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P&L Statements;

Revenues/Direct Costs

Total revenues

Direct expenses
Contribution margin
Percent of revenues .

Indirect Costs

Facilities costs

General overhead
Total overhead

Net profit
Percent of revenues

Facilities Cost Allocation:

Square footage
Facilities costs per square foot

Other Overhead Allocation:

General overhead costs as a % of revenue

With Expansion

Without Expansion Initial Alfocation Alternative Allocation
DC oc DC oc DC ocC
$ 2,700,000 $16,000,000 $ 2,700,000  $20,000,000 $ 2,700,000 $20,000,000
2,100,000 9,833,155 2,100.000 12,291,444 2,100,000 12,291,444
§ 600,000 § 6,166,845 $ 600000 $ 7708556 § 600,000 $ 7,708,556
22.2% 38.5% 22.2% 38.5% 22.2% 38.5%
$ 300,000 $ 1,200,000 $ 400,000 $ 1,500,000 $ $
270,000 1,600,000 270,000 2,000,000
$ 570,000 $ 2,800,000 $§ 670,000 §$ 3,500,000 § 3
$ 30,000 §$_ 3,366,845 (8 70,000) ¢§ 4208556 $ 3
1.1% 21.0% {2.6%) 21.0% % %
20,000 80,000 20,000 100,000 20,000 100,000
3 1500 $ 15.00 $ 2000 § 15.00 3 $
10.0% 10.0% 10.0% 10.0% % %

Note:  The term “contribution margin® as used here means the amount available to cover overhead costs, as opposed to the traditional meaning of the amount

available to cover fixed costs.
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32 Cases in Healthcare Finance

EXHIBlT 31 Revenues

Rio Grande Medical Hemodialysis program
Center Dialysis Center: . pgyitoneal dialysis program
Pro Forma P&L Pharmaceutical supplies
Statement Assuming Total revenues
Status Quo
Direct Expenses

Salaries and benefits
Pharmaceutical supplies
Other medical/administrative supplies
Utilities
Lease expense
Other expenses
Total expenses

Net gain (loss) before indirect costs
Indirect Expense's

Facilities costs

General overhead

Total overhead costs

Net profit

Note: Pharmacy revenues are based on reimbursement amounts, not costs.

$ 1,300,000
600,000
800,000

$2.700,000

$ 900,000
800,000
.100,000

80,000
120,000
100,000

$2,100,000

$ 600,000

$ 300,000
270,000

$ 570,000

$ 30,000
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Case 3 Ris Cronde Madical Center 3l

& The revenve that the Dialysis Center “receives™ from
juticet use of the phurmacy appears 1o be paued on
decctly 10 the phanvacy. That is, the Diadyaia Coster
books $800,000 in snmval revenee but then is chaged
$809,000 for the dougs used Should s “revenue” be
counted when geneul everibead allocations we made?
To make bas posnt, Joha discovered that e pharmacy
supplies used for dulyss actually cost the phammacy
Sycocce, w the plariucy makes o peofit of $400 200
wumm-nrw»ulm*

Before Rick waz shle & rewpond %o John's concerms, be suddealy
left Reo Grande 0 be the CFO of 2 competing imvestosowned hes-
potal. The tusk of completing the allowation stody uwes gven 1 you,
Rio Grande's cusrent adericistrative residest. You remenmbers that 1o
be of most benefit to the organizstion, cost allocations should (1) be
perceived as being falf by e partien ivvelved and {3) promate avenall
cont saviags withe the oagenimation. However, your also realoze that
in peactice cost flocation i complex snd smowhat arbitrary. Soone
depatenent heads argue that the best sppeoach 10 ovedbead allocations
i the “Marsist approsch,” by which allocaticns see based cn cach pa.
ent servicy department’s ability to cover overhead costs.

sderng Al the relevant issees, you must develop and justiy a
new indeect coot sllocativn scheme ke outgution scrvices, Samma-
nze your results i the “Alternative Allocstion” columas i Exbibit 3 2,
and be peepared 1o justify yous recommendubtions 4 the next depart-
meit heads' mecting,
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increase by a like amount. Fusthermore, to keep the analysis man.
agoabile, tse ussamption was wade that e overall hospital allocesion
rates for both facilities costs snd genend overhead would mot materially
change because of the expassion

Rick knew that his "trial balloon™ sllocstion. which is shows in
Exhibat 1.3 @ the columm libeled “Tnital Allocation,.” would create
some contsaveery. In the pasl, ficilibes costs wise aggregated, so all

Wﬂm*aedﬂwtmdw

tancal) cost of the actsal value) of the e

Geitie conts (per wpuare foot) a3 was the filh Foor executive suite.

Becvuse many depatment heads thought this spproach was unfal, >+ .
Ruck wantod to begin sllecating ficilities averhend on a true cont basis,

Thus, in his initial allocation, Rick wsed actos] fcilifies costs as the

basis for the allocation te the Didysis Conter.

Neollicn 10 sy, Joha's response 1 the initial allocation was
than enfhusastic. Specifically, be rained these ponty, ‘w

& :
o B it b Sor the INalysis Censter to ustfer (e profitabil- u}.}s“’t}"
ity) from the move cven though ithad nofuing todo L
with it?
s Should the Dialyis Center be chasged achnal o~ 2
alities costs for i new locatson? After all, the move
was borced by the Oupatient Clirse, which is being
charged for facilibies &t the lower average allocation
nte. Under the concept of charging foe achsal facilities
conts, dopartewend esight be better off resating -
moves 1 ook (s potentially more fh. =
aerd) Bl h moves would esolt in
wcressed faokities allocatans.
3 Even il the truo cont conoept were applied to e Diak
yois Cerster, s the $400,000 annul allscation amount
[ ooeect? Ates all, the buildag has & usefial life that =
y probably sigeiBicentdy longer than 10 yeass = the life
of the loan used 1o determene the sllocation amouet
I the troe cost concept is spphed, what would be the W
allocation i e 1t year, afler the mortgage had been -
paid of?



Case §: Rz Crande Madicel Center o

mcegage loan When Loth the grncpal smoant (which can be con-
ndmddqewlan‘mﬂmdm»mhd
resslt i an annual cost of fuancing of $o000 Thus, it is possible
to estissate the sctuzl annual faclitues con for the new Dialysis Cen-

ter, something that & ot posiible fioe anity Jocated within the hospital
complex.

Eababiit 3.1 contsng the projocted profit and los (P&L.) wsmement
for the Dialysis Center before adiusiog for the muve. Rio Grande's
departiment heads receive ancual bonuses ce fie bisis of cach depant
ment’s congbution o the hespital’s bottom Line (prof). In the past,
only disect costs wese contiderad, but Rio Crande’s CPD hiss decided
that barcses would pow be based on full (otal) costs,

The new appeoach 1o swanding bonuse, coupled with the potes-
tial for inercmes in sedirect cost allocation, bs of great cooxemn to Joba
Van Pelr, the divector of the Dialyss Center. Usdier the current slloce-
tion of indirect cants sce Exhibat 31). Johe weuld have 5 reascnable
chance at s endofyea boms, m the fosecast puts the Disdyss Con-
fex in the black. However, arry increme in the indiect cont allocstion)
woudd lkely put hitn out of the meney

At the nat depactment heads” mesting, Joha wiced his concem
about Bhe impact of any sllacation changes oo the Dislysis Center's
proftabdity, so Rio Crande’s CEO ssked the chief faancial officer
(CFO), Rick Simumons, to look isto e matter In essence, the CEO
wid thet the hinal allocstion s up o Rick bot that any sllocation
chages must be made withen cerpatient services.

change in indeest cont sfocation Yo the Dialys be
by = : i Outpotiond
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The data n Exhibit 32 for the expanded Outpaticut Clirse are
based on the assumption that the expansion would allow volume 0
snceeme by 34 percent and at beth revenoes and direct costs would
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or aunmatically by machine when ilecping. However, the patient's
overall conditien, av well & the postioning of the catheter, wst be
moniteeed regudacly at the Dialwis Center,

Rie Ceande's new cost sccounting sysbem, which was sistalled o
years ago, allocates facdities shach ot Reo Crande ewsensially
consint of huilding degescistion :

Ovipshent Chiaic. Al
finance, mintenence, and housekeeping, are lumped together and

called “gencend " These costy see 0 the baviy of 10
peccent of the revesues of each ®ivice e oot
overhead o the i

and Subooson Bent Gl 1ot m
b Dl Caie i 55 500 b

eV
%‘:ﬁ?&m of the Outpatient Clirik has created s L ‘(‘C‘L

meed for 25 pescent mere space than bs cunendly assigned. Beesase
uwamu.&mmmmmccsmmw
e #3 pavent nesd frequent azcess o ethes departments within e
hqiﬂ,hddinwmdenlzq&z%iﬂcuﬁ:inib
curent Jocation and to move the Dialysis Ceater %0 saother location
bmqm-ﬁuhwmﬂu&nbamw&w

the Oupatiert Chinic »0, feet 225 o i

At atervpting o Ted pace T U Didhes Cester sk e
hewpital complex, it was saom determined that & new 30,c00square-foot
budideng cmat be built. This building would be situsted Suee blocks ™
awsy frgm the bospital complex. in 3 location that would be mvech ,Jl
mammimh&bﬁp“(mdc«nrum)m “\.,‘\ ‘4‘) -
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v Emiin dldnuamuhem-iﬂju
i&'ﬁ‘ A paliens —
Constraction cort of the building is estinsted # S130 per

mk&hluﬂmr )

tuce, und ofher [ttings, aloog of equipment, files, and

other items, would cost s 600,000, fee 2 total cont of Se000,000. The
W“-wldkﬁnmdbyry.nm»yu&#




R1IO GRANDE
MEDICAL
CENTER

COST ALLOCATION
CONCEPTS

Rio Graxor Meoicar Casren is 3 &llservice notdorprofit
acste care hosptal with 325 bedy locsted in Rio Grande, Texar. The
bk of the hospatal’s bdqumdmdnhpwamandew
geecy mivices. Mowever, & 1e-foot soction of the hospenal
conplex is devoted o oofpatienl services llg.!hnqnm‘;ﬂw

primary uses. About 8o the tient
. tine outpazent services

Mn&uuhwpmmhmm-dmm
from the blood for patients with endatags cenad (kidoey) discase. In
hessodialyss, blood is pumped froen the paticat’s wen Beough 3 shust
mto 2 dalyss machine, which-uses & clesasing selution and an ars-
ficul membeane to perform $ie funcions of 2 healthy kidney. Thes,
the clesmaed blood i pramped hack ito She paticst thiough o scoond

In peritonesd dalpis, the cleaming soletion is insenad directy (o
thae abdamioal cavity thavugh » catheter. The body natanally clesnies
the blood Beough the peritonecm —a thin membeane that lines the

Typically, hemodialysis patients regaire thiee dalyses s weck, with
each treabenent lasting shout fous houn. Pationts who wa porisoncs)
dishris change their own cheansing solutions #t home, usally sbost
six fimes per day. This procedure can be done musually when active

)
€ HAP. 310 Feproduction wetheu permiveas b probdsted

3



