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Preface

EALTHCARE in the United States is a complex blend of private,
Hstate, and federal systems with conflicting incentives that result
in seemingly irrational financing policies. Over the more than twenty
years that I have taught healthcare finance to clinical professionals,
I have struggled to explain these systems in the short time allocated
to this subject in a clinical program. The available healthcare finance
textbooks are usually not intended for clinical students; they are either
overly complex or too narrowly focused on the hospital enterprise or
the entire healthcare financing system. This book provides an introduc-
tion to the healthcare financing system and a guide to the financial man-
agement of a healthcare practice. The book supports a semester-long
class that prepares clinicians to participate knowledgeably in practice
financial management and understand general concepts of the U.S.
healthcare financing system.

The book is divided into two main sections. The first introduces the
financing system, general models of healthcare financing with a focus
on the concepts of risk and return, and health insurance models. The
section concludes with a discussion of financial incentives and how they
shape the costs of care. The second section focuses on financial man-
agement of the ambulatory care practice. This section provides a guide
to cost finding, revenue analysis and management, and financial report-
ing. It concludes with two chapters focused on the planning, financial
management, and evaluation of projects. These two chapters support
not only capital investment analysis but also investment decisions on
funded projects that the practice is considering. Taken together, the sec-
tions develop an understanding of the financing environment surround-

X



X Preface

ing any clinical practice, the reasons for the state and federal financing
policies with which a typical ambulatory care practice needs to comply,
and the future challenges that are likely to develop given the new direc-
tions healthcare financing is taking with the Patient Protection and Af-
fordable Care Act. Additionally, the book provides the practitioner with
the basic financial tools necessary to survive as a business. The cases at
the end of each section enable students to apply the material to practical
problems in healthcare finance at the system and practice levels.

Healthcare finance is frequently taught in clinical programs by fac-
ulty who are not financial specialists. I provide simple, jargon-free ex-
planations and examples to clarify financial theory and principles. I also
provide an extensive instructor’s manual with model syllabi, guides to
all the cases, explanations of the problem sets, and PowerPoint slides
intended to present the essential material in each chapter. Additionally,
each chapter begins with clearly specified instructional objectives so
that the material can be adapted to online instruction as well as class-
room presentation. Students are provided with a review of essential
concepts necessary to complete the chapter, along with study questions
and problem sets that reinforce the material. The material is appropriate
for a graduate class in healthcare finance, for clinical professionals such
as nurse practitioners, physician’s assistants, physical or occupational
therapists, clinical psychologists, and social workers. It would also be
applicable to graduate physicians interested in ambulatory care prac-
tice.

It has been both a challenge and a pleasure to compile this text with
the clinical faculty and student in mind. I believe that well-informed
clinical professionals are our best hope for a responsive and financially
viable healthcare system. I wish all who use this book well as they be-
gin the study of healthcare finance.
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CHAPTER 1

Introduction to Healthcare Finance

1.1. Chapter Objectives
After completing this chapter you should be able to:

1. Define the terms macro-finance and micro-finance.

2. Discuss why healthcare providers need to know basic principles of
financial economics.

3. Understand why government healthcare systems in the United
States always have a political as well as administrative dimension.

4. Discuss the concept of states’ rights and its implications for gov-
ernment healthcare systems.

5. Understand the evolving social compact in U.S. society in regards
to healthcare financing.

6. Discuss the resource allocation issues inherent in the societal goal
of health and healthcare.

1.2. What Do Healthcare Providers Need to Know
about Finance and Financial Policy?

Economic theories are the basis for the concepts and principles that
explain financial decisions. As students in healthcare fields, we may learn
these principles as part of the required social science courses that we take
before entry to professional study. Beginning healthcare students often
find these concepts vaguely interesting but not very relevant for the work
they intend to do. It is only after entry into practice that the impact of
healthcare financing systems becomes apparent. For most of us, financial
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4 INTRODUCTION TO HEALTHCARE FINANCE

issues present barriers and constraints to what we consider the optimal
delivery of care, and we decide that we need a better understanding of
why the healthcare financing system seems to function the way it does.

This book is intended to help healthcare practitioners develop a bet-
ter understanding of healthcare finance. It answers basic questions pro-
viders have concerning healthcare finance. The intention is not to de-
velop a deep analytical expertise in accounting and finance; rather we
provide an introduction to the main principles of healthcare financial
policy and to some of the financial skills necessary to organize an effec-
tive and efficient professional practice. Most healthcare providers are
also involved in making healthcare policy and allocation decisions—as
voters as well as providers of care. So we begin with discussion of
macro-finance. This area of finance is concerned with the way financial
policy affects various sectors of the economy. Later sections of the book
offer basic financial management knowledge that can help providers
better organize their practice and make sound business decisions. This
area of study is known as micro-finance.

The principles of financial economics help shape the way healthcare
resources are managed in our society. For example, as providers of care,
the amount and timing of the payment we receive for our services is
determined by the financial realities of the healthcare sector. The dis-
tribution of healthcare to our patients is also determined by financial
policy; whether services are paid or delivered pro bono, healthcare pro-
viders need to receive some payment for the work they do. The source,
amount, and method of payment are all subject to many variations. Un-
derstanding financial economic and policy principles helps clarify not
only the variations, but also the reasons for them.

1.3. Characteristics of Financial Systems in Healthcare—
The Social Compact

The effect of the financial system on the distribution of healthcare
has been the topic of many research projects, policy briefs, books, and
dissertations. The U.S. approach to healthcare financing is shaped by
a few fundamental ideas that reflect the social compact between U.S.
citizens and their government. One of the most important of these ideas
is the relationship of the government to the people expressed clearly in
this passage from the Declaration of Independence:

We hold these truths to be self-evident, that all men are created equal, that they
are endowed by their Creator with certain unalienable Rights, that among these
are Life, Liberty and the pursuit of Happiness.—That to secure these rights, Gov-
ernments are instituted among Men, deriving their just powers from the consent
of the governed.
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This compelling statement defines the way the government relates to
the people. It derives from ideas discussed by social philosophers of the
time, such as John Locke, Thomas Hobbs, and Jean-Jacques Rousseau.
These individuals believed that people come together and agree to give
up some of their individual liberty in exchange for benefits from a gov-
ernment that creates an orderly society for the good of all. However, if
people judge that the government no longer serves the common good,
individuals may act to change it. This relationship makes clear that the
government serves the collective will of the people. If it does not, the
people are free to change it.

The Declaration of Independence states that the fundamental power
is with the people who agree to allow the government some role in sup-
porting societal order. This arrangement implies that the people must
agree with actions that the government takes on their behalf. Unlike
governmental systems that concentrate power in a central government
that may grant some rights to individuals, the U.S. system concentrates
power with the individuals who grant rights to the government. This
is an important allocation of power that has profound implications for
any government healthcare system in the United States. In this country
the people have the right to agree or disagree with any system of health
insurance or healthcare that the government offers, and they also have
the right to change it if they are not satisfied. Government healthcare
systems in the United States are always subject to the will of the people
and must have the approval of the majority of them in order to continue
to exist. It is apparent, then, that government-managed healthcare will
always have a political as well as an administrative aspect, and both are
important if the system is to be sustainable.

A second important concept inherent in the U.S. system of govern-
ment is the division between the rights and duties of state government
and those of the federal government. The U.S. Constitution clearly es-
tablishes a federalist system that allocates only specific powers to the
federal government. Powers not specifically given to the federal gov-
ernment remain with the states or with the people. The Tenth Amend-
ment to the Constitution, often held to be redundant to reinforce ideas
already inherent in the document’s main body, makes this division of
power unambiguous: “The powers not delegated to the United States by
the Constitution, nor prohibited by it to the States, are reserved to the
States respectively, or to the people.”

The powers explicitly allocated to the federal government do not
contain a reference to the establishment of healthcare or the right to
healthcare; the involvement of the federal government in healthcare has
been voluntary. For example, the establishment of federal programs to
support care for active duty military and veterans, the Medicare pro-
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gram for the elderly, and the control of communicable disease were all
established by Congressional action that contained no underlying man-
date to provide health services for everyone. In fact, the federal gov-
ernment’s right to regulate across state lines, including the right to tax
and spend for the general welfare, stems from the commerce clause of
the Constitution (Leonard, 2010). Constitutional scholars and the courts
generally agree that health, welfare, and domestic safety are outside the
boundaries of the commerce clause; therefore fall clearly within the
powers reserved for the states. This is the reason that most government
health programs in the United States have historically been the respon-
sibility of the states, not the federal government.

These key concepts illustrate the critical relationship of the indi-
vidual to the government in the United States and elucidate the social
compact that exists in regard to healthcare. Individuals generally ex-
pect to provide healthcare for themselves, or in some cases to look to
the state government for assistance. People historically do not expect
the involvement of the federal government. Clearly, the advent of large
federal programs such as Medicare and the significant federal share of
Medicaid have changed this view. However, these relatively recent de-
velopments do not change the fundamental social agreements reflect-
ed in the documents that define the role of government in the United
States. As shown in this brief discussion, historically there is a funda-
mental social understanding that the federal government has a limited
and voluntary role in healthcare programs.

Given the social compact that exists in this society, healthcare financ-
ing can be expected to be primarily a private responsibility with some
state involvement for vulnerable groups. The evolution of private health
insurance, designed to assist individuals to bear the costs of healthcare
services, reflects this societal expectation. Medicare and Medicaid, en-
acted in 1965, are relatively recent programs that reflect a new role for
the federal government in financing the cost of care. The rapidly in-
creasing number of individuals eligible for these programs has created
an expanding health-financing role for government and accompanying
financial requirements. The new mandates enacted in March 2010 with
the passage of the Patient Protection and Affordable Care Act further
increase the government’s role in healthcare financing and promise to
change further the expectations that U.S. citizens have for government
involvement in the healthcare system.

The relatively recent emergence of this government role also illus-
trates the need for expanded fiscal policy and regulatory structures,
many of which are not yet fully developed. Notably, some individuals
do not agree with the expanded role of government and are challeng-
ing the constitutionality of these programs. The historic basis for these
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challenges and the importance of the changing social compact between
individuals and the government in healthcare areas reflect the basic re-
lationships we have discussed in this section.

1.4. Health or Healthcare—The Social Goal and the
Financial Objective

As federal money is increasingly spent on healthcare, many policy
makers have started to ask questions regarding the societal goals of
these funds and press for accountability. Households have similar but
less complex concerns regarding their private spending for healthcare.
The household decisions can be made with careful consideration of the
household’s needs and resource allocations that match its members’
preferences. These preferences are somewhat easier to determine in the
smaller household unit. Spending tax monies for healthcare introduces
a new level of complexity because societal welfare as a whole must be
considered. Allocation strategies that focus on the greatest health gain
that can be achieved for society may conflict with individual healthcare
needs that also require the expenditure of public funds.

A classic dilemma in the allocation of public funds is the conflict
between health and healthcare. More than thirty years ago, health econ-
omists posed this dilemma based on empirical analysis of the determi-
nants of health in society (Fuchs, 1986, 274-279). If the goal for society
is the overall health of its members, healthcare makes only a marginal
contribution to health (Fuchs, 1986, 274; Newhouse and Friedlander,
1980). These early studies and many others have shown that strategies
such as improving the educational level of society, improving the envi-
ronment, and economic development in areas of poverty all make larger
contributions to societal health than the delivery of healthcare. Howev-
er, this does not remove the urgent need for individual healthcare when
it is required. For most people improvement in education, environmen-
tal conditions, and economic development will not affect the conditions
that require treatment now.

As government assumes the responsibility to pay for healthcare as
well as create societal conditions that support health, financial alloca-
tion conflicts are certain to occur. The public health financing choices
that ensue have no easy answer. For providers of healthcare, this dilem-
ma has the following practical implications. Funds for healthcare are
often found at the expense of reduced spending on education, environ-
mental health, and social welfare. In this situation, healthcare providers
still need to control healthcare spending but also deal with the adverse
trends in public and personal health due to eroding social supports that
create a healthy society. The classic example of the resulting conflict
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is the hospitalization of malnourished individuals to ensure that they
have access to food. If the state raises money for acute care services by
cutting back on social welfare programs such as nutrition support, the
providers of care have to address the need for additional health services
caused by severe malnourishment in their patients. Clearly from a cost-
benefit perspective, it is far cheaper to provide food rather than finance
increased hospitalization. However, at the point of serious malnutri-
tion, it is too late to revisit more cost effective solutions. The provider
must act to preserve life and does so at much greater expense. As this
example illustrates, social allocation strategies that maximize health
may do so at the expense of healthcare, while allocation strategies that
maximize healthcare likely do so at the expense of long-term societal
health. It remains a challenge for healthcare providers and public policy
makers to find workable solutions to this dilemma and develop a clearer
societal consensus on the goals for public financing in and around the
health sector.

In the 2010 federal budget, healthcare consumed a larger share of
the federal budget than disease prevention, social welfare, or education
programs. This reflects the federal focus on large healthcare delivery
programs such as Medicare, Medicaid, and the military healthcare sys-
tems. In fact, the only level of government that spends more on educa-
tion than on health, education being a powerful determinant of long-
term societal health, is the local government as can be understood from
Figure 1.1. However, the local level represents the smallest share of the
total of public monies expended on social programs, and it does not
compensate for the lower spending on education seen at the state and
federal level.

m Federal

m State

O Local

Budget amount in trillions

Social program categories

FIGURE 1.1. Public spending estimates 2012. Source: Spending estimates compiled by C.
Chantrill.
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Clearly, the dominant social spending objective at federal and state

levels at the present time is healthcare, with less emphasis on programs
that contribute directly to long-term population health such as educa-
tion and social welfare. The long-term effects of this public allocation
strategy pose risks for the overall health of society, which in turn will
increase the demand for healthcare services.

1.5. Concept Checkout

Be sure you understand these concepts before you attempt the dis-

cussion questions:

Macro-finance and micro-finance

Financial economics

Allocation of power to government and to people
States’ rights

Health or healthcare as a societal objective

1.6. Discussion Questions

1.

What is the main difference between macro-finance and micro-
finance concepts? Conduct some independent research and find an
example or an application of each concept.

. Find a recent example of the debate between states and the federal

government in regard to healthcare. This could be a court case
involving states’ rights or an administrative action between a state
and the federal government.

. You have learned that in the United States, power belongs to the

people, who choose to allow government to act on their behalf.
Find an example of another type of shared power between people
and their government and contrast it with that of the United States,
with a focus on government healthcare programs.

. Give an example of and discuss the allocation dilemmas that oc-

cur as a result of the government’s need to support either health
or healthcare. For example, if the government chooses to support
healthcare from a limited budget, does it reduce support of the
population’s overall health? Support your answer with evidence.

. The Constitution states that the people have a right to change

the government if they are not satisfied with it. This implies that
people must be generally satisfied with systems instituted by the
government on their behalf. How might this implication change
your behavior as a provider of healthcare in a government-financed
program?
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CHAPTER 2

Models of Healthcare Financing

2.1. Chapter Objectives
After completing this chapter you should be able to:

1. Define the key stakeholders in all health-financing models.
2. Discuss the role of the major stakeholders in healthcare financing.

3. Define the essential features of the major financing models: social
insurance, private insurance, or out-of-pocket household payment.

4. Analyze the financial flows in each of the major financing models.

5. Assess the risks and benefits inherent in selected healthcare financ-
ing approaches.

2.2. The Household as a Central Stakeholder in Healthcare

In the first chapter we discussed the primary role of the household
in the political structure of the United States. The influential position of
the household is also central to understanding the evolution of health fi-
nancing in this country. The household is the source of the funds that
flow to all levels of government in the form of taxes and fees for public
services, and these revenues enable the government to function. Figure
2.1 illustrates the importance of taxes as a source of government revenue.
If government requires more money than households can provide, it will
borrow by selling government bonds. Households in the United States
can purchase these bonds and become government bondholders, as can
other organizations and governments. Thus households not only provide
government with revenue, they are also one of the primary sources of

11
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Current transfer
Income receipts on __ receipts, 4.9%
assets, 3.6%

FIGURE 2.1. Revenue sources for all levels of government, 2010. Source: U.S. Dept. of Com-
merce.

funds when the government wishes to borrow money. Finally, the interest
necessary to service this government debt is provided through taxation
revenue. The household is an important financing and lending source for
all levels of government. This is why households are critical stakeholders
in health financing.

2.3. The Stakeholders in All Health-Financing Models

A review of the health-financing literature presents many possible fi-
nancing arrangements used to pay for healthcare. Paying for healthcare
is complex for many reasons. For example, we know that emergency
healthcare services are lifesaving, and most societies agree that essential,
lifesaving services should be available to all who need them, regardless
of ability to pay. Emergency lifesaving care is considered differently than
a broader-based right to essential nonemergency healthcare, which many
countries, but not the United States, also include in their social compact.
Urgent lifesaving services, such as care after an accident or major un-
planned health event for example a heart attack or stroke, are usually
provided in any society that has the capacity to provide such services.
Payment for these essential services is collected after the emergency care
has been provided. Where patients are expected to pay, the healthcare
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providers find themselves in a risky position because not everyone who
receives emergency services can pay for them.

The information gap introduces another complexity. The average user
of healthcare lacks the knowledge and training necessary to understand
what services are required and cannot easily compare the cost and qual-
ity of the choices. This means that consumers need agents who can as-
sist them to make informed choices. These agents can be primary care
physicians, insurance company consumer representatives, specialist phy-
sicians, nurses, or other individuals with sufficient knowledge to assist
the consumer in making healthcare choices. When consumers must use
agents to make purchase decisions, there can be problems. Agents can
serve interests other than the consumer and act in collusion with the pro-
vider group or the insurer, or they can simply fail to provide the consumer
with a full menu of choices due to biases or deficits in their own knowl-
edge base.

Issues such as the need to deliver emergency services and collect pay-
ment later or the need for agents to assist the consumer in making pur-
chase choices have to be considered when health-financing systems are
designed. These requirements often result in highly complex financing ar-
rangements, for example, the need for a second opinion before a surgery
or the requirement to obtain preauthorization before an emergency room
visit is reimbursed. Regardless of these system complexities, healthcare
objectives are clear: adequate access, acceptable quality, and affordable
cost. It is generally agreed that healthcare systems can usually meet two
of these three objectives, but meeting all three simultaneously has proved
extremely difficult.

The stakeholders who must negotiate healthcare financing arrange-
ments can be placed in one of four categories: government, private
agents who act for the consumer, healthcare providers, and consum-
ers, who are organized into households. All healthcare systems con-
sider these stakeholder categories and design financing arrangements
that involve all of them. Even systems that are fully privatized still have
some government regulation for healthcare services, and systems that
emphasize a single government payer have some private agents who
act for the consumer, particularly consumers who choose to pay out-of-
pocket for services either within the country or internationally. Table
2.1 provides a view of some of the actors in each of these stakeholder
categories.

Table 2.1 is not an exhaustive list, but it provides insight into the muti-
plicity of stakeholders in the U.S. healthcare system. The diverse cast of
stakeholders is involved in health financing worldwide. The typology of
health financing around the developed world is presented in Table 2.2 in
the next section.
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2.4. The Essential Approaches to Healthcare Financing

The health care financing systems are defined by the mode of par-
ticpation (mandatory or voluntary), benefit entitlement (contributory
or non-contributory), method of raising funds (e.g., general taxes, ear-
marked contributions), scope of fund-pooling (from household to na-
tion-wide level), finally, who has the authority to collect funds and use
them to purchase healthcare. Table 2.2 explains the interplay of these
criteria across the 34 developed economies, including the United States
that are member states of OECD (Organization for Economic Coopera-
tion and Development).

Notably, all the developed countries feature a blend of public and
private approaches to healthcare financing. Any such country would
self-identify with several if not most of the areas presented in Table 2.2.

There are two basic approaches to paying for healthcare: insurance
and direct out-of-pocket payment. The most common choice for health-
care services is insurance because most individuals prefer to face a
certain level payment rather than risk the financial uncertainty that ac-
companies direct payment when services are required. Health insurance
may be provided exclusively through private markets, or the govern-
ment may become involved either as a direct insurer or as a large pur-
chaser of private insurance services. Socialized medicine, a situation in
which the government assumes the roles of care provider and financier
is a special case. In a completely socialized medicine, the government
assumes all risk and assures the household of a set of healthcare servic-
es provided directly through government-owned hospitals and salaried
providers. This approach is quite distinct from the social insurance case
in which government provides insurance for some or all of the popula-
tion but does not provide services directly.

To return to the U.S. healthcare system, financing health care ser-
vices through private insurers is a system that was established in the
United States during the early twentieth century. At the start, the cost of
health services was low because little health technology existed. Hospi-
tals were primarily places that provided care when home care was not
available. For this reason, households saw little need for health insur-
ance coverage. Rather, they preferred insurance for lost income, which
represented the greatest cost to households in the early twentieth cen-
tury (Thomasson, 2002). As the cost of healthcare increased due to ad-
vances in medical science, better training of providers, and technology
development, the average household began to look for health insurance.
The impact of the Depression on consumer resources coupled with the
increasing cost of healthcare was a strong influence on the development
of private health insurance plans sold directly to households. A major
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impetus to the development of employer-sponsored health insurance
came as a result of wage and price controls during World War II. Fierce
competition for available labor coupled with wage controls made non-
cash employee benefits one of the few incentives employers could offer
to attract workers. As a result, employer-sponsored health insurance as
an employment benefit gained in popularity and became an expectation
for most unionized and salaried employees in the United States. Today,
the high cost of advanced healthcare technology makes some form of
insurance coverage necessary for most citizens. Those who cannot af-
ford to purchase insurance depend on state-provided benefits for the
poor, or cross-subsidization from insured users of hospital services who
pay the overhead costs of essential care delivered to those who cannot
pay.

A major change in U.S. health financing occurred in 1965 with the
advent of Medicare, a federal government program that insures the el-
derly, and Medicaid, which insures the poor. Medicare provides insur-
ance for hospital care to individuals over sixty-five who are entitled to
Social Security (Medicare Part A), and subsidized insurance for am-
bulatory care so that the elderly can access physicians (Medicare Part
B). The newest addition to the Medicare plan is Part D, which covers a
significant part of the cost of prescription drugs for the elderly. Medic-
aid is a shared program for the poor; the federal government assumes
about half the cost of services and individual states assume the other
half. Medicaid also is the major financing program for long-term care
delivered to the low-income elderly.

The entry of the federal government into these major health insur-
ance programs was an important milestone. Rather than a purely private
system of health financing, the U.S. system became a blended one, with
government assuming about half the cost of care through Medicare,
Medicaid, federal worker insurance programs, and the military health
service, which is an example of government-delivered and financed
healthcare.

Out-of-pocket payment to providers occurs in all healthcare systems.
In a social insurance system, government rules may allow individuals
to opt-out of the government health sector and instead purchase ser-
vices from private providers, as is the case in Canada. In most systems,
households also incur out-of-pocket costs through copayments and de-
ductibles, which are not part of the insurance payment. Out-of-pocket
payments have two general functions in health-financing systems: (1)
proven control of moral hazard, which occurs when households do not
face the full cost of services and, as a result, over-utilize services that
they perceive as low-cost and (2) a theoretical increase of sensitivity
to both the quantity and quality of services delivered. (Rand Health,
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2006). Findings from the Rand Health Insurance experiment unequivo-
cally support the effect of cost sharing on service utilization; however,
the effect of cost sharing on sensitivity to the quality of services is not
supported. In theory, consumers who pay for care should exert direct
influence on the quality of the care they receive. But the information
gap between consumers, who lack training to accurately judge quality,
and the provider may be too great for this effect to occur.

Many proponents of free-market solutions to the health-financing
question have advocated for more direct payment for healthcare. The de-
velopment of health savings accounts (HSAs), which allows individuals
to shelter a portion of their income from tax and save it for healthcare ex-
penses, is a current example of such an approach. The combination of the
HSA and a catastrophic health insurance policy with a high-deductible
level is envisioned as the solution to both over-utilization and high cost.
The tax implications of this solution also make the public sector a stake-
holder in the HSA because tax policy is a major factor in the HSA funding
formula. The HSA approach uses market forces to sensitize the consumer
to the true cost of care because the consumer pays out-of-pocket for most
routine expenses. The evidence on the consumer’s use of information
to make wise healthcare purchase decisions is not definitive as yet, and
the agency problem has not been solved. However, many proponents of
HSAs believe that consumers will demand better information when they
need it to make informed healthcare purchases.

2.5. The Financial Flows in Healthcare Systems

Our previous discussion has shown that the household provides the
majority of funds for financing healthcare services. The transfer of
these funds from the household to the providers of care can take many
pathways. In the United States, the major conduits for health financ-
ing are private health insurers, the federal government, and state gov-
ernments. As previously discussed, the household can pay for private
health insurance that will, in turn, pay providers when care is required.
Private health insurance operates on a risk-based financial model that
uses actuarial tables to estimate risk and set health insurance premi-
ums accordingly. These models will be studied later in this book. Gov-
ernments either purchase health insurance from the private sector or
becomes the insurer and uses public funds to finance health services
for the population. If government serves as the guarantor of care, it
may choose a risk-based financial model similar to private insurance.
The government may also choose a budget model in which an annual
amount is budgeted for healthcare, and when that amount is gone, no
further funds are available. In this case, provider payment is delayed
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until the new government budget money is available. To avoid such a
budget shortfall the government depends on the accuracy of forecasting
models projections. Political pressures, the influence of special-inter-
est groups, and intersectoral competition for government resources all
exert pressure on budget-financed healthcare systems and may cause
difficulties for providers depending on government payments. In all fi-
nancing systems, control of provider cost is a major issue, together with
assurance of adequate access and quality.

2.6. Concept Checkout

Be sure you understand the following concepts before you begin the
discussion questions:

« Household role in U.S. health finance

« Major stakeholders in health finance
 Social insurance

 Socialized medicine

+ Blended healthcare financing schemes

« Private out-of-pocket healthcare finance
« Flow of funds in health financing

2.7. Discussion Questions

1. Explain and give examples of the role of the household in U.S.
healthcare financing.

2. You have been asked to survey the main stakeholders in a small
state to ascertain their opinions about healthcare costs. List five
stakeholder groups you will include and provide a rationale for
including them.

3. Explain the concept of social insurance and give an example of
a social health insurance system either in the United States or in
another country. Include a general description of the funds flow in
the system you select.

4. Analyze the health savings account approach to financing health-
care. Include in your analysis the following: definition of the HSA,
tax treatment of HSA accounts, incentives to establish an HSA,
and at least three strengths and weaknesses of the HSA approach.

5. Evaluate one healthcare financing system in the United States. It
can be a state-level system, a federal system, a private system, or a
blended system. Discuss at least three financial strengths and three
financial weaknesses of the system.
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SECTION 1—CASE STUDY

The Island Nation of Tekram

Before you begin this case be sure you have completed Chapters 1
and 2 in the text.

Tekram is an island nation in the South Pacific. The climate is tropi-
cal and the nation is self-governing after a period of colonial rule by the
British. The population of the island is 500,000, including permanent
residents, 300,000 of whom are year-round residents. The remaining
inhabitants claim Tekram citizenship but are seasonal residents only.
There is one urban center with a population of 150,000. The rest of the
population lives in small villages. The people support themselves with
fishing and small-scale agriculture. They do not manufacture anything,
so Tekram is dependent on trade and tourism for most of the necessi-
ties of life. The main trade products are tropical fruit and fish, and the
main revenue source for the government is tourism and related indus-
tries such as hotels and restaurants. The island has one international
airport and a deep-sea harbor that can accommodate ocean-going cruise
ships and freighters. The island’s energy needs are met by imported oil
and a small domestic solar-power generating industry. Potable water is
in short supply on the island and during periods of drought it must be
imported in tankers.

The average family size on Tekram is six. The majority (70 percent)
of households on the island are Christian, the rest either claim no reli-
gious affiliation or are Hindus, part of a small population of East Indi-
ans that migrated to Tekram during the British rule. The government
is a parliamentary democracy patterned after the British system. The
president is appointed every four years by the majority party. Tekram is
divided into twenty parliamentary districts. Freeplace, the capital and
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only city, has four of these districts. The average size of a district na-
tionwide 1s 25,000 individuals or about 4,100 households. All citizens
of Tekram may vote; those who are not full-time residents may vote by
absentee ballots. The average participation rate in parliamentary elec-
tions is 48 percent. Elections must be held every four years but may be
more often if the majority party declares an election or suffers a vote
of no confidence in the parliament. There is a written constitution, a
system of courts, and a small civil service with 5,000 employees. Par-
liament meets for eight months of each year. It is composed of a par-
liamentary council with committees for the government’s major activi-
ties. Each committee is headed by a minister appointed by the majority
party. Health has a separate committee, and there is a minister of health.

Health is a major issue on Tekram. When the nation was founded 30
years ago, the government owned all the health facilities, which had
been built by the British. They provided free care to all of Tekram’s
citizens at these government clinics and hospitals. In Freeplace, Tekram
founded a university with a medical and nursing school, but most grad-
uates do not stay on the island, and there is a persistent shortage of
nurses and physicians. This shortage, together with the increasing costs
of technology and maintenance of the aging health infrastructure, has
increased healthcare costs to a level that is unaffordable for the govern-
ment. During the last parliamentary session, healthcare was moved to a
social insurance system. The government is relinquishing management
of all healthcare facilities to interested private individuals and organiza-
tions. The country’s first private hospital was opened this year by the
Church of England as a nonprofit facility providing care to all. Mission-
ary doctors and nurses makeup the majority of the staff, but Tekram
health providers also work at the hospital. While the hospital is commit-
ted to giving care to all who need it, the management team knows that
all care cannot be provided below cost. The government of Tekram has
invited a U.S.-based managed care organization to provide an HMO-
model insurance plan to Tekram. Through contributions to the social
insurance scheme, the government will provide safety-net coverage for
the 15 percent of its citizens who fall below the poverty line. The rest of
the population must purchase the insurance, either directly or through
their employers. Health insurance coverage is mandatory. There is no
requirement for employers to provide health insurance, so the majority
of coverage is purchased by households or by the government for its
employees and for the poor.

Since the citizens of Tekram are used to having the government pro-
vide health services at a low cost, they are becoming increasingly upset
about the new scheme. They feel the cost of health insurance is too
high and the coverage is not complete. For example, preventive care
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such as immunizations, routine physicals, and well-baby visits must be
paid out-of-pocket. Elective procedures in the hospital and all diagnos-
tic services carry a 20 percent co-payment, and there is a deductible of
$200 per disease episode that must be paid regardless of the type of care
that is provided. There is no long-term care available, nor is there any
occupational health. Mental healthcare is provided if there is an acute
mental illness for the 20 percent co-payment. Otherwise mental health-
care, counseling for substance abuse, and all other counseling is paid
out-of-pocket. In general, the system provides and pays for essential
acute hospital care, but it does not pay for preventive or rehabilitative
care. It does not pay for long-term care for the elderly although there is
a government old-age pension for former government employees and
the poor.

Major health problems in Tekram include cardiovascular disease,
stroke, diabetes, arthritis, tuberculosis, and motor-vehicle accidents.
The HIV/AIDS rate is low, but the rate of tuberculosis is high in this
population. The incidence rate has increased to 60 cases in the popula-
tion, three of which are drug-resistant. The government has a public
health office, and it is very concerned with decreasing the rate of in-
fection for TB, avoiding the further development of drug-resistant TB,
and increasing compliance with the antibiotic therapy for TB cases.
The office is aware of the impact on tourism if TB gets any further
out of control. It has instituted the directly observed therapy (DOTS)
approach to the TB epidemic. Starting the DOTS program required an
increase of one physician, one nurse, and one community health worker
to the civil service in the health ministry. This increase has resulted
in a parliamentary debate on government health expenditures because
the new social insurance program, which provides acute care for the
poor, already takes the entire dedicated health budget. The persistent
budget overruns for the ministry of health are going to require either
tax increases or cutting money from the ministries of education, social
welfare, or the environment. The Tekram population has made it clear
that a tax increase will result in considerable pressure on the parliament
to change the government.

You are a consultant, hired by the Tekram ministry of health to pro-
vide guidance in this situation. You have been asked to formulate a
strategy to address the current crisis in health spending. The ministry
is most concerned with the lack of consensus in the Tekrami popula-
tion on the health goals for the country. It has asked you to formulate a
consensus-building strategy to increase agreement on the goals for the
country’s health system.

As you review the situation, you realize that the current literacy
rate of only 40 percent has already impacted the capacity of citizens
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to understand the current health dilemma. In your opinion, funding for
education cannot be further reduced. Reducing the budget for envi-
ronmental services will impact the ability of the government to supply
clean potable water to the population in times of drought. This, in turn,
inevitably results in an increase in maternal and infant mortality due to
water-borne parasites in the native water available. The TB epidemic
must be controlled because of the economic dependence on tourism.
Eighty percent of the social service budget is currently spent providing
safety-net social insurance coverage for the poor, and there appears to
be no support for decreasing that level of payment.

Your case analysis should answer the following questions:

1. What do you recommend as the basis for the new health strategy
in Tekram. Discuss the reasons for your recommendation and the
policy evidence from the literature that supports these recommen-
dations.

2. State at least one goal and two objectives that are critical to your
strategy. Your goal should be SMART (specific, measurable, at-
tainable, realistic, and timely).

3. Make at least one recommendation on how to build support for
your strategy.

4. Discuss at least three methods that the ministry should use to
implement your support-building recommendation.

5. Suggest one alternative to the present social insurance scheme, and
provide a rationale for the feasibility of this alternative.

You may make reasonable assumptions to support your case discus-
sion; however, these assumptions should be consistent with your un-
derstanding of a poorly educated lower middle-class population that is
dependent on service industries, subsistence agriculture, and fishing for
a livelihood. For example, it would be unreasonable to assume that the
population of Tekram could double their GDP in one year by advancing
high-technology innovation. However, you might make an assumption
that the government could encourage investment in some non-tourist
industries if appropriate training infrastructure was developed for some
of the population.
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CHAPTER 3

Health Insurance in Public and
Private Markets

3.1. Chapter Objectives
After completing this chapter you should be able to:

. Explain the concept of risk in relation to health insurance.
. Describe the basic actuarial formula and explain its use.

. Define experience and community rating.

. Describe the budget approach to health insurance.

. Discuss the two major types of risk control strategies in health insur-
ance.

DN AW N =

3.2. The Nature of Risk

In the financial world, risk is equivalent to uncertainty. For example,
a loan with a certain payback is considered much less risky than a loan
for which payback is very uncertain. A lender’s reward for higher risk
is higher interest. Interest is the amount of money due to the lender for
the use of its money, and interest is higher when loan payback is highly
uncertain. This higher interest, due to uncertain payback, is often called
the risk premium. In general, the less certain a financial event is, the
riskier it is for investors. For example, a company entering a market
for the first time lacks experience. If the company wishes to borrow
money (issue bonds), it will pay a higher interest because investors lack
information on how the company will perform and if it will repay the
bond principal. Investors expect this risk premium because recovery of
the principal is not certain and the higher interest payments they receive
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now compensate them for their future potential loss. On the opposite
extreme, established companies with market experience usually pay a
lower interest rate when they issue bonds. This is because investors
have more information about the company’s performance in the market,
and they are far more certain that they will recover their principal.

In the health insurance market, the risk that accompanies uncertain-
ty is also costly. In health insurance contracts, there are two princi-
pal stakeholders: the insurer and the insured.! Both stakeholders try to
decrease the uncertainty involved in health insurance so that they can
avoid unplanned expenses. Insurers want to be certain that they will set
the premiums high enough to pay all claims, meet the cost of operat-
ing the insurance company, and make a fair profit. The members of a
household purchase health insurance in order to be able to predict the
payments they have to make for healthcare services and to avoid unex-
pected and very large payments.

Health insurance is usually an attractive product for a household.
Even for healthy individuals, direct out-of-pocket payments for health-
care are far less predictable than a monthly premium for health insur-
ance. If people could be certain of the timing and level of their health-
care expenses, they would purchase health insurance only when they
expect costs higher than the premium. Needless to say, such a rational
choice on the part of the insured would make the insurers’ financial risk
untenable; the insurer would never collect sufficient funds to pay all
certain claims that households would make.

In reality there is no way to be certain of healthcare expenses. But
both stakeholders want the most accurate estimate possible of the likely
outlay of funds for healthcare so that they can make informed financial
decisions. The more uncertain they are, the higher the risk premium in
the health-insurance market and the more willing the household is to
pay it if its members value a certain payout over the chance that they
will be unexpectedly hit with a large healthcare bill. Some households
value this certainty more than others do. In general, younger house-
holds with less disposable income prefer to take a chance, since they
are generally healthy. Older households with more income and higher
exposure to disease risks prefer to pay the risk premium in exchange
for greater certainty about healthcare expenses. Health insurers always
value health information because they can set premium rates more ac-
curately. Households may not always wish health insurers to have this
information, particularly if it will increase the health insurance premi-
um.

"Employers and providers are also health insurance stakeholders and their role will be discussed
later in the chapter.
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3.3. Estimating Risk in Health Insurance

Actuarial rating is the process of estimating the premiums that an
individual or group must pay for health-insurance coverage. There are
two general methods used to set the premiums: experience rating and
community rating. In experience rating, the past utilization experience
of the group is considered in setting the premium. Experience rating de-
pends on accurate cost information and good assessments of the prob-
ability of health utilization, usually based on prior usage of services
together with demographic information and current health history of the
individuals applying for coverage. In experience rating, the premiums
charged by health insurers are estimated using a set of actuarial formu-
las that focus on expected healthcare costs (risks) for the defined group.
The basic considerations in experience rating are:

1. The projected amount of financial loss the group may have
2. The probability that the loss will actually happen
3. The administrative fee required to administer the insurance scheme

The basic formula to compute the premium in experience rating is:

If the amount of loss = a; the probability of loss = b;
the fair administrative fee = c;

Then the premium for a defined group = (a x b) + ¢

Application of this basic actuarial formula illustrates some important
concepts about risk in experience-rated health insurance.

The first concept illustrated by the basic formula is: it does not make
financial sense to insure a certain event. As an example, let us assume
that an individual knows that he or she will certainly have a healthcare
event that will cost $600. Therefore the probability of that event occur-
ring is 100 percent or 1.00. Use of the basic actuarial formula shows
that the cost of purchasing insurance will be higher than simply saving
$600 and paying when the time comes. Since the amount of loss equals
$600 times 1.00 plus a fee for administration of the insurance, the fair
insurance premium is greater than the cost of the event itself. There
are some events that households try to insure for less than the full cost
of the service, such as maternity care, planned elective surgeries, and
preventive services. Health insurers respond with a variety of analytical
and program design options, such as qualifying periods and exemptions
for previously identified conditions, to avoid insuring certain events at
less than full cost.

Other planned events decrease the cost of future covered services,
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for example effective preventive care can decrease future acute care
costs. In these cases, insurers agree to cover the cost of the certain
event at a discount in order to save on future costs. However, the
insurer needs to retain the enrollee long enough to recoup the invest-
ment in the preventive service. This is one reason insurers are less
willing to cover preventive services when groups can disenroll after
short coverage contracts.

The second principle is: the larger and more similar the group, the
more accurate the premium estimate will be. The fact that estimates
become more stable with larger populations is an important factor in
optimizing allocations in uncertain conditions (Artstein and Hart, 1981,
485). Another consideration is that large groups that share similar char-
acteristics tend to exhibit more predictable health utilization patterns
given the similarity of their health risks.

Health insurers incorporate these principles into health insurance
policy design. For example, they know that individuals within a group
may try to purchase insurance to cover certain events in the hope that
the insurers will not accurately identify the event as certain and will set
the premium lower. In our example, if the probability of $600-event
was estimated at 0.9 instead of 1.00, the premium would be 540 plus the
administrative fee. This would likely be a saving for the beneficiary and
a loss for the insurer. This is one reason that policies are designed with
qualifying periods and insurers exclude pre-existing conditions and
services such as cosmetic surgery that are entirely at the consumer’s
discretion and do nothing to reduce the probability of future healthcare
costs. Notice, however, that healthcare prevention like annual physi-
cal examinations, well-baby care, health screenings, or other preven-
tive measures are covered by many insurers because they do impact the
future level of disease-related healthcare costs. This stands to reason
because, while the events are controlled by the consumer and may be
certain to occur, they lower the probability of loss for more expensive
illnesses that are usually covered in a standard health insurance poli-
cy. The insurer will be more willing to cover preventative services in
a multiyear coverage contract because the likelihood of retaining the
beneficiary long enough to benefit from covered preventive services
increases with the contract duration. Medicare, a program that by law
provides lifetime coverage to eligible retirees, has strong reasons to mo-
tivate their beneficiaries to use preventive services.

Insurers who use experience rating to establish premium rates will
accept high-risk individuals if they can charge the actuarially fair pre-
mium for coverage because the premium would reflect the higher cost
and probability of use. Thus it would not represent an automatic loss
for the insurer. The disadvantage of the experience-rating method is that
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health insurance may become unaffordable for chronically ill individu-
als, who are likely to incur high healthcare costs.

In community rating, a system used by most Blue Cross plans, all
members of a group are charged the same amount regardless of their
healthcare utilization patterns. The premium is based on a budget-plan-
ning principle that estimates the community’s future healthcare costs
based on its historic expenses. The insurer then divides these costs by
the size of the community, and each member pays a fair share of the
projected healthcare cost regardless of individual utilization history. It
has been noted that community rating in its pure form has never been
used; from the beginning the Blue Cross plans divided the communities
it covered into premium classes and tiers such as single, married, and
married with children (Follman, 1962,406). These tiers paid different
premiums depending on their historic utilization patterns and projected
future costs. Blue Cross plans and federally qualified HMO plans use
tiered premium rate structures that consider the utilization experience
of each tier.

Community rating involves a social welfare approach to health in-
surance. Those who are chronically ill generally benefit from the com-
munity rate while those individuals who are healthy pay more than an
actuarially fair premium based on their individual utilization experi-
ence. Further, if community rating is to work, the community must
value healthcare for all so that low-cost individuals who pay higher
premiums than their experience merits are willing to remain in the plan
to subsidize the higher cost individuals. If lower cost individuals do not
remain in the plan, a phenomenon known as adverse selection occurs.
If only the most costly, sickest individuals are left in a community-rated
plan, they have to pay more because there are fewer participating com-
munity members to share the costs of the insurance. Eventually only
those who directly benefit from insurance are left in the plan, and their
premiums reflect their utilization experience because no subsidization
from the healthy to the sick is left.

That is why it is said that, in the end, all plans are experience-rated
unless health insurance is mandatory and healthy individuals must re-
main in the insurance pool.

3.4. Managing Costs as a Risk-Control Strategy

Health insurers have learned that the competitive health-insurance
market will not accept unlimited escalation of premiums. Regardless of
the approach to determining them, premiums are defined largely by the
underlying cost of delivering covered healthcare services. The Depart-
ment of Health and Human Services’ Centers for Medicare and Medic-
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aid Services (CMS) publishes healthcare expenditure projections based
on major cost categories.

As an example, Figure 3.1 illustrates the expenditures for fiscal year
2012.

Hospital care and physician and clinical services are major cost-
control targets because together they represent 62 percent of the an-
nual expenditures. Health insurer’s strategies to control these costs can
be grouped into two general categories: supply-side control, such as
management of care provided, and the cost of that management; and
demand-side control, such as benefit and accessibility management.
Management of the care provided includes strategies such as preferred-
provider panels, stipulation of required provider qualifications, and di-
rect utilization and case management designed to directly impact how
care is provided to the beneficiary. Cost management generally focuses
on rate schedules, negotiated discounts for services, and stipulation
of certain technologies or classes of pharmaceuticals, such as generic
drugs. Benefit management is the area that defines services that are cov-
ered and excluded. Expensive or experimental services with unproven
outcomes are generally excluded to manage costs by constraining de-
mand for these services. Accessibility management is sometimes known
as queuing. By lengthening wait times for expensive elective procedures
such as hip replacement or major organ transplants, costs are decreased.
Both benefit management and queuing constrain the demand for care.

The insurance company is also expected to control their own admin-
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istrative costs. The amount of administrative cost inherent in the U.S.
healthcare system has been a topic of much discussion in the health
policy community, particularly when U.S. administrative costs are
compared to countries with national healthcare systems such as Can-
ada or the United Kingdom. It is hard to dispute the fact that reported
administrative costs in national health insurance programs are signifi-
cantly lower than those under the blended public-private system in the
United States. A careful comparison of the federal costs of administer-
ing Medicare and private insurance in the U.S. in 2006 found Medicare
administrative costs to be slightly lower (Litow, 2006, 2). The report
further describes the care that must be taken to compare government
and private administrative cost categories as well as the methods neces-
sary to compare such costs across the beneficiary or claims base.
Regardless of the public or private nature of the plan, administration
of health-insurance systems is a relatively costly activity, and these costs
must be taken into account when discussing premiums. The fact that in
public plans more than one government agency pays the administrative
costs obscures but does not remove this cost consideration. It is also
important to understand that cost and compliance management require
administrative expenditures. The more market pressure the health in-
surer experiences and the more highly regulated the industry becomes,
the higher the administrative costs will be. All of these facts notwith-
standing, both consumers and regulators expect that health insurers will
keep administrative costs under control and behave efficiently. In this
case, careful consideration needs to be given to the amount of cost and
regulatory oversight for which beneficiaries are willing to pay.

3.5. The Budget Approach to Health Insurance

Global budgets that limit the expenditure on healthcare services are a
tool that can be used in either public or private systems. In some devel-
oping countries the entire public healthcare delivery system is managed
with a global budget allocated from the government treasury to the min-
istry of health. The ministry, in turn, manages the salaries of the health
workforce and purchases the supplies and physical resources necessary
to delivery services in clinics and hospitals. The system is entirely man-
aged from the supply side, and if demand exceeds the budgeted supply,
care is either not available or is paid with under-the-table (informal)
payments from consumers. In globally budgeted systems, these infor-
mal payments can also expedite care, pay for higher quality care, or
pay for a particular provider. This is the system that was in place in the
former Soviet Union, where it is estimated that approximately one-third
of provider income came from informal payments (Telyukov, 2010).
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Global budgets are also used in private insurance systems that either
directly own healthcare facilities, for example HMOs such as Kaiser
Permanente, or that enter into capitated rate arrangements with pre-
ferred providers. In capitated rate arrangements, providers agree to give
all necessary care to an assigned panel in exchange for a flat payment
per panel enrollee. These arrangements shift the risk to the provider
in exchange for a capped budget. The idealistic principle underlying a
global budget is that providers will seek to manage the risk of exceed-
ing the budget by preventing serious illness in the assigned panel. In
reality, there are considerable incentives for providers simply to deny
necessary care in order to stay within the global budget. Where health-
care costs are controlled by means of global budgets, demand for care
cannot be fully met. In this type of system families should consider
healthy lifestyles as a priority goal.

The major social determinants of health such as education, environ-
ment, and social welfare become important to the family when health-
care is controlled by a global budget.

3.6. Risk Control Strategies in Health Insurance

The options available to the health insurer to control risk derive di-
rectly from the sources of risk described in the basic actuarial formula
presented earlier. To manage risk, the health insurer needs to consider
managing the probability and amount of loss. These categories are not
mutually exclusive. For example, a screening test that detects cancer in
an earlier stage may decrease the probability of loss because major sur-
gery may not be required to remove the lesion. The same screening test
certainly decreases the amount of loss because excision of a small lesion
is far less expensive than a major surgical resection and adjuvant chemo-
therapy that is normally recommended in the case of a larger tumor.

In general, the insurer focuses on preventive strategies that are likely
to pay back the expense of the strategy. It is easy to appreciate the di-
lemma that a private insurer faces when considering preventive pro-
grams that are relatively expensive and unlikely to pay back in a short
time. Because health insurance is tied to employment for the majority
of the U.S. population under 65 years of age, tenure in a given job pro-
vides some guidance to health insurers of the time horizon required to
benefit from prevention programs. A recent review of job tenure in the
United States confirms two important trends: a decline in long-term job
tenure and an increase in short-term employment (Farber, 2010). These
trends increase the dilemma for the insurer interested in payback on
prevention programs. Even if the insurer is successful in retaining the
employer as a client, it is not likely that the employee will be there long
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enough to pay back the expense of high-cost prevention programs. The
role of regulatory actions to level the playing field for all insurers is
important in this discussion. If all insurers are required to cover proven
preventive procedures, then the odds of receiving a new enrollee who is
current with preventive care increases, and the insurer’s investment in
preventive services is not unique.

Management of the amount of loss is a more amenable challenge, and
insurers have focused on these strategies for many years. Negotiated dis-
counts from providers, the use of preferred diagnostic service providers,
and the use of generic drugs whenever possible are all examples of strate-
gies used to control the amount of loss. Large claims management, used
more often with claims that exceed a million dollars, is also a way of
decreasing the probability of large losses.

The promise of electronic medical records is that both the amount and
probability of loss decrease as providers understand the totality of an in-
dividual’s medical history and manage both preventive and episodic care
with more precision. As billing, auditing, and claims management be-
come integrated with clinical documentation, electronic medical records
also promise to decrease administrative costs. It is no surprise that health
insurers and regulators are focused on early adoption of this promising
technology despite its cost. Providers, on the other hand, do not receive
the savings from the use of the electronic medical records, but they incur
the cost. This is one reason providers are less convinced that electronic
documentation is a good investment.

In summary, the basic actuarial equation that relates premiums to the
amount and probability of loss is the foundation for understanding risk
and risk management in the health-insurance industry. Private and public
health insurers must manage the sources of risk as well as contain the
administrative cost of providing coverage in order to assure an efficient
health-insurance service.

3.7. Concept Checkout

Be sure you understand the following concepts before you begin the
discussion questions:

 Health-insurance risk

« Basic actuarial equation

« Experience rating

« Community rating

 Cost management in health insurance
 Global budgets

 Risk-control strategies



36 HEALTH INSURANCE IN PUBLIC AND PRIVATE MARKETS

3.8. Discussion Questions

1. The promise of genomic medicine is that the uncertainty surround-
ing individual health risks will be greatly reduced. By understand-
ing each individual’s genetic map, the risks of certain chronic
diseases can be estimated for the individual with great precision.
Discuss at least two major impacts genomics may have on health-
insurance risk from the perspective of the insurer. Assume that the
insurer is not allowed access to an individual s specific genetic
map.

2. A state legislator has suggested that the community-rating method
be required for all insurers writing health-insurance policies in
her state. She belongs to a political party that does not accept the
principle of mandatory health insurance. Do you think the commu-
nity-rating requirement will make a difference to health-insurance
premiums? Why or why not?

3. Congratulations! You have just accepted a position as the clinical
advisor for a medium-sized health insurance company. You have
decided your first priority is to gain control of the costs in your
largest insured group, a coal-mining company. Describe the two
strategies that you will use and outline at least two initiatives to
implement them.

4. You are a member of a healthcare team visiting a developing coun-
try in Africa. You are told that healthcare is a right for all people
in the country and that the ministry of health is responsible for all
care provided. Providers are paid a salary and the ministry runs all
the hospitals and clinics. Clinic managers tell you that the minis-
try usually runs out of money in the eighth or ninth month of the
fiscal year. List and discuss the two sources of income you expect
providers to have. Which providers do you expect to be the least
well paid?

5. The cost of adopting electronic medical records has been shown
to be prohibitively high for single-physician and small rural group
practices. Discuss the benefits—from the insurer’s perspective—of
assisting these providers to adopt this technology.
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CHAPTER 4

Healthcare System Strategy and
Finance

4.1. Chapter Objectives
After completing this chapter you should be able to:

1. Discuss goal setting in the U.S. healthcare system.

2. Define the relationship between goals and financial strategy.

3. Discuss the regulatory challenges that impact goal setting and
financial strategy in the U.S. healthcare system.

4. Discuss selected U.S. healthcare system strategic financing dilem-
mas.

4.2. Goal Setting in the U.S. Healthcare System

The healthcare system in the United States was largely a private en-
terprise until 1965 when President Lyndon B. Johnson signed the So-
cial Security Amendments of 1965 (Social Security, Federal Old Age,
Survivors, and Disability Insurance Benefits § 426, 42 U.S.C. § 426
(2012). The legislation authorized federal payment of hospital services
and shared payment for physician services for virtually all U.S. citizens
65 years of age and older. Previous to this landmark legislation, the fed-
eral government had no significant role in direct payments for health-
care services except for military healthcare (Fetter, 2006). The entry of
the federal government into the healthcare market as payer for a large
number of civilians opened a new era of healthcare policy and financing
in the United States. In 1965 healthcare became a public issue because
tax dollars support a large share of the delivery system. A recent review

39
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of twenty-five years of public opinion regarding health policy shows
that Americans are generally dissatisfied with the current system but
satisfied with their own personal healthcare (Blendon ef al., 2006). This
ambivalence reflects confusion about the purpose of the public health-
care system. Conflicting health-system goals and strategies contribute
to this confusion. Despite the major role of the federal government in
financing healthcare, the healthcare system in the United States remains
fragmented with no unified vision or strategy.

Health-system goals in the United States are inferred rather than
specified. There is no public policy document that outlines goals for the
entire healthcare system, although the major public systems, for exam-
ple, military healthcare and Medicare, define their internal goals. The
Commonwealth Fund, a private nonprofit organization, has proposed
strategic goals and indicators for the entire system (Schoen and How,
2006). Table 4.1 compares these proposed goals with those defined as
part of a World Bank discussion paper on general goals for healthcare
systems (Schieber, 1997).

Goals are important because they provide the framework for strate-
gic planning. Strategic planning, in turn provides guidance to financial
planners because strategy defines investment priorities, cost and rev-
enue projections, and efficiency targets.

In healthcare systems that are dominated by a large public single
payer, overall healthcare financing can be targeted to the attainment of
specific health-system goals. However, even in well-organized public
systems, goal conflicts can be expected. For example, ensuring equity
and access to care for all might not be realistic if the system’s long-term
financial sustainability must also be considered. Achievement of these
two potentially conflicting goals would have to be managed through

TABLE 4.1. Comparative Goals of a Healthcare System.

General Goals for Healthcare Systems Commonwealth Fund U.S. Healthcare
(Schieber 1997) System Goals (Schoen and How 2006)

Improving a population’s health status and Long, healthy, and productive lives
promoting social well-being

Ensuring equity and access to care Equity and Access
Ensuring macroeconomic and microeco- Efficiency

nomic efficiency in the use of resources

Enhancing clinical effectiveness (Included in quality goal)
Improving quality of care and consumer Quality

satisfaction

Assuring the system'’s long-run financial (Included in efficiency goal)

sustainability
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discussion and compromise, as most stakeholders want both a decent
minimum access to care and financial integrity of the system. The same
considerations would certainly be true in the case of quality improve-
ment and long-term financial sustainability. Some care quality and
consumer satisfaction would have to be sacrificed to ensure financial
soundness in the entire system. The extent of this trade-off is usually
negotiated among system stakeholders.

Achieving compromise between conflicting health-system goals is a
difficult matter. Public single-payer systems are subject to political in-
ertia and large private systems to stockholder and consumer pressures.
In the case of blended systems that lack unifying goals, achieving con-
sensus on priorities and compromises needed to define system goals is
a difficult if not impossible task.

The Commonwealth Fund’s proposal for unified health-system goals
illustrates the important role of the private sector in the U.S. healthcare
system. Certain public and quasi-public agencies also propose goals for
U.S. health-system performance, for example the Healthy People 2020
initiative from Centers for Disease Control and Prevention. All of the
proposed goals reflect an attempt to build consensus across a wide array
of payers representing various interest groups within the healthcare sys-
tem. The inevitable conflicts surrounding proposed goals and priorities
become difficult to solve across these diverse groups. This complicates
the problem of health financing because it is frequently unclear how
monetary resources are to be used in healthcare systems given differing
focus and priorities of the major stakeholders.

The old adage “he who pays the piper calls the tune” is also true in
healthcare financing, as in many other areas of life. As suggested by
this aphorism, large payers determine strategy and set financing policy
that supports their internal goals. These goals may not be completely
congruent with those of other dominant payers in the healthcare mar-
ket, nor do they match proposed national health goals and financial pri-
orities. Evidence for this disconnect is presented in a recent study of
the needs of the private sector for relevant health services research to
support their organizational goals (Schur ef al., 2009). The study finds
almost no congruence between health services research supported by
public-sector funders and the information needs of private-sector health
systems to plan and finance care for their clients.

4.3. The Relationship between Goals and Financial Strategy
In the private sector, strategic planning provides a guide for financial

managers on how to commit a firm’s financial resources to achieve cor-
porate goals. Myers (1984) suggests that the financial part of the enter-
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prise is subordinate to the organizational strategy defined for the firm.
Certainly, financial managers participate in corporate goal setting, but
they do not independently determine corporate goals. Financial manag-
ers use tools of finance such as capital asset planning and budgeting to
maximize achievement of previously defined corporate goals. Financial
tools are also used to evaluate the firm’s financial efficiency and effec-
tiveness and to measure financial performance in the context of corpo-
rate goals. This linkage between goals, strategic planning, and financial
management is important to the success of the firm. Organizational re-
search shows that a strong linkage between corporate strategic planning
and financial management correlates with competitive advantage in the
market (Teece, Pisano, and Shuen, 1997).

The public sector also tries to link system goals and financial man-
agement. Williams (2004) provides a review of the historical develop-
ment of performance-based budgeting in the United States. Williams
suggests that the linkages between the strategic goals for government
spending, public budgets, and performance measurements of goal at-
tainment emerged at the start of the twentieth century and continue to
the present day. At the federal and state levels, linkages between the
public-sector budget and the government’s performance against stated
objectives are mandated by government agencies and their political di-
rectors. A recent review of the public-budgeting process at the state
level found that 39 states also have some level of performance-based
budgeting linking government spending with defined goals within their
administrative codes (Rubin and Willoughby, 2011).

This goal-oriented process is also in place at the federal level. How-
ever, the linkages between the strategic direction articulated by the
executive branch and the allocation of funds by means of a budget
negotiated with Congress are often not completely congruent (Joyce,
2011). Unlike the private sector, the public budget is judged not only
by attainment of stated goals but also by the acceptability of the goals
themselves to elected officials in Congress. This creates a situation in
which financial management of healthcare services in the public sector
is evaluated against the double standard of performance against stated
goals and the political acceptability of the defined healthcare goals. For
example, the 2010 Patient Protection and Affordable Care Act (U.S.
Code 2010, PL 111-148, 124 Stat 119) contains a mandate that requires
every citizen to purchase health insurance or pay a penalty. This is an
actuarially sound strategy to increase the participation of the healthy in
the insurance market to ensure against adverse selection and maintain
affordable group insurance rates. However, this requirement was chal-
lenged in the courts as a violation of the federalist principle. In this
example it can be seen that the public-sector goal to maintain affordable
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health-insurance premiums for all and decrease the number of unin-
sured individuals in the United States was presented as unconstitutional
by political opponents of the reform architects. The technically correct
solution to the problem may suffer a setback on considerations of con-
stitutional unacceptability. Political differences such as those seen in
this example hamper the potential effectiveness of public-sector strate-
gic planning in healthcare.

Public-sector systems may not be able to achieve optimal efficiency
in healthcare due to the political nature of the system in which they op-
erate. In a democratic system political accountability to the electorate is
a deeply held value that cannot be set aside. The shared social compact,
then, is an important mediator in democratically governed public-sector
systems. This implies that development of shared societal agreements
on desired system priorities, level of acceptable public expense, and
role and relationship of the system to individual and public health are
essential if the system is to function effectively within the political con-
text.

4.4. Goals, Strategy, and Finance in the U.S. Healthcare System

The previous discussion shows how complex determining the
strategic objectives that guide resource allocation can be in the U.S.
healthcare system. For example, should public resources be provided
to maximize goals related to public health or goals related to individual
healthcare? Since 1965, the federal government has assumed responsi-
bility for delivering personal healthcare to a significant number of U.S.
citizens through Medicare and Medicaid. Yet we know from research
into the determinants of health that the marginal contribution that medi-
cal care makes to population health is small (Fuchs, 1986, 272-299).
However, for an individual who is in poor health, healthcare is a vital
resource that can easily make the difference between life and death. The
conflict between using public funds to increase the health of the entire
population or to provide essential personal healthcare to individuals
who require it has become a debate in healthcare strategic planning and
finance.

Immunization policy is an example of this dilemma. There is ex-
cellent scientific support for the cost-effectiveness of basic vaccines in
increasing the health of the population. The basic childhood vaccines as
well as influenza and pneumococcal vaccines for adults increase health
at a moderate cost. Yet research shows that 15 percent of children and
30 percent of adults are enrolled in private health plans that do not pro-
vide coverage for these vaccines (Davis and Fant, 2005). These same
plans likely provide basic hospital and physician benefits for both chil-
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dren and adults, and set their premiums based on the likelihood that
such services might be required. The strategic objective for these health
plans, as reflected in their coverage choices, is not preventive services
but rather individual healthcare in the event of an illness.

The strategic decision not to provide vaccine coverage despite the
proven health benefits can be explained by examining the payer’s pri-
orities. The payer may know that the long-term investment in vaccine
coverage is not profitable because beneficiaries are not enrolled in the
plan long enough to benefit the organization. If beneficiary turnover
is high, there is no cost recovery from vaccinations or other forms of
prevention. Some payers do not provide these services unless they are
mandated by the purchaser or by insurance regulators because they do
not benefit from the reduced cost of care in the event of a vaccine-
preventable disease.

Even if goals are agreed, accomplishing them is problematic. In the
public sector, for example, the federal budget process is a synthesis of
“bottom-up” budgetary requests made by agencies and “top-down” pri-
oritization in response to the strategic and political vision of the admin-
istration. Federal agencies are focused on activity areas such as health,
environmental protection, commerce, social welfare, or international
assistance, and they request funding for their internal missions without
regard for crossover with other agencies working on similar strategic
goals. The goal of improving public health depends not only on fund-
ing the Department of Health and Human Services but also on funding
many other agencies that affect population health. The Environmen-
tal Protection Agency, for example, ensures clean air and water; the
Department of Education ensures basic education; and the Department
of State regulates international travel and immigration to the United
States. Maximizing population health involves all of these agencies and
may require increasing the funding of one at the expense of another.

In a debate about resource allocation, the urgent needs of individu-
als requiring personal healthcare services create competition for scarce
public funds that could also be used to support population health.
Within personal healthcare, resource competition takes place between
preventive and curative care. According to a 2011 study, preventive ser-
vices account for 6 percent of all public spending on personal health-
care while care of chronic and acute illness and trauma account for the
remaining 94 percent. (Conway et al., 2011).

The political dimension of these allocation dilemmas is important
because each individual who needs healthcare is also a voter. As indi-
vidual healthcare paid for with public funds expands, so does the politi-
cal support for these programs at the expense of public-health programs
without such a clearly defined constituency. As the share of the elderly
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in the nation’s population grows, so does support for curative care at the
expense of prevention programs.

The private sector financing problem is less complex because a pri-
vate firm is not concerned with public priorities. Each healthcare firm
defines its financial strategy to maximize its performance against pre-
defined strategic goals. Each organization wants to maximize its return
on investment, either to serve its owners or stockholders, in the case of
for-profit companies, or, with nonprofits, to fund its charitable activi-
ties. These companies are not concerned with the overall health of the
population; rather they are concerned with production of the services or
products for which they bill. Regulators can mandate certain services
within the private healthcare organization’s strategic scope, for example
immunization services. However, regulators cannot completely change
the strategic objectives of the healthcare organization; regulators can
only influence how these objectives are achieved.

An excellent example of this dynamic between regulators and pro-
viders is the implementation of the diagnosis-related groups (DRGs)
to reimburse hospitals for services to Medicare beneficiaries. The fed-
eral government introduced the DRG-based rate schedule in 1984. The
rates were established per discharged patient and based on the bundle
of services provided for a specific diagnosis, not on each item of service
provided. DRG rates are estimated based on a DRG-specific length of
stay, sufficient to treat an average case in the DRG. If a hospital used
more days to provide care, it incurred a financial loss. Conversely, if the
hospital delivered care in less time, reimbursement was likely to exceed
cost, and the hospital stood to benefit financially. Hospitals quickly
learned how to deliver care more efficiently, and the average length of
stay in an acute care hospital decreased significantly. The decrease in
average length of stay (ALOS) was so significant that it compensated
for the increased admissions that occurred due to the increase in number
of Medicare beneficiaries over the period depicted in Figure 4.1. This
resulted in a steady decrease in patient days (ALOS x Admissions) de-
spite an increase in Medicare enrollees.

However, as shown in Figure 4.2, the trend in the aggregate cost
for acute care under Medicare over the same period shows a steady
increase in hospital costs despite decreased utilization.

These data illustrate the focus that hospital executives have on maxi-
mizing financial results for their institutions despite regulatory strate-
gies that attempt to increase efficiency and control costs. The factors
that drove this steady increase in cost despite a steady decrease in uti-
lization are directly attributable to careful financial management that
maximizes reimbursement for every Medicare stay. A recent working
paper from the National Bureau of Economic Research (Dafney, 2003)
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e Patient-days

== ALOS

FIGURE 4.1. Trends in Patient Days (on the left vertical scale) and Average Length of Stay (on
the right vertical scale) in U.S. Hospitals 1975-2008. Source: Centers for Disease Control and
Prevention.

confirms that hospital financial managers employ sophisticated cod-
ing strategies to classify their patients into more expensive DRGs and
maximize Medicare reimbursement. These strategies result in increased
revenue despite considerable efficiency gains in hospital service deliv-
ery.

The reviewed examples illustrate the role of the regulator in influenc-
ing strategic decisions and the adaptive responses of corporate manag-
ers that maximize financial outcomes under changed compliance rules.

FIGURE 4.2. Medicare U.S. Hospital Costs 1970-2008. Source: Centers for Disease Control
and Prevention.
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4.5. Strategic Dilemmas in U.S. Healthcare

Three major strategic dilemmas facing the U.S. healthcare system
are: (1) whether to support allocation of public resources to personal
healthcare, (2) whether to keep up access to expensive healthcare tech-
nologies and pharmaceuticals, and (3) whether to establish mandatory
participation of the individual in a group insurance system. There are
no clear answers to these dilemmas, and healthcare providers need to
consider carefully their role and position regarding these issues.

Allocation of public resources for personal healthcare is a pressing
issue given the relentlessly growing demand for public funding to pay
for these services. As shown in Figure 4.3, federal spending on health is
projected to be 30 percent of the entire federal budget by 2016.

As we have seen in our previous discussions, the largest portion of
these federal outlays are for personal healthcare services that are sup-
ported through Medicare, Medicaid, military healthcare, and health
insurance for federal workers. The estimates in Figure 4.3 may under-
estimate the level of funds required, but even this relatively conserva-
tive estimate shows the magnitude of growth in public spending for
healthcare. The source of funds for these programs is either current tax
receipts, or when this revenue is insufficient, government debt. The size
of the current government debt has created a vigorous debate in U.S.
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FIGURE 4.3. Federal Spending on Health as a Percent of Federal Budget and GDP. Source:
Office of Management and Budget.
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Congress regarding the need for fiscal constraint in order to decrease
deficit spending and lower the cost of government borrowing. As the
public commitment to pay for personal healthcare services grows, it
increasingly is at odds with the demand for fiscal restraint. Containing
public spending on personal health becomes an urgent task.

There are limited ways to achieve this reduction in public spending.
Certainly eliminating waste, fraud, and abuse is extremely important,
but these measures are not expected to result in enough savings. They
have to be supported by reduced programmatic commitments, which
implies decreasing the number of individuals eligible for benefits, re-
stricting the benefits themselves, or both. Healthcare providers can ex-
pect to be increasingly involved in these discussions as public sector
programs look for ways to limit public spending.

A further complication of this debate is the extent to which public
money should be spent for healthcare services as opposed to initiatives
to preserve and enhance the health of the population. This discussion
centers on the consumption-or-investment dilemma. Prevention pro-
grams require an investment in health-enhancing programs to avoid the
need for healthcare spending later. Delivery of acute care services to
individuals, particularly those who are chronically ill, represents con-
sumption that is not likely to improve the population’s health. The fea-
sibility of using large amounts of public funds to subsidize consumption
of care by the elderly rather than investing public funds in the health of
the young merits careful analysis and discussion regarding the purpose
of government and the need for generational equity.

Access to expensive technology and pharmaceuticals is an ongoing
debate, particularly for programs funded by the public sector. Soume-
rai (2004) provides an insightful discussion of the benefits and risks
of decreasing access to costly pharmaceuticals in the Medicaid pro-
gram. This discussion highlights the typical dilemmas faced by pay-
ers, providers, and consumers when policies designed to limit access
to costly technologies and drugs are considered. For example, forcing
providers to switch to less costly generic drugs does result in signifi-
cant savings, although there are increased costs in physician utiliza-
tion as chronically ill individuals with complex medication regimens
make the change to generic dosing regimens. In systems that are un-
derserved, these increased provider visits may be delayed or impos-
sible, which in turn may result in increased morbidity or mortality
for the chronically ill. The trade-off considerations necessary in these
situations are complex and poorly understood. For example, decreas-
ing access to mammograms in younger women is undoubtedly cost-
effective for the majority of women. However, determining whether a
woman should be an exception to the under-fifty mammogram policy
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assumes a level of health literacy, and provider access that may not
be uniformly present. Certainly, further research is needed to compare
these risks with the known risks of false positives and routine mam-
mography costs in the general population of women under fifty. Pro-
viders need to be engaged in these areas of research to ensure that the
evidence needed to make responsible decisions regarding limitation
on technology and pharmaceuticals is provided.

Providers need to be engaged in these areas of research to help pro-
vide evidence for responsible decisions on whether/how to limit the use
of technology and pharmaceuticals. One of the primary considerations
is the requirement that healthy individuals who do not expect major
health expenses purchase group health insurance in order to provide
a subsidy for individuals who are sick. The general argument is that
there is no certainty that any given individual will not require health-
care services. Accidents or unexpected illness can happen to anyone,
and health insurance is needed to protect every individual from these
catastrophic expenses. Additionally, the social compact that mandates
availability of lifesaving healthcare services to everyone in need re-
gardless of ability to pay results in financial liabilities for the providers
of these essential services. These liabilities must be paid, and the source
of payment is an additional charge to the insured users of acute services,
a hidden sickness tax. It is levied on the patients or third-party payers to
reimburse providers for uncompensated emergency services. Insurers
are increasingly unwilling to pay these additional charges, and public
payers do not pay them since they base their payments on the cost of
care delivered to beneficiaries rather than the charges determined by the
provider. Thus the cost of uncompensated care is shifted to the privately
insured population who are increasingly unwilling to pay full charges.
Analysts suggest that the only way out of this “death-spiral” trend is to
mandate health insurance coverage for every individual. Arguably, this
mandate violates the deeply held value in U.S. society for autonomy.
Certainly, individuals may be required to pay tax when they purchase
commodities, and there are also mandatory insurance requirements at
the state level for drivers, owners of property, and business owners.
However, the requirement to purchase health insurance is not limited to
a particular category of individuals. The universal requirement to pur-
chase insurance by virtue of U.S. citizenship is unprecedented and may
not be possible without a Constitutional amendment. Providers need
to increase their understanding of this fundamental dilemma faced by
U.S. society and engage in public debate regarding feasible solutions.
The role of tax policy, the effectiveness of state-level programs, and
provider social responsibility are all aspects of this problem that need
more research, analysis, and discussion.
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4.6. Concept Checkout

Be sure you understand the following concepts before you begin the

discussion questions:

Goal setting in public and private health systems

Relationship of goals, strategic planning, and financial strategy
Regulatory impact on strategic planning

Health and healthcare in public and private sector payment systems
Allocation of public resources to pay for individual healthcare
Access to expensive technology and drugs

Individual mandate to purchase health insurance

4.7. Discussion Questions

1.

Describe the essential difference between goal setting in public
and private health-insurance systems.

. Explain the relationship between goals, strategic objectives, and

financial strategy using an example from either public or private
health-insurance organizations.

. Debate at least one potential strategic dilemma confronting a

health insurer. Provide at least one tentative solution to resolve the
dilemma.

. Differentiate the roles of the public-sector regulator and the

private-sector strategic planner in immunization policy and service
delivery.

. Outline a provider position paper in response to one of the three

strategic dilemmas discussed in this chapter. Your position paper
outline may be focused at either the state or federal level. The
outline may represent your personal view as a provider or the view
of a provider organization.
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SECTION 2—CASE STUDY

The Prisoner’s Dilemma

You should not attempt this case until you have completed Chapters

1 through 4 in your textbook.

The facts in the case:

You have been appointed as the state commissioner for prison health

care. Your scope of responsibility includes management of the acute
and ambulatory care system for the state prison population of 13,000.
Here are a few facts about this population:

Approximately 21,000 offenders are admitted for incarceration and
21,000 released each year.

60 percent are sentenced to serve more than one year.

10 percent are sentenced to less than one year.

30 percent are offenders in detention status.

Prison is for those serving one or more years.

Jail is for those serving less than a year or for those being detained.
The average length of stay for the detention population is 30 days.
The average length of stay for the jailed population is 54 days.

The average length of stay for the prison population is 20.7 months.

The benefits that you provide to this population are:

Medical services
Nursing services
Mental health services
Dental services
Pharmacy services
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+ Specialty consultation

» Female healthcare services
» Utilization review services
» Substance abuse treatment
« Inpatient hospital services

The cost summary for the past year is shown in Table CS2.1.

The services are provided by a contracted managed-care organiza-
tion that provides stipulated benefits. The cost of services are reflected
in the negotiated contract amount in line 1. All items marked with an
asterisk are your overhead costs. The last two line-items may be consid-
ered preventive costs that are not covered by the managed care contract,
but are directly provided by your department to prisoners, not to those
in detention or the jailed population staying less than one year.

The demographics of the prison population (those serving more
than 1 year) show that 80 percent of them are male and 20 percent are
female. Prisoners over age 55 represent 7 percent of the male and 5
percent of the female population. The median age of the prisoners is
32. The majority of the prisoners are from households at or below the
poverty line, and 70 percent are from minority groups. The average
level of education across the inmate population is 10 or fewer years of
formal education, 40 percent of the prison population is estimated to be
functionally illiterate. Twenty percent of the prisoners are HIV positive
and 7 percent have a history of TB. Drugs and other substance abuse are

TABLE CS2.1. Annual Health Services Expenditures.

Item Cost
Negotiated Contract $38,039,831
Other related medical costs not covered by negotiated contract $2,800,000
*Current correctional health staff positions (including other employee $620,300
costs)

*Correctional health office equipment $50,000
*Travel and training for correctional health staff $10,000
*Miscellaneous/auditing by correctional health staff $25,000
*Contractual services related to correctional health department exter- $150,000
nal to prisoner’s health

*Operating costs of the correctional health department $15,000
*Nonoperational correctional health department costs $2,800,000
*Training/consultant costs for correctional health department $750,000
Immunizations provided to prisoners $1,150,000
Monitor costs for prisoners $90,000
Total costs $46,500,131
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problems for 45 percent of the population, although those with active
dependency are limited to 20 percent of the inmate population.

The problem:

You have been asked to reduce healthcare spending in the population
because the state budget has been cut by 12 percent, and further cuts are
expected. The majority of costs are in the prison population (those stay-
ing more than one year). Your analysis should focus on this population.
The managed-care organization that holds the contract has informed
you that it is expecting a price increase in the next fiscal year and that
it will not be able to bid on the next managed care contract unless the
amount is increased at least 5 percent above the current level. You are
considering taking the contract in-house and want to assess carefully
the ramifications of this decision.

Your case analysis should answer the following questions:

1. What are the current total administrative costs for the Department
of Prison Health, and what is the per-prisoner cost of medical care?

2. Given the prisoner demographics and based on your research,
what type of healthcare costs and what cost distribution might you
expect?

3. Suggest at least three strategies to decrease the amount of loss
given the current cost data shown in Table CS2.1. Include in your
suggestions an assessment of the feasibility and possible intended
and unintended outcomes of each loss-reduction strategy you
recommend.

4. Suggest at least three strategies to decrease the probability that
financial loss will occur in this population based on your research
and assessment of prisoner healthcare costs. Include an analysis
of the feasibility and potential outcomes of each recommended
strategy.

5. Discuss at least two potential effects on your prison health costs if
universal health insurance were to be mandated for all residents of
your state. Provide a rationale for each effect you identify.

You may make reasonable assumptions about the burden and dis-
tribution of disease in this population. Please conduct some research
on prisoner health in order to make these assumptions. Remember that
states may mandate coverage for the prison population in a variety of
ways. For example, the state may consider including prisoners in the
health-insurance exchange pool and ask that the Department of Cor-
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rections assume the premium cost during the time that the prisoner is
incarcerated. Remember also that this is a state prison system, not a
federal system. The considerations are quite different at the state level
because prison stays are shorter, and the state makes both Medicaid and
prison health policy. One of the major problems for prisoners is conti-
nuity of care after release. This is a particular problem when prisoners
must transition from a prison healthcare system to a private insurance
system. Consider this problem as you make your recommendations.
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CHAPTER 5

Financial Management in Healthcare
Markets

5.1. Chapter Objectives
After completing the chapter you should be able to:

1. Discuss the basic financial incentives in the U.S. healthcare mar-
ket.

2. Define healthcare financial management strategies as a response to
market incentives.

3. Explain the linkage between healthcare financial management and
operations management.

4. Define the major parts of an organizational financial plan.

5.2. Financial Incentives in the U.S. Healthcare Market

This chapter links the macro-finance concepts in the preceding four
chapters with the financial strategies, tools, and actions that enable
competent financial management of a primary care practice. Excellence
in financial management requires the use of financial information to
achieve strategic goals and organizational survival. That is why health-
care financial managers require an understanding of internal organiza-
tional strategy, good financial management practice, and the economic
environment surrounding the healthcare organization.

Healthcare organizations in the United States operate in a highly
regulated environment composed of public and private payers that
employ market incentives to achieve results. Healthcare financial
managers need to understand the basic principles that define a com-
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petitive market and have detailed knowledge of the market regulatory
environment.

We have seen that the two essential actors in a market-based econo-
my are consumers and firms. These actors meet and exchange resourc-
es through a market. A market is composed of firms and individuals
(consumers) that are in touch with each other to buy or sell some good
(Mansfield, 1980). Economic theory suggests that that the consumer
is assured of the widest availability of goods at the lowest possible
price under conditions of perfect market competition. We know that
perfect competition is a theoretical concept that cannot be completely
operationalized; however, understanding the theoretical characteristics
of an efficient competitive market provides a basis for understanding
the deviations in healthcare markets (Austin and Hungerford, 2009). In
theory, a perfectly competitive market has:

“1) many buyers and sellers—each participant is small in relation to the market
and cannot affect the price through its own actions;

2) neither consumption nor production generates spillover benefits or costs;

3) free entry and exit from the market—new firms can open up shop and exist-
ing firms can costlessly leave the market as conditions change;

4) symmetric information—all market participants know the same things so
that no one has an informational advantage over others;

5) no transaction costs—the buyers and sellers incur no additional cost in mak-
ing the transaction, and the complexity of decisions has no effect on choices;
6) firms maximize profits and consumers maximize well-being.”

(Austin and Hungerford 2009)

We can see that the healthcare market has numerous characteristics
that deviate from an open competitive market. For example, the health-
care market is distorted by a lack of information on the part of consum-
ers, high market entry costs for suppliers of healthcare services, a regu-
lated complex environment that results in significant transactions costs,
and many nonprofit healthcare delivery firms are given tax advantages
to maximize service volume rather than profit. All of these competitive
market distortions must be considered in financial planning. Addition-
ally, the U.S. healthcare market has undergone major changes since
Medicare and Medicaid legislation was enacted. These changes are due
not only to the aging of the U.S. population but also to the regulatory
power of the public payers that can create market incentives. State and
federal governments also create legislation and regulation that impacts
the healthcare market. Access to information has also changed mark-
edly over the past forty years. The increased availability of information
available to payers and the public has enriched the understanding of
healthcare delivery and expanded the community standard that guides
decisions on the delivery of care.
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Four major market incentives are active in the U.S. healthcare mar-
ket today: process safety, process efficiency, optimal outcomes of care,
and overall cost effectiveness of care (Barone, 2008). This incentive
structure suggests that providers must always consider patient safety in
addition to efficient production of care since payers, regulators, and the
courts will penalize unsafe provision of care regardless of efficiency.
This means that the financial manager needs to evaluate practice costs
in the context of safety. Decisions such as the selection of practice sup-
plies, equipment, and personnel cannot be predicated only on cost-
minimization principles because low costs may reflect unwarranted
compromises in safety. For example, a practice may choose to employ
unlicensed personnel to handle patient flow and support, or the prac-
tice may expend additional funds to hire licensed nurses for the same
purpose. The parameters that guide this decision are not only salary
savings but also the additional training and knowledge that licensed
personnel bring to patient management. Such decisions require infor-
mation systems that enable careful analysis of patient acuity, practice
requirements, and the prevailing community standard to assure an ac-
ceptable level of safety and cost.

Outcomes of care have always been a major consideration for pa-
tients as well as for providers. However, it has not always been possible
to access sufficient data to conduct careful comparisons of patient-care
outcomes. The advent of large clinical datasets and increased comput-
er capability has greatly enhanced the scope and power of outcomes
assessment. Today payers and patients expect clinicians to be current
with the best evidence on clinical outcomes and to select therapies ac-
cordingly. In an early discussion of clinical outcomes, Zimmerman and
Daley (1997) point out six outcome considerations: quality, cost-effec-
tiveness, access, patient satisfaction, and resource use. These consider-
ations suggest that it is important to weigh aggregate cost-effectiveness
not only against safety but also in consideration of individual patient
concerns. For example, recent recommendations regarding the use of
mammography in young women with no risk factors for breast cancer
(U.S. Preventative Services Task Force, 2009) are focused on the most
efficient use of expensive medical resources. Breast cancer in young
women is a rare occurrence, and detecting it exposes women to the
costs and potential harms of false positive findings. However, for the
rare young woman who actually has invasive breast cancer, the fact that
routine mammography is the most cost-effective solution for society
is not as important as early detection of the condition. In this case, the
cost-effective choice that benefits society does little to benefit the young
woman with invasive breast cancer. Clinicians and financial managers
need to consider the issue of clinical efficacy and cost-effectiveness in
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the context of individual patient welfare and make careful therapeutic
choices. In some cases, the patient’s wishes, the clinical recommenda-
tion, and the payers’ policies may not be congruent, forcing complex
clinical choices. This type of dilemma illustrates the complexity of the
healthcare market because the recipient of care seldom pays its entire
cost. It often happens that the market incentives that define the payer’s
decisions do not align completely with the incentives that define the
patient’s decisions. The healthcare provider tries to maximize the out-
come for the patient as well as assuring acceptable financial returns on
the process of care. Good communication, adequate information, and
careful negotiation are required among patient, provider, and payer to
respond adequately to healthcare market incentives and to satisfy the
consumer’s needs.

Healthcare organizations also pursue strategic goals in a regulatory
environment that does not consider the optimal financial performance
of individual firms as a primary goal. Instead, the goal of maximizing
access to healthcare services, even for those who cannot pay, is consid-
ered more important than preserving a competitive market that allows
firms to maximize profits and benefit shareholders. The resulting trade-
off 1s in the efficient volume maximization. The latter is offered to,
and frequently accepted by providers as a basic market incentive under
public and private provider contracts.

Healthcare regulation is generally considered to be the responsibil-
ity of the state rather than the federal government. The state licenses
healthcare providers and facilities and regulates health insurers that op-
erate within the state. The state’ role in controlling access to the health-
care market is extremely important, and financial managers need to be
aware of state regulations that shape market entry and continued par-
ticipation in the market.

However, once a provider is able to enter the market, the entity
that actually pays for healthcare services assumes a central role. Fig-
ure 5.1 shows the share of healthcare expenditures assumed by the
four categories of payers (sponsors). The National Health Expendi-
ture Accounts defines sponsors as the entity ultimately responsible
for paying the healthcare bill. The amount of spending by households
includes its share of health insurance co-payments; the amount spent
by businesses on premiums for its employees is categorized under
private enterprise.

Payers control provider participation in their segment of the market.
For example, the federally funded program for the elderly, Medicare, re-
quires that providers be enrolled in the Medicare program before they
can bill for the services they provide. This is also true for many private
insurers that require providers to qualify to become a preferred network
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FIGURE 5.1. Share of Health Spending By Sponsor, 2010. Source: Centers for Medicare and
Medicaid Services.

provider. Consumers who select out-of-network providers may do so but
are discouraged by higher co-payments for selecting such a provider.

5.3. Healthcare Financial Management Strategies as a Response
to Market Incentives

A financial manager must, therefore, understand the incentives cre-
ated by the regulatory requirements for market entry on two levels: (1)
the primary entry to the market, which is controlled by the state through
licensure of providers and facilities, and (2) entries to segments of the
market controlled by third-party payers.

A healthcare organization makes a strategic decision about market
entry when it decides what type of services it will offer, which networks
it will join, and what type of third-party payment it will accept. Once
those decisions are made, the financial manager must understand the
regulatory conditions the payer has defined for market participation.
These include the requirements for provider enrollment and the bill-
ing and reimbursement policies. The healthcare organization’s strate-
gic management team should carefully examine these reimbursement
policies because they define market incentives that shape organizational
financial strategy and market behavior of the organization.

In order to negotiate viable contracts, providers need to conduct a
reimbursement analysis that examines the incentives inherent in the
payer’s reimbursement policies. A general outline of such an analysis is
shown in Figure 5.2.



Reimbursement Analysis

A reimbursement analysis should gather information from each prospec-
tive payer in the following areas:

What is the beneficiary base?

Information should be provided on the number of covered beneficiaries
the provider can expect. In the case of public payers such as Medicare
and Medicaid, population data may be required as well as data on other
providers in the region. It is also important to understand the restrictions on
switching from one primary care provider to another once the beneficiary
enrolls.

What services are reimbursed?

The covered services and exclusions for the beneficiaries should be
clearly defined. If there are second-opinion requirements, waiting peri-
ods, or other qualifying events, they need to be clearly stipulated. The
procedures for appeal of denied reimbursement also need to be clearly
understood. Particular attention should be paid to clinical services such as
patient education, counseling, and consultation. Many payers reimburse
for these services, but providers do not always know that they can recover
payment. All billable services should be clearly understood.

How is reimbursement requested and received?

Provider enrollment requirements, billing formats and coding, information
system linkages and requirements, arrangements for payment transmittal,
and the basis for reimbursement requests should all be defined. For ex-
ample, if a fee schedule is the basis for reimbursement, the provider needs
to understand if any deviation from this schedule will be allowed. If the
basis for reimbursement is cost or discounted cost, then the documentation
required to establish the cost base needs to be clear, as does the effective
period for the cost schedule.

What is the payer’s incentive and penalty structure?

In addition to payments for services, many payers make bonus pay-
ments if service or quality targets are achieved. Conditions for these bonus
payments and penalties for undesired events should be clear.

Who qualifies for payment?

Group practices frequently comprise physicians, advanced practice nurs-
es, and other health professionals such as clinical psychologists, physical
therapists, or registered dietitians. A reimbursement analysis should clearly
define who may bill directly for services and who must bill under another
professional’s billing authorization. The services that are billable under
each professional’s billing authorization also need to be clear. The time
required and the procedures for credentialing a provider to enable him or
her to bill should also be clearly understood.

FIGURE 5.2. Reimbursement Analysis.
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The outlined reimbursement analysis uses published reimbursement
policies from the public payers or information requested from a pro-
spective private payer. This analysis is a critical input for contract ne-
gotiation before a provider agreement is signed. Individualized contract
negotiation with public payers is difficult because all providers who
accept public payment are generally treated in a similar way. However,
a reimbursement analysis is still important since it will inform provider
practice and financial policies once the decision is made to accept either
Medicare or Medicaid contracts.

5.4. The Linkage between Healthcare Financial Management and
Operations Management

In general the financial management plan involves three major ana-
lytic areas: market entry and participation; reimbursement and revenue
planning; and financial operations management. The first two areas re-
quire a clear understanding of external actors: the regulators and payers
previously discussed. The final analytic area, financial operations man-
agement, is focused on the internal activities of the provider organiza-
tion. The financial management skills presented in the last half of this
textbook support this important area.

Financial managers provide information to operations managers to
enable them to understand resource use in the context of their opera-
tional objectives. Financial managers also provide information that is
critical to the evaluation of operations. Operations managers need to
understand the cost-benefit relationship of their strategies as well as the
impact of decisions on the organization’s revenue. Finally, managers
consider the operational resource use that impacts quality and safety
in the context of both consumer preference and regulatory guidance.
As in the case of mammograms for young women, there is a financial,
operational, and consumer preference dimension inherent in most qual-
ity and safety decisions made in healthcare organizations. Information
provided by the financial manager supports informed decisions in this
and all areas of operations management.

Information is the basic link between financial and operations man-
agement. Financial analysis generally focuses on the firm’s financial
performance by analyzing revenue, expenses, and reimbursement. Op-
erating analysis focuses on factors such as patient visits, case-mix, and
use of ancillary services. The financial manager typically organizes re-
ports to operations managers on a periodic basis. Depending on the vol-
atility of the operation, such reporting can be daily, weekly, or monthly.

Enterprise resource planning information systems introduce the pos-
sibility of real-time links between financial and operations manage-
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ment. These systems require significant start-up planning, costly imple-
mentation, and detailed input data. A recent industry analysis of these
integrated systems shows that they are not yet an optimal answer to the
need for integrated financial and operations data in healthcare (KLAS,
2010). However, the evolution of the healthcare market suggests that
the need for timely, accurate, and integrated financial and operations
data drives developers to produce better solutions and provide inte-
grated platforms to support primary as well as acute care. At this point
the financial information available to operations should be as accurate,
useful, and timely as possible. Financial reports should be easy for the
operations manager to understand and provide information needed to
adjust operational strategy as quickly as possible to optimize financial
and strategic goals.

5.5. The Organizational Financial Plan

Large organizations typically have long-term and short-term finan-
cial plans. Long-term plans focus on how the organization will find the
financial resources to remain in business over the long-term planning
horizon, typically five to seven years. This type of planning requires a
thorough understanding of market trends and financing strategies avail-
able to the firm. For example, firms that are publically owned can plan
stock offerings that are timed to meet the firm’s capital requirements.
The firm can consider a mixture of equity (stock) and debt (bonds)
to provide needed capital for expansion or acquisition of technology.
Long-term financial planning for healthcare organizations is challeng-
ing due to the nature of the market. We have seen that almost half of
the health spending in the U.S. market is controlled by federal, state,
or local governments. This means that political, regulatory, and demo-
graphic trends have a great influence on revenue expectations. These
revenue expectations influence the extent to which healthcare providers
need to consider other sources of capital to support their technology-
intensive operations. Forecasting models that can predict the effect of
these influences on the healthcare market are essential for long-term
financial planning.

Short-term financial planning is much more concerned with imme-
diate influences on income and expenses. Short-term financial plans
typically start with the organization’s annual budget. After the budget
is defined, the actual financial performance of the organization is com-
pared to the budget projected for the period. The extent to which the
actual performance varies from the projected revenue and expenses is
reviewed. Based on this review, operational changes are made to en-
sure that the organization meets its short-term financial goals. The main
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reports that are used in short-term financial planning are the budget
and the variance report, which focuses on variances from the budget
in revenue and expense. Variance reports are typically broken down by
department so that each operational manager is aware of departmental
performance against projections. The chapters that follow provide the
information necessary to develop financial plans for a healthcare orga-
nization and measure the actual performance against the plan.

5.6. Concept Checkout

Be sure you understand the following concepts before you begin the
discussion questions:

« Free-market characteristics

 Healthcare market incentives

« Market entry requirements

« Reimbursement analysis

 Information as the critical link between finance and operations
« Long-term financial planning

 Short-term financial planning

5.7. Discussion Questions

1. Describe the characteristics of a perfectly competitive market and
give one actual example of how healthcare markets differ from
those that are perfectly competitive.

2. Define each of the four main healthcare market incentives and give
a recent actual example of each incentive from the context of the
payer and the provider.

3. Select one major public or private payer for healthcare services
and list all the conditions that the primary care provider must meet
to qualify for reimbursement.

4. List and define all the components that should be included in a re-
imbursement analysis from the perspective of a primary healthcare
provider. Give one actual or theoretical example of each compo-
nent.

5. Define the information required to understand the cost of a routine
primary healthcare visit.

6. Select either long- or short-term financial planning as your focus,
give one real-world example of a planning strategy used in your
focus area, and discuss the information that would be needed to
evaluate success or failure of the strategy.
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CHAPTER 6

Costs and Cost-Finding in the Practice

6.1. Chapter Objectives
After completing the chapter you should be able to:

1. Define the main characteristics of cost behavior in ambulatory care
practices.

2. Discuss the two types of cost analysis.

3. Compare and contrast four types of costing systems currently use-
ful to ambulatory care practices.

4. Describe the organizational and policy uses of cost data.
6.2. Cost Behavior in Ambulatory Care Practices

Previously we discussed the need for health provider organizations
to understand and respond to market incentives in order to succeed as
a business. The reimbursement analysis outlined in Chapter 5 enables
the practice to understand the market incentives that require a strate-
gic response. The organization’s financial plan that begins with a thor-
ough reimbursement analysis (i.e., analysis of sources and methods of
reimbursement) focuses on long- and short-term strategies to assure
that there are payers for the provided healthcare and provider strate-
gies match purchaser expectations. Costing is the next essential part of
the organization’s financial planning. Its purpose is to ensure that the
provider’s expenses are sufficient to meet care quality standards, do
not exceed what purchasers are willing to pay, and enable net revenue
(excess of revenue over costs) to expand the practice, reward investors,
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or provide a financial cushion for future upgrades or expansion. Under-
standing and controlling practice costs is necessary to price services
and to plan and allocate practice revenue.

Practice costs have several important characteristics that need to be
considered in financial planning. Table 6.1 illustrates the main types of
costs and their characteristics.

Practice costs are defined by the commitment that is made when costs
are incurred, the typical minimum time that can elapse before outlay is
required, the duration of cost obligation, and the point at which costs
can be terminated. Practice expenses may be classified into the tradi-
tional cost categories of property (real estate), labor, equipment, and
supplies; however a small practice must understand in detail the nature
of the commitment made when costs are incurred since this obligates
funds that the practice cannot use for expansion, investment, or partner
incentives. Cost duration and termination also defines the amount of fi-
nancial “cushion” the practice should retain to assure orderly exit from
the market if this becomes necessary.

Cost accountants typically classify costs in several ways. The clas-
sification of costs into fixed, semi-variable, and fully variable describes

TABLE 6.1. Main Characteristics of Practice Costs.

Contract  Typical Minimum Cost Duration and

Cost Category Vehicle Outlay Horizon Termination
Practice partner labor Partnership Monthly Contract terms
agreement
Fixed employee labor costs Annual salary Monthly Two-weeks to
contract one-month notice

Variable employee labor costs Contractual  As specified in Contract terms

contract
Practice space Rent contract ~ Monthly or as Terms of lease,
or mortgage specified in Terms of mortgage
contract contract
Purchased patient care Purchase  Monthly payment Repayment cycle

technology terms

Leased patient care technology Lease terms Monthly payment — Terms of lease

Fixed practice assets such as Purchase  Monthly payment Repayment cycle
furniture and office equipment terms
Supplies Invoice terms  Invoice terms Payment in full of
upon receipt of invoice against
invoice payment terms
Utilities Contract Monthly payment Terms of contract

terms
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cost behavior in relation to volume. Fixed costs are those that do not
vary with the volume of services provided. A typical example of such a
cost is the payment for the physical space where the practice is located.
This payment is typically made regardless of the number of patients
or volume of care the practice provides. This is particularly true if the
practice is purchasing the physical space, but even leased premises are
fixed over a mid- to long-term horizon. Semi-variable costs are those in
which a percentage of the cost varies with volume. Utilities are a good
example of this type of cost. Some utility costs respond to clinical vol-
ume, e.g., electricity consumed by medical equipment; others do not,
e.g., the telephone bill. Fully variable costs, such as disposable supplies
used during a patient visit, change in direct proportion to the volume
of patient visits. The horizon over which costs are fixed is an impor-
tant consideration for a small practice because average annual costs are
the usual basis for reimbursements to healthcare providers, and aver-
age cost can vary depending on market conditions. If provider revenue
declines due to reduction in reimbursement rates, the practice needs to
understand how soon it should increase the cost-efficiency of its opera-
tions in order to compensate for the impending shortfall of revenue. The
key to this decision is the duration of contractual practice commitments
(staff contracts, supplier contracts, space lease), an important feature in
understanding the duration of fixed costs.

Cost traceability is another essential costing consideration. Cost ac-
counting defines cost traceability in terms of direct costs, which can be
traced directly to the services provided, and indirect costs, which cannot
be directly linked to services. Tracing costs to services provided allows
the practice to estimate the minimally acceptable reimbursement rates,
observe cross-subsidization patterns, conduct break-even analysis, and
address many other management needs with accurate cost information.

6.3. Step-down Cost Analysis

Accurate cost tracking is key to effective financial management for
at least two reasons: firstly, to help the practice set the charge for their
services for reimbursement by the payers; secondly, to keep track of the
costs of unreimbursed care in order to reflect them as business loss for
tax purposes. Accurate cost tracking entails a complete allocation of
costs of non-revenue-producing cost centers (practice units that do not
bill the payer) to cost centers that do provide billable patient care and
as such are termed revenue-producing cost centers. The task thus is to
load patient care costs with practice overheads in a way that the payer
will accept as reasonable and accurate.

This task is commonly solved by means of step-down cost allocation.
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Medicare and many other purchasers of health care expect the use of this
methodology by participating providers. The step-down cost allocation
process comprises the following analytical and computational steps:

1. Identifying revenue-producing cost centers, i.e., organizational
units that provide patient care and other billable services. Let us
assume that the practice in case has Outpatient Clinics and Outpa-
tient Surgery Center as the revenue-producing cost centers.

2. Identifying non-revenue-producing cost centers, i.e., organiza-
tional units that support revenue-earning centers but do not inde-
pendently bill the purchasers of care for their costs. Physical Plant
Management, Information Technology, General Administration,
and Clinical Laboratory are the four non-revenue-producing cost
centers in the analyzed practice. Their costs are referred to as prac-
tice overheads.

3. Calculating the total costs of revenue-producing and non-revenue-
producing cost centers, as the total of their direct and indirect costs.
Direct costs reflect resources that are easily traceable to a particu-
lar cost center, such as the cost center’s full-time staff, equipment,
furniture, and supplies. Indirect costs are those that are not easily
traceable to a cost center, e.g., electricity, telephone, transport.

4. Establishing allocation criteria (otherwise referred to as cost driv-
ers) to allocate the costs of non-revenue-producing cost centers to
each other and to revenue-producing cost centers. For this purpose,
the main function and associated cost should be determined for
each non-revenue-producing cost center. The Physical Plant Man-
agement spends its budget primarily in lease payments on behalf
of the practice. A reasonable assumption is that lease should be
spread across the other cost centers proportionately to their floor
space. In addition to lease, Physical Plant Management incurs such
costs as repair and maintenance. However, since lease payments
are identified as the main cost, the cost driver chosen for the lease
(i.e., floor space) will apply to this cost center’s total cost. Simi-
larly, the costs of I'T will be spread across the other cost centers
proportionately to the number of work stations in each unit. The
cost driver for General Administration can be defined as the direct
cost of each patient care unit. The underlying assumption is that a
costlier unit would require more support from practice administra-
tion. Finally, the cost driver for Clinical Laboratory would be an
RVU-adjusted! number of tests ordered by each patient care unit.

'RV Us are relative value units: cost weights assigned to each service. Services that involve more
resources and therefore are costlier will be characterized by higher RVUs. The ‘average service’
has RVU = 1. See more in the next section.
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5. Allocating the costs of non-revenue-producing cost centers to
the other cost centers, using the allocation statistics selected in
Step 4.

6. Summing up the direct and indirect costs by revenue-producing
unit to estimate the total cost of patient care.

Table 6.2 illustrates the step-down allocation process as described
in steps 1 to 6. The term ‘step-down’, by the way, is invoked by the
staircase-shaped cluster of numbers in the right part of the table.

Let us take a close look at the computations in Table 6.2:

« Column F is the sum of Columns D and E.

» The shaded cells K1, L2, M3 and N4 feature the total costs of non-
revenue-producing units as a respective unit’s cost (Column F) plus
a fraction of costs allocated from other non-revenue-producing cost
centers. Thus Cell K1 =F1. Cell L2 =F2 + K2. Cell M3 = F3 + K3
+ L3. Cell N4 = F4 + Sum(K4:M4).

« Cell K2 =K1 * G2 / G7 = $450,000 * 250(sq.ft) / 9,550(sq.ft) =
$11,780. In words, Information Technology assumes the percentage
of costs of ‘Physical Plant Management’ that equals the I'T’s percent
share in the practice’s total floor space.

¢ Column O = Columns K+ L+ M + N.

« Column P = Columns F + O.

« Numbers in Cells F7 and P7 are the same: the practice’s total cost ini-
tially aggregated from direct costs of all the cost centers (cell F7) has
been ‘compressed’ to the total cost of revenue-earning units (cells P5
and P6) as the result of step-down cost allocation.

A few concluding insights into the reviewed cost allocation algo-
rithm:

1. The costs of non-revenue-producing units are allocated in the
‘downward’ manner: to those units that are lower on the cost cen-
ter list (Column B, Table 6.2) but not to those that are above. Thus,
Information Technology is treated as a consumer of services of
Physical Plant Management but not the other way around. This is
not true to life but is an acceptable simplification, since ultimately
the costs of both units are passed down to revenue-producing cost
centers.

2. Sometimes, the step-down cost allocation process is set up to
apportion the costs of non-revenue-producing units to revenue-
producing units only. The cost flows shown in Table 6.2 reflect a
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more nuanced approach whereby the non-revenue-producing units
allocate costs both to each other and the revenue-producing units.

3. The distinction between producers and non-producers of revenue
is fluid. If Clinical Laboratory starts serving externally referred
patients, it will bill the referring providers for part of its services.
Thus, it will become a partially revenue-producing cost center. The
numbers on line 4 and particularly the Lab’s total cost in cell ‘N4’
(Table 6.2) will inform the pricing of clinical lab tests for direct
billing.

4. The step-down cost analysis is not a rigid approach but rather
an algorithm that flexibly responds to the cost analysis needs of
practice management and providers of care. The next section gives
additional insight into the analytic agenda and cost assessment
tools of a healthcare practice.

6.4. Costing Systems Useful to Ambulatory Care Practices

The previous discussion of direct and indirect cost analysis provides
an insight into the importance of systematic approaches to cost analy-
sis. However costs need to be analyzed in a context. For example, it
is difficult to determine if costs are excessive unless the practice also
considers productivity, the ratio of revenue to costs, and the outcomes
of care. Selection of the appropriate contextual analytics used to under-
stand practice costs should always be done with consideration of the
payer base, the complexity of the practice, and the cost of implementing
the analytical system.

Relative value units (RVUs) are assigned by Medicare and can be used
to compare practice cost and productivity with a regional and national
standard. A practice that intends to accept Medicare payment should de-
velop a clear understanding of RVUs, which are the productivity mea-
sures on which Medicare reimbursement is based. Each service-specific
RVU is aratio that relates the cost of a service to the average cost across
all the services. RVUs are developed by analyzing three factors: (1)
average practice expense, which reflects both the direct and indirect
costs of providing services, (2) malpractice expense, and (3) physician-
provider work, which includes an empirically based estimate of the pro-
vider’s time, skill, judgment, and training required for a given service.
RVUs are national average values derived from data obtained from the
American Medical Association’s Physician Practice Information Sur-
vey. RVUs are revised annually and published by Centers for Medicare
and Medicaid Services in the Federal Register, first in preliminary form
for comment and then final form three to six months later.
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In order to determine the payment that can be expected based on
the RVUs delivered, the practice must also consider the Geographic
Practice Cost Index (GPCI), which is used in conjunction with the RVU
to adjust the payment, depending on the location of the practice. The
GPClI is applied to each component of the RVU calculation in order to
determine the full RVU weight that is assigned to a specific service. The
standard formula for calculating the service-specific RVU is:

Practice expense RVU x Practice Expense GPCI + Malpractice RVU x
Malpractice GPCI + Physician work RVU x Physician Work GPCI
= Total RVU

The service-specific payment amount equals the current Medicare
Conversion Factor (CF) multiplied by Total RVU. The conversion fac-
tor is a dollar amount proposed annually by CMS and approved by Con-
gress.

Practices can examine productivity by analyzing the number of
RVUs delivered by the practice as a whole or by each provider in the
practice. The practice can also compute its average cost per RVU by
dividing practice costs by the number of RVUs delivered over a defined
period of time. Understanding RVU delivery and cost structure in a
given practice provides an important context for cost analysis. This is
particularly important since Medicare payment is based on a set con-
version of RVUSs to dollar amounts derived from the sector-wide costs
and regardless of practice-specific costs. A practice with costs per RVU
in excess of the reimbursable level will quickly have to find alternative
revenue sources or go out of business. For practices with a large Medi-
care patient base, careful monitoring of the cost per RVU is essential.

The ratio of costs to charges (RCC) is also a useful contextual tool
that provides information on the revenue capacity of the practice. This
method is particularly useful when detailed cost data are not available
but cost estimates are needed quickly, for example, to evaluate potential
contracts. A cost to charge ratio is compiled by taking the total costs of
a practice over a defined period and dividing them by the total amount
billed during the same period. This ratio is then used to project costs
from anticipated contract revenue as long as the contract is not expected
to include patients that are markedly different than those already served
by the practice. Since many payers stipulate a payment schedule that
does not consider practice costs, the RCC provides a way for the prac-
tice to decide whether to accept the proposed contract. Primary care
practices that have a limited scope of services are particularly well po-
sitioned to use the RCC tool to estimate the anticipated costs of a given
contract because the variation in services delivered by the practice is
small. Research suggests that determination of the cost of an individual
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patient using the RCC method is not reliable. Aggregate analysis of
expected costs of a group is much more stable (Swartz, Young, and
Siegrist 1995). The RCC should not substitute for a detailed analysis
of the practice costs, but it can expedite decision making when detailed
data is not available, as is the case with a new contract.

The activity-based costing (ABC) as a direct-costing approach 1s part
of a cost-analysis system developed to support more precise manage-
ment decision-making relevant to cost control in manufacturing (Frit-
zch 1998). As manufacturing competition increased, it became impor-
tant to understand cost drivers with more specificity. ABC begins with
the product or service as the basic analytic unit. The analysis is built
by tracing all costs to the service produced. For example, an ABC cost
analysis measures the amount of supervisory time actually delivered
rather than using a formula based on the number of employees in the
unit that delivered the service. It is easy to see that ABC costing systems
increase the precision of cost analysis. Managers can compare services
based on the actual total cost required to produce these services. They
can also understand where costs can be reduced without compromising
service quality. For example, if the analysis shows that a primary care
visit is absorbing an excessive amount of the management overhead in
a practice, methods for reducing the dependence of the primary care
team on management can be designed. Improved employee training,
increased experience or training requirements for staff, or better infor-
mation support can decrease administrative overhead. In this example
the number of staff who deliver the service might not change, but the
quality and knowledge support given to the staff would improve. Step-
down cost allocation would not provide the detailed evidence needed to
support this type of management decision or evaluate changes made in
management structure, but ABC costing would.

The amount of information required to implement an ABC analysis
is considerable. Cost tracing must be detailed and precise. There also
must be ongoing costing systems in place to monitor cost behavior at
the service level to support and evaluate management decision making.
However, the information gained with the ABC costing method is con-
siderable, and it enables management to address organizational costs
with precision. In the highly regulated healthcare delivery environment,
the investment in the ABC approach, particularly in a very competitive
market, can help ensure practice survival.

The implementation of accountable care organizations (ACO) intro-
duces a need for costing systems that can evaluate costs across orga-
nizational boundaries. The ACO is an approach designed by Medicare
to support better cost control without a decrease in quality of care. The
ACO consists of a network of providers that earn additional revenue if
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they can provide the same or better quality in an episode of care at a
lower than average cost. The unit of analysis in the ACO is a defined
episode of care tied to a diagnostic group comprised of many related
services delivered to a Medicare beneficiary. One episode of care might
be focused on total hip replacement. This care episode might consist
of outpatient and inpatient surgical care as well as skilled nursing care
and physical therapy. The total cost of the care episode is considered
regardless of the organizational boundaries that previously existed for
the care team. To provide care for the entire defined episode, a new um-
brella organization is formed specifically to carefully manage service
delivery and costs across the entire continuum of care for the enrolled
patient. The ACO is a separate legal entity formed for this purpose by
one or more Medicare-enrolled healthcare providers or suppliers (In-
ternal Revenue Service, 2011). These providers may continue to see
other non-ACO patients, but for those that are in the ACO the normal
organizational boundaries do not apply. Specific ACO costing systems
have yet to be fully defined. However, it is clear that ACOs will depend
heavily on shared data systems that have common cost definitions, can
trace costs directly to services provided, and can provide detailed and
compatible service costing reports. The use of direct cost tracing for
the ACO portion of a provider’s patient base will become increasingly
necessary as ACO organizations assume financial risk since manage-
ment of this risk depends directly on understanding the costs involved
for each ACO provider. Practices considering ACO participation should
develop a clear understanding of the information system requirements
as well as the additional cost information that will be required to evalu-
ate financial risk against return. Current information suggests that di-
rect-costing systems such as ABC will be necessary to assure financial
survival in the ACO market (Turcan, 2012).

6.5. The Organizational and Policy Uses of Cost Data

Practice organizations engage cost data to understand financial re-
source use in the context of the total practice or at the level of individual
service providers within the practice. When the practice is the target of
cost analysis, the questions typically focus on the contribution of cost
to practice financial performance. Break-even analysis is a common fi-
nancial tool that is used to look at practice costs in the context. The
question posed by break-even analysis is a seemingly simple one: At
what operational point has a practice earned enough revenue to recoup
its costs? Inherent in this question is the understanding that some por-
tions of the operations represent variable costs that are incurred by each
unit of service. These costs are incurred each time a service is delivered.
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[(Work RVU x Work GPCI) + (PER VU x RE GPCI)
+(MP RVU x MP GPCI)]x CF

FIGURE 6.1. Medicare Professional Fee Schedule (PFS) payment rates formula.

Fixed costs, on the other hand, are incurred when the practice begins
and must be paid regardless of the operational volume. If a practice de-
livers just enough services to pay the fixed plus the variable costs of its
service volume, then it is said to break even. At this point the practice
receives enough revenue to meet its financial obligations, but it makes
no additional profit. Below the break-even point the practice cannot
meet its costs. The level above break-even that the practice chooses to
operate is a strategic decision based on the revenue expectations of the
practice partners and an understanding of the market in which the prac-
tice operates. As the break-even analysis illustrates, an understanding of
the practice cost behavior is the first step in defining the financial and
investment strategy of the practice. This is particularly true in a mar-
ket where the ability to increase service charges is limited by provider
competition, government policy and a growing role of payers who favor
charge-based or discounted charge-based payments. In such markets,
control of practice costs is the main strategy to ensure a sufficient level
of revenue to continue operations, a level of return on investment in the
practice, and adequate investments in practice technology.

Practice cost data is used for payment decisions that affect the deliv-
ery of ambulatory care not only to Medicare and Medicaid patients but
also to private insurers who tend to mirror policy reimbursement deci-
sions made by the public sector payers.

Figure 6.1 presents the Medicare Professional Fee Schedule (PFS)
payment rates formula as described in the Medicare Claims Process-
ing Manual (Centers for Medicare and Medicaid Services, 2012). This
fee schedule consists of four main elements that are adjusted by the
geographic practice cost indices (GPCI), which set the national relative
value unit by geographic variation in each element:

1. Work = the physician work unit, which is the amount of time it
takes a physician to provide a particular service.

2. PE = the expenses required to provide services in the office. These
expenses are the typical cost drivers discussed in this chapter.
These include rent or lease payments, labor costs, supply costs,
and other direct and indirect costs necessary to provide services.

3. MP = malpractice costs, which are the costs of malpractice insur-
ance for providers in the practice.
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4. CF = a conversion factor that is recommended annually by CMS
to Congress. It is defined by statute to include analysis of four
factors: the increase in provider fees paid by the private sector, the
increase in Medicare enrollment, the increase in the ten-year mov-
ing average gross domestic product, and any increase or decrease
due to changes in law or regulation.

The most direct reflection of practice cost data is in the practice ex-
pense index, which is estimated annually. Currently the practice ex-
pense data is based on the American Medical Association’s Physician
Practice Information Survey data, which reflect practice expenses of
physicians and non-physician practitioners (Centers for Medicare and
Medicaid Services, 2013). The nonphysician practitioners included in
the 2008 survey were audiologists, chiropractors, clinical psychologists,
clinical social workers, optometrists, oral surgeons, physical therapists,
podiatrists, and registered dieticians (American Medical Association,
2009). Practice costs are also indirectly considered in the annual con-
version fee calculation because provider fees paid by the private sector
are based, in part, on the cost of providing care.

The PFS has a profound influence on provider reimbursement both
by public and private payers. Some commercial payers directly link to
the PFS, some apply a percentage adjustment to the PFS payment, and
some apply a different geographic conversion adjustment or a different
conversion factor (Baker and Baker, 2011). Therefore it is in the best
interests of any ambulatory care provider to have a clear and precise
understanding of not only their own cost structure, but also the average
costs of providers of ambulatory care in their geographic area as well
as nationally.

The tools and methods discussed in this chapter are intended as a
basis for further discussion with financial and accounting profession-
als as well as to provide basic information to the practitioner intending
to manage practice costs. In summary, cost management is one of the
most important financial aspects of healthcare delivery and should be
the concern of all health professionals involved in ambulatory care.

6.6. Concept Checkout

Be sure you understand these concepts before you begin the discus-
sion questions:

» Fixed, semi-variable, and variable costs
« Direct and indirect costs
+ Step-down cost allocation
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Relative value units

Ratio of costs to charges
Activity-based costing
Accountable care organizations
Public and private uses of cost data

6.7. Discussion Questions

1.

Review the list of practice expenses provided (see page 70) and
classify each as fixed, semi-variable, or variable. Give a brief ratio-
nale for your classification decision.

. You have been asked to conduct a cost-finding analysis for your

practice. One of the first activities you undertake is the classifica-
tion of costs into direct and indirect categories. Explain how you
will classify the costs and give a rationale from the literature to
support your classification method.

. Define and give an example of step-down cost allocation as part of

your definition. Discuss the strengths and challenges in activity-
based costing or step-down cost allocation.

. Select one of the costing systems reviewed in this chapter and dis-

cuss in detail how this system could be applied to an ambulatory
practice. Your discussion should consider (1) the data required to
analyze practice costs using the system, (2) the analytical approach
to use, and (3) the major advantages of using the system you have
chosen.

. You have been asked to participate in the Physician Practice Infor-

mation Survey. The other partners in your practice do not under-
stand why the practice should take the time to participate. Give a
brief rationale (not more than two pages) that supports participa-
tion in this survey.
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SECTION 3—CASE STUDY

Homegrown Healthcare Inc.: A Rural
Accountable Care Organization

You should not attempt this case until you have completed Chapters
1-6 of the textbook.

The facts in the case:

Homegrown Healthcare operates in a nonmetropolitan county that
contains an urban population of 2,500-19,999, with one small city
and an adjacent urban county containing a larger metropolitan center.
Homegrown Healthcare has its offices in the small city located in the
northeast corner of the county. The demographics of the county are as
shown in Table CS3.1.

The county has a 55-bed nonprofit acute care hospital with an aver-
age occupancy rate of 90 percent.

Ambulatory Medicine

There are five primary care practice groups and one independent in-
ternal medicine physician with a specialization in preventive medicine.
There are specialty practices in ophthalmology, orthopedics, surgery,
podiatry, radiology, and pediatrics. All primary care practices and the
internal medicine physician accept Medicare.

There are three small intermediate care facilities in the county for
the elderly and others requiring intermediate care. The hospital has a
subacute unit that is qualified as a skilled nursing facility.

Homegrown is one of the five primary care group practices in the
county. It is located near the rural hospital, and the hospital has ap-
proached Homegrown, the orthopedic practice, and the surgical practice
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TABLE CS3.1. County Demographics.

Population (2010 Census) 30,097
Population Distribution (known ages only)
Under 5 1,520 (5.1%)
5-19 5,591 (18.9%)
20-44 8,757 (29.6%)
45-64 8,546 (28.9%)
65 + 5,141 (17.4%)
Total 29,555
Median Age 42.2 years
Employment (Total Civilian Labor Force)
Employed 15,138
Unemployed 1,354
Residents Commuting Outside the County to Work 3,066 (21.4%)
Employment in Selected Occupations
Management/Professional 29.4% of employed workers
Service 18.1%
Sales and Office 20.1%
Production, Transportation, and Material Moving 15.5%
Educational Attainment
High School Graduates or higher 84.8%
Bachelor’s Degree or higher 17.7%

TABLE CS3.2. Major Health Indicators.

Life Expectancy at Birth 77.9
% With Activity Limitations 22.5
% With Fair or Poor Health 14.8
% Experiencing Unhealthy Days 18.4
All-cause Mortality (100,000 population) 789.1
Infant Mortality Rate NA

% Low Birth Weight (Singleton) 4.7
% Low Birth Weight (All) 6.5
% Very Low Birth Weight (Singleton) NA
% Very Low Birth Weight (All) NA
% Pre-Term Births 7.6

Teen Birth Rate NA
Tuberculosis Incidence (per 100,000) 3.4

Chlamydia Incidence (per 100,000) 50.9
Gonorrhea Incidence (per 100,000) 10.2
Incidence of HIV/AIDS Cases (per 100,000) 0.0

Number of HIV Deaths 1

Number of Septicemia Deaths 3
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TABLE CS3.3. Health Outcomes/Risk Factors.

Number of Suicide Deaths 0

% with Anxiety Disorders 10.7
Number of Alcohol-Induced Deaths 3

% Binge Drinkers 1.3
% Children Tested for Presence of Blood Lead 19.4
% Children With Lead Poisoning 0.4
% Without Health Insurance (Adults) NA
% Without Health Insurance (Children) NA
% in Last Year that Could Not Afford to See a Doctor 12.7
% That did not see a Dentist in the Last Year 28.6

to form an ACO. The initial meeting among the partners was lengthy.
The hospital requested all partners to review the literature on ACOs and
become familiar with CMS’s general structure and plan for participat-
ing organizations. All participants were referred to the Medicare Learn-
ing Network on the CMS website for helpful background information.

The application to form a new ACO was then presented to meeting
participants and every participant was requested to select one of the
clinical focus areas in and draft a response to the focus area questions.

You are Homegrown’s expert in healthcare finance and you were
asked to focus on the following question which speaks to cost and qual-
ity metrics:

Internally Reporting on Quality and Cost Metrics

37. Submit a narrative describing how the ACO defines, establishes, implements,
evaluates, and periodically updates its process and infrastructure to support
internal reporting on quality and cost metrics that lets the ACO monitor, give
feedback, and evaluate ACO participant and ACO provider/supplier perfo-
mance. Also, describe how you use these results to improve care and service
over time. Also describe how the ACO will use the internal assessments of
this process to continuously improve the ACO’s care practices.

From: Centers for Medicare and Medicaid Services. Medicare Shared Savings
Program Application. 2013.

Your task is to discuss the data you need to analyze the cost savings
that result from coordination of care and increased quality that the ACO
will deliver. You decide to focus on one area of practice as an example
and select total hip replacement as the focus because this condition re-
quires input from all partners in the ACO. Please remember that the
hospital has a subacute unit that is qualified to deliver skilled nursing
care eligible for Medicare reimbursement for rehabilitation therapy.
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TABLE CS3.4. Chronic Disease Trends and Screening Rates.

Number of Colorectal Cancer Deaths 10
Number of Breast Cancer Deaths 7
Number of Heart Disease Deaths 75
Number of Stroke Deaths 21
% with Diabetes 10.0
Diabetes Deaths** NA
% Children with Asthma 10.0
Number of Childhood Asthma Hospitalizations 6
% Adults with Asthma 10.7
Number of Adult Asthma Hospitalizations 24
% Adult Women that have Received a Mammogram 62.5
% Screened for Colorectal Cancer in Last 2 Years 18.6

Your analysis should consider the following questions:

1. What general financial-data categories are necessary to estimate
the costs involved in the total hip replacement across all the levels
of care, and what concerns do you have about cost reporting across
all participating organizations?

2. Discuss at least three major considerations that you will define to
ensure accuracy in cost reporting.

3. Outline at least one method of cost reporting that you will suggest
to ensure that all organizations actively manage their patient-care
costs and take corrective action quickly if costs exceed reasonable
limits.

4. Outline a cost-accounting SWOT analysis focused on the costing
system needs of the new ACO. You will need to research the cur-
rent risks and benefits contained in the ACO approach as well as
the particular risks of rural ACOs.

TABLE CS3.5. Immunization Rates and Environmental Determinants.

Average % of Kindergarten Students Immunized 100.0
% Adults Receiving Flu Shots 36.7
% Adults Receiving Pneumonia Shots 23.5
Ozone Days 1
Particulate Matter Days 0
Water Quality—Arsenic 1 10.9
Water Quality—Nitrates f NA
Water Quality—Trihalomethane t NA
Water Quality—Haloecetic Acids T NA
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5. Discuss the role of shared strategic planning and expense budget-
ing in managing ACO performance in providing a hip-replacement
episode of care. Remember that the goal of the ACO is to demon-
strate cost savings over the current fragmented method of deliver-
ing hip-replacement surgery.

Please assume that the new ACO will elect to participate in the track
1 option that calculates shared savings only for the first performance
year. The ACO will not assume any financial risk during this first year.
Remember, however, that after the first year all ACOs will have to as-
sume financial risk. You may make any other reasonable assumption
necessary to discuss the case. Do not, however, assume that all nascent
ACO partners have compatible EMR and accounting systems, because
this is highly unlikely. You may assume that all potential ACO partners
are currently on a sound financial footing, that none are at risk of bank-
ruptcy, and all have the necessary practice and administration staff to
develop essential ACO systems.
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CHAPTER 7

Revenue Planning and Management

7.1. Chapter Objectives
After completing the chapter you should be able to:

1. Discuss the main points to be considered in a revenue management
plan.

2. Explain the strategies necessary for revenue account manage-
ment.

3. Define revenue optimization objectives and revenue account evalu-
ation.

4. Outline the strategies for revenue account negotiation based on
practice revenue requirements.

7.2. Managing Revenue

In Chapter 5 we discussed the need for a reimbursement plan
that outlines the beneficiary base, the services that are reimbursed,
how reimbursement is requested and received, the payer’s incen-
tive and penalty structure, and who within the practice may bill.
The reimbursement plan is an essential part of the information the
practice needs for each prospective payer. The information collected
in the reimbursement plan is used to define an operational revenue
plan and budget. The operations side of revenue planning is focused
on the details of billing, payment receipts, evaluation of payment
sources, and renegotiation of payer contracts based on payment con-
siderations.
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Managing the Payment-to-Provider Process

Revenue receipt depends on complete and accurate billing. The prac-
tice manager must see to it that the bills contain all the information
required by the payer. These requirements typically establish who can
submit a bill, what format the bill must follow, what services can be
billed, when the bill can be submitted, when payment can be expected,
and where the bill should be sent. Proper management of accounts re-
ceivable depends on this information since almost no healthcare servic-
es are delivered on a cash basis. When a practice bills for services, it is
extending credit to the payer because services are provided before pay-
ment is received. Extension of credit is a form of loan, and the provider
critically depends on prompt payment to remain a viable business. It is
easy to understand this point if you consider the typical flow of funds
from a practice on a monthly basis. A practice usually must pay for rent,
utilities, salaries, and supplies on a 30-day cycle. If payers reimburse
on a 90- to 120-day cycle, the provider must have enough cash on hand
to pay for three to four months of expenses before sufficient funds are
received to cover the first month’s costs. This revenue cycle suggests
that the provider can expect to finance at least three months of expenses
on a permanent basis because the revenue received will always lag ex-
penditures at this time interval.

If the practice does not have sufficient cash to cover at least three
months of expenditures, a short-term loan or line of credit will have
to be negotiated to continue service delivery. This need for short-term
credit means that the practice faces the need to expend some funds on
interest payments. Because short-term interest rates are usually higher
than long-term rates, this cost may be significant. The longer this inter-
val becomes, the more interest the practice pays. Because payers usu-
ally do not pay for finance charges, the practice must reduce revenue by
the amount it costs to provide funds for this period or include the req-
uisite amount in the overhead rate that it charges the payer, if the payer
will accept overhead charges. If the payer does not accept overhead
charges, then the practice must include this cost as a charge against
revenues received. This is why slow payers may be said to significantly
increase the real cost of healthcare delivery.

To minimize overhead costs, the provider needs to consider the in-
terval between billing and revenue receipt when negotiating payment
terms with suppliers. Many suppliers do not accept payment cycles
longer than 30 days from delivery, but some suppliers will negotiate
the length of the payment cycle. Providers who clearly understand the
conditions for payment defined in their payer contracts are in a favor-
able position to negotiate better payment terms from their suppliers.
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Many financial operations planners suggest matching accounts payable
and receivable so that the interval for payment of suppliers and receipt
of revenue is the same. In healthcare this is difficult to arrange because
the major costs of a practice are in salaries and technology acquired by
lease or loan financing that must be paid monthly. However, wherever
possible it is wise to negotiate a longer payment cycle with suppliers,
lessors, and lenders that more closely matches the payment receipt cy-
cle.

Managing Revenue Receipts in the Practice

When payment is received for services, careful attention should be
paid to matching the payment to the invoice or bill. For most patient
care services there are two kinds of payment: the co-payment that the
patient makes and the payment that the insurer makes. The co-payment
is usually collected at the time of service while the insurer’s payment is
made after the bill is submitted in the proper format to the insurer. It is
important to collect the correct information from the patient at the time
of service so that insurers are billed properly and co-payments or de-
ductibles are correctly accounted. In the case of Medicare, new patients
should always complete the Medicare secondary-payer questionnaire
so that the practice can determine the primary payer for a medical claim
and submit the initial invoice to the correct payer. The Medicare fact
sheet on secondary payment is a helpful first step to understand primary
and secondary payment for Medicare beneficiaries (Centers for Medi-
care and Medicaid Services, 2012).

In order to strengthen the accounts-receivable process, the practice
is advised to complete reimbursement analysis on each payer it plans
to invoice. The correct primary payer should be determined for each
patient, and the bill should be submitted in the proper format to the cor-
rectly identified payment source. After co-payments, deductible pay-
ments, and primary payments are collected, the total revenue received
for the service should equal the revenue expected unless claims were
denied or excluded. At this point, matching the revenue received with
the revenue expected is important. If a balance remains, practice ad-
ministrators must decide if a secondary payer can be billed for the un-
collected portion of the account or if the patient can be billed. Before
billing either a secondary payer or the patient, the reimbursement agree-
ments with the primary payer should be carefully reviewed.

The amount billed must be in accordance with the agreed-on fee
schedule. The portion of the claim that was not paid must fall within
the defined limits of services that can be billed to the secondary payer
or patient. Balance billing—billing for charges in excess of agreed-on
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fee schedules—is generally not allowed by major payers. Once a con-
tract between a provider and a payer is agreed to, the provider cannot
bill the patient or a secondary payer for fees in excess of fee schedule.
Providers must also make a good-faith effort to collect co-payments
and deductibles that are owed under the terms of agreements with insur-
ers or public payers such as Medicare, Medicaid, or Workman’s Com-
pensation. These payments cannot usually be waived by the provider
because to do so might constitute fraud. Occasional exceptions in the
case of medically indigent patients may be allowed, but routine waiver
of deductibles and co-payments violates the agreed-on billing policies
and should be avoided. In general, billing practices should conform to
the terms and conditions that were agreed to when the practice accepted
the payer contract. The financial manager should ensure that accurate
bills are issued in accordance with these terms and conditions and that
all revenue expected is collected.

7.3. Allocating Revenue to Accounts: The Account Management
Challenge

The management of revenue accounts greatly benefits from an accu-
rate decomposition of the patient-payer-service mix, description of the
services delivered to the patients, including correct coding, review of
allowable billing and claims submission requirements, correct posting
of payments received and payment denials, payment appeals analysis,
and subsequent patient management at the individual and group level.

The practice should establish clear revenue-management policy with
indicator monitoring that provides all practice managers with the in-
formation needed to detect problems in revenue accounts. Many firms
offer revenue management services to providers. Selection of a firm
to manage this important part of the practice should be done carefully
and with some basic knowledge of adequate revenue cycle manage-
ment. This section presents basic concepts that providers need in order
to make informed decisions on revenue cycle management.

Revenue management can be divided into three phases that are in-
formed by accounts-receivable performance indicators: pre-encounter
administration, encounter management, and post-encounter revenue
administration (TripleTree Industry Analysis, 2006).

The pre-encounter phase includes two main activities: eligibility de-
termination and benefit authorization. When a prospective patient con-
tacts the provider for an appointment, a decision-tree analysis should
be activated to guide practice staff through a series of service questions
that define the patient’s eligibility. It is easy to see how important the
reimbursement analysis phase is to this activity. Practice staff need to
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know if the prospective patient belongs to a group authorized to seek
care from the provider as well as determining if the service likely to
be requested is authorized and under what conditions. For example,
if preauthorization is necessary for the requested service, it must be
obtained before the provider encounter. If the practice has done a good
job of reimbursement analysis for each payer group, these questions
can be quickly answered from the reimbursement or payer database.
The practice may choose from a variety of pre-encounter forms that
collect information and link to practice reimbursement data. Regard-
less of the method of managing the pre-encounter phase, the following
basic questions need to be answered to qualify the patient and correctly
refer an ineligible patient to an alternative provider: (1) Is the patient a
member of a group qualified to seek care from the provider? (2) Is the
requested service authorized under the terms of the group agreement
with the provider?

The second phase of revenue management is centered on the patient
encounter, which begins when the patient arrives for the appointment.
Basic activities in this phase are focused on the pre-service encoun-
ter, the provider service encounter, and the post-service encounter. The
pre-service encounter should assure that all required co-payments are
collected and that payment and claim information is accurate and cur-
rent. Most practices have patients complete a pre-encounter form that
collects this information. The pre-encounter form is completed and re-
viewed by practice staff, the insurance information is verified, the re-
quired copayment is collected, and any clinical information requested
is checked and provided to the clinical staff. If an electronic medical
record is available, the accuracy of registry information included in the
record should be verified with the patient before the clinical encounter.

The post-service encounter begins when the patient and provider
meet and ends when the provider delivers the clinical service and pro-
vides any required aftercare information to the patient. Reimbursement-
related activities in this phase focus on correct description of the ser-
vice, accurate data and coding entry, and documentation of any needed
follow-up services. In the clinical encounter phase, providers need to
be aware of all coding requirements, any referral restrictions or doc-
umentation requirements, and the conditions that must be met before
diagnostic tests of prescriptions can be entered. Additionally, the clini-
cian needs to consider the requirements for follow-up care, if this is
indicated, or for referral to other clinical providers if necessary. During
the encounter phase, quality-of-care considerations are also important.
For example, many payers are now requiring significant health and ill-
ness prevention education to decrease unnecessary utilization and as-
sure good understanding of aftercare requirements. It is important to
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be sure that these requirements are met and documented as part of the
service encounter.

During the post-service encounter, the practice staff completes the
billing of the encounter by editing and submitting the provider’s bill for
services. If the pre-encounter and encounter phases were correctly man-
aged, the post-encounter billing should go smoothly without payment
denials or other problems. Preparation of a “clean” bill that is promptly
submitted for payment and paid within the payers’ defined window is
the goal. Appeals for nonpayment, bills returned due to improper cod-
ing, or disallowed services are indicators of problems in reimbursement
analysis and revenue management. These delays in revenue collection
represent a resource drain for the practice because revenue that is not
received on time requires additional use of credit to pay expenses. As
we have seen, credit adds to the increased cost of care for the practice
and ultimately for society.

7.4. Revenue Optimization and Account Evaluation

The two main indicators that should be routinely followed in revenue
accounts are (1) time in accounts receivable (AR), and (2) aging analy-
sis. These indicators, if computed for each payer on a routine basis, will
signal areas of revenue collection that need additional attention.

How to compute days in accounts receivable (Days in AR):

1. Compute your total charges for a defined period of time.

2. Divide by the number of days in that time period. The result is
the average daily charge.

3. Divide the total in your accounts receivable by the average
daily charges. This is the average number of days it is taking
you to collect your payments for bills submitted.

Here is an example: You charged $500,000 for services you deliv-
ered in the past six months. If there were 180 days in these months, then
your average daily charges are $2,777.79. If your accounts receivables
right now is $125,000, then the days in AR is 45 (125,000/2777.79).
This means it is taking 45 days to receive payment against the account.

Benchmarking services can provide you with national and regional
norms against which to judge your AR performance. Or you can trend
your performance and take action when your days in AR exceed pay-
ment terms and conditions from your suppliers. Your account evalua-
tion should include the days in AR for each payer account as well as
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evaluation of billing problems such as denied claims, coding or claims
errors, and successful and unsuccessful appeals.

Payer experience is a fundamental part of your practice manage-
ment strategy, and payer problems should be managed by terminating
problem-fraught contracts or negotiating with payers for better claims-
management protocols.

7.5. Account Negotiation Strategies

Negotiations with payers should be evidence-based. Data from initial
reimbursement analysis as well as ongoing account evaluations should
provide accurate information on a payer’s reimbursement behavior.
This information is critical for supporting negotiations and evaluating
the success of negotiation strategies. In payer negotiations, it is impor-
tant to determine what can be negotiated and what is nonnegotiable.

For example, government-based payers usually do not negotiate with
individual providers because payment policies are set through regula-
tion. However, if a high percentage of bills are disputed, it may be im-
portant to determine the source of the problem. If, for example, the
provider finds that there is a training problem with billing staff, the
payer may be approached for training resources. Certainly the provider
can appeal to the payer for assistance and resources to remedy an iden-
tified problem. In addition, revenue problems may be shared across a
group of providers. Reimbursement policies for certain categories of
procedures may need adjustment, and evidence from account evalu-
ation can be extremely useful to support adjustment requests. In the
case of government payers, such requests may enter the political arena,
and state and federal elected officials may be requested to intervene.
Professional associations such as the American Nurses Association, the
Medical Group Management Association, and state-level professional
organizations can become involved in reimbursement policy for pro-
viders. Special interest groups such as AARP can also be engaged in
such discussions; it is often in the best interests of consumer groups to
advocate for adequate provider reimbursement for necessary healthcare
services. Consumer groups know that lack of adequate reimbursement
for healthcare services results in shortages of service supply, and this is
not in the best interests of either consumers or the providers who care
for them. The importance of good evidence on the reimbursement of
service providers cannot be overestimated in these situations. There-
fore, reimbursement analysis and revenue evaluation are essential to
support good healthcare reimbursement policy.

In the case of private payers, negotiation strategy must still involve
the best possible evidence to show the cost basis for the level of quality
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care expected by healthcare consumers. A clear analysis of costs, reim-
bursement, and revenue form a solid basis for productive negotiation
with a private payer. It is in the best interests of both providers and con-
sumers to guarantee adequate reimbursement for healthcare services.
It is also important for the provider to demonstrate control of overhead
costs and careful management of the direct costs necessary to provide
quality care. These subjects will be addressed in the following chapters.

7.6. Concept Checkout

Be sure you understand these concepts before you begin the discus-
sion questions:

» Reimbursement plan

+ Operational revenue management
« Revenue cycle

« Revenue matching

+ Balance billing

+ Account management

+ Revenue management cycle

» Revenue optimization

« Payer negotiation strategies

7.7. Discussion Questions

1. Explain the relationship between the reimbursement plan and op-
erational revenue management.

2. Outline the main strategies that might be used to match the receiv-
ables cycle with the payables cycle.

3. Research the balance billing regulations for one major payer.
Include regulatory requirements, the penalties if regulations are not
followed, and the revenue implications for the practice.

4. Research the strategies used by practice managers to optimize
revenue management. You may want to interview a local practice
manager to understand the practical implications of optimal rev-
enue management.

5. List three main payer negotiation strategies and the evidence that
you would use to support negotiations.
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CHAPTER 8

Budgeting for Ambulatory Care
Practices

8.1. Chapter Objectives
After completing the chapter you should be able to:

1. Define the relationship between strategic planning and budgeting.

2. List the main types of budgets and the steps for constructing
them.

3. Analyze an existing expense budget and identify potential budget
categories.

4. Explain the use of budget categories in constructing the chart of
accounts.

5. Discuss the analysis of budget performance in the context of the
goals of the firm.

8.2. Strategic Planning, Budgeting, and Budget Evaluation

The received wisdom that a budget is a strategic plan with a price tag
provides a simple way of viewing the relationship between plans and
budgets. At the start of any enterprise, the simple application of finan-
cial resources to the strategic vision might represent an organizational
starting point. However, in most cases the relationship between plans
and budgets in healthcare organizations is more subtle and complex.
We have seen that in ambulatory care the relationship between strategic
plan and budget is moderated by both external and internal influences.
This section presents a brief discussion of some of the main factors on
the ambulatory care planning and budgeting process.
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The business strategy of the practice in a given health environment
is a major budgetary influence. Business strategy is affected by the
skills and abilities of the principals in the practice, their values and
beliefs about healthcare, and the environment surrounding the enter-
prise. One of the most important features of the practice environment
is the health status of the population in the area the practice serves
and the provider’s beliefs about the relationship between healthcare
and health. Historically the delivery of ambulatory care was seen as a
response to illness. The promotion of wellness, while supported theo-
retically, was not emphasized in practice nor expected by the consum-
er. Research supports this point. For example, a study of the treatment
of smoking during ambulatory visits from 1994 to 2003 (Thorndike,
Regan, and Rigotti, 2006), showed that counseling against smoking,
a well-established health risk, occurred in only 20 percent of smok-
ers’ primary care visits in the years 2001-2003, and in 22 percent of
smokers’ visits in 1994-1996. While the reasons for this finding have
not been definitively established, researchers postulate that it may be
due to the lack of reimbursement for smoking-cessation counseling
during the period studied. However, the variation in the provision of
this service certainly reflects differing views of the need to use prac-
tice resources to support preventive care. For the 20 percent of the
practices that did provide counseling, it might be assumed that the
strategic use of resources was influenced by the practitioner’s value
for preventive care, as all practices faced a similar reimbursement
environment.

The reimbursement environment in which a practice operates im-
pacts on both strategic planning and budgetary allocations. As the
above smoking research suggests, the fact that a preventive service
is not paid for makes it highly unlikely that a practice will allocate
resources for it. The reimbursement environment also influences the
relative weight placed on various activities within the practice. Highly
profitable services are likely to be prioritized in the practice’s busi-
ness strategy, while services that are costly to produce and less profit-
able to deliver are less emphasized.

Economists argue that markets express their preferences through
pricing: providers are willing to prioritize relatively profitable ser-
vices while individuals are willing to pay a higher price for services
that they value more. We have seen that in healthcare market forces
are quite distorted; an individual’s demand in particular is distorted by
lack of information about the comparative quality and health benefit
of specific services, as well as by the presence of a third-party payer
that takes the burden of direct payment off the patient’s shoulders
while steering patients toward or away from certain services. The in-
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evitable conclusion is that strategic planning and budgeting does not
wholly reflect the strategic vision or values of the practice owners or
the response of the consumers to their own health needs. The strategy
a practice defines and to which it allocates resources may reflect the
reimbursement decisions of a third-party payer, whose decisions are
made largely to manage the payer’s risk.

Consumer preference may shape strategic planning and budgeting
within the practice, but responding to these preferences is not direct.
Consumers express their market preferences in ambulatory healthcare
by selecting a provider. The influence of the third-party payer and the
regulator is clearly seen in this area of the healthcare market. For ex-
ample, providers need to be included in a payers’ panel in order to be
selected by the consumer. If they are not in the payers’ panel, consum-
ers may visit them, but they will pay more out of pocket to do so. This
distorts the price-to-value equation for the consumer because a por-
tion of what the consumer pays does not reflect absolute value for the
service provided but rather a penalty. The consumer may be willing to
pay this penalty for several reasons: (1) he or she distrusts the provid-
ers in the panel sufficiently to seek care outside or (2) he or she highly
values the provider and willingly pays the penalty. In either case, the
relationship between price and consumer value is distorted by the
out-of-network penalty. A provider trying to strategically position a
practice with consumers cannot simply focus on providing care that
appeals most to patients. Providers must also consider the additional
step of either joining a payer’s panel, elevating their value with con-
sumers to a level that considers the out-of-network penalty, or simply
providing an alternative source of care to consumers who want to opt
out of the panel. Providers seeking to influence consumer choice need
to consider costs beyond the price-value equation for services.

As the above discussion illustrates, a practice’s strategic planning
and budget decisions are not a mirror reflection of its business prefer-
ences and values. These decisions are also shaped by reimbursement
practices and consumer preferences, which are prone to distortions
due to incomplete information and third-party roles.

8.3. Constructing Budgets: A Focus on Revenue
and Expense

Unless the practice is new, budgets are typically constructed based on
past budgets. As the previous discussion has shown, the practice would
be well advised to review not only its own strategic vision but also the
reimbursement environment and consumer preferences in its service area
before following exactly the budgets of the previous period.
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There are two operational budgetary documents: the revenue bud-
get and the expense budget. The revenue budget is based on the rev-
enue planning tools we have previously discussed: the reimbursement
analysis, which focuses on the payer environment, and the revenue
analysis, which focuses on reimbursement sources within the practice.
These two analytical tools provide the practice with the information
required to compile the annual revenue budget and to forecast rev-
enues for a longer-term revenue budget. While some lenders or other
regulators may require a 10- or 15-year revenue budget projection,
most experienced healthcare financial planners will say that a five-
year horizon is the most that can be considered realistic or reliable in
the current heathcare climate. The changing technology, labor force,
and reimbursement strategies in healthcare create a lack of stability
that makes long-term planning unreliable.

Construction of the revenue budget is a straightforward process of
listing all expected sources of revenue, the number of service units
expected to be delivered, and the revenue expected from each service
unit. Some financial-management sources suggest that the volume es-
timates be prepared as a separate document called a volume budget
that defines the level of utilization by reimbursement category. This
is useful when almost all revenue is earned on a fee-for-service basis.
Practices that receive some capitated payments may find the volume
budget useful to calculate expense, but is not helpful to understand
revenue that is based on the negotiated payment for the group. The
format of the revenue budget is shown in Figure 8.1. This budget re-
flects a practice that receives some fee-for-service revenue and some
capitated payments. Performance analysis of the revenue budget
defined in this way has to consider volume variances to understand
month-to-month revenue variances for the Blue Cross payer but not as
much for the capitated payer because intrayear enrollment is mostly
steady. This will be discussed in more detail in the section on budget
analysis.

Revenue Budget for Period 11 to 1/31

Payer Projected Volume Revenue/unit | Total Revenue
Blue Cross | 100 <=15-minute visits $ 60.00/visit $6,000
Blue Cross | 100 <=30-minute visits $ 80.00/visit $8,000
Blue Cross | 100 <=45-minute visits $100.00/visit $10,000
Capitation 100 members $ 100 pmpm $16,000

FIGURE 8.1. Revenue budget format.
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Expense budgets are usually constructed using historical data cor-
rected for inflation and changes in practice labor, supplies, technol-
ogy, and physical plant. As with revenue budgets, the projection of
expenses out farther than five years in expense budgets is difficult
and largely unreliable. To be accurate, expense budgets should always
consider variations in volume and input prices. Variances from the
budgeted level of expense may be driven by an unexpected change in
the volume of services delivered, an increase in the prices paid for la-
bor, material, or technology, or a provider shift toward more resource-
intensive methods. Accurate understanding of the variance drivers is
important if expenses are to be managed appropriately. This is par-
ticularly relevant when practices are paid on a capitated basis and the
revenue received for services is a flat monthly rate. If the expense of
providing care exceeds revenue, the practice must accurately pinpoint
the reason if it is to remain in business. The nature of the expenses is
also important to consider. Chapter 6 provides an in-depth discussion
of costs and cost behavior that is important to understand before an
expense budget is created.

8.4. Expense Budgets and Categories

A new practice faces a difficult challenge when creating its first
expense budget. In this case it is important to review the costing infor-
mation presented in Chapter 6 and conduct a careful cost analysis that
provides the basis for the first expense budget. The main cost drivers
in a primary care practice are labor, supplies, and equipment. It is also
important to understand the costs of acquiring and maintaining the
facility in which the practice is located. A practice usually negotiates
a rental package that includes basic facility and grounds maintenance,
security, and janitorial services. Extra costs can include specialized
maintenance of plumbing and other utilities required by the practice
technology, disposal of hazardous waste to comply with regulations,
and the specialized cleaning required in a medical facility. A careful
analysis of these additional maintenance costs is important to create
an accurate budget and avoid unexpected costs. Changes in the regu-
lations that pertain to medical practices should also be carefully moni-
tored to ensure compliance for a business license. Expenses related to
the license renewal need to be considered also.

A participatory approach to creating and reviewing the expense
budget categories is important because the expectations of the partners
and staff need to be understood. For example, professionals employed
by the practice may expect the practice to assist them with profes-
sional licensure or membership fees, conference travel, professional
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journal subscriptions or publication fees. The practice may wish to ac-
commodate these requests, but it must consider carefully the expense
level that can be included in the budget. A strategic discussion with
the practice professionals prior to the new budget year prevents later
budgetary pressures that might not be easily accommodated. This is
particularly true for large professional expenses such as personal mal-
practice coverage, specialty licensure, or license renewal. The devel-
opment of expense policies in a participatory manner prevents later
disputes and dissatisfaction. Participation of staff in expense-budget
planning helps them understand efficient office management. Fre-
quently staff is unaware of the cost of expendable supplies or variable
labor. Increasing the staff’s understanding of the relationship between
controlling expenses, on the one hand, and bonuses paid out of net
revenue, on the other, generally results in more attention to efficiency
and control of costs.

In general, the definition of budget categories in a new practice
depends on the cost analysis together with participatory discussions
with the practice staff. For established practices, examination of the
historical expense record and discussion with practice staff is the best
way to arrive at expense categories for the new budget.

8.5. Building a Chart of Accounts

A new practice needs to build a chart of accounts that organizes its
assets, liabilities, expenses, and revenues. A chart of accounts is sim-
ply a numbered list of the categories of financial transactions the prac-
tice is likely to use. The chart includes real accounts that are cumu-
lative records of financial transactions in respective categories since
the inception of the business, and nominal accounts that are closed at
the end of every fiscal year. Nominal accounts typically include rev-
enues and expenses while real accounts include assets, liabilities, and
owners’ equity. At the end of the fiscal year, the revenue and expense
accounts are finalized, expenses are subtracted from revenue, and the
net operating margin is moved to the owner’s or partners’ equity ac-
count. The nominal accounts are closed and a new accounting period
begins.

The practice principals and their financial manager should review
the list of nominal accounts at the end of each fiscal year to determine
the adequacy of the accounts for the next period. At this point they
may wish to add, remove, regroup, or redefine revenue or expense ac-
counts that no longer reflect the anticipated cash flow in the business.
This review of nominal accounts ensures that the chart reflects current
business practice in both revenue and expenses. The chart organizes
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the way that revenue and expenses are reported so that data is placed
in a context that allows precise practice management through evalua-
tion of financial performance.

8.6. Evaluating Budget Performance: Goal Achievement

The annual financial performance goals of a practice depend on fol-
lowing the budget targets defined at the start of the fiscal year. Budget
performance is examined through variance analysis, which compares
the budget target to the actual financial performance and calculates
the difference. Ambulatory care organizations should always define
revenue and expense targets using a flexible budget approach for fee-
for-service payers. Because the majority of ambulatory services deliv-
ered in the United States are reimbursed at fee-for-service rates, most
practices should gather cost and revenue data by unit of care delivered
and create a relative value scale (RVU) for use in budgeting. The steps
for creating this scale depend on a definition of the basic service unit
for the practice. Here are the steps to creating the RVU: (1) Define the
basic unit of service, which is the smallest unit of service that can be
on a bill. For example, a brief office visit, lasting about 15 minutes,
might be the basic service unit in a primary care practice. (2) Allo-
cate costs to this basic unit in the major categories of labor, supplies,
technology, and allocated indirect costs. (3) Project how many basic
units will be delivered in the next budget period. (4) Determine the
budget for the period by multiplying the cost of the basic units by the
projected number.

Once it defines the cost of an RVU (Example 8.1), the practice

Example 8.1—RVU Development

The basic unit of service is a 15-minute office visit. The cost of this visit
includes as follows:

a. Provider’s time
b. Supplies such as sterile and non-sterile material and drugs.

c. Technology use, such as diagnostic laboratory and the visit's share of
depreciated capital cost of equipment, repair, and mainenance.

d. Allocated indirect costs that include standard overhead items.

Provider’s Time $30.00
Supplies $ 7.00
Technology $10.00
Indirect Costs $ 6.00

Total Cost/RVU $53.00
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Example 8.2—RVUs Delivered in 1 Month
#RVUs
1400 brief visits <15 min 1400
800 intermediate <30 min 1600
550 complex <45 min 1650
Total RVUs delivered 4650

should examine historical data and current contracts to estimate the
number of RVUs to be delivered. Additionally, the practice should
project the allowed charge per RVU to assess revenue from the fee-
for-service payer. For capitated payers, estimate expenses for RVUs,
but revenue will depend on the negotiated flat payment per enrolled
patient. A simple multiplication of the number of projected RVUs
by the cost or revenue per RVU gives the expense and revenue tar-
get figures. Note that the RVU expense can be disaggregated into its
components for management purposes. The expense budget can then
be examined in four areas: direct labor, supplies, technology, and al-
located indirect costs. This disaggregation provides useful informa-
tion for direct management of budgets. In Example 8.2, a practice
has categorized clinic visits using a 15-minute visit as the basic RVU.
Intermediate visits lasting between 16 and 30 minutes are allocated 2
RVUs, and complex visits are 3 RVUs. Patient encounter data from
electronic medical records systems shows that 4650 RVUs were de-
livered in one month.

Once you know the total RVUs delivered for the month, a simple
calculation determines the budget variance: subtract the amount bud-
geted from the amount spent.

Table 8.1 illustrates the advantage of disaggregating the total costs
into cost categories. Suggested areas for management to investigate
include the use of provider’s time and the technology cost. The over-
run in indirect costs does not require intense management attention,

TABLE 8.1. One-Month Budget for Ambulatory Care Practice.

Cost Category RVU Actual Budget Variance
Provider's Time $ 30.00 $ 170,000 $ 139,500 ($30,500)
Technology Cost $ 10.00 $ 50,000 $ 46,500 ($3,500)
Supply Cost $ 7.00 $ 25,000 $ 32,550 $7,550
Indirects $ 6.00 $ 28,000 $ 27,900 ($100)
Total $ 53.00 $ 273,000 $ 46,450 ($26,550)
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although an analysis of the origin of the negative variance would be
beneficial. Priority attention needs to be directed to the use of provider
time if the practice is to remain solvent.

Strategic variance analysis may also be an important area for man-
agement attention. For example, if the practice has defined increased
use of registered nurses for patient education about medication man-
agement, determine if the variance in the cost of provider’s time is
due to more RN time or more MD time. If the variance is due to the
increase in RN time, it may be important to address how education
is being conducted rather than simply mandating less of it. If the in-
crease is in MD time, then it might be useful to understand if RNs are
involved in the patient visit at all and if the strategic objective is being
achieved. While drilling down in the area of the largest observed vari-
ance the manager needs to consider not only the fact that the budget
was overspent but also the strategic mandates and whether they were
achieved.

8.7. Concept Checkout

Be sure you understand these concepts before you begin the discus-
sion questions:

+ The relationship between strategic planning and budgeting
+ Influences on the planning and budgeting processes

» Revenue budget

« Expense budget

+ Chart of accounts

» Real accounts

» Nominal accounts

+ Relative value units

 Variance analysis

« Strategic variance analysis

8.8. Discussion Questions

1. As a new practice administrator in an existing practice, describe
the steps you will take to become familiar with the budgeting
process.

2. You discover that the practice does not use RVUs because 60
percent of its revenue is capitated. Design a brief staff in-service
to explain the reasons that RVUs are important despite the flat
reimbursements.

3. You are one month away from the end of the fiscal year and are
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discussing the annual budget cycle with your accounting firm.
You have noticed that some of the accounts listed in the chart
of accounts are never used. What questions do you need to ask
about these accounts, and what steps would you recommend to
the accountant?

4. In reviewing the latest variance report you noticed a large nega-
tive variance in technology costs that is completely offset by
a large positive variance in labor costs. What steps would you
recommend to the practice manager?

5. You are working in a practice that is 100 percent owned by a
capitated payer, and you receive a flat monthly payment to take
care of the 50,000 patients registered to your practice. You have
only a small staff. Would you recommend establishing an RVU
system? Why or why not?
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SECTION 4—CASE STUDY

New Day Health and Associates

You should not attempt this case, which requires significant market
research, until you have completed Chapters 1-8 in your textbook.

You are an experienced family nurse practitioner, and you have
decided to join with three colleagues to open a primary-care practice
called New Day Health and Associates. The practice will focus on
health rather than acute care. You and your colleagues strongly believe
that patient teaching, health promotion, and careful attention to families
and individuals with chronic health problems can decrease the cost of
care and increase quality of life for your clients. You have incorpo-
rated your practice as a 501(c)(3) organization so that you could invest
your net revenue in a public health cause, for example to support the
Healthy People 2020 activities in your state. This implies that you must
be particularly budget-conscious because you will not carry over funds
to cushion your practice in difficult times.

When selecting a location for the practice, be sure to review demo-
graphic data, and do not select a location for which there is none avail-
able. The more demographic and provider data you have, the easier it
will be to do a good case analysis.

Answer the following questions. You will need to do some research
and reading to answer them adequately.

1. How will you determine the market area that you are going to
serve? List at least three strategic considerations in picking a loca-
tion.

2. Describe at least two major payers in your market. They can be
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public or private payers. Provide information on how they pay
for care (fee for service, discounted fee for service, capitation, or
partial capitation).

3. Discuss the linkage between strategic planning and budgeting
for your first year of practice. Provide at least two examples with
details on how you will link your budget to your care-delivery
strategy.

4. Provide a detailed outline of the revenue analysis of the two payers
you identified in question 2. Highlight the impact of your business
strategy on the type of revenue analysis you do for each payer.

5. Present a sample revenue budget for one health education service
based on the two payers you have identified. Your budget should
be quantified using RVUs.

6. Present a sample expense budget for the health education service
identified in question 5. Remember to include expenses consistent
with your strategic plan for patient care.

7. Present an initial proposal for nominal accounts to be used in your
chart of accounts for the health education services you intend to
provide. Your nominal accounts will be revenue and expense ac-
counts. Provide a proposal for the accounts you will need in both
of these areas.

8. Outline the monthly variance report you will request from your ac-
counting firm for the health education services you have analyzed
in the previous questions. Provide a discussion of what you will do
with the variance report after you receive it.
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CHAPTER 9

Capitalization Structure and
Investment Planning

9.1. Chapter Objectives
After completing the chapter you should be able to:

1. Define the term capital structure.

2. Discuss the implications of capital structure for the patient care
practice.

3. Analyze the effect of taxes on capital structure.

4. Define the effect of risk on capital structure.

5. Discuss capital structure planning in the context of a patient care
practice.

9.2. Capitalization Structure Planning

Capital structure is the mix of debt and equity financing a business
needs to accomplish its strategic mission. In a healthcare practice, capi-
tal structure planning starts with its strategic plan, the owner’s roadmap
of services that the practice will offer, the payers it expects to work
with, and the amount of third-party insurance payment involved. An
evidence-based, feasible practice strategy is essential for sound cap-
ital-structure planning. Once the practice has defined its strategy it
can assess the costs associated with start-up and the first-year finan-
cial requirements. Start-up costs include acquiring fixed assets such as
medical equipment, office property, office furniture, and systems for
billing, medical records, practice management, accounting, and com-
munications. Start-up analysis also must consider staffing levels and
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the amount of wages that will need to be paid before any revenue is
received. Additional costs associated with the start-up period include
those for establishing business ownership and governance structure,
start-up accounting, business licenses and permits, affiliation and hos-
pital credentialing, and malpractice coverage, which may include cov-
erage for providers joining from other practices that did not provide
“tail-claim” coverage. Many practices hire consultants to assist them
in managing these start-up complexities. Consultants can also assist
with strategic planning, or they may only focus on the mechanics of
establishing a practice that has already defined a strategy. In either case,
funds for consultant fees should be included as an expense when plan-
ning capital structure.

The sources of funds define the initial capital structure of the prac-
tice. If a practice decides to borrow to cover start-up costs, it is im-
portant to identify investors of equity capital because lenders usually
do not consider a start-up proposal without capital from investors. The
conditions under which the investor provides capital will concern any
lender because the investor’s expectations and rights impact the prac-
tice in many ways. For example, if an investor expects some voice in
governance or a limit to the amount of debt, these expectations should
be agreed to before the investor’s funds are accepted. If the practice
owners are the primary investors, careful discussion should still occur
so that all owner-investors are satisfied with the management strategy
and agreements. Practice ownership, governance, compensation, and
profit-sharing arrangements all need to be defined carefully. Failure to
do so can lead to serious situations later, particularly if the practice’s
finances present challenges for the partners to resolve.

9.3. The Effect of Capitalization Structure on Performance

The total financial requirements to start a practice are met with in-
vestment funds and some borrowed funds. The ratio of borrowed to
investment funds defines the practice’s capital structure. Once the level
of debt is established, a source of borrowed funds must be identified. In
order to qualify for a business loan, a practice must meet the prospec-
tive lenders’ requirement of a clear strategic plan, a set of pro-forma fi-
nancial statements, a one-year budget, and a business plan. Lenders also
look favorably on financial investment by the practice owners because
it signals seriousness of purpose and responsibility for the outcome. If
personal funds are not available, outside investors may sometimes be
attracted by consulting sources of venture capital or government subsi-
dies for practitioners willing to locate in underserved areas. A personal
loan to the practice owners rather than to the business entity is another
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possible source of investment capital. This option generally requires
personal collateral, such as equity in a home or other property or value.
If no collateral is available a personal loan may still be possible, but the
interest rate will likely be high and the term of the loan short. If owners
take this route for initial investment capital, it increases income require-
ments because the owners must include loan payments as a personal
expense. This increases the start-up finance requirements of the practice
as a business entity.

The ratio of borrowed to invested funds that defines the capital struc-
ture is called the debt/equity (or debt-to-equity) ratio. A debt/equity
ratio of 1 indicates that for every dollar invested, the practice has bor-
rowed one dollar. Lenders analyze industry standards and current eco-
nomic conditions to decide the debt-to-equity ratio they will accept in a
loan application. In periods of economic recession, lenders prefer lower
ratios than in the time of economic growth, when higher debt-to-equity
ratios are acceptable.

In general, the assumption of debt increases the practice’s produc-
tion efficiency requirement. This is sometimes called the discipline of
debt. Because an external lender places repayment requirements on the
practice, the practice must earn sufficient income to repay the lender
and also cover practice expenses. The discipline of debt increases the
practice’s attention to effective and efficient management so it meets
repayment requirements. The risks of debt are also obvious; in seeking
to maximize the volume of billable services, the practice may compro-
mise the quality of care.

At the start of any practice, careful consideration needs to be given to
the debt capacity the practice believes it has in relation to the strategy it
has defined. Exceeding this debt capacity creates a significant risk of poor
practice performance financially and in the quality of care for its patients.

This discussion highlights the necessity to locate not only willing
lenders but also investors willing to provide funds to capitalize the prac-
tice. The least preferred option is investment capital obtained through
personal debt of the practice owners. Every effort should be made to
avoid this scenario by identifying external sources of investment capi-
tal.

9.4. The World of Taxation and Its Effects on Capital

The capital structure decision must also consider the impact of tax
deductibility on the use of debt or equity. All else equal, there is a tax
advantage to the use of debt in the capital structure of a business because
interest payments on business debt are tax deductible as long as they are
treated as business expenses. This provides a tax advantage to practices
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that include debt in their capital structure. However, as previous dis-
cussion has shown, there are other considerations in this decision. For
example, equity holders generally expect a return on their investment,
and the practice needs to ensure that it can service debt and still provide
some return on invested capital. That is why the decision between using
debt and equity must consider return on investment planning as well as
the favorable tax treatment of debt. Equity holders generally have many
choices when considering investments. They expect to earn a return
at least equal to other options they could have chosen. A practice that
provides no return to equity partners may face withdrawal of capital by
investors. Replacing investors’ capital may force the practice partners
to incur unplanned debt, which is usually more expensive and harder to
obtain than planned debt. Careful planning of capital structure leads to a
balanced capitalization that both supports equity holders and allows for
timely interest payments to debt holders. Planning should also consider
the tax implications of using debt in the capital structure as well as the
equity holders’ expectations of return on investment.

There are other taxation considerations to address in capital structure
planning, particularly for providers who enter the practice with signifi-
cant student loan debt. Since the interest on student loan debt is not tax
deductible, the practice needs to consider the income expectations of the
indebted healthcare professional as well as options to reduce or eliminate
student loan debt. For example, there may be state or federal student loan
forgiveness in places lacking healthcare services, and practices may be
able to assist potential providers to obtain this subsidy. This has clear
advantages for the practice because income expectations may be lowered
if a potential employee’s student loan debt can be eliminated. Recent re-
search shows that the average debt of U.S. medical-school graduates is
more than $170,000 (American Association of Medical Colleges, 2013).
Repayment scenarios for physicians vary depending on their time in
residency programs and their employment choices after training is
completed. But under any scenario, repayment takes at least ten years
at varying proportions of after-tax income (American Association of
Medical Colleges, 2013). A similar situation also pertains to nurse
practitioners, who generally enter graduate school at mid-career and
incur a higher opportunity cost of their education (earnings foregone
during the years of graduate education). These graduates expect suf-
ficient income to repay student loan debt and the opportunity cost of
their education. Enabling forgiveness of non-tax-deductible student
loan debt significantly impacts income expectations of both nurse
practitioners and physicians.

Part of the capital structure planning for the practice might also be
use of some tax-deductible business debt to help practice partners pay
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interest on their student loan debt. Interest payments are a deductible
business expense for the practice, but not for the individual practitio-
ners. So there may be financial advantage to subsidizing student loan
repayment if loan forgiveness cannot be obtained. Analysis of the tax
and business expense implications of these options is important given
the current tax advantages for corporate debt and the high personal in-
debtedness of the practice partners.

9.5. Risk and Capitalization

There are two categories of risk to consider when planning capital
structure: business risk and financial risk. Uncertainty results in exter-
nal and internal business risk. Payment reforms, government regula-
tions, and changes in disease trends stipulate external business risk.
Uncertainty created by new technology like electronic medical records
or diagnostic tools can lead to internal business risk. Financial risk of-
ten ensues from capital structure decisions such as the level of debt,
the expectations of equity partners, and changes in taxation policy. Fi-
nancial risk also results from changes in financial policies of insurers
and suppliers, and from stress on employees about changing financial
conditions within the practice.

In general, financial uncertainty increases financial risk. The higher
the levels of debt in the capital structure the greater the uncertainty of
repayment capacity. This is why highly leveraged practices (those oper-
ating at a high debt-to-equity ratio) must pay higher interest rates when
they take on more debt financing. Every unit increase in debt raises the
uncertainty as to whether the practice can meet its repayment respon-
sibilities; this uncertainty is translated into a risk-premium levied by
lenders when additional debt is requested. Equity holders make a risk
calculation about a practice, just as they do about a return on invest-
ment. If an equity holder (external to practice partners) deems a practice
a poor long-term investment, the holder requires a higher short-term
return. If it does not receive that return, it withdraws the investment
capital, which increases the risk profile for the remaining investors and
results in higher interest rates. It is easy to see that managing both fi-
nancial and business risk lowers practice financial costs (costs to access
capital).

Information is a key component of financial- and business-risk man-
agement (Paterson and Wendel, 1996). Careful use of business intelli-
gence coupled with good use of financial data to shape capital structure
decisions lowers risk profile and costs. Practices that invest in pertinent
data and use it wisely increase efficiency and lower financial and busi-
ness risk.
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9.6. Capital Structure Planning for the Primary Care Provider

Primary healthcare is delivered in an organizational framework in
which providers are given access to the technology, staff, and sup-
plies. This organizational structure requires financial capital to sup-
port its establishment and sustained operation. Planning the capital
structure for primary care requires a feasible organizational strategy,
understanding of the external environment, and information to assess
the business and financial risks facing the practice. The assessment
of internal organizational strengths, weaknesses, opportunities, and
threats (SWOT) is a widely used planning framework to support capi-
tal structure planning.

Internal organizational strengths and weaknesses should include both
business and financial risk assessment. The practice’s management ex-
perience and expertise, healthcare technology, and provider availability
and experience need to be assessed before making capital structure de-
cisions. For example, a practice in a highly competitive labor market
may have personnel who need access to labor-substituting technology
because labor is both scarce and expensive. Conversely, in less com-
petitive labor markets, the practice has more staff and needs less costly
technology because labor is available at a more affordable cost. The in-
ternal organization of these practices suggests different capital require-
ments and allocations; one may face larger fixed costs for expensive
labor and technology while the other may be able to manage with more
variable labor costs and less technology. To allocate capital wisely, a
practice should conduct an evidence-based evaluation of its preferred
mix of labor and technology.

The external environment has a major influence on capital structure
planning. The current emphasis on electronic medical records by public
and private payers is an excellent example of this. By 2015, Medicare
will require the meaningful use of certified electronic medical record
systems by all providers who submit bills. Providers unable to meet this
deadline will pay increasing penalties for noncompliance (http:/www.
medicalrecords.com/physicians/electronic-medical-records-deadline).
The cost of acquiring such a system ranges from $10,000 to $32,600,
according to a recent cost-benefit study (Wang et al., 2012). Medicare’s
regulatory decisions confer capital costs on primary care practices. Pro-
viders who do not gather environmental information before finalizing
the capital structure plan may face larger unplanned costs and increased
financial risks during their start-up phase. As we have seen, increased
financial risk results in higher borrowing and equity costs that impact
efficiency and quality. The use of information to assess internal and
external conditions is vital for optimal capital structure planning.
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While many providers rely on financial consultants to conduct a
SWOT analysis and recommend the capitalization structure, there is
no substitute for involvement by the practice principals in this planning
process. We have seen that a high level of technical understanding is
required to assess the practice’s operational strengths and challenges.
Most financial consultants rely on the practice owners to provide this
information and assess the impact of internal capacity on the capital
structure decisions. Consultants can reasonably be expected to supply
an analysis of the taxation environment, the general practices of lend-
ers, the expectations of investors, and the financial regulatory situation.
However, this knowledge is not complete until it is added to a clear
and realistic appraisal of the practice capacities, labor, and technology
needs. External consultants should never make the final capital struc-
ture decision alone, and it is seldom wise to make this critical decision
without some consideration of expert opinion external to the practice.
As in many financial planning situations, optimal evidence-based deci-
sions are made after analysis and consultation with appropriate experts,
on the one hand, and realistic internal assessments of practice capabil-
ity, on the other.

9.7. Concept Checkout

Be sure you understand these concepts before you begin the discus-
sion questions:

 Capital structure

« Total financial requirements
 Start-up costs

« Equity

* Debt

+ Debt-to-equity ratio
« Discipline of debt
 Business risk

+ Financial risk
 Risk premium

« SWOT analysis

9.8. Discussion Questions

1. You have decided to open a primary care practice in New York
City focused on serving the Medicaid population. List three initial
questions you need to consider to plan your capital structure.

2. You decide that you will accept a high level of debt to open your
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practice. List at least two potential risks the practice will face due
to this capitalization decision.

3. Three of the four partners in this incorporated practice have more
than $150,000 in student loan debt. Discuss at least two implica-
tions the practice faces from this level of personal indebtedness.

4. One of the partners was employed by another primary care prac-
tice in the city for the last five years. Discuss one major start-up
financial consideration for this partner joining the practice.

5. At your first start-up partners’ meeting, one of the nurse practi-
tioners said he did not want to be involved in making a capital
structure recommendation. He wanted to leave it to the financial
professionals at your bank to recommend the level of debt and
investment required. Formulate a reaction to this statement and
provide a rationale for your own recommendation in response to
this partner.
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CHAPTER 10

Basic Financial Statements

10.1. Chapter Objectives
After completing the chapter you should be able to:

1. State the purpose of each of the four basic financial statements.

2. Explain how the balance sheet is related to the income and expense
statement.

3. Define the elements of the cash flow statement and identify its
relationship to the balance sheet.

4. Explain the relationship of financial statements to financial ratios.

10.2. The Four Basic Financial Reports

Financial performance is represented in standardized reports that
provide information to internal managers and to external stakehold-
ers. In healthcare, external stakeholders include lenders, investors, and
regulators, all of whom require knowledge of the financial state and
prospects of a healthcare practice. Lenders are primarily interested in
the capacity of a practice to repay debt; investors want to assess the
prospects of a fair return on their invested capital; and regulators act
to represent the public’s interests in the practice’s capacity for qual-
ity care at an affordable price in compliance with the tax, licensing,
and quality requirements of the government. Each of these stakehold-
ers requires diverse information that is usually provided in four basic
financial reports. These reports are commonly prepared by accounting
professionals who can certify that the documents comply with gener-
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ally accepted accounting principles that have been codified by the Fi-
nancial Accounting Standards Board (FASB)—most recently in 2008.
Currently the FASB is working with the International Accounting Stan-
dards Board toward a set of converged principles that apply to both
U.S. and international businesses. The purpose of standardization of ac-
counting practices is to communicate clearly to a range of financial and
non-financial managers, investors, and regulators about the status of a
business. Standardization also allows comparisons regarding the rela-
tive position of a business among its competitors and assessing average
financial performance across similar firms.

There are three standardized reports that represent aspects of the
business and one report that shows changes in investor’s interests in
the business over a period of time. The three basic financial reports
about the business include (1) a report of business assets and how they
are financed at a given point in time (the balance sheet); (2) a report on
how much money the business earned and spent over a defined time
period (the income and expense statement); and (3) an accounting of
how money flowed between the business and the external environment
(the cash flow statement). Practice owners and managers need to under-
stand the purpose, organization, and sources of required data for each
report. The fourth report, which documents changes in shareholders’
(i.e., investors’) equity, is important because, as we have seen, invest-
ment capital is essential to a practice, particularly during the start-up
phase. Table 10.1 summarizes the four reports.

10.3. Putting the Financial Picture Together: The Interaction of
the Income and Expense Statement and the Balance Sheet

To understand the interaction of these financial reports, we will dis-
cuss the preparation of the annual income and expense report (other-
wise named profit and loss (P&L) report or statement) and the balance
sheet. The practice owners look first at the “bottom line” of the income
and expense statement, which is the net revenue earned after all the
expenses and taxes have been paid over a specified period of time. Net
revenue is the last line of the income and expense report, as shown in
Figure 10.1.

You can see from the organization of this report that it must cover a
specific period of time, for example one year. Most practice managers
and owners review profit and loss statements regularly to be sure that
there are no serious revenue or expense problems developing in the
practice. Notice that the profit and loss statement does not report ac-
counts receivable as a separate category.

The notes accompanying the profit and loss statement would doc-
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Category Amount in dollars

Operating Revenue

Direct Patient Services 700,000
Health Promotion Counseling and Classes 200,000
Prisoners Health Contract 100,000
Total Operating Revenue 1,000,000
Operating Expenses 1,000,000
Direct costs

Salaries 300,000
Contract labor 100,000
Supplies including stock pharmaceuticals 75,000
Sub-total—direct costs 475,000
Indirect costs

Mortgage Payment 80,000
Insurance 50,000
Utilities 30,000
Sub-total—indirect costs 160,000
Total Costs (direct + indirect costs) 635,000
NET REVENUE FROM OPERATIONS 365,000
(Total Operating Revenue minus Total Costs)

Other Income (Expenses)

Loan Interest paid (80,000)
Earnings Before Taxes 285,000
Income Taxes (42,750)
Business Taxes (12,000)
NET REVENUE 230,250

FIGURE 10.1. The Income and Expense Report for General Practice Affiliates for Year XXXX.

ument the accounting basis for the reports. If the firm reports on an
accrual basis, revenue is considered received when it is billed, not when
it is paid. Expenses are recognized when they are incurred, not when
they are paid. If the firm keeps its accounts on a cash basis, then expens-
es and revenues are recognized when they are paid rather than billed.
Healthcare practices vary in their selection of accounting basis, but you
can understand the importance of knowing which basis is being used
in order to appreciate the context of the profit and loss statement. In a
firm that operates on an accrual basis, managers use the profit and loss
statement together with the cash flow statement and balance sheet to
understand the accounts receivable situation. For healthcare practices



Putting the Financial Picture Together 127

a clear picture of accounts receivable is very important. So if the prac-
tice accounting is on an accrual basis, regular review of balance sheets
and cash flow analyses are also a critical part of the financial manage-
ment system. If the firm is on a cash basis, there are problems matching
revenues to the time period in which they are earned and in tracking
billed services. In healthcare the accrual system is preferred because
few services are paid for at the time they are delivered. Tracking ac-
counts receivable is a major part of a healthcare financial manager’s
portfolio. Our discussion will focus on financial reports based on an
accrual method because it provides essential information to the practice
owners and managers.

The balance sheet presents a snapshot of a business’s financial condi-
tion at a specified point in time. As Figure 10.2 shows, it can be gener-
ated at the start of a firm’s fiscal year.

The balance sheet is organized according to the basic accounting
equation:

assets = liabilities + equity

In the example, you can see that the practice had $464,700 in assets.
These assets were equal to $53,400 in current liabilities plus $20,000

Assets Liabilities and Owners’ Equity

Current Assets Current Liabilities
Cash 2,100 Accounts Payable 35,900
Petty Cash 100 Interest on Debt 2,900
Certificate of Deposit 10,000 Wages Payable 8,500
Accounts Receivable 40,500 Taxes Payable 6,100
Inventory 31,000
Long-term Assets Long-term Liabilities and Equity
Property 180,000 Mortgage 20,000
Equipment 201,000 Owner’s Equity 161,050
Retained Earnings 230,250
TOTAL ASSETS 464,700 TOTAL LIABILITIES + EQUITY 464,700

FIGURE 10.2. General Practice Affiliates Start-of-Year Balance Sheet.
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in long-term liabilities (mortgage) plus $230,250 in retained earnings
and $161,050 in owners’ equity. You can also see the link between the
income and expense report for the same period and the year-end bal-
ance sheet. The net income on the income and expense report is shown
as retained earnings on the year-end balance sheet. This is because the
practice did not elect to pay any cash dividends at the end of the year
and so retained net earnings as practice equity. Because the balance
sheet is a picture of the practice’s financial position, future transactions
will change it. The retained earnings portion of the equity accounts
represents owner’s/shareholder’s equity that is derived from retained
profits at a given point in time. This equity is contributed to the practice
by the shareholders/owners and represents invested capital. If owners
choose to withdraw their equity, the practice’s assets will decrease. To
fund the withdrawal, the practice will need to obtain cash by tapping
bank deposits or selling property or equipment. In a practice it is easy
to see that such a withdrawal of equity would affect its ability to deliver
care or maintain its technology. This is the reason that, in a young prac-
tice, attention should always be paid to the expectations of the investors
for return on their invested funds. If investors are satisfied with their
returns, they will allow the practice to retain invested capital until the
practice can sustain equity withdrawals with no compromise in quality
of care.

10.4. Understanding Cash Flow and Its Effect on the
Balance Sheet

Our previous discussion has shown the relationship between the in-
come and expense statement and the balance sheet. The statement of
cash flow and the balance sheet are also interdependent. In fact, the
statement of cash flow translates the net income, shown on the income
and expense statement, into a clear picture of the practice’s cash posi-
tion. The indirect cash flow analysis requires two balance sheets, one at
the beginning of the period and one for the end, and an income and ex-
pense statement for the beginning of the period. The cash flow analysis
examines the sources and uses of cash in the business in three activity
areas: operations, investing, and financing.

Figure 10.3 shows the results of comparing two balance sheets—one
at the beginning of the fiscal year and one at the end. The net income re-
ported at the start of the fiscal year was $230,250, shown in Figure 10.1.

Based on the cash flow analysis (Figure 10.3) and start-of-year bal-
ance sheet data (Figure 10.2), the balance sheet at the end of the year
would look as shown in Figure 10.4.
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Cash Flow Balance Sheet Data— Cash Effect Source or

Categories Beginning and End of Year Use of Cash
Comparison

Operations Increase in Accounts Receivable: ($50,000) Use
$50,000

Operations Increase in Inventory: ($20,000) Use
$20,000

Operations Depreciation expense for period: $14,070 Source
7% straight line on value of equipment

Operations Increase in Accounts Payable: $10,000 $10,000 Source

Operations wasa  Cash was used to purchase inventory, (545,930) Net use

net user of cash and reduced cash was owed,

during this apparently, to the increased number of

period. days in accounts receivable. The

practice depreciated its equipment by
7% but spent no cash to do this. It also
lengthened the time it takes to pay its
suppliers and thus kept some cash
instead of paying its bills.

Investing Increase in Equipment: ($20,000) Use
$20,000

Investing was a Cash was used to purchase equipment ($20,000) Use

net user of cash  for $20,000

during this period

Financing Decrease in Mortgage Loan ($20,000) Use
$20,000

Financing Cash Dividends to Investors (10,000.00) Use
$10,000

Financing Cash in Certificate of Deposit: 10,000 Source
$10,000

Financing was a Cash was used to pay off the mortgage ($20,000) Use

net user of cash loan and to provide investors a cash

during this period dividend. The certificate of deposit was
cashed in and was a source of 510,000
cash that offset the dividends paid to
investors.

FIGURE 10.3. Illustrative Cash Flow Analysis for a Fiscal Year.

10.5. The Financial Position of a Practice: Financial Statements
and Ratios

Based on an examination of the two balance sheets for the practice,
it would appear that there are no serious concerns. The practice has
increased its value by 14 percent over the last year and the retained
earnings have increased. It has retired its mortgage debt and has pur-
chased some new equipment. This seems to be a picture of a success-
ful and well-managed practice. There are however, some worrisome
trends. We can already see from the cash flow analysis (Figure 10.3)
that the practice was a net user of cash during the last year. According
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to the cash flow analysis, the accounts receivable more than doubled
while accounts payable increased by 28 percent. In fact, the only source
of cash from operations was the depreciation expense, which is not a
dependable source of funding. Depreciation represents the amount of
money the business must save to replace equipment at the end of its
useful life. The practice also used cash for investing in new equipment
and for retiring its remaining mortgage debt. This may be an investment
to support a more favorable cash position in future years, but there is
some cause for concern in the near term. The practice has maintained a
favorable equity position because the equity increase was funded by ad-
ditional retained earnings and not by additional investor contributions.
The fourth financial report, which outlines the change in owners’ equity,
provides this information to the investors in the practice.

The following chapter will introduce financial ratio analysis, a
powerful tool to support in-depth understanding of the practice’s fi-
nancial position. Financial ratios capture the relationship between
standard financial reporting categories and performance. They also
help compare the performance of one business with another in the
same peer group. Lenders use ratios such as debt-to-equity to evaluate
a practice’s ability to manage debt or to examine its financial manage-
ment effectiveness.

Assets Liabilities and Owners’ Equity

Current Assets Current Liabilities

Cash 2,100 Accounts Payable 45,900

Petty Cash 100 Interest on Debt 2,900
Wages Payable 8,500

Accounts Receivable 90,500 Taxes Payable 6,100

Inventory 51,000

Long-term Assets

Property 180,000 Owner’s Equity 161,050
Equipment 206,930 Retained Earnings 306,180
TOTAL ASSETS 530,630 TOTAL LIABILITIES + EQUITY 530,630

FIGURE 10.4. General Practice Affiliates End-of-Year Balance Sheet.
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10.6. Concept Checkout

Be sure you understand these concepts before you begin the discus-

sion questions:

Generally accepted accounting principles
Financial Standards Accounting Board
International Standards Accounting Board
Balance sheet

Income and expense statement

Cash flow analysis

Statement of change in shareholders’ equity
Net revenue

Accrual basis

Cash basis

Basic accounting equation

Sources and uses of cash

Depreciation

10.7. Discussion Questions

1.

You have been offered a partnership in a local healthcare practice
in a suburb of a large city. You decide to review the practice’s fi-
nancial situation after hearing rumors that they are not doing well.
List the reports you will request from the practice and provide a
specific rationale for requesting each.

. The practice has a profit-sharing plan in place for partners. Which

report is the most important to determine the profit that has been
earned by the practice? List at least three questions you will ask
after you have examined this report.

. You have heard rumors that the practice is “cash poor.” What

report will you examine to evaluate its cash position, and what
categories does this report analyze? For each category, describe
at least one specific question you will ask regarding the practice’s
cash position.

. The practice’s partners also have a 20-percent share in retained

earnings as part of their salary package. What are retained earn-
ings, and how do they differ from other sources of equity? Because
the practice is in a market with increasing competition, discuss the
pros and cons of accepting an equity share in place of additional
salary.

. You notice that the practice seems to be in a favorable financial

position, according to its balance sheet. But its sources of cash are
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largely from financing activities, such as short-term loans. The
cash flow analysis shows that operations is a net user of cash. List
two questions that you will ask during your interview concerning
the practice’s cash position.

10.8. References

Additional reading on the basic financial reports will reinforce your
understanding. The following resources are recommended for discus-
sion in a healthcare context.

Baker, Judith, and R. W. Baker. 2014. Health Care Finance: Basic Tools for Nonfinan-
cial Managers, 4th ed. Burlington, Mass.: Jones and Bartlett. 113-20.

Ward, William J. 1994. Health Care Budgeting and Financial Management for Non-
Financial Managers. Westport, Conn.: Auburn House. 21-37.



SECTION 5—CASE STUDY

General Practice Affiliates and
Titus Lake Hospital: A Provider
Leasing Proposal

You are a partner in General Practice Affiliates LLP. Your practice
is considering an offer from Titus Lake Hospital to affiliate under a
provider leasing model. In this model, the practice retains ownership
and management rights but agrees to provide primary care services on
behalf of the hospital. The hospital bills the third-party payers for these
services and collects the revenue. The third party pays fair-market value
fees for the practice’s primary care services. The provider leasing mod-
el is permitted under the Stark Act and provides complete autonomy
to the practice. The hospital is a purchaser of services, and as such may
require the practice to provide quality assurances and submit statements
of services provided that meet the hospitals’ accounting and reporting
requirements.

The physician lease agreement model allows the practice to retain
complete control of its business management as well as personnel and
practice policies. The risks in the physician lease agreement model fo-
cus on the ability of the hospital to honor the lease agreement and pay
in a timely way for services provided under the agreement. This means
that the General Practice Affiliates partners must be sure that the hos-
pital is a viable business partner in solid financial condition and that
the hospital can ensure a sufficient volume to make the lease agree-
ment worthwhile. One serious consideration in agreeing to the provider
leasing arrangement is the requirement to adopt an electronic medical
records system that is in use at Titus Lake Hospital. This means that
General Practice Affiliates will have to invest at least $175,000 in the
new system. Additional overhead costs of training staff and converting
active patient records are estimated at an extra $100,000.

General Practice Affiliates has retained a financial consulting firm to
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help evaluate the provider leasing agreement with Titus Lake Hospital.
You are the health provider expert on the consulting firm’s team and
have been assigned to discuss the following questions in a brief analy-
sis:

1. In your opinion, is Titus Lake Hospital a good financial partner for
General Practice Affiliates? You will need to analyze the finan-
cial reports provided in order to determine the hospital’s financial
stability.

2. What is the level of financial resources required to support the
transition from one electronic medical records system to another
in General Practice Affiliates? You may assume that the practice’s
current medical records system is completely incompatible with
the hospital’s, so records cannot be transferred from one system
to the other. You will need to consider the amount of investment
required to convert to the new system and transfer at least 750
patient records.

3. Given the existing capital structure of General Practice Affiliates,
what is your recommendation for financing the purchase of the
new medical records system? You may assume that the practice
has been able to retain some investors and service its current debt.

4. If General Practice Affiliates decides to attract investors to finance
a new medical records system, what return on investment do you
think would be reasonable? Consider the current economic envi-
ronment as relevant to this decision.

5. Discuss the risks inherent in the provider lease agreement with Ti-
tus Lake Hospital and recommend at least three risk management
strategies to the partners in General Practice Associates.

Case Exhibit 1 contains the financial statements for Titus Lake Hos-
pital for two years and the cash flow analysis for the current year. Case
Exhibit 2 has the financial statements for General Practice Affiliates.



General Practice Affiliates and Titus Lake Hospital

Case Exhibit 1

135

Titus Lake Hospital (350 beds)
Balance Sheet, as of Dec. 31, 2011 and 2012 ($1,000)
2011 2012

Assets

1. Cash 72,000 70,100
2. Accounts receivable (net) 14,000 16,500
3. Prepaid expenses 200 100
4. Current assets (1+2+3) 86,200 86,700
5. Land, buildings, and equipment, at cost 305,000 320,000
6. Accumulated depreciation 25,000 31,000
7. Land, buildings, equipment, less depreciation (5-6) 280,000 289,000
8. TOTAL ASSETS 366,200 375,700
Liabilities and Fund Balance

9. Accounts payable 13,100 15,900
10. Short-term loan payable 1,400 1,000
11. Mortgage payable, current 8,500 8,500
12. Current liabilities (9+10+11) 23,000 25,400
13. Mortgage payable and otherdebt, long-term 213,800 210,500
14. TOTAL LIABILITIES (12+13) 236,800 235,900
15. Fund balance 129,400 139,800
16. TOTAL LIABILITIES AND FUND BALANCE (14+15) 366,200 375,700
Income Statement, 2012 ($1,000)

2012

a. Patient service and other revenues 360,000
b. Expenses

c. Salaries and wages 170,000
d. Supplies 67,000
e. Depreciation 31,000
f. Interest 13,000
g. Other 38,200
h. Totalexpenses(c+d+e+f+g) 315,200
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i. Excess of revenue overexpenses 40,800
Cash Flow Analysis 2012 ($1,000)

2012
Sources of cash:
From operations:
Excess of revenue over expenses: 40,800
Adjustments to convert to cash basis:
I. Depreciation expense 31,000
Il. Accounts receivable change 2,500
11l Prepaid expenses change (100)
IV. Accounts payable change 2,800
V. Net cash generated from operations 77,000
Uses of cash:
VI. Paymentonshort-termloan 400
VII. Payment on current portion of mortgage 0
VIII. Acquisition of land, buildings, and equipment 15,000
IX. Totalcash used during period 15,400

X. Net change in cash during period

61,600
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General Practice Affiliates Balance Sheet 2012

Assets Liabilities and Owners’ Equity

Current Assets Current Liabilities

Cash 2,100 Accounts Payable 45,900

Petty Cash 100 Interest on Debt 2,900
Wages Payable 8,500

Accounts Receivable 90,500 Taxes Payable 6,100

Inventory 51,000

Long-term Assets

Property 180,000 Owner’s Equity 161,050

Equipment 206,930 Retained Earnings 306,180

TOTAL ASSETS 530,630  TOTAL LIABILITIES + EQUITY 530,630
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General Practice Affiliates Income and Expenses 2012

Category
Operating Revenue

Amount in dollars

Direct Patient Services 700,000
Health Promotion Counseling and Classes 200,000
Prisoners Health Contract 100,000
Total Operating Revenue 1,000,000
Operating Expenses 1,000,000
Direct costs

Salaries 300,000
Contract labor 100,000
Supplies including stock pharmaceuticals 75,000
Sub-total—direct costs 475,000
Indirect costs

Mortgage Payment 80,000
Insurance 50,000
Utilities 30,000
Sub-total—indirect costs 160,000
Total Costs (direct + indirect costs) 635,000
NET REVENUE FROM OPERATIONS 365,000
(Total Operating Revenue minus Total Costs)

Other Income (Expenses)

Loan Interest paid (80,000)
Earnings Before Taxes 285,000
Income Taxes (42,750)
Business Taxes (12,000)

NET REVENUE

230,250
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General Practice Affiliates Cash Flow Analysis 2012

Cash Flow Balance Sheet Data— Cash Effect Source or

Categories Beginning and End of Year Comparison Use of Cash

Operations Increase in Accounts Receivable: ($50,000) Use
$50,000

Operations Increase in Inventory: ($20,000) Use
$20,000

Operations Depreciation expense for period: $14,070 Source
7% straight line on value of equipment

Operations Increase in Accounts Payable: $10,000 $10,000 Source

Operations wasa  Cash was used to purchase inventory, (545,930) Net use

net user of cash and reduced cash was owed,

during this apparently, to the increased number of

period. days in accounts receivable. The
practice depreciated its equipment by
7% but spent no cash to do this. It also
lengthened the time it takes to pay its
suppliers and thus kept some cash
instead of paying its bills.

Investing Increase in Equipment: ($20,000) Use
$20,000

Investing was a Cash was used to purchase equipment ($20,000) Use

net user of cash for 520,000

during this period

Financing Decrease in Mortgage Loan ($20,000) Use
$20,000

Financing Cash Dividends to Investors (10,000) Use
$10,000

Financing Cash in Certificate of Deposit: 10,000 Source
$10,000

Financing was a Cash was used to pay off the mortgage ($20,000) Use

net user of cash
during this period

loan and to provide investors a cash
dividend. The certificate of deposit was
cashed in and was a source of 510,000
cash that offset the dividends paid to
investors.
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CHAPTER 11

Financial Performance Evaluation

11.1. Chapter Objectives

After completing the chapter you should be able to:

1. Explain the use of ratio analysis in comparing an organization’s
financial performance to internal and external benchmarks.

2. Define liquidity, solvency, and profitability ratios and state their
purposes in financial analysis of an organization.

3. Discuss the relationship between key ratios and the practice’s
financial performance with regard to return on assets and return on
equity.

11.2. Financial Ratios as an Analytical and Comparative Tool

The basic financial statements we discussed in the previous chapter
provide basic documentation of a practice’s financial situation in three
ways:

» The balance sheet reports the assets an organization controls and
how they are financed at a given point in time.

» The income and expense statement reports the money the organiza-
tion earned and spent over a specified time period.

» The cash flow statement (also called statement of changes in finan-
cial position, or SCFP) reports the organization’s sources and uses of
cash over a specified time period.

These financial statements follow a standardized format that con-
forms to generally accepted accounting principles defined for U.S.
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businesses. Because these statements are standardized and report on
a consistent set of financial parameters, they can compare a practice’s
performance over time (otherwise referred to as longitudinal compari-
sons), or they can compare one practice with another. Internal compari-
sons of a practice with its previous performance require less contextual
adjustment than comparisons of one practice with another. For exam-
ple, internal comparisons over time generally represent a relatively ho-
mogenous set of environmental and internal factors. Major changes in
the practice’s environment or internal management are known and can
be accounted for in longitudinal comparisons. In external comparisons
of the practice with others, differences in environment and management
approaches may not be known and cannot be controlled for in the analy-
sis. True peer grouping of similar practices for comparison purposes is
quite difficult. This is why external comparisons should be used with
some degree of caution. External financial performance benchmarks are
provided for use by several organizations. The Medical Group Man-
agement Association (MGMA) provides benchmarking resources for
medical practices as well as training materials at its website, www.
mgma.com/benchmarking. Materials are geared to physician practices
but provide general guidelines for all primary care practices. The Risk
Management Association provides financial analysis services to the
banking and credit industries. The group provides an annual statement
benchmarking service for its members using North American Industry
Classification System (NAICS) codes. NAICS codes are also used by
federal agencies to classify U.S. businesses for regulatory and financial
reporting purposes. The 2012 NAICS code for independent practitio-
ners other than physicians is 62139. This code includes independent
offices of various health practitioners from naturopaths to registered
nurses. For nurse practitioners providing primary care, a closer com-
parator might be 621111, Offices of Physicians (Except Mental Health
Specialists). The difficulty of matching nursing care to the appropriate
NAICS codes illustrates the challenge of finding a peer group for com-
paring financial performance across practices.

11.3. Ratio Categories and Their Purposes in Financial Analysis

Table 11.1 presents four common ratio categories that are used to
understand and compare the financial management of a business.

These ratios are commonly used by organizations that valuate physi-
cian practices such as credit and banking organizations. Internal man-
agement of practices may include factors such as practitioner produc-
tivity ratios that look at the relative value units (RVUs) delivered per
practitioner, or the total weekly (or monthly) visits per practitioner. In
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practices that derive revenue from procedures, the practitioner’s pro-
ductivity in conducting procedures may also be examined. If RVUs are
not used, caution should be exercised in looking at productivity because
complexity of the procedure or visit needs to be accounted for. In addi-
tion to productivity, internal managers may also be concerned with payer
mix. MGMA provides one set of analytical tools for understanding reim-
bursements by payer mix as well as comparative external benchmarks.
Payer mix is a component that may be useful in very competitive markets
where the practice makes choices regarding specific contracts.

Both practitioner productivity and payer mix are secondary analyt-
ics that may provide explanations for financial outcomes that do not
meet expectations or compare favorably with external benchmarks. In
general, the main approach to financial evaluation should consist of the
ratios presented in Table 11.1. Depending on the results of this first-
level analysis, the practice may need to examine additional indicators
such as productivity or payer mix. It may also decide to consult with a
financial management expert.

11.4. Basic Ratio Relationships and Financial Performance
Diagnosis

Financial ratios describe important relationships between the finan-
cial components presented in the basic financial reports. Financial ratios
highlight several critical questions: (1) What financial relationship does
the ratio represent? (2) What ratio values and trend indicate favorable
financial performance? (3) What financial management strategies are
suggested to improve the ratio? In the following example we will con-
sider these critical questions in the context of the asset turnover ratio, an
important indicator of practice activity. We will analyze each financial
ratio using the questions to understand the financial relationships inher-
ent in the ratio measurement.

1. What financial relationship does the ratio represent?

This ratio measures the ability of an organization to use its assets ef-
fectively and earn net income. It is computed by dividing the total rev-
enue on the income and expense statement by the total assets the orga-
nization owns. The analyst should be careful to note that the ratio does
not consider expenses or asset management. Asset turnover is focused
only on the central question of how effectively the practice uses its total
asset base to earn revenue. It does not examine the details of the asset
base, the payer mix, or other details of revenue management. These
important process components are vital contributors to the aggregate
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outcome of asset turnover but are not measured directly with this ratio.

2. What ratio values and trend indicate favorable financial
performance?

In the case of asset management, the larger the value of the ra-
tio, the more favorable is the financial performance. For example, if
the practice has an asset management ratio of 1, this indicates that
for every one dollar invested in assets by the practice, one dollar of
revenue is earned. In general terms, this means that all assets are at
least returning the value that was invested in them after depreciation.
If the ratio moves below 1, the practice needs to question the effi-
ciency of asset use in the practice. Depreciation of fixed assets is a
consideration because a new practice with no depreciation will need
to earn comparatively more revenue to have a favorable asset turnover
than an older practice that has depreciated assets. The underlying con-
sideration in this analysis is that newer assets should perform more
efficiently than older ones. However, new healthcare practices may
not yet have an established payer base capable of generating stable
revenue. In addition, healthcare practices as small businesses must
make comparatively high investments in fixed assets such as electron-
ic medical record systems or diagnostic technology in order to begin
offering services. The required high investment together with the time
it takes to establish a reliable payer mix may require new practices to
accept lower than average asset turnover rates at the start.

3. What financial management strategies are suggested to
improve the ratio?

It is helpful to determine not only the value of the ratio but also its di-
rection. This may require tracking the ratio over time to determine if the
trend is improving. In the case of asset turnover, it is possible to track
monthly, quarterly, or semiannual values to determine the trend. After
the practice determines the trend and understands its magnitude and di-
rection, managers compare it with the best available industry norms for
a peer group. Then the practice can define strategies to improve the ra-
tio. One way to begin formulating a financial strategy is to deconstruct
the ratio into its components and analyze contributing elements to each
one. Practices sometimes consult financial management professionals
who can offer strategic financial advice. Before hiring a consultant, the
practice should conduct a thorough internal analysis and discuss the
findings. This usually maximizes the value of the consultant’s time and
ensures better results.
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The technique of concept mapping can be helpful when breaking
down financial ratios into their contributing factors. In the case of asset
turnover, here is a simple concept map for each ratio component.

Operating revenues are affected by factors such as:

« Contractual service agreements

« Payer mix

« Expense management and budgeting
« Provider productivity (RVU/provider)
« Patient satisfaction

« Market competition

« External environmental factors

Total assets are affected by factors such as:

« Age of the asset base

« Technology intensity of the practice (required investment in technol-
ogy)

 Decisions regarding ownership versus leasing of major assets, inven-
tory management, and cash management

« Capital budgeting and acquisition management strategies

Analysis of each concept by the managers and members of the prac-
tice can provide an important basis for correcting asset management
strategy. It is particularly important to understand which factors are
controllable within the practice and which are not. For example, ex-
ternal environmental factors such as a severe economic recession can
affect the total revenue of a practice but is not within the control of the
practice. However, once the practice understands the external factor,
internal strategies that can be controlled such as provider productivity
need to be monitored and corrected as patient demand slows.

Each of the key ratios can be monitored, analyzed, and used to guide
the financial strategy. It is critically important for the practice to be
aware of these indicators and use them effectively to support financial
survival and success.

The interaction of financial indicators is also an important analytic
tool. The DuPont system of ratio analysis suggests some key interac-
tions that are useful to the financial manager.

The key assumption underlying the DuPont analysis is that the goal
of any enterprise is to maximize return on investment. Healthcare pro-
viders frequently debate this assumption in the context of healthcare
delivery, which is an essential human service that needs to be available
to all. However, in previous discussions we have argued that return on
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investment is a critical parameter for the practice’s survival in the free-
market environment of U.S. healthcare. The saying “no margin, no mis-
sion” expresses the dual strategy of the healthcare industry exposed to
market forces. Investors will not make monetary resources available to
provide healthcare services if their investment does not yield returns.
Therefore, if the healthcare practice cannot assure investors an adequate
return, they will withdraw their financial support and the practice may
need to borrow and earn revenue to service the debt. Debt is usually
more costly and certainly riskier than funding the practice using invest-
ments. The return on investment in any financial enterprise is related to
financial ratios as follows:

Profit margin x Asset turnover = Return on assets
Return on assets %< Leverage = Return on investment

The first ratio relationship basically states that the refurn on assets
is a product of profitability multiplied by the efficiency of asset use. A
practice that is able to retain a large share of its revenue may decrease
its return on assets by using its asset base inefficiently. Looking at the
numerical relationships demonstrates this. If the profit margin is 10 per-
cent and the asset turnover is below 1, it is easy to see that the return on
assets is decreased.

Profit Margin (0.10) x Asset Turnover (0.5)
= Return on Assets of (0.05)

In this example, the money the practice retains in net income (profit
margin) is reduced by 50 percent due to the inefficient use of assets.

The second part of the DuPont computation tells us that return on as-
sets is multiplied by the ratio of assets/total equity. For example, if the
firm finances every dollar of its assets with equity, Return on Assets is
multiplied by 1, that is the financing of the firm’s assets does not affect
the ROA. If, however, the firm introduces some debt into the financing
of assets, the amount of assets in the firm increases beyond the equity in
the firm. In short the firm uses borrowed money to acquire assets rather
than only funds provided by the investors in the firm. If the firm earns
a positive return on these assets, then investors gain an added benefit,
that is money is earned by the firm using funds provided by lenders, not
investors. The value of the firm increases and investors benefit by the
firm’s use of borrowed funds.

Return on assets (0.05) x Leverage (1.5)
= Return on investment (0.084)

In the above example, the firm has improved the return on equity
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by using some borrowed funds to finance assets. Caution should be in-
troduced into the decision to improve investor’s return on equity using
borrowed funds. Certainly financing productive assets with funds pro-
vided by lenders would be preferred by investors, as long as the practice
services the debt without increasing the risk to quality and the practice’s
survival. The decision to borrow funds should always be made with
full consideration of the heightened risk that accompanies the increased
return on equity gained. Careful examination of the cash flow analysis
is a vital part of the ratio analysis because this report shows clearly the
effect of debt service on the practice’s cash position.

11.5. Concept Checkout

Be sure you understand these concepts before you begin the discus-
sion questions:

 External financial performance benchmarks

« NAICS codes

« Profitability ratios

 Liquidity ratios

+ Asset management ratios

« Long-term solvency ratios

« DuPont system of ratio analysis

+ Relationship of asset turnover to net income

« Relationship of leverage to return on investment

11.6. Discussion Questions

1. You are considering accepting a partnership in a primary care prac-
tice. You have been provided with a set of financial reports that
include the balance sheet, the income and expense statement, and
the cash flow analysis. Identify at least four financial ratios you
will examine to help decide if you are going to join the practice.
Provide a rationale for the ratios you have selected.

2. Conduct a DuPont analysis using the financial statement presented
in Chapter 10. Based on this analysis, would you recommend that
the practice assume more debt? Why or why not?

3. You wish to compare the financial performance of your nurse prac-
titioner-owned primary care practice, which is focused on health
promotion. Which NAICS code will you use for this practice and
why?

4. Define the concept of peer grouping for the purposes of financial
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analysis. Propose at least three questions that would guide your
selection of an appropriate peer group.

5. Your investors state that they require a 7 percent return on in-
vestment or they will withdraw their invested funds from your
practice. You have been asked to present a case for accepting a 4
percent return for the next five years at the next board meeting.
List three main points to support your case.

11.7. References

Additional reading on financial ratios can be found in the following
resources:

Baker, Judith, and R. W. Baker. 2014. Health Care Finance: Basic Tools for Nonfinan-
cial Managers, 4th ed. Burlington, Mass.: Jones and Bartlett. 121-28.

Ward, William J. 1994. Health Care Budgeting and Financial Management for Non-
Financial Managers. Westport, Conn.: Auburn House. 31-37.






CHAPTER 12

Projecting Financial Performance

12.1. Chapter Objectives

After completing the chapter you should be able to:

1. State the purpose of the pro forma financial analysis in manage-
ment of an organization or project.

2. Use financial evidence to define the pro forma objectives.

3. Describe feasible financial actions that can be taken to achieve
defined objectives.

4. Discuss barriers and supports for achieving defined financial ob-
jectives.

5. Describe financial interrelationships and their impact on strategy.

12.2. The Pro Forma Financial Analysis: Purpose and Use

Our discussions to this point have focused on understanding the past
financial performance of the practice. Financial statements and ratios
are based on past performance and help owners understand how their
practice has done financially. After they understand past performance,
the next step is to project future financial performance. Owners can use
the same analytical tools—key financial ratios and relationships— for
future projections. This type of analysis is typically done in two cases:

1. At the end of a financial reporting period when the accounts for
the period are closed and the financial reports become available. At
this point the practice can project future financial performance and
analyze the impact of these projections on critical financial ratios.
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Necessary operational and financing actions can be planned based
on the pro forma analysis.

2. When the practice is facing a major change in the external envi-
ronment or in capital structure, such as a large business loan or
investment. In this case the practice is well advised to examine a
set of pro forma financial statements that incorporate the proposed
changes, either in the environment or in the capital structure, to see
if other changes should be made to ensure financial sustainability.
Frequently, several forces act together to motivate the practice to
make major changes. For example, regulatory changes from the
Affordable Care Act have made capital investments in electronic
medical records necessary for most practices. A practice facing
such a major investment decision must also consider the potential
regulatory impacts on its financial outcomes. For example, in order
to qualify for phase-two meaningful use bonus payments from the
U.S. Department of Health and Human Services, the practice must
electronically exchange information with at least two government
agencies. So the practice must consider the cost of this exchange
or risk losing the expected bonus payments. In either case, the pro
forma analysis is an important step in understanding the future
situation for the practice.

In summary, the purpose of the pro forma analysis is to understand fi-
nancial outcomes based on future conditions. The analysis informs stra-
tegic planning and problem solving. It is typically conducted at the end
of a fiscal year or ahead of major environmental and financial changes.

12.3. Using Evidence to Build the Pro Forma Analysis

A practice earns revenue by providing services. In previous chapters
we discussed reimbursement analysis and revenue planning. They form
the essential starting point for pro forma analysis. Revenue is inter-
related with income, expenses, assets, and liabilities. As revenues in-
crease, the practice may see a rise in accounts payable as it needs more
supplies, pharmaceuticals, and staff. Proforma analysis first looks at the
factors that affect revenue of healthcare practices. Table 12.1 presents
some of these factors and the evidence that defines accurate revenue
projections.

After the practice has examined factors likely to impact future billing
and income, the pro forma revenue can be projected. This will inform
the estimates of the net revenue and the most revenue-sensitive items
on the balance sheet: accounts receivable, inventory, accounts payable,
and retained earnings.



TABLE 12.1.

Factors Affecting Practice Revenue.

Revenue Factor

Evidence

Healthcare reimbursement
policies for major payers in
the practice environment.

Medicare payment policies as proposed in the
semiannual Medicare Payment Advisory Commission
(MedPac) reports to Congress.

Medicare payment policies as enacted by Congress
and subsequent regulations as published by the De-
partment of Health and Human Services.

State Medicaid reimbursement policies as defined by
legislatures and state Medicaid agencies.

Private-sector health insurance reimbursement
policies as defined by major payers in the practice
environment.

Federal and state regulations concerning the unin-
sured, medically indigent, and self-paying consumers
of healthcare.

Demand for healthcare ser-
vices in the practice market
area.

Population data on demographic, economic, and edu-
cation information for the practice’s market area.

Data on the major employers in the practice’s market
area, including those that self-insure or do not provide
health insurance to employees or certain employee
categories.

Seasonal employment trends and labor migration fac-
tors for the practice’s market area.

Major shifts in employment in the practice’s market
area, for example major business openings and
closures.

Data on the health of the population in the market
area, including the prevalence of chronic disease and
injuries, immunization coverage, and stability of the
population.

Health sector workforce

Average wages for the major categories of healthcare
workforce likely to be needed by the practice.

Labor trends and supply of healthcare workers em-
ployed or projected to be employed by the practice.

Technology

Technology needed by the practice based on demand
and labor analysis. Trends in technology already

used by the practice but likely to require significant
upgrades or changes. Regulatory trends likely to im-
pact practice technology such as electronic medical
records, new confidentiality or records management
policies, or other administrative changes impacting
information technology or information transfer.
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12.4. Building the Pro Forma Financial Plan

The pro forma estimates of accounts receivable can be based on his-
toric levels of receivables adjusted for new payers or new payment poli-
cies by established payers. For example, if the practice has conducted a
careful reimbursement and revenue analysis and estimates that monthly
billings will be $500,000, then the historic trend in the accounts receiv-
able ratio can be examined and applied to estimate the receivable bill-
ing for a defined period of time. This estimate will need to be adjusted
based on the revenue factors discussed in the previous section. For ex-
ample, if a major public payer such as Medicaid passes a new policy
that extends the allowable time to pay providers from 45 to 60 days, the
historic receivables trend will need to be adjusted before the pro forma
receivables estimate is done. In healthcare markets with adverse em-
ployment trends such as business closings or layoffs, it is reasonable to
assume that time to collect self-payment accounts, required deductible
payments, and co-payments will increase. Bad debt losses can also rea-
sonably be expected to increase, and this will be reflected in accounts
receivables and projected retained earnings.

Retained earnings are also affected by the practice’s dividend policy.
The expectations of investors regarding return on investment will be
affected by prevailing interest trends in the capital markets as well as in
the average dividends that an investor could earn on an investment of
similar risk in the stock market. Healthcare practices need to examine
their dividend policy at the time they build their annual pro forma es-
timates and update the policy based on industry and broader economic
trends. Neglecting this review can result in unexpected requests for
withdrawal of funds by investors, which can destabilize the practice.
Once the dividend policy has been defined for the upcoming year, the
net income can be adjusted by the amount to be allocated for dividend
payments. The retained earnings reported on the pro forma balance
sheet reflect the portion of net income not paid to investors.

Inventory and accounts payable are interrelated items that are sensi-
tive to practice revenue because they reflect the volume-sensitive re-
quirements for supplies, stock pharmaceuticals, and non-capital tech-
nology purchases. Historic estimates of the value of inventory reported
on the balance sheet should be adjusted for current demand and technol-
ogy estimates in order to arrive at the pro forma inventory estimate. An-
ticipated major changes in demand as well as adjustments in the cost of
non-capital technology purchases (e.g., minor equipment) should adjust
the historic estimate of inventory. Accounts payable generally depend
on the value of inventory, and this pro forma estimate can be obtained
by looking at the historic behavior of payables against inventory. As
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with inventory estimates, major changes in the supplier’s payment poli-
cies are an adjustment factor for the estimate based on historic trends.

Table 12.2 shows the pro forma balance sheet with revenue-sensitive
items highlighted. In order to complete the pro forma balance sheet,
the practice needs to estimate its future cash position. As with other
estimates, the cash position can be estimated based on historic trends
either by looking at the average cash position over the last five years
or by looking at the trends in a ratio such as cash/net revenue, or the
percent of revenue held in cash. Changes in management policy within
the practice also affect the cash position estimate. For example, some
practice managers like to hold a more liquid position to compensate
for unexpected labor costs in an unstable labor market. If the practice
forecasts an increase in the need for contract or other short-term labor,
it may adjust its cash position estimates to allow for more liquidity in
the future and reflect this in the pro forma estimates.

The pro forma balance sheet can now be finalized. Changes in long-
term assets and long-term liabilities are completely within the practice’s
control and can be determined from the strategic plan. Any strategic
plan to acquire additional capital assets and the planned financing for
them should be reflected in this part of the pro forma balance sheet. Pro-
jected taxes and debt service will derive from defined government and
lender policy, and any changes in these policies should be considered.
The final projected pro forma balance sheet is the future projection of
the financial situation of the practice in the coming fiscal year. As we
have learned in previous chapters, the statement of changes in financial
position (sometimes called the sources and uses of cash) can also be
derived from the pro forma balance sheet that has been built.

TABLE 12.2. One-Month Budget for Ambulatory Care Practice.

Assets Liabilities and Owners Equity

Current Assets Current Liabilities
Cash 2,100 Accounts Payable 35,900
Petty Cash 100 Interest on Debt 2,900
Certificate of Deposit 10,000 Wages Payable 8,500
Accounts Receivable 40,500 Taxes Payable 6,100
Inventory 31,000 Long-term Liabilities and Equity

Long-term Assets Mortgage 20,000
Property 180,000 Owners’ Equity 161,050
Equipment 201,000 Retained Earnings 230,250

Total Assets 464,700 Total Liabilities + Equity 464,700
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12.5. Financial Barriers and Supports: SWOT Analysis

Once the pro forma balance sheet is complete, the practice needs to
conduct a critical examination of the assumptions made in the context of
internal strengths and weaknesses (SW) and external opportunities and
threats (OT). The strategic advantage of adding the SWOT analysis to the
pro-forma process is considerable because the assumptions used to build
the pro forma are largely based on historical data supported by known en-
vironmental factors. In a dynamic healthcare environment the practice’s
ability to respond to a rapidly changing environment greatly impacts its
financial performance. The SWOT analysis enhances this ability.

The Practice’s internal strengths and weaknesses can be assessed us-
ing a facilitated group discussion that focuses on a careful analysis of
past performance. Many practices do not have the time or resources
for this discussion format, and in this case a consensus-building ap-
proach known as the Delphi method can be used. According to this
method each member is asked to list the practice’s strengths and weak-
nesses responding to a series of questions that guide the assessment.
One excellent approach to structuring a participant response is to ask
each member of the practice to identify strengths and weaknesses in
the areas of access to care, cost of care, quality of care, and, option-
ally, patient satisfaction. Once the responses are received, the top-rated
five to seven answers in each category are compiled. Then in a sec-
ond survey, participants rate the top-rated three items in each category
for strengths and for weaknesses. In the final round, the three highest-
scoring strengths and weaknesses are listed for each category, and the
practice members are asked to rate the top strength and the top weak-
ness. Data from the three rounds of the Delphi survey are then used to
construct a matrix that presents each item according to the level of con-
sensus about its contribution to the practice’s strengths and weaknesses.
The most widely shared (consensus-based) strengths and weaknesses
form a relevant context for the pro forma projections: the practice can
focus on the strengths to support and weaknesses to remedy to best
achieve the proforma targets.

The environmental opportunities and threats can be derived from the
research conducted to adjust the historical estimates for the pro forma
projection. Table 12.1 provides a good framework to support definition
of the environmental opportunities and threats relevant to the pro forma
projections. The practice needs to make a strategic decision concerning
the management of its environment. Some practices make no attempt to
impact its environment; others devote considerable resources to exter-
nal activities that influence the environment. Examples of activities that
shape the environment include membership in professional and civic
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organizations, and on professional and regulatory boards, formal and
informal lobbying of state and federal elected officials, and service in
regulatory and policy oversight organizations specific to healthcare de-
livery. Ifa SWOT analysis is carefully conducted, the practice can shape
its environmental outreach to impact the most important opportunities
and threats in its immediate environment. For example, if the SWOT
analysis highlights a major layoff by a key local employer, the practice
can work with state and local officials to ensure some continuation of
health benefits for unemployed workers. This type of effort preserves
some practice revenue while ensuring primary healthcare services for
newly unemployed workers.

The resources and time required to conduct a SWOT analysis in con-
junction with pro forma projections represent a critical investment in
good future financial performance as well as a contribution to the social
welfare of the practice’s community.

12.6. Financial Interrelationships and Financial Strategy

As with the past-performance ratio analysis discussed in Chapter
11, the financial interrelationships represented by the DuPont analyti-
cal system are useful for adjusting strategy after estimating pro forma
financials. The first part of the DuPont system defines the relationship
between two major financial ratios:

profit margin X asset turnover = return on assets

Profit margin is defined as the ratio of net income to total revenue.
The component parts of net income are shown on the income and ex-
pense statement as total revenue minus total costs. Total revenue is
composed of revenue from operations plus revenue from nonoperating
sources. Expenses include all operating expenses shown on the income
and expense statement. Thus:

(operating income + nonoperating income) — operating expenses
= profit margin

Asset turnover is defined as operating income/assets. The component
parts of asset turnover are fixed assets such as property and equipment
added to current assets such as inventory, accounts receivable, and cash.
This suggests that the DuPont relationship can be represented in a four-
part relationship composed of (1) total revenue, (2) total assets, (3) net
revenue, and (4) equity. These are the components required to yield the
critical return on equity to the investor. Here is the proof of this four
component relationship for the return on equity:
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total revenue/total assets % net income/total revenue
= net income/total assets = ROA [Return on Assets]

ROA x total assets/equity [termed Leverage]
= net income/equity = ROI [Return on Investment]

The practice can analyze the pro-forma projections using the DuPont
system to determine if the critical components of total revenue gen-
eration, expense control, asset efficiency, and strategic use of debt to
multiply the investor’s resources are all present. The financial interrela-
tionships between these critical components are defined by the DuPont
formula. As discussed in the previous chapter, inefficient use of the as-
sets can result in an asset turnover below 1, which effectively reduces
the return on investment because net profit margin is multiplied by asset
turnover to give the ROA. If revenue is maximized and expenses are
under control resulting in a favorable net profit margin but the practice
has invested in too many assets that do not produce revenue, then the
ROA is reduced. If the asset base produces revenue equal to or exceed-
ing the value of the assets, then the ROA is increased by the efficiency
with which the practice uses assets. This interrelationship is a critical
point for most practices to examine.

The second interrelationship is the use of some debt to leverage the
investment of the practice owners. In very risk-averse practices, debt is
not used and all assets are financed with investor’s money. This means
that there is no multiplier to increase the return on investment. If the
practice adds some debt to its asset financing and it continues to use
assets efficiently and control expenses, then the return on investment is
increased or multiplied because the relationship of total assets to invest-
ment. After the pro forma financials are created, analysis of the critical
interrelationships is a useful step in either assuring continued good per-
formance or correcting financial problems that are impacting service to
clients.

12.7. Concept Checkout

Be sure you understand these concepts before you begin the discus-
sion questions:

+ Purpose of the pro forma financial analysis

« Critical factors that affect the pro forma analysis

« Revenue-sensitive components of the pro forma balance sheet
« SWOT analysis applied to pro forma projections

 Delphi method
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« Contribution of expense control, asset efficiency, and leverage to re-
turn on investment
« Return on investment

12.8. Discussion Questions

1. You have been asked to give an in-service to all practice profes-
sionals about the need for pro forma analysis. List at least three
critical points you want to make during this in-service and the
explanations you will use to support these points.

2. The practice is interviewing financial consultants to assist them
in building pro formas required by the bank before a loan for an
electronic medical records system can be approved. Suggest
two critical questions to ask during the interview and give ratio-
nales for asking these particular questions.

3. The consultant has delivered the pro formas to the practice. De-
scribe at least one additional analysis that you will suggest using
the pro formas, and outline the steps you suggest to accomplish
this analysis.

4. The practice investors have requested a meeting with the practice
owners to discuss the financial strategy of the practice for the next
year. You have been asked to discuss the return on investment
strategy of the practice based on the pro forma data provided by
the consultant. Outline the method you will use to present the pro-
jected return on investment.

5. A practice owner has suggested that the practice borrows the
money to purchase the electronic medical records system proposed
for the next year. The practice currently uses no debt, so its asset/
equity ratio = 1. Discuss at least three potential effects on financial
performance resulting from the decision to use debt.

12.9. References

The best resources on pro forma financial statements in the context
of strategic planning can be found at the website of the U.S. Small Busi-
ness Administration. The document called “How To Write a Business
Plan” contains many valuable suggestions about strategic planning for
an existing business. The document is available at www.sba.gov/sites/
default/files/How%20t0%20Write%20a%20Business%20Plan.pdf.






SECTION 6—CASE STUDY

Provider Financial Goals and
Management

You have learned that financial ratios can provide useful indicators to
the financial management and outcomes of a healthcare practice. They
can also be used in conjunction with pro forma financial reports to de-
sign goals to be met in the future.

In this case you are going to design a financial plan for General Prac-
tice Affiliates LLP based on the assumption that they have accepted the
provider leasing agreement that you analyzed in Case 5. The focus in
this case analysis is on the current and future financial ratios that you
will recommend as indicators to be monitored as the provider leasing
agreement moves forward.

Please review the situation and exhibits in Case 5, and then answer
the following questions regarding present and future (pro forma) finan-
cial ratios.

1. What major ratio categories will you select for financial indicators
to monitor as the provider leasing agreement moves forward? Sug-
gest at least three ratio categories, state your rationales for these
suggestions, and describe the direction you expect ratios in these
categories to move if the leasing agreement is successful.

2. Analyze General Practice’s current situation using the key ratios
you have suggested.

3. Provide evidence from the literature on the amount of change you
expect to see in the ratio categories you have selected. Discuss the
variables that might be expected to impact these ratios given the
physician leasing agreement and the adoption of the new electronic
medical records system.
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4. Suggest at least one ratio per category and a pro forma target ratio
to achieve in the future. For example, if one of your ratio catego-
ries is liquidity, you might suggest a target current ratio (current
assets/current liabilities) of 1.2.

5. For each of the three pro forma ratios you have suggested, list
measures that will be needed to reach your recommended pro-
forma targets. Support your recommendations with evidence from
the healthcare finance and practice literature.
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CHAPTER 13

Project Financial Management:
Planning and Budgeting

13.1. Chapter Objectives
After you complete this chapter you should be able to:

1. Describe the steps necessary to develop financial plans and bud-
gets for projects.

2. Discuss one example of an integrated project management strat-
egy.

3. Develop an integrated project management plan and define the
project team.

4. Define a project financial plan using financial performance indica-
tors.

13.2. Project Financial Planning and Budgeting

The previous chapters in this book have discussed the financial issues
involved in establishing and managing an ambulatory care practice. The
basic financial infrastructure, budget, evaluative financial reports, and
financial planning tools have been introduced. The next two chapters
will focus on financial planning for capital investment projects in an
established practice.

Unlike ongoing funding for the organization’s professional and busi-
ness routine, a project targets a special set of objectives, operates on a
set-aside budget, keeps separate track of activities and costs, and in-
volves project-specific reporting and evaluation requirements. If the
practice will have to invest significant capital in order to implement
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the project, the first financial consideration should be the feasibility of
the capital investment. In highly regulated industries such as health-
care, the decision to invest capital in a major project may be mandated
(and incentivized) by a regulatory or corporate partner rather than the
provider’s discretion. For example both Medicare and Medicaid have
incentive programs to encourage adoption of electronic medical records
(EMRs). Starting in 2015, Medicare providers that are eligible to but do
not adopt EMRs will pay a penalty. There is no such penalty for Medic-
aid providers, but there is an incentive program to encourage adoption
of EMRs (see www.cms.gov/Regulations-and-Guidance/Legislation/
EHRIncentivePrograms/Downloads/Medicaid-EHR-Guide.pdf). At the
time the program began, EMRs were not common in small to medium
ambulatory care practices. The transition required significant funding
and expertise that was frequently not part of the practice’s core staff.
Whether a practice continued with manual files or transitioned to EMR,
the core business of patient care carried on. This example illustrates a
capital investment decision encouraged by a regulator. Other invest-
ments may be suggested by practice partners, staff, or patients.

Regardless of the proposed project’s origin, the decision to implement
it has financial, management, and quality implications. Two critical ques-
tions distinguish a capital investment project from ongoing business: (1)
Is the proposed investment large when compared to the annual budget of
the practice? (2) Will a significant period of time (usually more than one
year) elapse until the beginning of returns on the investment?

Not all investments should be considered capital projects. Invest-
ments that require significant additional capital, time, and management
before realizing any returns deserve careful consideration as capital
investment projects.

The financial data inputs to the capital investment decision require
the application of some of the tools and strategies that you have learned
in previous parts of this book. For example, the first task in capital in-
vestment planning is to clearly define the project so it can be finan-
cially evaluated. The best way to accomplish this is to require a project
proposal with a structured definition and a detailed analysis of costs
and benefits to the practice. Project proposals are expensive and time-
consuming. Frontloading a small- or medium-sized practice with the
requirement to develop a complete project proposal may be a waste
of time if the project is not adopted. Burdened with preparation a full-
fledged proposal, practice staff would decide to forgo additional proj-
ects thus leaving valuable improvement initiatives unrealized.

An alternative course of action would be to write a brief concept
paper that outlines one or several projects and use it to highlight po-
tentially viable ideas that merit further consideration. External funding
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agencies frequently request concept papers prior to proceeding with full
proposals. The main components of a concept paper are: (1) a statement
of the project’s purpose or goal; (2) a brief summary of the project,
including its objectives, major implementation stages, and expected
measurable outcomes; (3) an overview of costs that specifies the major
cost items; and (4) an overview of organizational supports required to
implement the project.

The major financial concern at the start of designing the project is
cost, and the costing strategies you studied in Chapter 6 will be useful
here. Most project costs can be estimated by predicting the direct costs
and then adding an overhead percentage that recognizes the indirect
costs. Project overhead typically includes items such as physical plant,
utilities, administrative support, including financial management, and
maintenance services. Establishing the percentage for indirect costs can
be complex and lengthy. For example, the U.S. Department of Labor
specifies several methods for establishing the Negotiated Indirect Cost
Rate Agreement (NICRA) for organizations applying for federal grants
and contracts (see http://www.dol.gov/oasam/programs/boc/costdeter-
minationguide/cdg.pdf). These methods require careful examination of
the practice’s financial statements to determine which costs are indi-
rect and which are direct. A portion of the organization’s total over-
head costs are approved for allocation to a federally supported grant or
contract if that overhead is involved in any project. A practice may use
a similar but less detailed process to arrive at a percentage of indirect
cost to allocate to a proposed internal project. Table 13.1 illustrates two
methods of indirect cost allocation to a project budget.

Method 1: Indirect expenses can be apportioned to a project accord-
ing to a reasonable allocation method as presented in column C and
explained in column D. This is the accurate approach. However, in most
cases the overheads are not easily traceable to a project, particularly
at the planning stage. For example, an administrative assistant’s time
and the practice’s floor space would often be used for a multitude of
ongoing and project-specific activities alike. Telephone and electricity
bills can be analyzed for project-specific phone calls and energy con-
sumption, however, at an effort that is hardly worth a marginal gain in
accuracy. Hence,

Method 2: An organization-wide pool of indirect expenses (column
B) is estimated from the income and expense statement. The total of
direct and indirect expenses (line 12) is divided by direct expenses (line
11) to produce the loading factor, which shows the excess of total costs
over direct costs for the practice as a whole. This loading factor would
be uniformly applied in project-specific budget estimations. For each
new project the direct costs will be estimated as accurately as possible;
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TABLE 13.1. Estimating a Project’s Indirect Costs.

D. Reasonable Allocation
C. Project Strategy and Other
A. Expense Category B. Organization Expense Comments
1. Direct costs
2. Salaries $300,000 $75,000 Project as % of total salaries
(25% of organization salary
base)
3. Contract labor $100,000 0 0
4. Indirect (overhead)
costs
5. Administrative $100,000 $25,000 Project as % of total salaries
salaries (25% of organization salary
base)
6. Mortgage payment $80,000 $13,333 Project as % of total square
(6,000 sq. feet) (1,000 sq. feet) footage
(1,000 /6,000 = 1/6;
1/6 x $80,000 = $13,333.33)
7. Property insurance $50,000 $8,333 Project as % of total square
footage
(1/6 x $50,000 = $8,333.33)
8. Utilities $30,000 $5,000 Project as % of total square
footage
(1/6 x $30,000 = $5,000)
9. Building main- $10,000 $1,667 Project as % of total square
tenance, including footage
janitorial services (1/6 x $10,000 = $1,666.66)
10. Indirect cost $270,000 $53,333 Sum of lines 5t0 9
subtotal
11. Direct cost sub- $400,000 $75,000 Sum of lines 2 and 3
total
12. Total costs (direct $570,000 $128,333 Line 10 + Line 11
+ indirect)
13. Loading factor: 1.68 1.71 Line 12 : Line 11
ratio of total costs to
direct costs

then the total direct costs will be multiplied by the loading factor to
yield the estimated total costs of a given project.

Whether organization should prefer to use method 1 or method 2 de-
pends on a variety of circumstances: (1) A breakdown of total costs into
direct and indirect costs: If the practice accounts for most of its costs as
direct costs, the remaining (indirect) costs can be spread across the on-
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going and project activities by using the same loading factor. This uni-
form allocation approach will not cause a major discrepancy between
the actual and financed costs. However, if indirect costs account for a
significant share of practice costs, their allocation to a project should
be as accurate as possible, just because of their sizeable volume. (2) If
the project is financed externally, the funding party may balk at an ap-
parently high loading factor, arguing that project-specific funding must
not be diverted to finance the practice’s overhead. To make the cost
proposal defensible, the practice should have a meticulous proof of the
estimated loading factor. Method 2 would be instrumental in this case.
(3) Project sponsors do not like the overhead rate to appear above the
average in a peer group. They would be right to raise questions if the
same applicant comes up with significantly different loading factors in
their project proposals or grant applications over a relatively short pe-
riod of time. Regardless of the method, a practice should be sensitive
to a client’s concerns and flexible enough to adjust its estimates to the
client’s requirements. Of overriding importance is the value-for-money
principle of project financing: the share of indirect costs should be at
a competitively low rate; the higher the rate, the higher the funder’s
expectations of the value of the project deliverables, and the practice
should be prepared to meet those expectations. At the same time, the
practice cannot afford to lose money due to underestimated costs. A
possible reconciliation between cost realism and competitive project
budgets may lie in a carefully planned cross-subsidization of projects
and core activities in an established practice. Cross-subsidization, if
critically needed, requires a judicious approach: it must not result in
a financial strain on the practice’s core business, which would affect
volume and erode the quality of healthcare.

To summarize, the methods of indirect (overhead) cost assessment in
the project budget recognize that projects will require some general re-
sources from the practice in the major categories of space, utilities, and
administrative staff and that there are real costs associated with these
resource needs. The cost detail required is simple enough to allow proj-
ect proposals to be developed with a small costing effort while still as-
suring that the major overhead expenses are accounted for. Guidance is
provided to any member of the staff assembling a project concept paper
or proposal that 68 percent of the total direct costs of the project should
be added to compensate the practice for the overhead required (line
13, column B, Table 13.1). Once the total direct costs of the project are
computed, 68 percent is added to the final budget number to compen-
sate the practice for indirect costs. This is the project budget that will
be approved for concept consideration and proposal purposes. There are
frequently negotiations about the required percentage of indirect costs
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because project staff is always seeking a competitive advantage with
external funders. The practice needs to be clear that adding more staff
and space has a cost effect that must be recognized and reimbursed.
After the initial concept paper is reviewed and approved, the project
proposal is developed. This is the basis for a “go” or “no go” decision.
Once the funding organization has accepted the project, the detailed
application for external support is usually completed. This may be a
federal or state grant application or an application for investment or
debt financing. In many cases there is a combination of both sources of
capital to fund projects. Careful costing and adequate overhead calcula-
tions are important to ensure that the project is sufficiently capitalized
for successful implementation. Under-capitalization of projects results
in a shortfall of resources vis-a-vis project objectives and is a common
reason for project failure.

13.3. Accounting for Project Expenses

The suggested strategy to integrate project financial management
into the practice is to establish a modified fund accounting structure to
support project fiscal accountability without including the project into
the core accounts of the practice. Projects are expected to have suffi-
cient revenue from donors, grants, investments, or loans to meet direct
and indirect expenses, but they are not expected to produce a return on
the investment during the implementation phase. Blending the project
into the main chart of accounts would create a distorted view of the
practice revenue and expense, which would likely decrease the return
on investment estimate for the main business of providing care. Estab-
lishing a separate fund and financial reports for the project ensures that
if the project does not meet its expenses, the practice will be aware of
this immediately and an explicit decision can be made to either subsi-
dize the project or discontinue it. Use of this “stove-pipe” (project-by-
project) fund accounting approach makes project financial management
clear and eliminates the risk of unwarranted spillover of costs to the
core business of the practice.

Project fund accounting requires that the practice assign the project
a fund name and number and that all project costs are traceable to that
fund. The agreed-on indirect cost allocation is applied to the direct proj-
ect cost at regular intervals, either monthly or quarterly. It appears as a
cost category on the project’s expense statement. Fund accounting also
produces separate budget and variance reports and a clear analysis of
the project’s performance against its budget.

Reports from the project manager to the practice owners should oc-
cur at regular intervals, and any unfavorable budget variances should be
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discussed and remedied as quickly as possible. Explicit subsidization of
the project due to budget overruns need to be considered in a fiscally
responsible way, and a strategic management decision made to continue
or discontinue the project. This decision is typically made based on the
importance of the project and its overall goals, objectives, and benefit
to the practice as a whole.

13.4. Integrated Project Management Plan and Team

Integrating the project financial management into the practice using
the fund approach means that the project becomes a business within
the larger practice. The project has its own set of deliverables that meet
the defined goals and objectives. For the project to meet its goals and
objectives, the practice needs to define a project management plan and a
team that is clearly responsible for project performance. Small projects
may have part-time staff and may share staff with the practice. This is a
fact of life for small- to medium-sized practices that want to implement
projects. However, care should be taken that project staff build a team
identity and understand that they are responsible for the project’s suc-
cess. Projects that are not adequately staffed and lack identity become
orphans that no one owns and for which no one is accountable. These
projects usually fail to deliver results and frequently become a financial
drain. But two important steps help keep tabs on project costs.

1. Staff accountability for project time is the key device in a toolkit
of financially disciplined project management. The implemen-
tation plan should provide a detailed list of relevant activities.
Project staft should charge their time to specific activities, entering
hours by date and activity charge codes in weekly or bi-weekly
timesheets. Staff whose workload is split between practice and
project activities should record their time accordingly. Separate
charge codes for the main practice cost centers and for the project
should be issued. Project staff should be trained to report hours
actually spent on each activity so that practice management has a
clear idea of the time expended on project implementation. Labor
variances can then be accurately reported on the monthly budget
reports and action taken quickly if actual project labor varies unfa-
vorably from budgeted labor.

2. Financial accountability with the focus on the project budget
should be established and reinforced with periodic reports of bud-
get allocations and variances. Project funds should not be blended
with the core business funds and should be accounted for using the
project-specific fund accounting approach.
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The practice’s project team needs support and assistance to under-
stand new reporting requirements such as timesheets and expense track-
ing. This is typically a point of resistance for practices that have not
previously required timesheet reporting or expense tracking. The proj-
ect staff frequently sees the additional accountability requirements as a
tax on their time. Careful management preparation and support builds
the project team and invests them with a clear sense of accountability
for the project and its results. An effective way to accomplish this is to
allow the team to report project progress and challenges to the practice
management on a regular basis. All members of the project team should
be present during these reports and contribute actively to the discus-
sion. The project’s financial impact on a practice can be beneficial if
the project team is clearly accountable for results within the established
project cost structure.

13.5. Project Financial Management

Approval of a project and receipt of funding initiates the financial
management cycle. At this point the practice assigns a fund number to
the project and defines a chart of accounts that recognizes any require-
ments that the funding source has for project expenditures. In the proj-
ect fund, the indirect cost can be applied as an aggregate charge once it
is approved by the funder and the practice. The practice owners, proj-
ect managers, and financial team need to decide if project cash will be
pooled or kept in a separate bank account. For small projects, managing
a separate account may not be justified. Table 13.2 presents the advan-
tages and disadvantages of each approach to managing project cash.

The practice needs to incorporate by reference any expense control
policies that are a condition of project funding. For example, many proj-
ects that are funded by external sources restrict travel costs or modes
of travel. These terms and conditions need to be incorporated into the
project financial policies so staft is aware of and compliant with them.
Project financial staff should introduce any audit safeguards that pre-
vent overspending in areas constrained by external spending policies
because funders view cost overruns as a serious issue. The U.S. Gen-
eral Accounting Office publishes the Federal Acquisition Regulations,
which illustrate some of the common safeguards and the requirements
that concern external funders (see www.gpo.gov/fdsys/pkg/CFR-2002-
title48-vol4/pdf/CFR-2002-title48-vol4-chap3.pdf).

The fund account may be classified as a special use fund, a capital
investment fund, or a private purpose fund. Consult with the accounting
service or bookkeeping staff to designate the appropriate classification.
The fund must be in compliance with any external requirements set



Project Financial Management 175

TABLE 13.2. Managing Project Cash: Pooled Versus Separate Approaches.

Pooled Cash Management—One Bank
Account for Both Practice and Project

Separate Cash Management—Separate
Bank Accounts for Practice and Project

Reduces the need to account for cash
transfers from one account to another.

Lowers banking costs because one main
account is used for all banking transac-
tions.

Decreases the risk of insufficient funds in
the project account due to delayed pay-
ment from the external funder.

Reduces accounting reconciliations to
banking accounts.

Transfers between practice and project
funds can be handled through interfund
transfers rather than a cash withdrawal
and deposit into separate banking ac-
counts.

Ensures that project and practice funds
are clearly separate.

Facilitates separate authorizations for
spending because signature authorities
can differ for each account.

Provides a clear audit trail from bank cash
accounts to internal project fund accounts.

Ensures a careful review before project
and practice funds are transferred be-
cause separate transactions are required.

by the funding source. Once the fund is established, a number of man-
agement policies and principles should be defined to ensure competent

fund management.

1. Authorization. Individuals authorized to spend from the fund may
differ from those authorized for the general practice. Ensure that
fund authorizations are consistent with project responsibilities.

2. Control. Set control levels for the fund that are consistent with the
external funder’s requirements and the conditions of the grant or
project funding. For example, if the purchase of major equipment
is prohibited as a condition of funding, then the account controls
should be consistent with this policy.

3. Segregate incompatible duties. An incompatible duty allows one

individual to create an irregular transaction and then conceal it
with another transaction. For example, no one individual should
have the authority to authorize a payment, process a check, sign a
check, and reconcile the bank statement with the internal accounts.

. Review. The review of the fund should be done in the context of
the project deliverables, goals, and objectives. Because the fund is
defined to serve a specific purpose, review of the fund should be
completed in the context of the specified deliverables. The review
frequency should be sufficient to ensure that the project is pro-
gressing as defined in the proposal.
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5. Budget variance. Conduct the budget variance review in the con-
text of the project goals and objectives rather than with reference
to organizational goals. For the purposes of budget variance re-
view, the project is a stand-alone financial entity with no resources
beyond its funding. The critical question in budget variance review
should be focused on completion of deliverables within the defined
cost parameters.

13.6. Concept Checkout

Be sure you understand these concepts before you begin the discus-
sion questions:

+ Capital investment project

+ Capital investment planning
 Project proposal

 Project concept paper

« Indirect cost allocation

« NICRA

« Fund accounting

» Pooled cash management

« Fund management policies

13.7. Discussion Questions

1. The state health department has issued a call for proposals to
design and implement a diabetes education plan for adolescent
women on Medicaid. The diabetes educator who is a part-time
consultant to your practice has requested support to write the
proposal. The three-year project is funded at $750,000. Your net
revenues last year were $850,000 on an account base of $2 million.
Your practice management team is meeting to consider the request.
Draft a recommendation outlining a process for deciding whether
to support this project.

2. Congratulations! Your practice was awarded the diabetes educa-
tion project and the educator has been designated as the principal
investigator. Outline three critical questions that you would like

to see answered in a presentation to the practice management
board.

3. You are meeting with the practice financial management team to
design the project’s financial framework. What financial manage-
ment approach will you recommend and why?
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4. Identify one major risk-management strategy that you will recom-
mend to the financial management team.

5. The diabetes educator has requested the involvement of the con-
sulting endocrinologist to provide personalized care planning for
adolescent women who cannot control their blood glucose levels.
The project does not have funds to pay for personal medical care.
How do you recommend that this request be handled?

13.8. Reference

The classic discussion of project evaluation and management may
be found in:

Brealey, Richard A., and Stewart C. Myers. 2003. Brealey & Myers on Corporate Fi-
nance. Capital Investment and Valuation. New York: McGraw-Hill. 223-55.






CHAPTER 14

Project Financing and Valuation

14.1. Chapter Objectives
After you complete this chapter you should be able to:

1. Define project financial flows based on the integrated project plan.
2. Compare and contrast the main methods of project valuation.

3. Define the steps in the net present value analysis of projects.

4. Discuss the impact of the discount rate in project evaluation.

5. Evaluate project decisions based on project valuation analysis.

14.2. Constructing Project Financial Flows

Projects can be developed based on the practice’s needs for a new
service or technology, or the practice can respond to a request from an
external funding agency for a defined deliverable. The previous chapter
introduced a flexible definition of a project and the considerations that
are important to presenting it. In this chapter we will focus on under-
standing the financial flows and valuation of projects.

The term cost-benefit is frequently heard in healthcare. The method
to financially valuate a project is essentially a practice-focused cost-
benefit analysis. There may well be benefits that accrue to the commu-
nity, but such benefits are not considered in this analysis. Neither are the
costs that might have to be accepted by the community if the practice
undertakes certain types of projects. For example, a common phenome-
non encountered by growing practices is community impact of practice
development. As the practice grows it requires community infrastruc-
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ture support such as overflow parking, pedestrian safety, neighborhood
lighting, and security. These considerations might not have been needed
when the practice was small. If the practice offers additional services
like drug rehabilitation or mental health treatment the community may
notice a different type of client visiting the practice and using adja-
cent community resources. All of these changes confer real costs on
the community, and an expanded cost-benefit analysis that considers all
stakeholders may be requested. The method for conducting this analysis
is the same as the method we will learn for a practice-focused project
cost-benefit analysis. The difference is in the amount of data that must
be collected and considered in the analysis. For purposes of learning the
relevant financial techniques, we will limit our discussion to costs and
benefits traceable to the practice itself.

The previous chapter discusses the general approach to project fi-
nancial management using fund accounting. In this method the indirect
expenses that the project must pay to the practice to support practice-
wide overheads are allocated as a percentage of the project direct costs
or total budget. The same approach will be used for the financial projec-
tions that need to be developed for project financial flows.! Table 14.1
illustrates this method and includes an allocated overhead expense de-
termined by the method discussed in Chapter 13. The project financial
flows are illustrated on a five-year diabetes education project that will
be billable to the payers in the practice under both private and public
insurance plans providing the conditions defined for such training are
met. In particular, the Medicare program will reimburse diabetes out-
patient training within certain parameters, as will most state Medicaid
programs and private payers. Estimate of demand for the training is
important as the starting point for predicting future revenue from the
project. To estimate demand, the baseline and future practice client base
(i.e., eligible population within the practice market area) should be as-
sessed.

Table 14.1 is the product of extensive market research and costing
undertaken by the practice financial and operations management staff.
The cost of this research is reflected as part of the year 0 investment
required in the project. The projected growth in years 4 and 5 is the
result of anticipated development of contracts with the school district to
provide diabetes self-management training to newly diagnosed diabetic
adolescents in 15 schools in the market area. Preparation of the financial
cost and financial benefit table can be very detailed and include best-

'Project financial flows are the income and expenses incurred by the project for a given period.
This period may be annual or quarterly, depending on the length of the project.
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TABLE 14.1. Estimating Financial Flows by Project Year.

Allocated Indirect
Revenue Costs Taxes
Years Investment Project (23% of project (15% of net
Year # of patients 1-5 Year 0 Costs direct costs) revenue)
0 0 0 184,500 0 3,500 0
1 50 15,000 0 50,000 11,500 0
2 75 22,500 0 50,000 11,500 0
3 100 30,000 0 60,000 13,800 0
4 250 75,000 0 75,000 17,250 0
5 500 150,000 0 75,000 17,250 8,662.50

case and worst-case scenarios weighted by the probability that each
will occur. In cases when a great deal of financial risk is involved due to
the required investment, a more detailed analysis is advisable and may
be required by lenders or investors. The basic procedure is exactly the
same as that presented in Table 14.1. The required investment in the
project is estimated and so is the projected revenues based on market
and payer research. The project direct and allocated indirect costs are
estimated using the costing principles discussed in Chapter 6. Finally,
the project’s tax burden is assessed. Notably, Table 14.1 shows that in
year 5 the net revenue exceeds the cost for the first time. It is easy to see
by looking at the cost projections that economies of scale are important
and that management needs to direct its attention to the efficiency level
projected in the cost analysis.

14.3. Project Valuation Methods

Table 14.2 presents the four project valuation methods commonly
in use. Two of these methods take the time value of money into ac-
count, and we will consider these in greater detail. The payback and
accounting rate of return are sometimes used because they are easy to
calculate; but the decisions made by these methods may be incorrect de-
pending on the underlying inflation rate in the economy. The availabil-
ity of computing software that performs net present value and internal
rate of return calculations suggests that these methods should always be
preferred project valuation approaches. Either method ensures that the
practice fully evaluates the project financial value in the context of the
economic environment. This chapter will provide a detailed example of
developing a net present value analysis. Many financial analysts will
use the internal rate of return to value projects because it is an easily
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TABLE 14.2. Project Valuation Methods Compared.

Valuation Time Value of
Valuation Method Basis Practice Risk Money Profitability
Payback Project cash  Considered  Not considered Not considered
flow

Accounting rate of Profitability ~ Considered in  Not considered  Considered
return the context of
profit earned

Net present value Project cash ~ Considered Considered Considered
flow

Internal rate of Project cash ~ Considered Considered Considered

return flow

developed measure with a clear benchmark. The internal rate of return
(IRR) calculates the project rate of discount that makes the net present
value of the project equal 0. Given the cash flows projected in Table
14.1, it is not difficult to see that the project will have a negative net
present value and IRR. The problem with the cash flow picture shown
in 14.1 is that the project requires significant upfront investment of
practice resources and does not develop sufficient volume for a positive
return until year 5. Using the NPV and IRR functions available in any
of the common spreadsheet programs, the calculation shows a negative
net present value to the practice at a 3 percent rate of interest and no
positive internal rate of return that would result in an NPV > 0.

The value of either of these methods is that they show management
clearly the decisions it must make about the proposed project. For ex-
ample, the practice may feel that the project has value but that the de-
sign needs adjustment to make it financially feasible—that is, with a
positive net present value and an IRR of zero at an acceptable rate of
interest. Alternatively the practice can reject the project because of too

TABLE 14.3. Project Cash Flows, $.

Year Revenue Cost Return

0 0 (184,500) 184,500)
1 15,000 (61,500) (46,500)
2 22,500 (61,500) (39,000)
3 30,000 (73,800) (43,800)
4 75,000 (92,250) (17,250)
5 150,000 (100,913) 49,088

NPV = ($279,474)
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much financial risk, or it can decide to cross-subsidize the project by
operating the project at a loss and compensating with earned profits in
other sectors of the practice. The extent to which this is possible de-
pends on the practice’s total financial position.

Redesign of the proposed project to produce a positive net present
value must focus on adjusting the revenue, cost, or timeline as well
as an evaluation of the discount rate used to compute the net present
value. The amount of inflation expected during the life of the project
is a critical parameter to consider in net present value analysis. Lower
inflation rates increase the value of a project and the time it can afford
to begin to generate revenue. Higher inflation rates require revenue
generation to occur sooner since inflation erodes the value of future
dollars. To understand this, consider that one dollar today is worth
thirty-nine cents in ten years at a 10 percent rate of inflation, while at a
1 percent inflation rate, the same dollar is worth ninety-one cents. You
can easily see that the choice of a discount rate to use when valuing a
project with cash flows over a period of years is critical. In the current
project, it is expected that lower inflation rates will increase its value
because it takes time to begin to generate returns. A graphic picture
of the proposed project revenue and spending patterns illustrates this
clearly and also suggests areas on which to focus to improve project
valuation.

The project’s cost and revenue patterns suggest that a longer valu-
ation horizon might result in a more favorable net present value if the
project can sustain the efficiencies seen in year 5. Additionally, the wide
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TABLE 14.4. NPV of Project Investment under Alternatively
Defined Project Parameters.

Discount Rate Net NPV
1% $46,849.40
3% $24,678.33
5% $5,689.00
7% ($10,620.49)
10% ($30,947.00)

difference between the total cost and revenue lines in the project’s early
years suggests that either the start-up costs need to be reduced or the
revenue generation needs to improve earlier. The practice must decide
if it can wait longer for the project to be profitable, reduce start-up costs,
and achieve positive revenue flow.

Adding three years to the project, reducing start-up costs by 45 per-
cent, and accelerating revenue flow gives the result shown in Table
14.4. The added volume of the school-based diabetes education con-
tract, the accelerated revenue earning, and the reduced start-up costs
result in a positive new present value for the project at discount rates
of up to 5 percent. The planning result is that project implementation
is dependent on more rapidly increasing project volume while keeping
expenses and start-up costs lower and producing revenue on a more
aggressive timeline. It is also important to assume that inflation will be
controlled; any rate above 5 percent results in a negative value for this
project. The project’s pattern of cost and revenue is typical for patient
education or other high start-up-cost projects in which minimum staff
are needed whether class size is two or twenty.

Understanding the revenue and expense pattern in proposed projects
is important not only for practice management but also for project man-
agers and staff. It clarifies the relation of cost, revenue, and volume that
is necessary for a financially successful project.

14.4. Impact of the Financial Environment on Projects

The financial environment surrounding a project has two compo-
nents: the practice’s internal financial environment and the region’s
external economic and financial conditions. All projects are affected
by the financial situation of the practice. Financial instability will jeop-
ardize the project, particularly in the start-up period when the new en-
deavor depends on the practice’s support while it gains market share
and begins to generate revenue. If the practice is encountering financial
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difficulties, the project may not be able to gather sufficient volume or
retain staff long enough to become profitable. A realistic analysis of the
practice financial outlook is essential to project planning once the start-
up parameters and costs are clearly understood.

Another consideration for planning is the extent to which the project
complements the core business of the practice. For example, the diabe-
tes education project discussed here can be seen as a complement to the
practice. It does not replace the core work of primary care practitioners,
but it adds a valuable complementary service. This is particularly true
if the practice has quality indicators as part of its third-party reimburse-
ment contracts that focus on emergency admissions or readmissions for
diabetics or other measures that indicate a lack of good management of
diabetic conditions. By creating a more educated consumer base for the
practice, the diabetes education project complements the practice and
adds value. This complementarity should be an important consideration
in the decision to implement a project, particularly in a small to medium
practice that has little financial surplus.

The external practice’s financial environment surrounding the prac-
tice is also an important consideration. In the diabetes education proj-
ect, it is clear that, to become profitable, the project depends on the vol-
ume generated by the school contract. If the economic outlook for the
region in which the practice is located is good, the project can reason-
ably expect school enrollment to be stable or expanding. If, however,
the financial prospects for the region are less positive, the project might
be in jeopardy because it depends on a stable or growing population of
school-age children for its projected volume. Regional economic out-
looks are available from a variety of sources that should be consulted
when making the decision to invest in a project. This is also true when
considering grant-funded projects. For example, a project that is funded
by a municipal or county government should be examined carefully to
be sure its returns are sufficiently stable to justify the start-up invest-
ment. In the case of state and federal projects, the stability of fund-
ing may be better, but a careful analysis of the pattern of funding and
defunding similar projects and the conditions of funding continuation
should be clearly understood. For example, if a federally funded project
requires the practice to generate a certain level of service for funding
continuation, a risk analysis needs to be done to determine how difficult
it will be to generate the required volume benchmark. Considerations
of demand for the project service and population stability are important
variables in this analysis.

The impact of the external financial environment on a proposed proj-
ect is a major planning consideration. Investing management time and
resources in a clear understanding of these factors reduces the financial
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risk of a project and may make the difference between financial success
and failure.

14.5. Project Financial Evaluation

The three phases of financial evaluation parallel the project life cy-
cle: project planning, project implementation, and project outcomes.
We have discussed the financial evaluation that should occur as part of
the planning phase. The important aspects to consider in this start-up
financial evaluation are the quality of the data on which projections are
based and the evidence of the financial environments surrounding the
project. After project start-up, the implementation, or process evalua-
tion phase of the project begins. Fund accounting is the recommended
way to manage financial reporting. Monthly reports of performance
against budget together with variances should be provided to project
and practice managers. As previously recommended, it is important
that the project has an administrative home within the practice and a
practice manager assigned to work with the project team. Review of
the monthly fund report reflecting project finances is a good opportu-
nity for the practice manager assigned to the project to understand the
progress that is being made and discuss any unexpected problems that
may arise. Besides the routine monthly financial reporting, it is use-
ful to identify benchmarks and ask for periodic reports against these
defined benchmarks. In the diabetes education project, patient volume
expansion in years 3—5 is critical to success. Patient volume bench-
marks can be determined on a quarterly basis and project staff can
report against these volume benchmarks. Where ambitious volume
expansion or complex technical deliverables are expected, it is useful
to break down the expected aggregate result into a series of intermedi-
ate milestones to be monitored and reported against. This allows for
corrections to be made before the project falls too far behind a criti-
cal deliverable. Enlisting additional technical or marketing support
to remedy problems early can be the difference between success and
failure over the defined life of the project.

Monitoring processes that are indicative of the external environ-
ment are important if the project depends on increasing participation
from the community. The unexpected closure of a major employer is
an example of an environmental shock that will not be overlooked if
good environmental scanning is in place. Depending on the project
focus, it may be advisable for senior project staff to establish certain
regular external environmental monitoring activities. In the diabetes
education project, senior project staff may wish to attend school board
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meetings to understand the strategic issues in the education sector.
If the practice has an ongoing environmental assessment team, the
project staff and the team should discuss monitoring activities. Impor-
tant organizations such as the local chamber of commerce, municipal,
county, and state governments all have public communication or out-
reach offices that provide regular information to interested businesses.
Regular attendance at meetings and regular scanning of information
about key environmental agencies should be expected of project and
practice senior staff as part of the evaluation portfolio.

The practice may also want to examine the project’s opportunity
cost, that is, costs associated with implementing the specific project
rather than doing something else. For example, resources devoted to
diabetes education could as easily be devoted to smoking cessation
programs or home safety education. At critical points in the project
it is useful to analyze alternatives and assess the opportunity cost of
using project resources in one specific way rather than another. The
project’s complementarity with the practice is a critical concern in op-
portunity cost assessment. The better the project fits with the practice,
the stronger it is as a resource allocation option, compared to possible
alternatives. If a project becomes less complementary to the practice,
implementation should be reassessed because the cost-benefit ratio
may be too high to justify.

Conclusions from the evaluation of the project’s financial outcome
depend on the proposed-to-actual net present value to the practice and
also on projections of the project’s financial sustainability. During the
outcome evaluation, the project’s effectiveness may also be consid-
ered. Effectiveness evaluation allows the practice to consider not only
the project’s financial benefit but also its impact on non-financials
such as health-adjusted life years for project beneficiaries. The benefit
of including an effectiveness measure in project financial evaluation
is that impact can be better aligned with the community impact goals
that the practice may have defined. For example, the practice may
have set a strategic goal related to improving population health in its
market area. The project’s impact on health-adjusted life years or on
reduction of disability are both important effectiveness measures that
contribute to this overall goal. Effectiveness measures are also good
metrics with which to judge the complementarity of the project with
the practice; contribution to the practice’s strategic goals and objec-
tives is an excellent criterion to judge complementarity. Other effec-
tiveness measures such as community goodwill, practice professional
visibility, and enhanced quality are important outcome considerations.
The final project evaluation should include a focused financial report
that provides an analysis of performance-to-benchmarks summary
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and a wider environmental impact report that focuses on effectiveness
measures useful for the practice as a whole.

14.6. Concept Checkout

Be sure you understand these concepts before you begin the discus-
sion questions:

+ Cost-benefit analysis
 Project valuation methods

» Discount rate

« Net present value analysis

» Internal rate of return

» Internal financial environment
» External financial environment

14.7. Discussion Questions

1. Your practice is considering a project focused on improving
healthcare services for the homeless. You presently serve insured
middle-class clients who work at the local university, and you con-
tract with a managed-care plan for clients who work in a unionized
light industrial plant in the area. Assess the complementarity of the
proposed project with your current practice.

2. The project analysis shows that project start-up costs will be
relatively high at $120,000 because additional staff will need to be
hired to provide care in a nearby public housing project. Revenue
generation will be slow because these clients will have to be quali-
fied for Medicare, Medicaid or veteran’s benefits. The cash flow
analysis in the project is as follows:

Current Year
Start-up Year 1 Year 2 Year 3 Year 4

120,000 (30,000) (20,000) 15,000 25,000

Assuming a background inflation rate of 3 percent, estimate the
net present value of the proposed project and recommend either
accepting or rejecting the project based on your analysis.

3. The community where your practice is located strongly supports
the homeless clinic, and your environmental analysis shows that
both the university and a for-profit company would be willing to
contribute cash and in-kind donations. Make three financial recom-
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mendations that would change your decision about project imple-
mentation, and illustrate the impact of your recommendations on
the net present value calculation.

4. Outline the project financial evaluation strategy for the project
implementation phase based on your revised net present value
analysis and factoring in the expected in-kind and financial support
of community employers. Recommend at least two financial fac-
tors you will suggest for periodic monitoring, explain your choice,
and suggest financial indicators to monitor those factors.

5. It is clear that the external environmental factors are critical to the
project’s success. Discuss at least three environmental factors that
you will monitor on a regular basis, and provide both a rationale
and indicators that you recommend be incorporated in the evalua-
tion plan.

14.8. Reference

The classic discussion of project evaluation and management may
be found in:

Brealey, Richard A., and Stewart C. Myers. 2003. Brealey & Myers on Corporate Fi-
nance: Capital Investment and Valuation. New York: McGraw-Hill. 223-55.






SECTION 7—CASE STUDY

General Practice Affiliates Electronic
Medical Records Project

You are familiar with the intent of General Practice Affiliates LLP to
enter into a provider leasing arrangement with Titus Lake Hospital in
the near future. As part of this agreement, General Practice must invest
in a new medical records system that is compatible with Titus Lake.
The practice partners at General Practice have asked you to manage this
project and present them with a concept paper that will support creation
of supplier bid documents and the definition of bid selection criteria.
(Please refer to Chapter 13 and 14 for the information you will need to
understand the project management strategy and analytics.)

Your concept paper will need the following components: (1) a state-
ment of project purpose or goal; (2) a brief summary of the project,
including its objectives, major implementation stages, and expected
measurable outcomes; (3) an overview of project costs that specifies
major cost drivers but does not yet present a detailed budget; and
(4) an overview of organizational supports required to implement the
project.

In order to design the concept paper, you will need to consult in-
formation regarding the selection and implementation of electronic
medical records systems in ambulatory health care practices. You may
assume that General Practice is a medium-sized primary care practice
and that its current financial condition is accurately reflected in the fi-
nancials presented in Case 5. In addition to the concept paper you will
need to outline the steps necessary to conduct a cost-benefit analysis
of the electronic medical records project. As you consider these steps
remember to include the benefits that will accrue to General Practice
with the addition of clients from the provider leasing agreement with
Titus Lake Hospital.
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A key resource for this case is:

Bates, D. W., M. Ebell, E. Gotlieb, J. Zapp, and H. C. Mullins. 2003. “A Proposal for
Electronic Medical Records in U.S. Primary Care.” Journal of the Medical Informa-
tion Association 10:1. doi: 10.1197/jamia.M1097.



CHAPTER 15

Concluding Thoughts on the
Healthcare Financial Enterprise

15.1. Chapter Objectives
After you complete this chapter you should be able to:

1. Discuss the relationship between finance and population health.
2. Identify the emerging trends that will affect healthcare financing.

3. Define the role of macro- and micro-financing in responding to
emerging trends in healthcare.

15.2. The Relationship Between Finance and Population Health

Population health, one of the goals of the multibillion-dollar health-
care industry, had not been precisely defined in the United States until
2003, when Kindig and Stoddart (2003) suggested the following defini-
tion in an article in the American Journal of Public Health: “the health
outcomes of a group of individuals including the distribution of such
outcomes within the group.”

The concept of population health has long been discussed in the
healthcare industry. Healthcare providers strongly believed that their
core business was population health and that providing healthcare ser-
vices was essential to achieving that goal. Victor Fuchs, a prominent
U.S. health economist whose work is discussed in this book, has clearly
shown that healthcare makes only a small contribution to the health of
the population (Fuchs, 1986). Healthcare providers, on the other hand,
cannot imagine how the health of the population could be sustained
without their services. The answer to the sometimes perplexing dilem-
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ma of population-wide versus personal healthcare lies in the area of
system optimization. In the United States, we are far from optimizing
our society to engender health. The challenges we face in education,
environmental pollution, poverty, substance abuse, and quality of life
all impact health. Until we are able to address these issues, the health
of the population will inevitably be far less than optimal, and health-
care providers will need to intervene to remedy the damage. Because
of upstream deficiencies in our society the need for healthcare services
is real and urgent. The important resource allocation issue is whether
to continue addressing healthcare needs “downstream,” by providing
disease-driven health services, or to shift attention to “upstream” de-
terminants of health. If healthcare delivery consumes more and more
resources to address illness caused by increasing poverty, poor educa-
tion, or environmental pollution, this spending is not remedying the
underlying societal problems. This paradox is becoming more pressing
as healthcare spending continues to consume an ever-increasing share
of the gross domestic product of the United States.

The role of macro- and micro-healthcare finance in addressing this
paradox is clear. Healthcare providers need to be as efficient and ef-
fective as possible to use the least amount of societal resources to de-
liver personal healthcare services. This book endeavors to provide some
guidance to ambulatory care providers, to enable them to use financial
resources wisely and to measure outcomes as resources are expended
on ambulatory care delivery. One of the recurrent themes of the book
is that those who have the technical knowledge to deliver healthcare
services need to understand enough about finance at the macro- and
micro-level to engage in decisions about the use of resources in their
practices and in the wider professional policy sphere. This is a press-
ing issue because resource allocation strategies to address population
health must fund a broader portfolio of activities than healthcare alone.
Put simply, if population health is our goal, then resources currently
used in healthcare delivery are needed elsewhere. Provider’s technical
knowledge about population health and its intersection with healthcare
needs to be fully engaged when healthcare resource allocation decisions
are made either at the system level or at the practice level.

15.3. The Emerging Trends Affecting Healthcare Financing

There are many trends that affect healthcare financing either directly
through competition for scarce funding or indirectly by increasing the
need for healthcare services. The discussion that follows highlights
three of these trends and their impact on healthcare financing. These
are by no means the only trends that deserve our attention, but they do
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highlight the need for healthcare providers to look beyond healthcare
delivery to understand the impact of resource utilization and financing
for healthcare.

15.4. Aging Societies and Longevity

Figure 15.1 conveys a very sobering picture if we assume that labor
and retirement policies seen in the developed world and increasingly
adopted in the developing world do not change. Retirement plans were
never expected to support individuals and families for almost half of
their adult life, yet if an individual retires at age 65 and lives to 104, he
or she might be retired for almost as long as his or her working life. This
is especially true since the need for education has lengthened the time
young adults need to train before they are qualified to enter the labor
force as professionals. Labor economists and policy professionals are
facing the perplexing problem of how to fund such lengthy retirements,
particularly if illness and disability occur early in the retirement span.
The challenge to population health and healthcare professionals is clear
and urgent. The burden of chronic disease we see today in the elderly
has to be alleviated to provide for lower severity and resource use. Our

0-64

65+

Age Group

85+

100+

United Nations, World Population Prospects: The 2010 Revision. http://esa.un.org/unpd/wpp.
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current concept of old age as the synonym of infirmity has to change
to the concept of a healthy and productive old age. Ideally, chronic dis-
eases that incapacitate the elderly should develop much later and be
treated in ways that allow elderly individuals maximum functioning so
that they remain in the workforce longer. Any other option is not finan-
cially sustainable given the demographic trends developing worldwide.

15.5. Worldwide Health Protection

Disease outbreaks and disasters do not respect national boundaries.
The impact of these events may be devastating to nations that are im-
pacted directly while the aftereffects would spread through the global
community. For example, regional conflicts between nation-states used
to be confined to the nations involved and their near neighbors. Today
the refugee populations created during a regional conflict affect global
population migration patterns and result in significant social cost world-
wide. The effects of these refugee populations on global labor markets,
national social-benefit programs, and educational systems are far reach-
ing and economically significant.

The outbreaks of dangerous communicable diseases such as the 2003
SARS epidemic have also had profound and far-reaching impacts on
people and economies around the world. These effects were presented
in an important 2004 review of the epidemic published by the Insti-
tute of Medicine. The review described how effects of the epidemic
centered in Asia spread throughout the world and affected the gross
domestic product in most major countries both immediately and for as
long as ten years (Institute of Medicine, 2004). The authors concluded
that there is reasonable evidence to support rapid international interven-
tion to control disease outbreaks in any country because the economic
impacts are felt by all.

Global terrorism and its effects are familiar to everyone. In the Unit-
ed States, the estimated cost of the global war on terror is $758 billion
through 2008 (Cordesman, 2007). While the United States may have
faced the largest share of these costs, there is no doubt that the global
community shares both the costs and the effects of this devastating and
ongoing war. As with all conflicts, the effects of the war on terror will
extend far into the future because the opportunity cost of this conflict is
particularly high. The very societies that desperately need additional so-
cial spending to improve education, economic opportunity, and welfare
support must divert funds to deal with terrorist groups. This distraction
of funds ensures that the social conditions that engender unrest and sup-
port of terrorists will not be properly addressed.

The impact of disease outbreaks, disasters, and wars increases the
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likelihood that the resources needed to respond effectively to protect
global health are not available. One of the few options available is to
increase the efficiency and effectiveness of existing healthcare services
so that resources can be redirected to prevent the disease and improve
the welfare of the population.

15.6. The Consumer

The role of the consumer in protecting health and interacting with
the healthcare system is in the midst of profound and lasting change.
One of the most important of these changes is in the way consumers ac-
cess and use health information. It is the rare provider who has not seen
patients present Internet information that they have compiled about a
health concern or care regimen. Some consumers are well informed,
some use questionable information unwisely, and some do not use in-
formation at all. All of these consumers need to be assisted to a level
of health literacy that will benefit them and improve their health status.
Unfortunately, little of this assistance is reimbursed by health insurers.

Developing consumer health literacy is critically dependent on ba-
sic education, which has suffered from decreased funding as a result
of the recession. A 2013 report by the Center on Budget and Policy
Priorities shows that at least thirty-four states are providing less fund-
ing per pupil than they did before the recession (Leachman and Mai,
2013). Health and education are the main competitors for state funds,
and healthcare providers are caught in the middle. As basic educational
skills decline, consumers’ ability to use information to improve health
status is threatened and healthcare spending increases. Effective use
of healthcare services depends on a reasonable level of health literacy,
which depends on basic education. This circular interdependence can-
not be solved without some shift of resources from healthcare to educa-
tion at the state level.

15.7. The Roles of Macro- and Micro-Financing in Responding to
These Trends

The social determinants of health include the global, national, and
local environments, education, economic well-being, and social sup-
port. All of these factors interact to help consumers and households
maintain health. Deficiencies in managing the social determinants raise
the risk of poor health and increase the use of healthcare services. This
increases healthcare costs and decreases resources available to remedy
deficits in other social systems. By now this paradox is familiar to you.
The solution partially depends, as we have seen, on providing health-
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care effectively and efficiently, using excellent clinical skills in a qual-
ity organization that maximizes outcomes and minimizes the resources
needed to achieve them.

Understanding the financial system that shapes healthcare delivery
depends on knowledge of financial policy as well as organizational fi-
nancial skill. This book is intended to create a base for continued learn-
ing about healthcare finance. Providers with financial skills are needed
to support changes that can lead to a healthier society and a better fu-
ture, not only for patients but also for those who need social services
that support optimal health status at the present time, so they will need
fewer health services in the future. The goal for our society is increased
health and decreased healthcare.

15.8. Discussion Questions

1. You have been asked to make a presentation to the local chamber
of commerce on population health. Outline three major points you
will make about population health. For each point discuss its actual
or potential impact on healthcare finance either at the system or
organizational level.

2. Identify one additional development that affects healthcare financ-
ing in the United States that you would include in the list of trends.
Provide evidence to support the health-financing effect and the
likely impact of the trend.

3. Your healthcare practice is located in a county that intends to
eliminate all after-school sports and music programs for middle
school students, due to lack of funding. Outline the points that
you will make in a presentation to the county board of supervisors
in reaction to this proposal. Be sure to emphasize the anticipated
effects on the health of middle school children and support these
anticipated effects with evidence.

4. The rate of premature births to teenage mothers in your state has
doubled in the last ten years. Identify one initiative that you would
support to decrease this troubling trend and support your proposal
with evidence of its impact. Your proposal does not need to be
healthcare focused, but it does need to have direct impact on the
rate of premature births to teenage mothers. You may address ei-
ther the numerator (premature births) or the denominator (teenage
pregnancies) in your answer.

5. You have been asked to serve on an advisory group to improve
population health in your state. The group’s first project will be to
investigate the determinants of health for people and prioritize five
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initiatives most likely to improve health. Select any state you wish
and propose a prioritized list with evidence supporting each initia-
tive you recommend.
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