.645 0.592 0.544 0.500 0.460 0.424

10 0.905 0.820 0.744 0.676 0.614 0.558 0.508 0.463 0.422 0.386

11 0.896 0.804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0.350
12 0.887 0.788 0.701 0.625 0.557 0.497 0.444 0.397 0.356 0.319
13 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290
14 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 0.299 0.263
15 0.861 0.743 0.642 0.555 0.481 0.417 0.362 0.315 0.275 0.239

(continued)



Year 1% 2% 3% 4% 5% 6% 7% 8% 9% 10%

16 0.853 0.728 0.623 0.534 0.458 0.394 0.339 0.292 0.252 0.218
17 0.844 0.714 0.605 0.513 0.436 0.371 0.317 0.270 0.231 0.198
18 0.836 0.700 0.587 0.494 0.416 0.350 0.296 0.250 0.212 0.180
19 0.828 0.686 0.570 0.475 0.396 0.331 0.277 0.232 0.194 0.164
20 0.820 0.673 0.554 0.456 0.377 0.312 0.258 0.215 0.178 0.149

21 0.811 0.660 0.538 0.439 0.359 0.294 0.242 0.199 0.164 0.135
22 0.803 0.647 0.522 0.422 0.342 0.278 0.226 0.184 0.150 0.123
23 0.795 0.634 0.507 0.406 0.326 0.262 0.211 0.170 0.138 0.112
24 0.788 0.622 0.492 0.390 0.310 0.247 0.197 0.158 0.126 0.102
25 0.780 0.610 0.478 0.375 0.295 0.233 0.184 0.146 0.116 0.092

Year 11% 12% 13% 14% 15% 16% 17% 18% 19% 20%

1 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833
2 0.812 0.797 0.783 0.769 0.756 0.743 0.731 0.718 0.706 0.694
3 0.731 0.712 0.693 0.675 0.658 0.641 0.624 0.609 0.593 0.579
4 0.659 0.636 0.613 0.592 0.572 0.552 0.534 0.516 0.499 0.482
5 0.593 0.567 0.543 0.519 0.497 0.476 0.456 0.437 0.419 0.402

6 0.535 0.507 0.480 0.456 0.432 0.410 0.390 0.370 0.352 0.335
7 0.482 0.452 0.425 0.400 0.376 0.354 0.333 0.314 0.296 0.279
8 0.434 0.404 0.376 0.351 0.327 0.305 0.285 0.266 0.249 0.233
9 0.391 0.361 0.333 0.308 0.284 0.263 0.243 0.225 0.209 0.194

10 0.352 0.322 0.295 0.270 0.247 0.227 0.208 0.191 0.176 0.162

11 0.317 0.287 0.261 0.237 0.215 0.195 0.178 0.162 0.148 0.135
12 0.286 0.257 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112
13 0.258 0.229 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093
14 0.232 0.205 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.078
15 0.209 0.183 0.160 0.140 0.123 0.108 0.095 0.084 0.074 0.065

16 0.188 0.163 0.141 0.123 0.107 0.093 0.081 0.071 0.062 0.054
17 0.170 0.146 0.125 0.108 0.093 0.080 0.069 0.060 0.052 0.045
18 0.153 0.130 0.111 0.095 0.081 0.069 0.059 0.051 0.044 0.038
19 0.138 0.116 0.098 0.083 0.070 0.060 0.051 0.043 0.037 0.031
20 0.124 0.104 0.087 0.073 0.061 0.051 0.043 0.037 0.031 0.026
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Year 11% 12% 13% 14% 15% 16% 17% 18% 19% 20%

21 0.112 0.093 0.077 0.064 0.053 0.044 0.037 0.031 0.026 0.022
22 0.101 0.083 0.068 0.056 0.046 0.038 0.032 0.026 0.022 0.018
23 0.091 0.074 0.060 0.049 0.040 0.033 0.027 0.022 0.018 0.015
24 0.082 0.066 0.053 0.043 0.035 0.028 0.023 0.019 0.015 0.013
25 0.074 0.059 0.047 0.038 0.030 0.024 0.020 0.016 0.013 0.010

Year 21% 22% 23% 24% 25% 26% 27% 28% 29% 30%

1 0.826 0.820 0.813 0.806 0.800 0.794 0.787 0.781 0.775 0.769
2 0.683 0.672 0.661 0.650 0.640 0.630 0.620 0.610 0.601 0.592
3 0.564 0.551 0.537 0.524 0.512 0.500 0.488 0.477 0.466 0.455
4 0.467 0.451 0.437 0.423 0.410 0.397 0.384 0.373 0.361 0.350
5 0.386 0.370 0.355 0.341 0.328 0.315 0.303 0.291 0.280 0.269

6 0.319 0.303 0.289 0.275 0.262 0.250 0.238 0.227 0.217 0.207
7 0.263 0.249 0.235 0.222 0.210 0.198 0.188 0.178 0.168 0.159
8 0.218 0.204 0.191 0.179 0.168 0.157 0.148 0.139 0.130 0.123
9 0.180 0.167 0.155 0.144 0.134 0.125 0.116 0.108 0.101 0.094

10 0.149 0.137 0.126 0.116 0.107 0.099 0.092 0.085 0.078 0.073

11 0.123 0.112 0.103 0.094 0.086 0.079 0.072 0.066 0.061 0.056
12 0.102 0.092 0.083 0.076 0.069 0.062 0.057 0.052 0.047 0.043
13 0.084 0.075 0.068 0.061 0.055 0.050 0.045 0.040 0.037 0.033
14 0.069 0.062 0.055 0.049 0.044 0.039 0.035 0.032 0.028 0.025
15 0.057 0.051 0.045 0.040 0.035 0.031 0.028 0.025 0.022 0.020

16 0.047 0.042 0.036 0.032 0.028 0.025 0.022 0.019 0.017 0.015
17 0.039 0.034 0.030 0.026 0.023 0.020 0.017 0.015 0.013 0.012
18 0.032 0.028 0.024 0.021 0.018 0.016 0.014 0.012 0.010 0.009
19 0.027 0.023 0.020 0.017 0.014 0.012 0.011 0.009 0.008 0.007
20 0.022 0.019 0.016 0.014 0.012 0.010 0.008 0.007 0.006 0.005

21 0.018 0.015 0.013 0.011 0.009 0.008 0.007 0.006 0.005 0.004
22 0.015 0.013 0.011 0.009 0.007 0.006 0.005 0.004 0.004 0.003
23 0.012 0.010 0.009 0.007 0.006 0.005 0.004 0.003 0.003 0.002
24 0.010 0.008 0.007 0.006 0.005 0.004 0.003 0.003 0.002 0.002
25 0.009 0.007 0.006 0.005 0.004 0.003 0.003 0.002 0.002 0.001
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APPENDIX 6

Glossary

Accountable Care Organization (ACO). An organization of like-minded pro-
viders working to provide efficient and high-quality care for an assigned 
population of patients. Payment models vary, but the concept generally is 
that the providers may receive a financial reward for improving cost and 
quality performance for the defined population when compared to histori-
cal experience.

Accrual basis. The basis on which accountants typically record the revenues and 
expenses of a business. Revenue is recognized at the time it is earned and 
expenses at the time they are incurred. The actual cash flow (in for revenue 
and out for expenses) may not occur until a later date.

Average profit. The profit associated with a typical unit of business. It is calcu-
lated by dividing total profit by the amount of business volume expressed 
in units of service.

Benefits/cost ratio. Sometimes called a profitability index. This ratio is used to 
evaluate capital expenditure proposals. Is obtained by dividing the present 
value of cash inflows by the present value of the investment in the project. 
If the ratio is equal to or greater than one, a project is acceptable. If the 
ratio is less than one, the project should be rejected.

Breakeven point. The amount of business volume that results in the revenue 
exactly equaling the cost of the service.

Capital budgeting. The total process of requesting, evaluating, and selecting 
capital expenditures for acquisition.

h
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Capital expenditure. An outlay made for the purchase of a fixed asset (plant, 
equipment, etc.) that will benefit a period of time greater than one year.

Case mix. The makeup, by diagnosis, of a health program’s caseload. The case 
mix directly influences length of stay, intensity, cost, and scope of services 
provided by hospital or other health care program.

Cash basis. The basis on which expenses are recognized when they are paid and 
revenues when the cash is received.

Cash budget. A plan for the cash flow (cash receipts and disbursements) expected 
by an organization during the coming budget year. It is a short-term finan-
cial planning tool that is generally prepared on a month-by-month basis. 
By determining the net cash flow for each month and taking into account 
the opening cash balance, the organization can determine when borrowing 
will be required and when surplus cash will be available for investment.

Cash flow. The actual cash receipts and disbursements of the organization.
Certificate of Need (CON). Certification issued by a governmental body to an in-

dividual or organization proposing to construct, expand, or modify a health 
facility or offer a new or different health service usually involving more 
than a minimum capital expenditure or involving a change in bed capacity. 
The issuance of such certification recognizes that the facility or service is 
needed by those for whom it is intended. It is a condition of licensure of 
the facility or service and is intended to avoid unnecessary duplication of 
facilities and services.

Coinsurance. A cost-sharing requirement that requires an insurance purchaser to 
assume a portion or percentage of the cost of covered services.

Commercial paper. Short-term, unsecured promissory notes issued by corpora-
tions that have a high credit rating. The maturity ranges up to 270 days, and 
the yield is often higher than that of other marketable securities.

Copayment. A type of cost-sharing in which the insured pays a specific flat 
amount per unit of service and the insurer pays the rest of the cost.

Cost center. An accounting methodology whereby all costs attributed to a par-
ticular activity, department, or program within an organization (e.g., a 
hospital’s chemistry lab, a social services department) are aggregated for 
accounting or reimbursement purposes.

Cost-sharing. Provisions of a health insurance policy that requires the insured 
individual to pay some portion of his or her covered medical expenses. 
Deductibles, coinsurance, and copayments are all forms of cost-sharing.

Cost shifting. The transfer of cost from one payer to others because the initial 
payer does not cover all the cost of providing the services.

Cross-subsidization. The practice of allocating at least a portion of the higher 
cost associated with the provision of a particular health service or with 
a particular cost center in the overall financial operation of a health 
care facility to other services or cost centers that are usually less costly. 
Cross-subsidization is normally accomplished through an adjustment of 
the charge rates for each service.
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Current ratio. A measure of liquidity calculated by dividing current assets 
by current liabilities. The higher the ratio, the greater the organization’s 
liquidity.

Debt service. The total amount loan principal and interest that must be repaid.
Deductible. The amount of expense that must be incurred by an insured indi-

vidual before the insurer pays benefits.
Discount rate. The rate at which a series of future cash flows are adjusted in order 

to determine their present value. It is sometimes referred to as the opportu-
nity cost of capital (funds) in capital budgeting.

Endowment funds. Those funds restricted by their donors to income-producing 
investments, only the income from which may be spent.

Expenditure. Not to be confused with an expense, an expenditure is an outlay 
of cash for any purpose: payroll, investments, equipment acquisition, debt 
retirement, and so on.

First dollar coverage. Coverage that begins with the first dollar of health ex-
penses incurred by an insured individual for covered services. Such cover-
age, therefore, has no deductibles, although it may have copayments or 
coinsurance.

Fiscal year (FY). Any 12-month period for which annual accounts are kept. The 
name of the fiscal year is determined by the year in which it ends. For ex-
ample, fiscal year 2017 ends some time during 2017. A fiscal year ending 
on June 30, 2018, would be called fiscal year 2018.

Fixed costs. Costs that are a function of time rather than the level of activity. Such 
costs do not rise or fall in concert with business volume.

Healthcare Financing Administration (HCFA). Federal agency within the 
department of Health and Human Services responsible for administering 
Medicare, Medicaid, and other governmental health programs.

Health Maintenance Organization (HMO). An entity with four essential 
attributes: (1) an organized system for providing health care in a geo-
graphic area, which accepts the responsibility to provide or otherwise 
ensure the delivery of (2) an agreed-upon set of basic and supplemental 
health maintenance and treatment services to (3) a voluntarily enrolled 
group of persons and (4) to be reimbursed for services through a prede-
termined, fixed, periodic payment made by or on behalf of each person or 
family unit enrolled in the HMO without regard for the amount of actual 
services provided.

Hill-Burton. Legislation and its programs for federal support of construction and 
modernization of hospitals and other health care facilities, beginning with 
public law 70-725, the hospital Survey and Construction Act of 1946. This 
law, as amended, provided for surveying state needs, developing plans for 
construction of hospitals and public health centers, and assisting in con-
structing and equipping them. The program expanded in dollars and scope 
until the late 1960s. Hospitals that have received Hill-Burton funding must 
provide a specific level of free care to their patients.
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Incentive reimbursement. A scheme that provides payment for a health service 
rendered, generally by an institution and that provides added financial re-
wards if certain conditions are met. It is intended to promote and reward 
increased efficiency, cost containment, improved quality, reduced utiliza-
tion, and the like.

Indirect cost. A cost that cannot be identified directly with a particular activ-
ity, service, or product of the organization experiencing the cost. Exam-
ples include such costs as maintenance and accounting, as well as other 
non-revenue-producing departments. Indirect costs usually are allocated 
to patient care areas on the basis of some statistical factor. These costs are 
also referred to as overhead costs.

Internal rate of return (IRR). A sophisticated way of evaluating capital ex-
penditure proposals. It is the discount rate that causes the net present value 
of the project to equal zero. Thus, if a project’s internal rate of return is 
greater than the cost of capital (the funds being used to make the invest-
ment), the project is acceptable; otherwise, it is rejected.

Liquidity. The ability to pay bills as they come due. This is directly related to the 
level of cash and securities owned by the organization.

Marginal profit. The profit associated with the next unit or units of business—the 
incremental or marginal volume. It is used for decision making. It is cal-
culated subtracting the costs associated with the incremental volume from 
the revenue associated with that volume.

Medicaid. Federal/state programs established under Title XIX of the Social 
Security Act that finance payments to providers of health care services 
for low-income persons eligible under the law. Subject to broad financial 
guidelines, states determine the benefits, program eligibility, rates of pay-
ment for providers, and methods of administering the program. It is often 
referred to as medical assistance.

Medicare. A nationwide federal health insurance program, established under Title 
XVIII of the Social Security Act for persons aged 65 and over, for persons 
eligible for Social Security disability payments, and for certain persons who 
need kidney dialysis or transplantation. Medicare Part A pays for hospital 
care, Part B pays for physician services, and Part D provides drug coverage.

Net present value. The most common of the sophisticated tools for evaluating 
capital expenditure proposal. It is calculated by subtracting the present 
value of the investment required by a project from the present value of 
the projected cash inflows. If the net present value is greater than zero, the 
project should be accepted; otherwise, it should be rejected.

Non-revenue-producing centers. Support or overhead units such as dietary and 
medical records that provide necessary services to other departments but 
generate no patient revenues themselves.

Overhead. The costs that cannot be identified directly with a particular ac-
tivity, service, or product of the organization experiencing the cost. 
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Examples include such costs as maintenance and accounting, as well as 
other non-revenue-producing departments. Indirect costs usually are al-
located to patient care areas on the basis of some statistical factor. These 
costs are also referred to as indirect costs.

Overhead allocation. In preparing financial statements, rate requests, and other 
reports, it is necessary to assign overhead expenses to patient care areas 
on the basis of some statistical factors (labor hours, square feet, etc.). This 
assignment is called the allocation.

PEST analysis. An analysis that examines the impact on an organization associ-
ated with political, economic, social, and technological factors.

Present value. The value of the future sum or a stream of dollars discounted at a 
specific rate. The process of finding the present value is the reverse of the 
compound earnings process.

Profit. The difference between revenue and expense.
Quick ratio. A measure of liquidity calculated by dividing an organization’s 

current assets minus its inventory by its current liabilities. The higher the 
ratio, the better.

Reimbursement. The process by which health care providers receive payments 
for their services. Because of the nature of the health care environment, 
providers are often reimbursed by third parties who, for the most part, rep-
resent their patients.

Restricted funds. Funds such as gifts and endowments that are limited to specific 
uses by donors.

Revenue bond. A debt instrument repayable solely from the revenue generated 
from the operation of the project being financed.

Revenue-producing center. Departments providing direct services to patients 
(e.g., laboratory and imaging services) and thus generating revenue.

Semi-variable costs. Costs that are fixed over a certain range of volume and 
change to a different level beyond that volume. Sometimes these are re-
ferred to as step costs because of the way they appear when graphed.

SWOT analysis. An analysis that considers the Strengths and Weaknesses of an 
organization along with the Opportunities and Threats posed by the envi-
ronment or competitors.

Third-party payer. Any public or private organization that pays for specific 
health or medical expenses on behalf of beneficiaries or recipients (e.g., 
Blue Cross and Medicare). The individual (first party) generally pays a 
premium for such coverage. The organization (third party) then pays bills 
from the providers (second party) on behalf of the insured. Such payments 
are referred to as third-party payments.

Unrestricted funds. Monies that have no donor-imposed restrictions and can be 
used for any legitimate purpose.

Variable cost. Costs that vary directly with the level of activity. They are a func-
tion of volume, not time.
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APPENDIX 7

Major Diagnostic Categories

MDC Description

01 Nervous System Diseases and Disorders
02 Eye Diseases and Disorders
03 Ear, Nose, Mouth, and Throat Diseases and Disorders
04 Respiratory System Diseases and Disorders
05 Circulatory System Diseases and Disorders
06 Digestive System Diseases and Disorders
07 Hepatobiliary System and Pancreas Diseases and Disorders
08 Musculoskeletal System and Connective Tissue Diseases and Disorders
09 Skin, Subcutaneous Tissue, and Breast Diseases and Disorders
10 Endocrine, Nutritional, and Metabolic Diseases and Disorders
11 Kidney and Urinary Tract Diseases and Disorders
12 Male Reproductive System Diseases and Disorders
13 Female Reproductive System Diseases and Disorders
14 Pregnancy, Childbirth, and the Puerperium
15 Newborns and Neonate Conditions Began in Perinatal Period
16 Blood, Blood-Forming Organs, Immunological Diseases and Disorders
17 Myeloproliferative Diseases and Poorly Differentiated Neoplasms
18 Infectious and Parasitic Diseases
19 Mental Diseases and Disorders
20 Alcohol-Drug Use and Alcohol-Drug-Induced Organic Mental Diseases

(continued)
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MDC Description

21 Injuries, Poisonings, and Toxic Effects of Drugs
22 Burns
23 Factors on Health Status and Other Contacts with Health Services
24 Multiple Significant Trauma
25 Human Immunodeficiency Virus Infections
00 Ungroupable

Source: Centers for Medicare and Medicaid Services.
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A-B-C style prioritization, 94
Abortion vs. contraception, costs, 24
Accountability impact on management 

success, 10
Accountable care organizations 

(ACOs), 363
Accounting concepts. See Business 

and accounting concepts
Accounting Department, 62 – 63
Accounts payable: average age, 192, 

195; on balance sheet, 162; cash 
flow for, 170; as liability, 31

Accounts receivable (A/R): age of, 
190 – 91, 213; on balance sheet, 176; 
turn over, 191; valuation of, 31 – 34, 
32t, 33t

Accrual basis of accounting,  
35 – 39, 38t

Acid test ratio. See Quick ratio
Acquisition budgets, 141 – 43, 142t
Action planning, 345 – 50, 347f, 349f

Activity-based cost accounting  
(ABC Costing), 55, 56t

Activity measures, 190 – 93
Actual payback period, 258, 259t
Actual resource spending, 49
Actual-to-budget (A2B) approach, 

109 – 10
Ad hoc financial analysis,  

263 – 64, 264t
Admission/discharge overlap,  

302 – 4, 303f
Admissions per FTEs, 288
American Hospital Association, 283
Analysis. See Financial analysis; 

Variance analysis
Annual budget plan, 141 – 42
Anonymous patient data, 359
Assets: average age of, 193; current 

assets, 176, 188 – 89; defined, 31; 
fixed assets, 182; long-term assets, 
defined, 176 – 77; valuation, 31 – 36, 

Note: Page numbers followed by f indicate a figure on the corresponding page. Page 
numbers followed by t indicate a table on the corresponding page.



450 INDEX

32t, 33t, 35t. See also Equipment 
and technology assets

Authority impact on management 
success, 10

Automated systems, 375
Average cost, defined, 47, 48t, 49t
Average daily census management, 

304 – 5, 304f, 305f
Average length of stay (ALOS), 

214 – 15, 215t, 355 – 57
Average productivity per hour, 129 – 30

Bad debt: asset valuation and, 31; 
budgeting for, 83; costs to cover, 40, 
75, 381, 386; problems with, 186; 
reduction of, 179; revenue and, 76; 
risk of, 263; write-offs for, 82, 83f

Balance sheet: cash on, 162; 
enhancements, 358; examination of, 
184; overview, 173 – 78, 174f, 175t, 
177t; valuation, 31 – 36, 32t, 33t, 35t

Baltimore City Hospitals, 29
Bankruptcy, 169 – 72
Barcoding, 281
Base period adjustments, 138 – 39
“Bedside manner” concerns, 319
Bed turnover, 352, 357 – 58
Benchmarking, 281 – 86, 283t, 284t
Benefit/cost ratio analysis, 251 – 58, 

254t, 255t, 257t, 258t, 343
Bilateral performance mapping, 279, 

286 – 91, 287t, 289f, 290f
Billing and collecting, 80 – 83, 80f, 83f
Bill of Materials approach, 55 – 57, 57t
Borrowing of funds, 160
Breakeven analysis, 259 – 62,  

260f, 261t
Budgeting: actual-to-budget (A2B) 

approach, 109 – 10; annual budget 
plan, 141 – 42; for bad debt, 328; 
budget-to-budget (B2B) approach, 
109 – 10; business opportunity 
budget plan, 143; for cost and 

cost behavior, 94 – 95; decision 
making, 102, 108, 149; defined, 85; 
departmental goals and, 104, 104f; 
detailed plan for, 85 – 86; documents 
in, 99 – 103, 100f, 101f; financial 
effect attribute, 149; in formal/
measurable terms, 92; fringe benefit 
budgets, 92, 186; funding sources, 
157 – 65, 158t, 161t, 163t; global 
budget approach, 21, 71; global 
budget revenue (GBR) system, 371; 
immunization budgets, 123, 124t; 
important points in, 103 – 6, 104f; 
information flow and, 97 – 99, 98f; 
information sources for, 110 – 11, 
115 – 17, 115t – 116t; introduction, 
xvi; justification for, 108 – 9; logic 
importance in, 117 – 18; multiform 
request procedure, 150 – 51, 151f; 
multi-year budget plan, 89, 142; 
as numbers exercise, 106 – 8, 106t, 
107t; organizational constraints, 
328; performance measures, 94; 
as plan for future, 91 – 92, 91t – 92t; 
planning documents, 99 – 103, 
100f, 101f; planning documents in, 
99 – 103, 100f, 101f; preparation 
of, 96 – 97; reasons for, 93 – 96; 
resources, 86 – 89, 94, 307; revenue, 
126 – 28, 127t, 128t; service effect 
attribute, 149; sphere of use 
attribute, 149; starting point for, 
109 – 10; strategic equipment budget 
plan, 142 – 43, 142t; time period  
of, 89 – 90, 90f; types of, 92 – 93.  
See also Capital/equipment budgets; 
Cash flow budgets; Financial 
performance; Operating budgets; 
Salary budgets; Supply costs; 
Volume budget

Budget-to-budget (B2B) approach, 
109 – 10

Bundled payment approach, 72
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Bundling/unbundling services, 318
Business and accounting concepts: 

approaches to, 35–37; asset 
valuation, 31 – 36, 32t, 33t, 35t; 
basic terminology, 39 – 41, 41f; 
current assets, 176, 188 – 89; 
current liabilities, 173, 188 – 89; 
overview, 29 – 31, 30f, 41 – 42; 
purpose of, 35; summary, 42. See 
also Accounts payable; Accounts 
receivable; Assets; Balance sheet; 
Budgeting; Cost and cost behavior; 
Depreciation expense; Financial 
management; Financial statements; 
specific budgets

Business opportunity budget plan, 143
Business plan development, 338 – 45, 

344t, 345f, 364 – 65

Camp, Robert, 281
Canadian health care system, 20
Capital/equipment budgets: 

acquisition, 141 – 43, 142t; balance 
in decisions, 154 – 56, 155f, 156t, 
157f; constraints on, 165; funding 
sources, 157 – 65, 158t, 161t, 163t; 
infusion of, 273, 366; justifying 
request for, 152 – 53; limited 
funding, 164 – 65; overview, 93, 
105, 141; packaging request 
for, 150 – 51, 151f; questioning 
technique, 144 – 47, 145t – 146t; 
review committee, 147 – 49, 148f; 
selection process in, 153 – 54; 
strategic equipment budget plan, 
142 – 43, 142t; working capital, 167, 
188, 194

Capital leases, 161
Capitation scheme, 71
Care Logistics, LLC, 295
Case-based reimbursement,  

70 – 71, 71t
Cash basis of accounting, 37 – 39, 38t

Cash flow budgets: conclusion, 
171 – 72; considerations in, 169 – 71, 
171t; overview, 93, 105, 167 – 68; 
roles in, 168 – 69, 169f; statement of, 
180 – 82, 181t, 186

Cash from investments, 158
Cash from operations, 157, 158t
Cash on balance sheet, 162
Cash reserves, 186 – 87
Catheter-associated urinary tract 

infections (CAUTIs), 118
Centers for Disease Control and 

Prevention, 352
Centers for Medicare and Medicaid 

(CMS), 50
Centralized approach and revenue, 

324 – 26
Charge-based reimbursement, 70
Charges, defined, 40 – 41, 41f
Charity care, 82
Chief executive officer (CEO), 97, 

147, 154, 329 – 30
Chief financial officer (CFO),  

97, 154, 168, 171, 329
Chief nursing officer (CNO),  

329 – 30
Chief operating officer (COO), 97 – 99, 

154, 329 – 30
Chief throughput officer (CTO), 315
CHRISTUS Health in Dallas, 269
Clinic appointment system, 353
Collections management, 194, 318 – 19
Collins, Jim, 88, 270
Combination financing, 164
Competition and volume, 126
Competitive benchmarking, 282
Consumer Reports, 219
Control chart concept, 271
Coordination needs, 305 – 6, 306t
Coronary artery bypass graft 

(CABG), 354
Cost accounting: activity-based cost 

accounting, 55, 56t; overview, 
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54 – 59, 56t, 57t, 60 – 61, 61f; 
resource use standards, 307 – 8, 307t

Cost allocation, fallacy of, 65 – 67, 66t
Cost and cost behavior: abortion vs. 

contraception, 24; average cost, 
defined, 47, 48t, 49t; bad debts and, 
40, 75, 381, 386; benefit/cost ratio 
analysis, 251 – 58, 254t, 255t, 257t, 
258t, 343; budgeting for, 94 – 95; 
caveats to, 67 – 68; cost accounting, 
54 – 59, 56t, 57t, 60 – 61, 61f; cost 
allocation, fallacy of, 65 – 67, 66t; 
Cost Concept, 41 – 42, 47 – 50, 
48t, 49t; cost reimbursement, 70; 
direct vs. indirect, 53 – 54; financial 
accounting vs., 59 – 60; fixed vs. 
variable, 50 – 51, 51f; health care 
overview, 11 – 14, 12t, 13f, 13t; 
health insurance premium costs, 
14, 18; high-fixed-cost proportion, 
45; hip replacement costs, 
360 – 61, 360t; labor costs, 45, 322; 
manufacturing cost accounting 
system, 55; manufacturing vs. 
health care, 58 – 59; marginal cost, 
defined, 47, 48t, 49t; operating 
costs, 45 – 47, 45t, 46f; overhead 
costs, 55 – 56, 61 – 65, 62t, 63t, 
64t; patient out-of-pocket costs, 
11, 14, 19, 371; payoff for quality 
and patient safety, 357; real-world 
implications, 51 – 53, 52t, 53t; 
reducing operating costs, 3, 6; 
spending analysis, 320 – 23, 364; 
understanding of, 43 – 44, 44f; 
variable costs, 43, 47, 50 – 51, 51f. 
See also Supply costs

Cost-based price, 78t
Cost Concept, 41 – 42, 47 – 50, 48t, 49t
Cost control strategy, 4f, 5
Cost efficiency, defined, 40 – 41, 

41f, 358
Cost reduction, defined, 40 – 41, 

41f, 358

Cost reimbursement, 70
Cost shifting, 21
Current assets, 176, 188 – 89
Current liabilities, 173, 188 – 89
Customer service concerns, 319

Daily census management, 304 – 5, 
304f, 305f

Dashboards in performance measures, 
210 – 12, 211f, 214 – 16, 215t

Data reduction, 201 – 2, 201f
Daughters of Charity National Health 

System, 2
Days of cash on hand, 189
Debt, 76, 168, 328. See also Bad debt; 

Long-term debt
Debt capacity, 160, 162, 185, 212
Decision making: balance in, 154 – 56, 

155f, 156t, 157f; budgeting and, 
102, 108, 149

Dedicated communication 
devices, 281

Delphi method, 155
Denning, Stephen, 265, 359
Departmental goals and budgeting, 

104, 104f
Departmental performance  

statistics, 66t
Dependent volume, 122 – 24,  

123t, 124t
Depreciation expense: average age 

of assets, 193; operating costs and, 
354; overview, 34 – 35, 35t, 36t, 177

Direct cost, 53 – 54
Discharge process, 302 – 4, 303f, 372
Documents in budgeting, 99 – 103, 

100f, 101f
Drucker, Peter, 91, 216, 271

EBITDA (Earnings Before Interest, 
Taxes, Depreciation, and 
Amortization), 185, 185t, 194

Efficiency improvements: cost 
efficiency, 40 – 41, 41f, 358; 
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performance, 299 – 300, 299f; 
productivity and, 296 – 99, 297t, 
299f; staffing, 299 – 300, 299f

Emergency departments (EDs), 352
Endowment sources of funding, 

158 – 59
Engineered FTE calculations,  

130 – 33, 131t
Environmental services (EVS) 

department, 302, 321, 323
Equipment and technology assets: 

consultants, 164; impact on 
performance, 268 – 69; overview, 
34 – 36, 35t; tracking, 281; work 
hardening equipment, 103. See also 
Capital/equipment budgets

Equity, defined, 31
Equivalent Inpatient Admissions 

(EIPAs), 267, 297 – 98, 299f
Evidence-based approaches to 

care, 300
Executive Office, 62–63
Expense, defined, 31, 39 – 40

Fee-for-service reimbursement, 
69 – 70, 71t

Financial analysis: ad hoc financial 
analysis, 263 – 64, 264t; benefit/cost 
ratio analysis, 251 – 58, 254t, 255t, 
257t, 258t, 343; breakeven analysis, 
259 – 62, 260f, 261t; forecasting 
variance analysis, 242 – 47, 243f, 
244t, 245t; marginal profit/loss 
analysis, 248 – 49, 248t, 249t, 262, 
343; multi-year profit/loss analysis, 
250t; organization of, 265; PEST 
(political, environmental, social, 
and technological) analysis, 96, 
102, 341; process flow analysis, 
270, 291 – 96, 292f, 293f, 294f; 
ratio analysis, 187; return on 
investment (ROI) analysis of, 249, 
251, 262 – 63; spending analysis, 
320 – 23, 364; stakeholder analysis, 

96; SWOT (strengths, weaknesses, 
opportunities, and threats) analysis, 
96, 102, 341. See also Variance 
analysis

Financial effect attribute, 
budgeting, 149

Financial management, balance sheet; 
ad hoc financial analysis, 263 – 64, 
264t; balance within, 27; critical 
players in, 22 – 23; current dilemma 
over, 10 – 14, 12t, 13f, 13t; defined, 
2 – 3; formula for understanding, 
23 – 25; introduction, xv – xvi; 
methods of, 15 – 20, 16f, 17f, 18f; 
needs of, 25 – 26; organization 
of analysis, 265; overview, 1 – 2; 
performance-guiding paradigms, 
7 – 10, 7f, 8f, 9f; public expectations, 
14 – 15; quality and patient safety, 
351 – 53; strategies for success, 
3 – 7, 4f; trendy ideas in, 20 – 22. See 
also Accounts payable; Accounts 
receivable; Assets; Bad debt; 
Budgeting; Business and accounting 
concepts; Cost accounting; Cost 
and cost behavior; Efficiency 
improvements; Funding sources

Financial performance  
meetings: agenda for, 327 – 31; 
implementation and action 
planning, 345 – 50, 347f, 348f; 
introduction, xvi; presentation 
qualities, 331 – 38, 335f, 336f, 337f; 
strategies for success, 337–38. See 
also Budgeting

Financial ratios, 187
Financial statements: activity 

measures, 190 – 93; balance sheet, 
173 – 78, 174f, 175t, 177t; cash 
flow statement, 180 – 82, 181t; 
examination of, 183 – 87, 184t, 185t; 
income statement, 178 – 80, 179t, 
185; liquidity measures, 188 – 90, 
188t; overview, 173; profitability 
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measures, 193 – 94; ratio analysis, 
187; summary, 194 – 95

Financing activities and cash, 168
Fixed assets, 182
Fixed costs, 44, 50 – 51, 51f, 259
Fixed data, 245 – 46
Flow of patients. See Throughput 

management
Ford Motor Credit, 159
Forecasting variance analysis, 242 – 47, 

243f, 244t, 245t
For-profit organizations, 2, 21 – 22
Four B’s of financial 

presentations, 332
Fringe benefit budgets, 92, 186
Full time equivalents (FTEs): 

admissions per, 288; budgets and, 
92; cost reduction and, 320; growth 
and, 186; number of prescriptions 
filled per, 267; prescriptions per, 
296; productivity outputs, 278; 
reduction in, 198; reports on, 
197; resource consumption, 280; 
workers, 128 – 29

Functional benchmarking, 282
Funding sources: borrowing of funds, 

160; for budgets, 157 – 65, 158t, 
161t, 163t; endowment sources, 
158 – 59; grant funding, 159; 
limited funding, 164 – 65; off the 
balance sheet funding, 162, 163t; 
philanthropy sources of, 158 – 59

Gelinas, Lillee, 269 – 70
Generally accepted accounting 

principles (GAAP), 60
Generic benchmarking, 282
Geography and volume, 125 – 26
Global budget revenue (GBR) system, 

21, 71, 371
GMAC Financing, 160
Going Concern Concept, 41 – 42
Grant funding, 159

Graphic data presentations, 210, 219, 
335 – 37, 336f, 337f, 344t

Great Depression (1929 – 1933), 11
Great Recession (2007 – 2009), 11
Gretzky, Wayne, 6
Gross revenue: calculations, 77, 78t, 

80; defined, 39; net revenue vs., 
126, 178 – 79, 194, 263; reduction 
in, 263

Group benchmarking, 282

Health care: business knowledge, xvi, 
363 – 64; business-like approach 
to, 366 – 68, 367t; business model 
for patient safety, 356 – 59, 356f, 
357f; business plan development, 
338 – 45, 344t, 345f, 364 – 65; 
as compartmentalized, 2; cost 
overview, 11 – 14, 12t, 13f, 13t; 
innovation in, 367 – 68; management 
of, 368 – 69, 376 – 78, 377t; 
manufacturing vs., 58 – 59; obstacles 
to success, 369 – 70; opportunism in, 
367; price for, 79t, 317, 318; price 
sensitivity in, 317; subsidization 
concerns, 366 – 67, 367t; 
suggestions for success, 370 – 75, 
373t; system overview, 11. See also 
Budgeting; Financial management; 
Hospitals/hospital organization

Healthcare Financial Management 
journal, 265

Health insurance: coverage 
following World War II, 18 – 19; 
premium-based competition, 22; 
premium costs, 14, 18; single-payer 
programs, 20 – 21. See also 
Medicaid; Medicare

Health Insurance Portability and 
Accountability Act (HIPAA), 107

Heating, venting, and air conditioning 
(HVAC) system, 144

High-fixed-cost proportion, 45
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Hip replacement costs, 360 – 61, 360t
Hiring freeze strategy, 325
Hospital-acquired infections (HAIs), 

118, 354 – 55
Hospitals/hospital organization: 

Accounting Department, 62 – 63; 
admission/discharge overlap, 302 – 4, 
303f; admissions per FTEs, 288; 
average length of stay, 214 – 15, 
215t, 355 – 57; “bedside manner” 
concerns, 319; bed turnover, 352, 
357 – 58; borrowing of funds, 160; 
clinic appointment system, 353; as 
compartmentalized, 2; coordination 
needs, 305 – 6, 306t; customer 
service concerns, 319; daily census 
management, 304 – 5, 304f, 305f; 
days of cash on hand, 189; discharge 
process, 302 – 4, 303f, 372; efficiency 
improvements, 299 – 300, 299f; 
emergency departments, 352; 
endowment sources of funding, 
158 – 59; environmental services 
(EVS) department, 302, 321, 323; 
human resources (HR) department, 
348; inpatient radiology volume, 
232 – 33, 232t, 233t; long-term acute 
care (LTAC) facilities, 6; nonprofit 
organizations and, 2, 3, 21 – 22, 
31, 75, 174; NPO (nothing by 
mouth) order, 375; nurse-to-patient 
ratio, 321; patient care centers, 
60; patient demographics, 317; 
pay-for-performance (P4P), 71 – 72; 
philanthropy sources of funding, 
158 – 59; physical plant, average 
age, 192 – 93; post anesthesia care 
unit, 198; private foundation grants, 
159; reducing operating costs, 
3, 6; robotic assist devices, 281; 
site visits and performance, 269; 
surgical intensive care unit, 198; 
taxable/tax-exempt organizations, 2; 

throughput management, 300 – 306, 
301f, 302t, 303f, 304f, 305f, 306t; 
transplantation services, 342; trauma 
care, 342; ventilator-associated 
events, 353, 354. See also Health 
care; Quality and patient safety; 
specific hospitals

Human resources (HR) department, 
34 8

Hypothetical best process, 285

Immunization budgets, 123, 124t
Implementation and action planning, 

345 – 50, 347f, 349f
Income. See Revenue
Income statement, 178 – 80, 179t, 185
Independent volume, 119 – 22, 120t, 

121t, 122t
Indirect cost, 53 – 54
Inflation-adjusted value, 298
Information sources: benefits of, 374; 

for budgeting, 97 – 99, 98f, 110 – 11; 
for operating budgets, 115 – 17, 
115t – 116t

Innovation in health care, 367 – 68
Inpatient radiology volume, 232 – 33, 

232t, 233t
Institute of Medicine, 352
Intangible benefits, 359
Intangible resources, 86, 88
Intellectual resources, 88
Intensity of procedures, 309 – 10, 310t, 

311t, 312f, 312t, 313f, 314 – 15, 314t
Internal benchmarking, 282
Inventory, 176, 191
Investing activities and cash, 167 – 68

Job responsibilities, 273
Johns Hopkins Bayview Medical 

Center, 29
Journal of Patient Safety, 352
Justifying request for budgets,  

152 – 53
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Kennedy, Robert, 375
Kraus, Irene, 2 – 3

Labor costs, 45, 322
Labor rate variance, 224
Lab output (tests), 280
The Leader’s Guide to Radical 

Management: Reinventing the 
Workplace for the 21st Century 
(Denning), 265, 359

Leadership needs in financial 
management, 26

Leading indicators in performance 
measures, 213 – 14

Leasing arrangements, 160 – 62, 161f
Liabilities: accounts payable as, 31; 

current liabilities, 173, 188 – 89; 
defined, 31; long-term liabilities, 
173, 178

Likert scale, 155
Limited funding, 164 – 65
Liquidity measures, 168, 188 – 90, 188t
Logic importance in budgeting, 

117 – 18
Long-term acute care (LTAC) 

facilities, 6
Long-term assets, defined, 176 – 77
Long-term debt, 185; capital lease, 

161; defined, 35; equity ratio and, 
398; impact of, 185; as liability, 
31, 178

Long-term liabilities, defined, 173, 178

Major diagnostic categories 
(MDCs), 102

Managers/management: accountability 
impact on, 10; authority impact on, 
10; budgeting and, 97 – 103, 98f; 
collections management, 318 – 19; 
daily census management, 304 – 5, 
304f, 305f; health care focus of, 
376 – 78, 377t; information systems, 
375; non-financial managers, 169; 
overview, 368 – 69; responsibility 

impact on, 10; spending control, 
320; success paradigm, 348; 
throughput management, 300 – 306, 
301f, 302t, 303f, 304f, 305f, 306t. 
See also Financial management; 
Staffing management

Manufacturer financing sources, 
159 – 60

Manufacturing cost accounting 
system, 55

Manufacturing vs. health care, 58 – 59
Marginal cost, defined, 47, 48t, 49t
Marginal profit/loss analysis, 248 – 49, 

248t, 249t, 262, 343
Marketable securities, 189
Market analyses, 101 – 2, 101f
Market-based price, 75 – 76, 75f, 76t
Market dynamics/competition and 

volume, 125
Marketing strategies, 318
Maximization/optimization strategy, 

4f, 5
Medicaid: billing and collecting, 80; 

cost reimbursement, 70; coverage 
following World War II, 19; deep 
discounts from, 82; government 
spending and, 20; health care 
spending and, 13, 13f; payer 
mix and, 185; program cuts, 11; 
vouchers, 26

Medical Group Management 
Association, 282 – 83

Medical malpractice insurance, 24
Medicare: billing and collecting, 

80, 81; cost reimbursement, 70; 
coverage following World War 
II, 19; deep discounts from, 82; 
government spending and, 20; 
health care spending and, 13, 13f; 
implementation of, xv; payer mix, 
185; resource-based relative value 
system, 309; vouchers, 26

Mercy Hospital, Buffalo, New 
York, 294
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Methicillin-resistant Staphylococcus 
aureus (MRSA) screening,  
354, 359

Mindset over performance, 272 – 81, 
277f, 278t, 279f

Misleading literature on patient safety, 
353 – 56, 355t

Money, as essential resource, 87 – 88
Money Measurement Concept,  

41 – 42
Multiform request procedure for 

budgets, 150 – 51, 151f
Multi-year budget plan, 89, 142
Multi-year profit/loss analysis, 250t

Nagaraju, Darshan, 295
National Institutes of Health 

grants, 159
“Need to have” vs. “nice to have,” 365
Nelson, Horatio, 92, 271
Net revenue: breakeven analysis, 259; 

defined, 39; gross vs., 126, 178 – 79, 
194, 263

Newton Wellesley Hospital, 30
Non-financial managers, 169
Non-operating income/expenses, 179
Nonprofit organizations, 2, 3, 21 – 22, 

31, 75, 174
Normalization, base period, 138 – 39
NPO (nothing by mouth) order, 375
Number of prescriptions filled per 

FTE, 267
Nurse-to-patient ratio, 321

Off the balance sheet funding, 162, 
163t

“Onetime” items, 246
Operating budgets: activities and 

cash, 167; base period adjustments, 
138 – 39; costs, 45 – 47, 45t, 46f; goals/
objectives statement, 118; information 
sources for, 115 – 17, 115t – 116t; 
interrelationships, 113 – 14, 114f; labor 
costs, 45, 322; margin ratio, 194; 

necessity of, 364; orderly approach 
to, 117 – 18; overview, 93, 105, 113; 
profit/loss, 178; revenue, 178; revenue 
budget, 126 – 28, 127t, 128t; salary 
budgets, 92, 133 – 36, 133f, 134f; 
staffing budget, 128 – 36, 130t, 131t, 
133f, 134f; supplies and services 
budget, 137 – 38, 137f, 138f; volume 
budget, 118 – 26, 120t, 121t, 122t, 
123t, 124t, 125t

Operating leases, 161
Operating room (OR) budgeting, 

102 – 3, 350
Operational performance measures, 

212 – 13, 302 – 4, 303f
Opportunism in health care, 367
Organizational goals and budgeting, 

104, 104f
Overhead costs, 55 – 56, 61 – 65, 62t, 
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