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Incentive Payments to Physicians to
Reduce Services

Payments to physicians that provide incentives for
fewer services may not be legal if they provide incen-
tives to provide fewer services than are medically nec-
essary. Nearly all HMO arrangements currently have
financial rewards for reduced services and the pivotal
point may be the term medically necessary.

Intentional Torts

If physicians or other healthcare providers commit an
act of malpractice because they wish to make more
money, this may be construed as an intentional tort
and their malpractice insurance may not be obligated
to pay if wrongdoing was found to have occured. Physi-
cians may be potentially liable under existing payment
arrangements if their malpractice insurer could argue
medical services were denied to make more money. For
example, a doctor who failed to authorize a mammo-
gram for a woman with a history of family breast can-
cer may be liable for an intentional tort if the physician
were capitated and routinely scheduled mammograms
for non-HMO patients with similar histories.

There are many other legal and regulatory issues
that may affect business practices in managed-care
relationships. Outside legal advice should be sought to
investigate possible problems and solutions for those
areas cited previously, as well as others.

» SUMMARY

This chapter has dealt with the topic of managed care
and the evolving issues that affect financial man-
agement in managed-care situations. Managed care

is not a new development in many respects. Health
plans always have been in the business of accepting
prepaid dollars in return for the promise to pay for
any contractual medical benefits provided to the plan
member. The new twist in managed care is really on
the payment side. Health plans have historically paid
providers, doctors, and hospitals on a fee-for-service
basis. The health plan then assumed all the risk for
utilization variances, whereas the provider assumed
the risk of production, being able to provide services
at costs less than negotiated prices. HMOs and other
MCOs are trying to also shift utilization risk to pro-
viders by capitating payment.

Capitation payment systems require providers
to know much more about the populations to which
they are obligated to provide healthcare services and
to do a much better job of forecasting. Pricing under a
capitation payment system is easy to conceptualize but
difficult to implement because most providers have
little experience with utilization variation in a covered
population. Historical use rates may be available, but
managed care has created sizable shifts in utilization
rates, and forecasting the magnitude of those changes
is difficult.

IDSs have formed to try to place providers
closer to the premium dollar flowing from the
employer. At present, many of these IDS organi-
zations are hospital-dominated, but physicians are
increasingly asking why they should not take charge
in the managed-care world because they have the
most experience and the greatest ability to actually
manage care and achieve cost savings. It is not clear
whether the capital and organizational ability of the
hospital or the patient-management ability of the
physician will win or whether true partnerships will
evolve.

1. High-deductible health plans with a savings option (HDHP/SO) have begun to gain market share in the last few
years. What are the critical differences between these plans and more traditional health plans?

2. You have been hired as a consultant to a major health insurance company to help identify ways to reduce
payments for healthcare benefits. Please identify some possible methods that may be useful in cutting costs.

3. You represent a medical group that is considering joining a Physician Hospital Organization (PHO) whose sole
objective is to negotiate with health plans and employers for the provision of hospital and physician services on a
capitated basis. If your state regards this PHO as a health insurance company and requires licensure, what possible

effects might this have?

4. Your multispecialty group has been approached by an HMO that wishes you to contract with them for the
provision of all physician services for a fixed capitated rate on a PMPM basis. How would you decide what to do in

this situation?

5. You represent an integrated delivery system that is in negotiations with a health plan for a capitated rate to cover
all hospital and physician services for a defined population. The following utilization data have been given to you,
which detail last year's usage rates. You have included in this table your expected costs for selected services. Using
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TABLE 7-8 Hospital and Physician Services Rates and Usage Rates

Annual Copay Copay Copay
Frequency Frequency | Amount | PMPM
per 1,000 per 1,000

Hospital Inpatient

Medical-surgical 400 $1,000 0 S0
Maternity 15 1,000 0 0
Mental health 50 400 0 0
Subtotal

Hospital Outpatient

Surgery 100 $1,500 0 S0
X-ray and lab 500 300 0 0
Emergency 150 300 150 50
department

Subtotal

Physician

Inpatient surgery 100 $2,000 0 S0
Outpatient surgery 500 300 0 0
Office visits 5,000 100 5,000 10
Inpatient visits 250 150 0 0
Mental health 400 150 400 20
Subtotal

Total

the data presented in TABLE 7-8, calculate a required break-even rate for this contract, assuming that you need a
15% retention factor to cover administrative costs.

6. Memorial Hospital is trying to calculate its expected payments from a proposed fee structure with a local health
plan. The health plan projects its hospital budget at 465 patient days per 1,000 members, with a payment rate
of $1,000 per patient day. The covered population is 25,000 members, which produces a hospital budget of
$11,625,000 [(465/1,000) x 25,000 x $1,000)]. The health plan proposes that a 10% withhold be put into effect,
which translates to an actual per diem payment of $900. The risk pool would be shared equally by the doctors
(one half) and the hospital (one half). Any negative balance in the risk pool would be assumed by the health plan.
Calculate the amount of payment to Memorial Hospital under two assumptions: 550 patient days per 1,000 and
430 patient days per 1,000.
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192 Chapter 7 Health Insurance and Managed Care

1. HDHP/SO plans differ from traditional health plans in several ways. First, HDHP/SO require the plan beneficiaries
to pay for a specific level of healthcare services provided in a benefit year. This can amount to as much as $5,000
in some plans. Presumably, this creates better healthcare decision making by the beneficiaries because they
seek more efficient medical services. Some have argued that some preventive services may be forgone because
of high deductibles, which could result in costly care in the future. Covered services are often very similar in
HDHP/SO plans because these plans are often related to traditional health plan coverage packages. Finally, many
employers have viewed HDHP/SO plans as a means to shift cost to the employee for their healthcare benefits.

2. Healthcare benefit cost can be expressed as the product of utilization and price, which is the volume of services
provided times the price paid for those services. Possible methods for reducing prices paid to providers would
include selective contracting with the providers on a discounted basis, use of copayment provisions and
deductibles to shift some of the cost to the insured health plan member, and development of a fee schedule
for all providers that limit payments. Utilization options for reducing costs would include methods that either
reduced the frequency of procedures or used less-expensive procedures. For example, better utilization review
and prior authorization for medical procedures could be implemented. Case management of chronic conditions
might also cut utilization by reducing the use of expensive inpatient procedures. Incentive structures for
physicians, such as capitation payments or risk pools, might also be useful in decreasing utilization.

3. Aside from the legal filing requirements and increased government supervision of the PHQO, it is also likely that
certain reserve requirements must be maintained. These reserves may range from several hundred thousand
dollars to several million dollars. This will create additional capital requirements for the PHO creation.

4. The critical issue to be resolved is the maximum amount of service that could be provided under the PMPM rate
and still break even. In a fixed PMPM payment system, revenue is fixed, while costs vary with volume. The group
needs to carefully consider the expected costs per unit. If total expected cost on a PMPM basis is less than the
PMPM premium, it might make sense to accept the capitated rate.

5. TABLE 7-9 calculates a required net PMPM rate of $138.50. When that rate is increased 15% to cover retention, the
required PMPM rate would be $159.28.

6. TABLE 7-10 provides the calculations for hospital payment under the two assumptions.

TABLE 7-9 PMPM Rate (alculations

(ategory Annual Copay Copay | Copay
Frequency Frequency | Amount | PMPM
per 1,000 per 1,000

Hospital Inpatient

Medical-surgical 400 $1,000 3333 0 S0 = 3333
Maternity 15 1,000 1.25 0 0 - 125
Mental health 50 400 1.67 0 0 - 167
Subtotal 36.25 - 36.25
Hospital Outpatient

Surgery 100 $1,500 12.50 0 S0 = 12.50
X-ray and lab 500 300 12.50 0 0 - 12,50
Emergency department 150 300 3.75 150 50 0.63 3.12
Subtotal 28.75 063 28.13
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Category Copay Copay

Frequency | Amount | PMPM
Physician
Inpatient surgery 100 $2,000 16.67 0 S0 - 16.67
Outpatient surgery 500 300 12.50 0 0 - 12.50
Office visits 5,000 100 4167 5,000 10 417 37.50
Inpatient visits 250 150 313 0 0 = 313
Mental health 400 150 5.00 400 20 067 433
Subtotal 7896 483 7413
Total 143.96 546 138.50

TABLE 7-10 Hospital Payment by Patient-Day Level

Patient-Day Level Hospital Payment Risk Pool (Budget Hospital Share of Total Hospital

(at $900 per Day) Payment) Risk Pool (50%) Payment
550 PD per 1,000 $12,375,000 ($750,000) negative/0 share $12,375,000
430 PD per 1,000 9,675,000 1,950,000 975,000 $10,650,000
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CHAPTER 8

General Principles
of Accounting

LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

Describe the differences between financial and managerial accounting.

Understand core principles of accounting that guide the preparation and dissemination of financial information.
Discuss the differences between the accrual- and cash-basis methods of accounting.

List the three categories of net assets.

Discuss the accounting conventions that affect the application of accounting principles.

REAL-WORLD SCENARIO

Lindsay Harris was appointed recently to the Board of St. Thomas’s Nursing Center, a religious nursing home in
her community. Lindsay’s first committee assignment was to the Finance Committee because of her prior business
experience. Lindsay however has no understanding of accounting or financial issues because her career to date
has been in the area of public relations. She is currently reviewing St. Thomas’s quarterly financial statements in
preparation for the Finance Committee’s meeting. She is overwhelmed by the amount of detailed financial and
operating data that is presented in the documents, but has noticed a dramatic decline in operating cash available.
At the close of the most recent quarter St. Thomas’s had consumed 50% of the beginning cash and currently had
less than 10 days of average operating expenses available. Melody Ross, CFO at St. Thomas's, indicated in her nar-
rative accompanying the quarterly statements that the recently completed quarter was outstanding from a finan-
cial perspective. Net income was up over 50% from the prior quarter and 75% above the same quarter last year.
Melody explained that the primary reason for the improvement was the negotiation of a contract with a health
plan to treat rehabilitation patients who would be transferred from local hospitals. This arrangement has led to a
substantial increase in revenue, far above initial budgetary expectations. The provision of care is expected to be
very profitable to St. Thomas’s because the marginal cost of care provided to these patients is estimated to be less

Ul s WA =

(Opener image: © A1Stock/Shutterstock

195
© Jones & Bartlett Learning, LLC. NOT FOR SALE OR DISTRIBUTION. 8738



196 Chapter 8 General Principles of Accounting

than 40% of the marginal revenue received. Patient accounting had difficulty, however, in implementing appropri-
ate billing procedures and only recently were invoices sent to the health plan.

Melody made no mention of the erosion in cash position in her report to the Finance Committee, and Lindsay
wonders how cash can decline so dramatically when profits are supposedly so strong. On further review of the
financial statements she noted that St. Thomas’s accounts receivable were up over 30% from beginning values.
The increase in receivables almost matches the decline in cash. Lindsay is puzzled by this and wants to know if
there is some relationship between cash balances and accounts receivable. She remembers from an accounting
course taken more than 20 years ago that there was a difference between cash accounting and accrual accounting.
Perhaps this could be the explanation for the erosion in cash position, but Lindsay is still concerned about St.
Thomas ability to pay near-term expenditures for payroll, supplies, and maturing debt.

Information does not happen by itself; an individual or
a formally designed system must generate it. Financial
information is no exception. The system and practice
of accounting generates most financial information
to provide quantitative data, primarily financial in
nature, that are useful in making economic deci-
sions about economic entities. In general, the term
accounting refers to the process and principles for
preparing and disseminating financial information.
This chapter will present a general understanding of
those principles and processes.

Learning Objective 1

Describe the differences between financial and
managerial accounting.

» Financial Versus Managerial
Accounting

Accounting can be divided into two categories: finan-
cial accounting and managerial accounting. Financial
accounting is the branch of accounting that provides
general-purpose financial statements or reports to aid
many decision-making groups, internal and external
to the organization, in making a variety of decisions.
The primary outputs of financial accounting are four
financial statements that detail the organization’s
current financial position and how the organization
reached that position over some period of time (usu-
ally 1 year). These statements will be described in
detail in Chapter 9. The four statements are:

B Balance sheet

B Statement of operations (or income statement or
statement of revenues and expenses)

B Statement of cash flows

® Statement of changes in net assets (or statement of
changes in shareholders’ equity)

The field of financial accounting is restricted in
many ways regarding how certain events or busi-
ness transactions may be accounted for. The term
generally accepted accounting principles (GAAP)
is often used to describe the body of rules and require-
ments that shape the preparation of the four primary
financial statements. For example, an organization’s
financial statements that have been audited by an
independent certified public accountant (CPA)
would bear the following language in an unqualified
opinion:

We have audited the accompanying combined
balance sheets of Harris Memorial Hospi-
tal and Harris Community Foundation and
subsidiaries (the Foundation) as of Decem-
ber 31, 20X7 and 20X6, and the related com-
bined statements of operations, changes in
net assets, and cash flows for the years then
ended.

Management is responsible for the prepa-
ration and fair presentation of the consoli-
dated financial statements in accordance with
accounting principles generally accepted in
the United States of America; this includes
the design, implementation, and maintenance
of internal control relevant to the preparation
and fair presentation of consolidated financial
statements that are free from material mis-
statement, whether due to fraud or error.

Our responsibility is to express an opin-
ion on these financial statements based
on our audits. We conducted our audits in
accordance with auditing standards generally
accepted in the United States. Those stan-
dards require that we plan and perform the
audit to obtain reasonable assurance about
whether the financial statements are free of
material misstatement.

An audit involves performing procedures
to obtain audit evidence about the amounts
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and disclosures in the consolidated financial
statements. The procedures selected depend
on our judgment, including the assessment of
the risks of material misstatement of the con-
solidated financial statements, whether due
to fraud or error. In making those risk assess-
ments, we consider internal control relevant
to the Foundation’s preparation and fair pre-
sentation of the consolidated financial state-
ments in order to design audit procedures
that are appropriate in the circumstances, but
not for the purpose of expressing an opinion
on the effectiveness of the Foundation’s inter-
nal control. Accordingly, we express no such
opinion. An audit also includes evaluating the
appropriateness of accounting policies used
and the reasonableness of significant account-
ing estimates made by management, as well
as evaluating the overall presentation of the
consolidated financial statements. We believe
that the audit evidence we have obtained is
sufficient and appropriate to provide a basis
for our audit opinion.

In our opinion, the financial statements
referred to above present fairly, in all mate-
rial respects, the combined financial posi-
tion of Harris Memorial Hospital and Harris
Community Foundation and subsidiaries at
December 31, 20X7 and 20X6, and the com-
bined changes in their net assets and their
cash flows for the years then ended in confor-
mity with U.S. generally accepted accounting
principles.

Financial accounting is not limited to preparation
of the four statements. An increasing number of addi-
tional financial reports are being required, especially
for external users for specific decision-making pur-
poses. This is particularly important in the healthcare
industry. For example, hospitals submit cost reports
to a number of third-party payers, such as Blue Cross,
Medicare, and Medicaid. They also submit financial
reports to a large number of regulatory agencies,
such as planning agencies, rate review agencies, ser-
vice associations, and many others. In addition, CPAs
often prepare financial projections that are used by
investors in capital financing. These statements,
although not usually audited by independent CPAs,
are, for the most part, prepared in accordance with
the same generally accepted accounting principles
that govern the preparation of the four basic financial
statements.

Managerial accounting is primarily concerned
with the preparation of financial information for
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specific purposes, usually for internal users. Because
this information is used within the organization,
there is less need for a body of principles restricting
its preparation. Presumably, the user and the preparer
can meet to discuss questions of interpretation. Uni-
formity and comparability of information, which are
desired goals for financial accountants, are clearly less
important to management accountants. Where finan-
cial accounting has an emphasis on the recording and
reporting of historical financial transactions, manage-
ment accounting often has a focus on future periods. A
budget is an example of a financial report that is often
generated from a managerial accounting perspective.

Learning Objective 2

Understand core principles of accounting that
guide the preparation and dissemination of financial
information.

» Principles of Accounting

In addressing the principles of accounting, we are con-
cerned with both sets of accounting information—
financial and managerial. Although managerial account-
ing has no formally adopted set of principles, it relies
strongly on financial accounting principles. Under-
standing the principles and basics of financial account-
ing is therefore critical to understanding both financial
and managerial accounting information.

In the text to follow, five specific principles of
accounting are discussed:

1. Accounting entity

2. Money measurement
3. Duality

4. Cost valuation

5.  Stable monetary unit

To better illustrate these principles, our discussion
will include a case example of a newly formed, not-
for-profit healthcare organization, which we refer to
as “Alpha HCO”

Principle One: Accounting Entity

Obviously, in any accounting there must be an entity
for which the financial statements (balance sheet,
statement of operations, etc.) are being prepared.
Specifying the entity on which the accounting will
focus defines the information that is pertinent.
Drawing these boundaries is the underlying concept
behind the accounting entity principle. Essentially,
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198 Chapter 8 General Principles of Accounting

the accounting entity is the organization for which
financial information will be recorded and reported.

Alpha HCO is the entity for which we will account
and prepare financial statements. We are not inter-
ested in the individuals who may have incorporated
Alpha HCO or other healthcare organizations in
the community, but solely in Alpha HCO' financial
transactions.

Defining the entity is not as clear-cut as one might
expect. Significant problems arise, especially when the
legal entity is different from the accounting entity. For
example, if one physician owns a clinic through a sole
proprietorship arrangement, the accounting entity
may be the clinic operation, whereas the legal entity
includes the physician and the physicians personal
resources as well. A hospital may be part of a univer-
sity or government agency, or it might be owned by a
large corporation organized on a for-profit or not-for-
profit basis. Indeed, as a result of corporate restructur-
ing, many hospitals now have become subsidiaries of
a holding company. Careful attention must be paid to
the definition of the accounting entity in these situa-
tions. If the entity is not properly defined, evaluation
of its financial information may be useless at best and
misleading at worst.

The common practice of municipalities directly
paying the fringe benefits of municipal employees
employed in the hospital illustrates this situation.
Such expenses may never show up in the hospi-
tal’s accounts, resulting in an understatement of the
expenses associated with running the hospital. In
many cases, this may produce a bias in the rate-setting
process. Clearly, a well-defined and communicated
accounting entity is critical in recording and reporting
financial information.

Principle Two: Money Measurement

Accounting in general and financial accounting in
particular are concerned with measuring economic
resources and obligations and their changing levels
for the accounting entity under consideration. The
accountant’s yardstick for measuring is not metered
to size, color, weight, or other attributes; it is limited
exclusively to money. However, there are significant
problems in money measurement, which will be
discussed in the following text.

Economic resources are defined as scarce
means, limited in supply but essential to economic
activity. They include supplies, buildings, equipment,
money, claims to receive money, and ownership inter-
ests in other enterprises. The terms economic resources
and assets may be interchanged for most practical
purposes. Economic obligations are responsibilities

to transfer economic resources or provide services to
other entities in the future, usually in return for eco-
nomic resources received from other entities in the
past through the purchase of assets, the receipt of
services, or the acceptance of loans. For most prac-
tical purposes, the terms economic obligations and
liabilities may be used interchangeably.

In most normal situations, assets exceed liabili-
ties in money-measured value. Liabilities represent
the claim of one entity on another’s assets; any excess
or remaining residual interest may be claimed by the
owner. In fact, for entities with ownership interest, this
residual interest is called owner’s equity.

In most not-for-profit entities, including health-
care organizations, there is no residual ownership
claim. Any assets remaining in a liquidated not-for-
profit entity, after all liabilities have been dissolved,
legally become the property of the state. Residual
interest is referred to as fund balance or net assets
for most not-for-profit healthcare organizations.

The use of the terms assets, liabilities, and equity
(or net assets) can be easily understood in the com-
mon example of homeownership. To illustrate, let us
assume that an individual purchases a $200,000 home.
The individual uses $40,000 in personal cash and a
bank mortgage of $160,000 to complete the purchase.
At the end of the transaction, assuming no other finan-
cial information, the individual would have assets (his-
torical value of items owned) of $200,000, liabilities
(amount of items owed) of $160,000, and equity (the
residual interest) of $40,000. As the individual pays off
the mortgage balance, equity will increase. The relation-
ship of assets, liabilities, and equity will be described in
the “duality” principle discussion to follow.

In the Alpha HCO example, assume that the com-
munity donated $1,000,000 in cash to the healthcare
organization at its formation, hypothetically assumed
to be December 31, 20X2. At that time, a listing of
its assets, liabilities, and net assets would have been
prepared in a balance sheet and read as presented in
EXHIBIT 8-1.

EXHIBIT 8-1 Alpha H(O’s Balance Sheet at

Formation

Alpha HCO Balance Sheet
December 31, 20X2

Assets Liabilities and Net Assets

Cash $1,000,000 Net assets $1,000,000
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Principle Three: Duality

One of the fundamental premises of accounting is a
simple arithmetic requirement: the value of assets
must always equal the combined value of liabilities and
residual interest, which we have called net assets. This
basic accounting equation, the duality principle,
may be stated as follows:

Assets = Liabilities + Net assets

This requirement means that a balance sheet
(where the values for assets, liabilities, and net assets
are provided) will always balance: the value of the
assets will always equal the value of claims, whether
liabilities or net assets, on those assets.

Changes are always occurring in organizations
that affect the value of assets, liabilities, and net assets.
These changes are called fransactions and represent
the items that interest accountants. Examples of trans-
actions are borrowing money, purchasing supplies,
and constructing buildings. The important thing to
remember is that cash transactions must be carefully
analyzed under the duality principle to keep the basic
accounting equation in balance.

To better understand how important this princi-
ple is, let us analyze several transactions in our Alpha
HCO example:

®  Transaction 1. On January 2, 20X3, Alpha HCO
buys a piece of equipment for $100,000. The pur-
chase is financed with a $100,000 note from the
bank.

B Transaction 2. On January 3, 20X3, Alpha HCO
buys a building for $2,000,000, using $500,000
cash and issuing $1,500,000 worth of 20-year
bonds.

® Transaction 3. On January 4, 20X3, Alpha HCO
purchases $200,000 worth of supplies from a
supply firm on a credit basis.

If balance sheets were prepared after each of these
three transactions, they would appear as presented
in EXHIBIT 8-2. In each of these three transactions,
the change in asset value is matched by an identical
change in liability value. Thus, the basic accounting
equation remains in balance.

It should be noted that, as the number of trans-
actions increases, the number of individual asset and
liability items also increases. In most organizations,
there is a large number of these individual items,
which are referred to as accounts. The listing of
these accounts is often called a chart of accounts; it is
a useful device for categorizing transactions related
to a given healthcare organization. There is already
significant uniformity among hospitals and other
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healthcare facilities in the chart of accounts used;
however, there is also pressure, especially from exter-
nal users of financial information, to move toward
even more uniformity. You may not recognize each
of the accounts listed in the transaction examples.
However, the key thing to learn from these exam-
ples is that individual asset, liability, and net asset
accounts will always create a balance through the
duality principle.

Principle Four: Cost Valuation

Many readers of financial statements make the mis-
take of assuming that reported balance sheet values
represent the real worth of individual assets or lia-
bilities. Asset and liability values reported in a bal-
ance sheet are based on their historical or acquisition
cost. In most situations, asset values do not equal the
amount of money that could be realized if the assets
were sold. However, in many cases, the reported value
of a liability in a balance sheet is a good approxima-
tion of the amount of money that would be required
to extinguish the indebtedness.

Examining the alternatives to historical cost val-
uation helps clarify why the cost basis of valuation is
used. The two primary alternatives to historical cost
valuation of assets and liabilities are market value
and replacement cost valuation.

Valuation of individual assets at their market value
sounds simple enough and appeals to many users of
financial statements. Creditors especially are often
interested in what values assets would bring if liqui-
dated. Current market values give decision makers an
approximation of liquidation values.

The market value method’s lack of objectivity,
however, is a serious problem. In most normal situ-
ations, established markets dealing in secondhand
merchandise do not exist. Decision makers must rely
on individual appraisals. Given the current state of the
art of appraisal, two appraisers are likely to produce
different estimates of market value for identical assets.
Accountants’ insistence on objectivity in measure-
ment thus eliminates market valuation of assets as a
viable alternative.

Replacement cost valuation of assets mea-
sures assets by the money value required to replace
them. This concept of valuation is extremely useful
for many decision-making purposes. For example,
management decisions to continue delivery of cer-
tain services should be affected by the replacement
cost of resources, not their historical or acquisition
cost—which is considered to be a sunk cost, irrele-
vant to future decisions. Planning agencies or other
regulatory agencies also should consider estimates
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EXHIBIT 8-2 Alpha H(O’s Balance Sheet, Transactions 1 Through 3

Transaction 1

Alpha HCO Balance Sheet
January 2, 20X3

Assets Liabilities and Net Assets
Cash $1,000,000 Notes payable $100,000
Equipment 100,000 Net assets 1,000,000
Total $1,100,000 Total $1,100,000
Assets: Increase $100,000 (equipment increases by $100,000)
Liabilities: Increase $100,000 (notes payable increase by $100,000)
Transaction 2
Alpha HCO Balance Sheet
January 3, 20X3
Assets Liabilities and Net Assets
Cash $500,000 Notes payable $100,000
Equipment 100,000 Bonds payable 1,500,000
Building 2,000,000 Net assets 1,000,000
Total $2,600,000 Total $2,600,000

Assets: Increase $1,500,000 (cash decreases by $500,000 and building increases by $2,000,000)
Liabilities: Increase $1,500,000 (bonds payable increase by $1,500,000)

Alpha HCO Balance Sheet
January 4, 20X3

Transaction 3
Assets
Cash $500,000
Supplies 200,000
Equipment 100,000
Building 2,000,000
Total $2,800,000

Assets: Increase $200,000 (supplies increase by $200,000)

Liabilities and Net Assets

Accounts payable $200,000
Notes payable 100,000
Bonds payable 1,500,000
Net assets 1,000,000
Total $2,800,000

Liabilities: Increase $200,000 (accounts payable increases by $200,000)

of replacement cost to avoid bias. Considering only
historical cost may improperly make old facilities
appear more efficient than new or proposed facilities
and projects.

Replacement cost may be a useful concept of
valuation; however, it too suffers from lack of objec-
tivity in measurement. Replacement cost valuation
depends on how an item is replaced. For example,

given the rate of technologic change in the gen-
eral economy, especially in the healthcare industry,
few assets today would be replaced with like assets.
Instead, more refined or capable assets probably
would replace them. What is the replacement cost
in this situation? Is it the cost of the new, improved
asset or the present cost of an identical asset that
most likely would not be purchased? Compound this
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question by the large number of manufacturers sell-
ing roughly equivalent items and you have some idea
of the inherent difficulty and subjectivity in replace-
ment cost valuation.

Historical cost valuation, with all its faults, is thus
the basis that the accounting profession has chosen
to value assets and liabilities in most circumstances.
Accountants use it rather than replacement cost largely
because it is more objective. Over the years, there has
been some fairly strong pressure from inside and out-
side the accounting profession to switch to replace-
ment cost valuation, but it is still uncertain whether
this pressure will be successful.

One final, important point should be noted:
at the time of initial asset valuation, the values
assigned by historical cost valuation and replace-
ment cost valuation are identical. The historical cost
value is most often criticized for assets that have
long, useful lives, such as buildings and equipment.
Over a period of many years, the historical cost
and replacement cost values tend to diverge dra-
matically, in part because general inflation in our
economy erodes the dollar’s purchasing power. A
dollar of today is simply not as valuable as a dollar of
10 years ago. This problem could be remedied, with-
out sacrificing the objectivity of historical cost mea-
surement, by selecting a unit of purchasing power
as the unit of measure: transactions then would not
be accounted in dollars but in dollars of purchasing
power at a given point in time, usually the year for
which the financial statements are being prepared.
This issue is addressed in the next section, under
Principle Five: Stable Monetary Unit.

Required Return on Investment and
Valuation Alternatives

Business firms, both voluntary not-for-profit and
investor-owned, must produce returns on their invest-
ment greater than the cost of capital used to finance
their investment. The cost of capital refers to the
cost of debt or equity in financing the acquisition of
an asset. Certainly, it would not be wise for a business
to borrow money at 10% (cost of debt) and invest the
proceeds in projects earning only 5%. Valuation of
the investment at cost, market value, or replacement
cost can have a significant effect on basic business
decisions such as expansion or closure. To illustrate
this point, consider James Nursing Home, a fictitious
voluntary not-for-profit clinic, with the financial data
presented in TABLE 8-1.

Return on investment (ROI) for James Nurs-
ing Home is 12.5% under a historical cost valuation
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TABLE 8-1 Financial Data for James Nursing

Home—20X4

Cash flow $10,000
Cost of capital 12%
Investment—Historical cost $80,000
Investment—Replacement cost $150,000
Investment—Market value $60,000

($10,000 + $80,000), 6.7% under replacement cost
valuation ($10,000 + $150,000), and 16.7% under
a market value valuation ($10,000 + 60,000). What
should the management and board of James Nursing
Home do?

First, the ROI calculated under cost valuation is
meaningless for future decisions. An ROI based on
historical cost tells you how well the investment has
done, not how well it will do in the future. ROI cal-
culated under replacement cost valuation will tell the
decision maker the return using current replacement
cost values. In our example, the James Nursing Home
is not profitable given current replacement cost val-
ues and is not viable in the future. Unless expecta-
tions about future cash flows change, the nursing
home should not receive significant new investment.
ROI calculated under market values shows the James
Nursing Home to be viable in the short run. It is

<Cost of Capital | >Cost of Capital

! '

<Cost of Capital | >Cost of Capital

l
e

FIGURE 8-1 Return on Investment Relationships
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generating an ROI of 16.7%, which exceeds its cost
of capital, 12%. FIGURE 8-1 illustrates the decision
framework.

Principle Five: Stable Monetary Unit

The money measurement principle of accounting
discussed earlier restricted accounting measures
to money. In accounting in the United States, the
unit of measure is the dollar. At the present time,
no adjustment to changes in the general purchasing
power of that unit is required in financial reports;
a year-2007 dollar is assumed to be equal in value
toa 2017 dollar. This permits arithmetic operations,
such as addition and subtraction. If this assumption
were not made, addition of the unadjusted histor-
ical cost values of assets acquired during different
periods would be inappropriate, like adding apples
and oranges. Current generally accepted account-
ing principles incorporate the stable monetary unit
principle.

The stable monetary unit principle may not
seem to pose any great problems. However, even
modest rates of inflation at around 4% per year can
quickly compound to produce major financial dis-
tortions. For example, $1.00 paid in the year 2025
would be equivalent to $0.67 paid in 2015 with a 4%
annual inflation rate. To present an extreme exam-
ple, imagine that the inflation rate in the economy
is currently 100%, compounded monthly. Consider

a neighborhood healthcare center that has all its
expenses, except payroll, covered by grants from
governmental agencies. Its employees have a contract
that automatically adjusts their wages to changes in
the general price level. (With a monthly inflation
rate of 100%, it is no wonder.) Assume that revenues
from patients are collected on the first day of the
month after the one in which they were billed, but
that the employees are paid at the beginning of each
month. Rates to patients are set so that the excess of
revenues over expenses will be zero. With the first
month’s wages set equal to $100,000, the income and
cash flow positions presented in TABLE 8-2 result for
the first 6 months of the year.

Note the tremendous difference between income
and cash flow. Although the income statement would
indicate a break-even operation, the cash balance at
the end of June would be a negative $3,150,000. Obvi-
ously, the healthcare center’s operations cannot con-
tinue indefinitely in light of the extreme cash hardship
position imposed.

Fortunately, the rate of inflation in our economy
is not 100%. However, smaller rates of inflation com-
pounded over long periods could create similar prob-
lems. For example, setting rates equal to historical cost
depreciation of fixed assets leaves the entity with a
significant cash deficit when it is time to replace the
asset. Many healthcare boards and management orga-
nizations of not-for-profit firms do not adequately
reflect increasing replacement costs in their pricing.

TABLE 8-2 Sample Income and Cash Flows, 100% Inflation

January $100,000 $100,000
February 200,000 200,000
March 400,000 400,000
April 800,000 800,000
May 1,600,000 1,600,000
June 3,200,000 3,200,000

$6,300,000 $6,300,000

Note: $50,000 is equal to the revenue billed in December.

$50,000% $100,000 (50,000)
100,000 200,000 (100,000)
200,000 400,000 (200,000)
400,000 800,000 (400,000)
800,000 1,600,000 (800,000)

1,600,000 3,200,000 (1,600,000)
$3,150,000 $6,300,000 ($3,150,000)
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Learning Objective 3

Discuss the differences between the accrual- and
cash-basis methods of accounting.

» Accrual Versus Cash
Accounting

Accrual accounting is a fundamental premise of
accounting. It means that transactions of a business
enterprise are recognized during the period to which
they relate, not necessarily during the periods in
which cash is received or paid. The latter part of this
definition refers to cash-basis accounting.

It is common to hear people talk about the differ-
ences between these two forms of accounting. Most of
us think in cash-basis terms. We measure our personal
financial success during the year by the amount of
cash we realized. Seldom do we consider such things
as wear and tear on our cars and other personal items
or the differences between earned and uncollected
income. Perhaps if we accrued expenses for items such
as depreciation on heating systems, air conditioning
systems, automobiles, and furniture, we might see a
different picture of our financial well-being.

The accrual basis of accounting significantly
affects the preparation of financial statements in gen-
eral; however, its major impact is on the preparation of
the statement of revenues and expenses. The following
additional transactions for Alpha HCO illustrate the
importance of the accrual principle:
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®  Transaction 4: Alpha HCO bills patients $100,000
on January 16, 20X3, for services provided to them.

® Transaction 5: Alpha HCO pays employees
$60,000 for their wages and salaries on January
18, 20X3.

® Transaction 6: Alpha HCO receives $80,000 in
cash from patients who were billed earlier in
Transaction 4 on January 23, 20X3.

B Transaction 7: Alpha HCO pays the $200,000 of
accounts payable on January 27, 20X3, for the pur-
chase of supplies that took place on January 4, 20X3.

Balance sheets prepared after each of these trans-
actions appear as presented in EXHIBIT 8-3. In Trans-
actions 4 and 5, there is an effect on Alpha HCO’s
residual interest or its fund balance (also referred to
as net assets or equity). In Transaction 4, an increase
in net assets occurred because patients were billed for
services previously rendered. Increases in net assets
or owners’ equity resulting from the sale of goods or
delivery of services are called revenues. It should be
noted that this increase occurred even though no cash
was actually collected until January 23, 20X3, illustrat-
ing the accrual principle of accounting. Recognition
of revenue occurs when the revenue is earned, not
necessarily when it is collected.

In Transaction 5, a reduction in fund balance (net
assets) occurs. Costs incurred by a business enterprise
to provide goods or services that reduce net assets
or owners equity are called expenses. Under the
accrual principle, expenses are recognized when assets
are used up or liabilities are incurred in the produc-
tion and delivery of goods or services, not necessarily
when cash is paid.

EXHIBIT 8-3 Alpha H(O’s Balance Sheet, Transactions 4 Through 7

Transaction 4
Alpha HCO Balance Sheet
January 16, 20X3
Assets Liabilities and Net Assets

Cash $500,000 Accounts payable $200,000

Accounts receivable 100,000 Notes payable 100,000

Supplies 200,000 Bonds payable 1,500,000

Equipment 100,000 Net assets 1,100,000

Building 2,000,000

Total $2,900,000 Total $2,900,000
Assets: Increase $100,000 (accounts receivable increases by $100,000)
Net assets: Increase $100,000

(continues)
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EXHIBIT 8-3 Alpha H(O's Balance Sheet, Transactions 4 Through 7  (continued)

Transaction 5
Alpha HCO Balance Sheet
January 18, 20X3
Assets Liabilities and Net Assets
Cash $440,000 Accounts payable $200,000
Accounts receivable 100,000 Notes payable 100,000
Supplies 200,000 Bonds payable 1,500,000
Equipment 100,000 Net assets 1,040,000
Building 2,000,000
Total $2,840,000 Total $2,840,000
Assets: Decrease by $60,000 (cash decreases by $60,000)
Net assets: Decrease by $60,000
Transaction 6
Alpha HCO Balance Sheet
January 23, 20X3
Assets Liabilities and Net Assets
Cash $520,000 Accounts payable $200,000
Accounts receivable 20,000 Notes payable 100,000
Supplies 200,000 Bonds payable 1,500,000
Equipment 100,000 Net assets 1,040,000
Building 2,000,000
Total $2,840,000 Total $2,840,000
Assets: No change (cash increases by $80,000; accounts receivable decrease by $80,000)
Transaction 7
Alpha HCO Balance Sheet
January 27, 20X3
Assets Liabilities and Net Assets
Cash $320,000 Accounts payable S0
Accounts receivable 20,000 Notes payable 100,000
Supplies 200,000 Bonds payable 1,500,000
Equipment 100,000 Net assets 1,040,000
Building 2,000,000
Total $2,640,000 Total $2,640,000

Assets: Decrease by $200,000 (cash decreases by $200,000)
Liabilities: Decrease by $200,000 (accounts payable decrease by $200,000)

© Jones & Bartlett Learning, LLC. NOT FOR SALE OR DISTRIBUTION. 8738



The difference between revenue and expense is
often referred to as net income. In the hospital and
healthcare industry, this term may be used inter-
changeably with the term excess of revenues over
expenses or revenues and gains in excess of expenses.

The income statement, or statement of operations,
summarizes the revenues and expenses of a business
enterprise over a defined period. If an income state-
ment is prepared for the total life of an entity, that is,
from inception to dissolution, the value for net income
would be the same under both an accrual and a cash
basis method of accounting.

In most situations, frequent measurements of
revenue and expense are demanded, creating some
important measurement problems. Ideally, under
the accrual accounting principle, expenses should
be matched to the revenue that they helped create.
For example, wage, salary, and supply costs usually
can be easily associated with revenues of a given
period. However, in certain circumstances, the asso-
ciation between revenue and expense is impossible
to discover, necessitating the accountant’s use of a
systematic, rational method of allocating costs to a
benefiting period. In the best example of this proce-
dure, costs such as those associated with building and
equipment are spread over the estimated useful life
of the assets through the recording of depreciation.

To complete the Alpha HCO example, assume that
the financial statements must be prepared at the end
of January. Before they are prepared, certain adjust-
ments must be made to the accounts to adhere fully
to the accrual principle of accounting. The following
adjustments might be recorded.

B  Adjustment 1: There are currently $100,000 of
patient charges that have been incurred but not
yet billed.

B Adjustment 2: There are currently $50,000 worth
of unpaid wages and salaries for which employees
have performed services.

EXHIBIT 8-4 Alpha H(O Balance Sheet: January 31, 20X3
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®  Adjustment 3: A physical inventory count indi-
cates that $50,000 worth of initial supplies have
been used.

B Adjustment 4: The equipment of Alpha HCO has
an estimated useful life of 10 years, and the cost
is being allocated over this period. On a monthly
basis, this amounts to an allocation of $833 per
month.

B Adjustment 5: The building has an estimated use-
ful life of 40 years, and the cost of the building is
being allocated equally over its estimated life. On
a monthly basis, this amounts to $4,167.

B  Adjustment 6: Although no payment has been
made on either notes payable or bonds payable,
there is an interest expense associated with using
money for this 1-month period. This interest
expense will be paid later. Assume that the note
payable carries an interest rate of 8% and the
bond payable carries an interest rate of 6%. The
actual amount of interest expense incurred for
the month of January would be $8,167 ($667 on
the note and $7,500 on the bond payable).

The effects of these adjustments on the balance
sheet of Alpha HCO and on the ending balance sheet
that would be prepared after all the adjustments were
made, are presented in EXHIBIT 8-4 (with explana-
tions in TABLE 8-3). It is also possible to prepare the
statement of revenues and expenses presented in
EXHIBIT 8-5.

Note that the difference between revenue and
expense during the month of January was $26,833, the
exact amount by which the net assets of Alpha HCO
changed during the month. Alpha HCO began the
month with $1,000,000 in its net asset account and
ended with $1,026,833. This illustrates an important
point to remember when reading financial statements:
the individual financial statements are fundamentally
related to one another.

Assets
Cash $320,000
Accounts receivable 120,000
Supplies 150,000
Equipment 99,167
Building 1,995,833
Total $2,685,000

Liabilities and Net Assets
Wages and salaries payable $50,000
Interest payable 8,167
Notes payable 100,000
Bonds payable 1,500,000
Net assets 1,026,833
Total $2,685,000
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TABLE 8-3 End of Period Adjusting Entries and End of Month Balance Sheet

D T T

$100,000
2 $50,000
3 $50,000 None
4 $833 None
5 $4,167 None
6 $8,167 Interest payable

EXHIBIT 8-5 Alpha H(O Statement of Revenue and

Expenses: For Month Ended January 31, 20X3

Revenues $200,000
Less expenses
Wages and salaries $110,000
Supplies 50,000
Depreciation 5,000
Interest 8,167
Total $173,167
Excess of revenue over $26,833

expenses

Learning Objective 4

List the three categories of net assets.

» Fund Accounting
Fund accounting is a system in which an entity’s
assets and liabilities are segregated in the account-
ing records. Each fund may be considered an inde-
pendent entity with its own self-balancing set of
accounts. The basic accounting equation discussed
under “duality” must be satisfied for each fund: assets
must equal liabilities plus net assets for the particular
fund in question.

The Financial Accounting Statement Board
(FASB) pronouncement 117 changed the nature
of fund accounting for voluntary not-for-profit

Wages and salaries payable

Net assets and accounts receivable None

Net assets

Net assets and supplies
Net assets and equipment
Net assets and building

Net assets

healthcare organizations. It stipulated that only three
classifications of fund balance or net assets be used:

1. Unrestricted net assets
2. Temporarily restricted net assets
3. Permanently restricted net assets

The last two categories of net assets, temporar-
ily and permanently restricted net assets, are related
to the existence of a donor-imposed restriction. The
difference between the two is based on the nature of
the donor’s restriction. Temporarily restricted net
assets are funds that can be used for a specific pur-
pose only, funds that may be released for a specific
purpose only, or funds that may be released for gen-
eral purposes after a passage of time. Permanently
restricted net assets are often of an endowment
nature. Only the income of the fund can be used, and
the principal cannot be used to fund any purpose.
Generally, donor-restricted net assets can consist of
the following three common types:

B Specific-purpose funds
B Plant replacement and expansion funds
®  Endowment funds

Specific-purpose funds are donated by individ-
uals or organizations and restricted for purposes other
than plant replacement and expansion or endowment.
Monies received from government agencies to per-
form specific research or other work are examples of
specific-purpose funds.

Plant replacement and expansion funds are
restricted for use in plant replacement and expansion.
Assets purchased with these monies are not recorded
in the fund. When the monies are used for plant pur-
poses, the amounts are transferred to the unrestricted
net assets. For example, if $200,000 in cash from the
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plant replacement fund were used to acquire a piece
of equipment, equipment and unrestricted net assets
would be increased.

Endowment funds are contributed to be held
intact for generating income. The income may or may
not be restricted for specific purposes. Some endow-
ments are classified as “term” endowments. That is,
after the expiration of some period, the restriction on
use of the principal is lifted. The balance is then trans-
ferred to the general fund.

Learning Objective 5

Discuss the accounting conventions that affect the
application of accounting principles.

» Conventions of Accounting

The accounting principles discussed up to this point
are important in the preparation of financial state-
ments. However, several widely accepted conventions
modify the application of these principles in certain
circumstances. Three of the more important conven-
tions are discussed next:

1.  Conservatism
2. Materiality
3. Consistency

Conservatism affects the valuation of some assets.
Specifically, accountants use a “lower of cost or market”
rule for valuing inventories and marketable securities.
The lower of cost or market rule means that the value of
a stock of inventory or marketable securities would
be the actual cost or market value, whichever is less. For
these resources, there is a deviation from cost valuation
to market valuation whenever market value is lower.

Materiality permits certain transactions to be
treated out of accordance with generally accepted
accounting principles. This might be permitted because
the transaction does not materially affect the presenta-
tion of financial position. For example, theoretically,

Summary 207

paper clips may have an estimated useful life greater
than 1 year. However, the cost of capitalizing this item
and systematically and rationally allocating it over its
useful life is not justifiable; the difference in financial
position that would be created by not using generally
accepted accounting principles would be immaterial.

Consistency limits the accounting alternatives that
can be used. In any given transaction, there is usually
a variety of available, generally acceptable, accounting
treatments. For example, generally accepted account-
ing principles permit the use of double-declining
balance, sum-of-the-years’ digits, or straight-line
methods for allocating the costs of depreciable assets
over their estimated useful life; but the consistency
convention limits an entity’s ability to change from
one acceptable method to another.

» SUMMARY

In this chapter, we discussed the importance of gen-
erally accepted accounting principles in deriving
financial information. Although these principles are
formally required only in the preparation of audited
financial statements, they influence the derivation
of most financial information. An understanding of
some of the basic principles is critical to an under-
standing of financial information in general.

The following five specific principles of account-
ing were discussed in some detail:

1. Accounting entity

2. Money measurement
3. Duality

4. Cost valuation

5. Stable monetary unit

In addition to these, the importance accrual and
fund accounting as it relates to the hospital and health-
care industry was discussed. The chapter concluded
with a discussion of three conventions that may mod-
ify the application of generally accepted accounting
principles in specific situations.

1. ABC Medical Center has undergone a recent corporate reorganization. The structure presented in FIGURE 8-2
resulted. What difficulties might be experienced in preparing financial statements for the ABC Hospital?
2. Does the value of total assets represent the economic value of the entity?

w

What is the difference between stockholders’equity and net assets or unrestricted net assets?

4. A home healthcare firm has purchased five automobiles. Each automobile costs $24,000 and has an estimated
useful life of 3 years. Each year, the replacement cost of the automobiles is expected to increase 10%. At the end
of the third year, replacement cost is $31,944. The firm anticipates that each automobile will be used to make
1,500 patient visits per year. If the firm prices each visit to recover just the historical cost of the automobiles, it will
include a capital cost of $5.33 per visit ($24,000 divided by 4,500 total visits). Assuming the revenue generated
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FIGURE8-2 ABC Medical Center’s Reorganization

from this capital charge is invested at 10%, will the firm have enough funds available to meet its replacement
cost? How would this situation change if price-level depreciation were used to establish the capital charge?

5. A health maintenance organization (HMO) has just been formed. During its first year of operations, the
organization reported an accounting loss of $500,000. Cash flow during the same period was a positive $500,000.
How might this situation exist, and which measure better describes financial performance?

6. What is the difference between restricted and unrestricted net assets?

Why is consistency in financial reporting critical to fairness in financial representation?

8. Describe the primary differences between financial and managerial accounting.

SOLUTIONS AND ANSWERS

1. It may be difficult to associate specific assets and liabilities for the ABC Hospital. For example, debt may have
been issued by the holding company to finance projects for both the hospital and the nursing home. In addition,
commonly used assets may be involved, such as a dietary department providing meals for both hospital and
nursing home patients. Some expenses also may be difficult to trace to either the hospital or the nursing home.
For example, how should expenses that are common to the hospital, the nursing home, and the foundation
(such as administrative expenses of the holding company) be allocated? Thus, many problems of “jointness” may
make preparation of the financial statements for the hospital difficult, but such statements are still likely to be a
necessity for adequate planning and control.

2. Only coincidentally would the value of total assets equal the economic value of the entity. Total assets, as reported
in the balance sheet, represent the undepreciated historical cost of assets acquired by the entity. Economic value
of an entity is related to the discounted value of future earnings or the market value of the entity if sold.

3. Both stockholders’equity and net assets or unrestricted net assets represent the difference between total assets
and total liabilities. Stockholders’ equity is used in investor-owned corporations to designate the residual owners'
claims. Net assets are used in not-for-profit corporations in which there is no residual ownership interest.

4. TABLE 8-4 presents data relevant to the pricing decision of the home healthcare firm regarding the five
automobiles. Funds available are shown with historical cost depreciation per automobile. TABLE 8-5 presents

=

TABLE 8-4 Historical Cost Depreciation for Home Healthcare Firm's Automobiles

[ e [ i |

Year 1 $8,000 $9,680
Year 2 8,000 1 8,800
Year 3 8,000 0 8,000

$24,000 $26,480

Shortage = $31,944 — $26,480 = $5,464 per automobile
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TABLE 8-5 Price-Level Depreciation for Home Healthcare Firm’s Automobiles

Year 1 $8,800 $10,648
Year 2 9,680 1 10,648
Year 3 10,648 0 10,648

$29,128 $31,944

Price-level depreciation in year £ = ($24,000 [1.10]) + 3 Shortage = $31,944 — $31,944 =0

funds available with price-level depreciation per automobile. Thus, the prices should be set equal to expected
replacement cost. Clearly, pricing services to recover capital costs is critical to long-term financial survival.

5. The HMO could have received large payments in advance for providing health services to major employers. This
would mean that a liability to provide future services exists. Both accounting loss and cash flow are important
in assessing financial performance. The accounting loss is symbolic of a critical operational problem regarding
revenue and expense relationships. The positive cash flow may be temporary unless revenue exceeds expenses in
future periods.

6. A restricted fund has a third-party donor restriction placed on the use of the funds. An unrestricted fund has no
such restriction.

7. Changes in financial reporting can impair the comparability of financial results between years for a given firm.

8. Financial accounting has its primary focus on external financial reporting through the preparation and
dissemination of the four primary financial statements. Managerial accounting is more internally focused,
providing information within the organization to measure, monitor, and facilitate performance improvement.
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CHAPTER9
Financial Statements

LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

Explain why it is important to know the scope of business being reviewed when using financial statements.
Understand the format and content of the balance sheet.

Understand the format and content of the statement of operations.

Understand the format and content of the statement of changes in net assets.

Understand the format and content of the statement of cash flows.

REAL-WORLD SCENARIO

Ed Adams, a 2004 graduate of a well-respected health administration graduate program, recently accepted a
job offer to work as a financial analyst in the controller’s office at Northern Healthcare Corporation (NHC), an
investor-owned provider of outpatient and rehabilitative healthcare services. Ed, who will start his job next month,
has obtained the company’s financial statements for the past several years so that he can better understand the
company's recent financial position and performance.

Ed already knew that NHC owns nearly 200 rehabilitation facilities and ambulatory surgery centers across the
United States. In recent years NHC had expanded rapidly through multiple acquisitions, new facilities, and growth
at existing facilities. Yet, even with this rapid growth, Ed knew that the financial performance had been unsatisfac-
tory in recent years and that management was feeling intense pressure by shareholders to improve its performance.

Upon his first inspection of NHC's financial statements, Ed noticed that the financial statements were in
accordance with the provisions of Statement of Financial Accounting Standards (SFAS) No. 131, “Disclosures
about Segments of an Enterprise and Related Information,” which were issued by the Financial Accounting Stan-
dards Board (FASB) in 1997. Ed had learned in school that SFAS 131 requires an enterprise to report operating
segments based on the way its operations are managed. This approach defines operating segments along the lines
used by management to assess performance and to make operating and resource allocation decisions. Among
other requirements, Ed knew that segments must be segregated by product and service, by geographic area, by
legal entity, and by type of customer. In the case of NHC, based on its management and reporting structure, seg-
ment information was presented for inpatient and other clinical services and outpatient services.

A
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212 Chapter 9 Financial Statements

Ed now looked closer at the company’s balance sheet. He noticed that the company’s cash balance has been
steadily declining in recent years, while inventories were rising. Given the company’s rapid growth, Ed was not sur-
prised to see that total assets had risen substantially over the past few years. But he was concerned that the amount
of long-term debt had just about doubled over a recent 2-year period.

Ed then turned to the income statement. Despite the company’s increased leverage, as reflected by the substan-
tial rise in debt, the company’s earnings per share had fallen by about 80% in recent years compared with its high
just a few years ago. The declining income was all the more surprising because revenues had risen by one-third
over the same period. At first, this seemed paradoxical to Ed. Then, he noticed that the company’s discounts and
allowances had risen by upward of 500% over this period. Perhaps, he thought, this figure helps to explain the
recent poor performance.

Ed realized that trying to more fully understand the company’s financial performance would require a lot of
time and effort. He would have to study the company’s four major financial statements in greater detail. Addition-
ally, he would need to read the accompanying footnotes to the financial statements and would need to supplement
with additional knowledge of economic, regulatory, and other factors to get a more accurate sense of why NHC's

financial performance had deteriorated so much in recent years.

Previously, we presented the principles of accounting
that are necessary in organizing and preparing finan-
cial statements for an organization. These statements
tell a story of where the organization is financially,
and, how it arrived there. To many people, financial
statements seem confusing. However, a general under-
standing of the format and content of these statements
can yield financial literacy. At the conclusion of this
chapter, you should be able to read and understand the
four primary financial statements.

First, let’s briefly discuss what the four statements
are and what information is available in each. The
balance sheet presents a record of an organization’s
assets, liabilities, and net assets (equity) at a specific
point of time. In essence, it is a financial snapshot of
the organization at a certain date. The statement
of operations (also known as the income state-
ment or statement of revenues and expenses) details
the organization’s revenues and expenses during the
accounting period—typically, 1 year. If the balance
sheet is a snapshot, the statement of operations can be
thought of as a video clip showing the running total
of funds generated and expended during the period.
The statement of changes in net assets (or state-
ment of changes in shareholders’ equity) lists how net
assets (or equity) changed during the period, and the
statement of cash flows describes how cash was
generated and used. Finally, the notes to the finan-
cial statements provide detail on the organization’s
structure, accounting practices, and financial stand-
ing. The notes are not considered to be a part of the
four primary statements; however, they are critical in
any financial assessment of an organization. When
the statements above are prepared and reviewed by an
external, independent accounting firm they are collec-
tively referred to as audited financial statements.

In order to learn the format and content of audited
financial statements, we will use a case example for
a not-for-profit healthcare entity: Harris Memorial
Hospital and Harris Community Foundation (jointly
abbreviated HCF). The complete audited financial
statements can be found in Appendix 9-A. Although
the documents size appears overwhelming, our step-
by-step discussion will hopefully make the informa-
tion manageable and useful.

Learning Objective 1

Explain why it is important to know the scope of
business being reviewed when using financial
statements.

» Organizational Structure

The first information available in any audited finan-
cial statement is the organization for which the state-
ments represent. As seen in our case example, the
name of the organization is Harris Memorial Hospital
and Harris Community Foundation. You may won-
der what the relationship is between these two enti-
ties. The answer to this question can almost always be
found in the beginning of the notes to the financial
statements. The description of the entity from the
notes follows:

Organization and Basis of Combination

Harris Memorial Hospital (the Hospital) and
Harris Community Foundation (the Foun-
dation) are a hospital and charitable founda-
tion located in Jersey, Ohio. The Hospital and
Foundation are exempt from federal income

© Jones & Bartlett Learning, LLC. NOT FOR SALE OR DISTRIBUTION. 8738



taxes under Section 501(c)(3) of the Internal
Revenue Code (IRC). The Hospital and Foun-
dation are collectively referred to herein as the
Foundation.

The Foundation owns and operates the
Renee Center, which has 27 skilled nursing
beds; Harris Assurance, Ltd. (Assurance), a
for-profit, wholly owned insurance subsid-
iary; and Harris Properties (Condit Inn), a
for-profit, wholly owned subsidiary. During
20X6, the Foundation formed the Harris
Community Hospital Corporation (dba Har-
ris Hospital) located in Oldstone, Ohio and
the Harris Long Term Acute Care Hospital
Corporation (dba Harris Continuing Care
Hospital) located in Jersey, Ohio. The 60-bed
Harris Continuing Care Hospital opened in
May 20X7. Harris Hospital, with 92 beds,
opened in late July 20X7. At December 31,
20X7, the Foundation has remaining com-
mitments totaling approximately $7,360,000
under construction contracts for these and
other capital projects.

The Foundation is affiliated with the Har-
ris Health Plan (the Health Plan). The Health
Plan’s financial statements are not included
in these combined financial statements. The
Foundation provides healthcare services in
the central Ohio region. All appropriate inter-
company accounts have been eliminated in
combination.

What we learn from this reading is that Harris
Memorial Hospital and Harris Community Founda-
tion are not-for-profit organizations that are effec-
tively presented as one entity (referred throughout
the remainder of the statements as the Foundation).
This combined entity not only represents the hos-
pital and charitable foundation, but also a host of
other business interests: a skilled-nursing facility,
an insurance firm, a real estate company that runs a
hotel, and two other smaller hospitals. Some of these
interests are for-profit even though the parent is not-
for-profit (as understood by the tax-free status). The
Foundation also has an affiliation with a health plan;
however, the financial details of this relationship are
not provided.

The Harris Foundation (HCF) presents a great
example for our discussion of modern healthcare
organizations (HCOs). Clearly, HCOs can be complex
entities that represent a variety of business interests.
As such, prior to reviewing the four core financial
statements, it is imperative to understand who and
what those statements are representing.
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Learning Objective 2

Understand the format and content of the balance sheet.

» Balance Sheet

As discussed previously, the balance sheet presents a
record of an organization’s assets, liabilities, and net
assets (equity) at a specific point of time. You will
recall these terms from the previous chapter. Assets
are things that an organization owns (e.g., build-
ings, equipment, and cash). Liabilities and net assets
describe how the assets are financed. When an orga-
nization uses debt (loans, mortgages, etc.) to purchase
an asset, this is referred to as a liability. The owner is
liable to someone else for the funds used to purchase
the asset. Net assets or fund balance, also known as
equity, refer to the remaining interest the owner(s) has
after the liabilities have been paid. Recalling the dual-
ity principle, a balance sheet will always balance: assets
= liabilities + net assets (equity). The balance sheet will
always show this relationship for one point in time,
typically the end of the accounting period.

In our case example, the accounting period for
HCEF is 1 year ending on December 31. Most audited
financial statements present 2 years of information
for comparison purposes. Examining the balance
sheet for HCF we confirm that assets of $1,305,046
equal the sum of liabilities ($620,427) and net assets
($684,619). Note that the values have been listed “in
thousands”; this is a common practice in audited
financial statements.

Although it is nice to see that the balance sheet
balances (as, of course, it should), it is more interest-
ing to learn about the types of assets, liabilities, and
net assets the entity possesses. The following para-
graphs will explore these areas that are applicable in
most audited financial statements.

Current Assets

Assets that are expected to be exchanged for cash or
consumed during the operating cycle of the entity (or
1 year, whichever is longer) are classified as current
assets on the balance sheet. The operating cycle is the
length of time between acquisition of materials and
services and collection of revenue generated by them.
Because the operating cycle for most HCOs is sig-
nificantly less than 1 year (perhaps 3 months or less),
current assets are predominantly those that may be
expected to be converted into cash or used to reduce
expenditures of cash within 1 year.
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Cash and Cash Equivalents

Cash consists of coin, currency, and available depos-
ited funds at banks. Negotiable instruments such as
money orders, certified checks, cashier’s checks, per-
sonal checks, or bank drafts are also viewed as cash.
Cash equivalents include savings accounts, certif-
icates of deposit, and other temporary marketable
securities. Categorization as a cash equivalent requires
that two criteria be met. First, management must
intend to convert the investment into cash within
1 year or during the operating cycle, whichever is lon-
ger. Second, the investment must be readily market-
able and capable of being transformed into cash easily.
HCF had $82,815,000 in cash and cash equivalents in
20X7, which was an increase over the prior year. In a
subsequent chapter we will discuss if HCF’s cash posi-
tion is appropriate.

Accounts Receivable

Accounts receivable represent legally enforceable
claims on customers for prior services or goods. HCF
has net patient accounts receivable of $70,025,000 at
the end of 20X7. This value represents the amount of
money that HCF expects to collect in the next year
(20X8) from services provided to patients and other
customers in 20X7 that as yet have not been paid. HCF
also has nonpatient accounts receivable in the amount
of $28,990,000 at the end of 20X7.

A characteristic of hospitals and other HCOs
that makes their accounts receivable different from
those of most other organizations is that the charges
actually billed to patients are often settled for sub-
stantially lower amounts. The differences are known
as allowances. The following four major categories of
allowances are used to restate accounts receivable to
expected, realizable value:

1. Charity allowances

2. Courtesy allowances

3.  Doubtful account allowances
4. Contractual allowances

A charity allowance is the difference between
established service rates and amounts actually
charged to indigent patients. Most healthcare facil-
ities have a policy of scaling the normal charge by
some factor based on income in relationship to a
standard, usually the Federal Poverty Level values.
The difference between the initial price and the dis-
counted price is the amount of the charity allowance.
A courtesy allowance is the difference between
established rates for services and rates billed to spe-
cial patients, such as employees, physicians, and
clergy. Again, the difference between initial price and

discounted price for these special patients represent
the courtesy allowance.

A doubtful account allowance is the differ-
ence between rates billed and amounts expected
to be recovered. For example, a medically indigent
patient might actually receive services that have an
established rate of $100, but be billed only $50. If
it is anticipated that the patient will not pay even
the $50, then that $50 will show up as a doubtful
account allowance. HCF had a doubtful account
allowance of $25,302,000 for its accounts receiv-
able in 20X7. This means that the organization
had uncollected net patient charges of $95,327,000
($70,025,000 + $25,302,000) but only expected to
collect $70,025,000 (the amount listed in accounts
receivable for 20X7).

In most situations, contractual allowances rep-
resent the largest deduction from accounts receivable.
A contractual allowance is the difference between rates
billed to a third-party payer, such as Medicare, and the
amount that actually will be paid by that third-party
payer. For example, a Medicare patient may receive
hospital services priced at $4,000 but actually pay the
hospital only $3,000 for those services, based on a pre-
arranged agreement between the payer and the hospi-
tal. If this account is unpaid at the fiscal year end, the
financial statements would include the net amount of
cash expected to be received ($3,000), not the gross
prices charged ($4,000). Accounts receivable represent
the amount of cash expected to be received, not the
gross prices charged. Because most major payers, such
as Medicare, Medicaid, and Blue Cross, have a con-
tractual relationship that permits payment on a basis
other than charges, contractual allowances can be, and
usually are, very large.

The allowances are estimates and will, in all
probability, differ from the actual value of accounts
receivable that eventually will be written off. Because
estimation of allowances is so critical to the reported
value of accounts receivable, the methodology should
be scrutinized. Just how was the estimate developed?
Has the estimating method been used in the past with
any degree of reliability? An external audit performed
by an independent certified public accountant can
usually provide the required degree of reliability and
assurance.

Inventories and Supplies

Inventories in a healthcare facility represent items
that are to be used in the delivery of healthcare ser-
vices. They may range from normal business office
supplies to highly specialized chemicals used in a
laboratory.
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Prepaid Expenses

Prepaid expenses represent expenditures already
made for future service. Although these do not appear in
the HCF balance sheet, they may represent prepayment
of insurance premiums for the year, rents on leased
equipment, or other similar items. For example, an
insurance premium for a professional liability insurance
policy may be $600,000 per year, due 1 year in advance.
If this amount were paid on January 1, then on June 30,
$300,000 (one-half of the total) would be shown as a
prepaid expense.

Plant, Property, and Equipment (PPE)

Property and equipment are sometimes called fixed
assets or shown more descriptively as plant, prop-
erty, and equipment. Items in this category repre-
sent investment in tangible, permanent assets; they are
sometimes referred to as the capital assets of the orga-
nization. These items are shown at the historical cost
or acquisition cost, reduced by allowances for depre-
ciation. Details regarding the elements of fixed assets
are often shown in the footnotes. Footnote number 3
in Appendix 9-A provides this detail for HCE.

Land and Improvements

Land and improvements represent the historical
cost of land owned by the healthcare facility and the
historical cost of any improvements erected on it.
Such improvements might include water and sewer
systems, roadways, fences, sidewalks, shrubbery, and
parking lots. Although land may not be depreciated,
land improvements may be depreciated. Land held for
investment purposes is not shown in this category but
appears as an investment in the other assets section.

Buildings and Equipment

Buildings and equipment represent all buildings and
equipment owned by the entity and used during the
normal course of its operations. These items are also
stated at historical cost. Buildings and equipment not
used in the normal course of operations should be
reported separately. For example, real estate invest-
ments would not be shown in the fixed asset or plant
property and equipment section but in the other assets
section. Equipment in many situations is classified
into three categories: (1) fixed equipment—affixed
to the building in which it is located, including items
such as elevators, boilers, and generators; (2) major
movable equipment—usually stationary but capable
of being moved, including reasonably expensive items
such as automobiles, laboratory equipment, and X-ray
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apparatuses; and (3) minor equipment—usually low
in cost with short estimated useful lives, including
such items as wastebaskets, glassware, and sheets.

Construction in Progress

Construction in progress represents the amount
of money that has been expended on projects that
are still not complete when the financial statement is
published.

Allowance for Depreciation

Allowance for depreciation represents the accu-
mulated depreciation taken on the asset to the date
of the financial statement. The concept of deprecia-
tion is important and useful regarding a wide variety
of decisions. TABLE 9-1 illustrates the depreciation con-
cept: A $500 desk is purchased and depreciated over a
5-year life.

In the case of HCEF, there is $493,814,000 of accu-
mulated depreciation as of December 31, 20X7 (this
value is found in Appendix 9-A under footnote 3,
Property and Equipment). The historical cost base for
this amount is $1,057,163,000, the historical cost value
of buildings and equipment. This means that 46.7%
of the historical cost of present facilities has been
depreciated in prior years. As the ratio of allowance
for depreciation to building and equipment increases,
it usually signifies that a physical plant will need to be
replaced in the near future.

Assets That Have Limited Use

Most organizations will have some amounts listed
under assets that have limited use. Often these
assets are cash and investments that can only be
spent for specific purposes. At the end of 20X7,

TABLE 9-1 Balance Sheet Values

Historical $500 $500 $500 $500 $500
equipment
cost

Allowance for
depreciation

100 200 300 400 500

Net $400 $300 $200 $100 S0
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HCF had $512,986,000 in limited funds. The nature
of the asset limitation usually derives from one of
two possibilities. First, the board of directors for the
organization may restrict certain funds to be used
only in designated ways. HCF had $382,835,000
in board-designated funds at the end of 20X7 (see
Appendix 9-A, footnote 8). At times, no additional
detail is provided for what areas the board is
restricting funds. However, the HCF audit has further
breakout of these funds in the notes section under
Assets Limited as to Use (Appendix 9-A, footnote 8).
The section details funded depreciation (to replace
aging physical assets), professional liabilities, insti-
tutional research, subsidiary investments, and other
board-designated purposes as the primary fund areas.
In sum, board-designated funds must receive approval
from the board prior to being expended.

Second, aside from a board restriction, a third
party also may restrict funds. Two major types of
third-party restrictions are seen in the HCF audit:
donor-restricted and trustee restrictions for bond
agreements. Donor-restricted funds are typically tied
to a specific building campaign or community service
function. Bond-restricted funds are primarily held to
assure investors that sufficient money is available to
repay the bond commitment.

Other Assets

Finally, other assets are those that are neither cur-
rent nor involve property and equipment. Typically,
they are either investments or intangible assets. Sev-
eral categories exist. For example, deferred financ-
ing costs are listed in the other asset area. Deferred
financing costs are costs incurred initially by a bor-
rower to issue bonds. Such costs include legal fees,
accounting fees, and underwriter’s costs. The costs
are amortized over the life of the bonds, much like
depreciation.

Two other intangible asset items that may be
included in some healthcare facility balance sheets are
goodwill and organization costs. Goodwill represents
the difference between the price paid to acquire
another entity and the fair market value of the acquired
entity’s assets, less any related obligations or liabili-
ties. Goodwill is included mainly in balance sheets of
proprietary facilities, although increasingly, it is also
being seen in balance sheets of voluntary not-for-
profit organizations as they acquire other healthcare
entities, especially physician practices. Organization
costs are expended for legal and accounting fees and
other items incurred at the formation of the entity.
The cost of these items is usually amortized over some
allowable life.

Current Liabilities

Current liabilities are obligations that are expected
to require payment in cash during the coming year
or operating cycle, whichever is longer. Like current
assets, they are generally expected to be paid in 1 year.

Accounts Payable

Accounts payable may be thought of as the counter-
part of accounts receivable. They represent the enti-
ty’s promise to pay money for goods or services it has
received.

Accrued Liabilities

Accrued liabilities are obligations that result from
prior operations. They are thus a legal obligation to
make future payment. The expense of accruing inter-
est is an example. (This is discussed further in Chap-
ter 8.) Other examples of accrued expenses are payroll,
vacation pay, tax deductions, rent, and insurance. In
some cases, especially payroll, accrued liabilities are
desegregated to show material categories.

Due to Third-Party Payers

Similar to accounts receivable on the asset side of the
balance sheet, amounts listed under due to third-
party payers represent money that is due an inter-
mediary payer (Medicare, Blue Cross, etc.) from the
organization that is, as yet, unpaid. HCF has a rela-
tively small current liability for this area. The values
for both due to and from third-party payers usually
reflect differences between interim payments for
medical services in the preceding year and estimated
final payments. For example, a large payer such as
Blue Cross may agree to make biweekly payments of
$1,000,000 for services to its beneficiaries. At year-
end, a final accounting will be made to determine the
actual amounts that should have been paid based on
actual utilization and cost. In the case of HCE, a large
balance ($7,380,000) is due to the payers, which may
be offset against future payments from the payer.

Current Portion of Long-Term Debt

Current portion (or maturities) of long-term
debt represents the amount of principal that will be
repaid on the indebtedness within the coming year.
It does not equal the total amount of the payments
that will be made during that year. Total payments
include both interest and principal; current portion
of long-term debt includes just the principal por-
tion. For example, if at the June 30 fiscal year close, a
total of $360,000 ($30,000 per month) will be paid on
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long-term indebtedness during the coming year and
of this amount, only $120,000 is principal payment,
then $120,000 would be shown as a current portion of
the long-term debt.

Noncurrent Liabilities

Noncurrent liabilities include obligations that will
not require payment in cash for at least 1 year or more.
Harris Community Foundation shows five types of
noncurrent liabilities: contingent professional liabil-
ities; due to broker; postretirement obligation, other
than pensions; long-term debt; and other liabilities.
Often, these areas can be described further in the
notes to the financial statements. The largest area by
far for HCF is long-term debt.

Long-Term Debt

Long-term debt represents the amount of long-
term indebtedness that is not due in the next year.
HCF reported $439,597,000 in 20X7. When the cur-
rent portion of long-term debt ($4,692,000) is added
to the long-term portion, the total amount of long-
term debt is determined. The notes to the financial
statements usually provide additional information
on maturities, interest rates, and types of outstanding
debt (Appendix 9-A, footnote 4).

Net Assets

Net assets (or equity), as discussed earlier, represent
the difference between assets and the claim to those
assets by third parties or liabilities. It is helpful to
remember that assets and liabilities are more “mate-
rial” in nature. Cash, buildings, and loans (examples
of assets and a liability) are physical things that are
easier to understand for most people. The concept of
equity is perhaps, less clear because it is the result of
a mathematical equation and is not truly material or
physical in nature. Essentially, equity represents the
net worth of an entity after all liabilities have been
paid. Let us use an illustration to make this point more
clear. Assume two individuals own homes each with
a $200,000 value. The first individual has $150,000
remaining on his loan, while the second individual
only has $30,000 left on her loan. Assuming no other
assets or liabilities, the second individual would obvi-
ously have the greater net worth (or equity position) at
$170,000 versus the first individual with only $50,000
in equity. Increasing equity is a primary financial goal
for individuals and organizations. This will be dis-
cussed in more detail in Chapter 11.

We know from our discussion on limited use
assets that there are restrictions placed on certain
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asset areas. As a result, net assets are typically cat-
egorized into one of three types: (1) unrestricted,
(2) temporarily restricted, and (3) permanently
restricted. (See further discussion in Chapter 8.) This
is represented in the net asset categorization for HCF,
as well. Unrestricted net assets are by far the largest
of the three types for HCF ($600,179,000 of the total
$684,619,000).

Increases in net assets usually arise from one of
two sources: (1) contributions or (2) earnings. In
the nonprofit healthcare industry, there is usually no
separation in the fund balance account (net assets or
equity) to recognize these two sources. Thus, there is
no indication of how much of HCF’s unrestricted net
assets of $600,179,000 were earned and how much
were contributed. Financial statements prepared for
proprietary entities do show this breakdown. Earnings
of prior years, reduced by dividend payments to stock-
holders, are shown in an account labeled “retained
earnings.” In any given year, however, it is possible to
determine the sources of change in unrestricted net
assets by examining the statement of changes in net
assets, as will be discussed.

Learning Objective 3

Understand the format and content of the statement
of operations.

» Statement of Operations
(Revenues and Expenses)

Previously defined, the statement of operations
(also known as the income statement or statement
of revenues and expenses) details the organization’s
revenues and expenses during the accounting period—
typically, 1 year. The statement of operations has become
increasingly important in both the proprietary and
nonproprietary sectors. It represents operations in a
given period better than a balance sheet does. A balance
sheet summarizes the wealth position of an entity at
a given point by delineating its assets, liabilities, and
net assets. An income statement provides information
concerning how that wealth position was changed
through operations.

An entity’s ability to earn an excess of revenue over
expenses (also commonly referred to as net income or
profit) is an important variable in many external and
internal decisions. A series of income statements indi-
cates this ability well. Creditors use income statements
to determine the entity’s ability to pay future and pres-
ent debts; management and rate-regulating agencies
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use them to assess whether current and proposed rate
structures are adequate.

The entity principle is an important factor in ana-
lyzing and interpreting the statement of revenue and
expense. Income, the excess of revenue over expenses,
comes from a large number of individual operations
within a healthcare entity and is aggregated in the state-
ment of revenues and expenses. For example, HCF has
aggregated the revenues and expenses from its subsid-
iaries to create a consolidated statement of revenues
and expenses. Individuals interested in details about
any of the individual entities that constitute HCF
would need to see income statements for those organi-
zations. Information about revenues and expenses by
product line also often are needed when making man-
agerial decisions. Here, however, our focus is on the
general-purpose statement of revenues and expenses,
which is an aggregate of individual product lines.

Revenue

Generally speaking, revenue in a healthcare facility
comes from three sources:

1. Patient services revenue
2. Other revenue
3. Nonoperating gains (losses)

Patient Services Revenue

Patient services revenue represents the amount of
revenue that results from the provision of healthcare
services to patients. It is often shown on a net basis
in the statement of revenues and expenses with addi-
tional detail in the footnotes. Net patient revenue is
the residual of gross patient revenue less allowances.
Gross revenue is the “list price” for services provided
to the patient. However, most third-party payers or
uninsured individuals do not pay list price for services.
Instead, the hospital discounts the services to a lesser
price for major payers (Medicare, Blue Cross, etc.) and
to individuals who meet certain income standards
described in the hospital’s charity care policy. The hos-
pital may also choose to grant discounts to other indi-
viduals or parties, as well, based on established criteria.
The discount, or allowance, is subtracted from the
gross price to arrive at the amount the hospital expects
to collect from the payer or individual. HCF reported
net patient services revenue of $829,005,000 in fiscal
year 20X7. This value is the amount that HCF expects
to collect from the patient services it has provided.
Bad-debt (doubtful account) provisions recog-
nize the amount of charges that will not be collected
from patients from whom payment was expected. It
should be emphasized that bad debts are different

from charity care. Bad debts are incurred on patients
for whom services were provided and payment was
expected, but no payment was forthcoming. For exam-
ple, ifa patient had commercial insurance coverage that
paid 80% of the patient’s bill of $10,000 and required
the patient to pay the residual balance, the hospital
would bill the patient for $2,000. If the patient refused
to pay the $2,000 and no payment was expected, the
$2,000 charge would be written off as a bad debt. Bad
debts are reported as a deduction from net patient
services revenue. As shown in the statement of opera-
tions, HCF had $55,851,000 of bad debt in 20X7. This
value represents the amount of net payment due to the
hospital that has been determined to be uncollectable.
Accounting for this amount of bad debt leaves HCF
with $773,154 in net patient service revenue.

The value that is reported for net patient service
revenue is part fact and part estimate. At the close of
the fiscal year, someone must estimate what amounts
actually will be paid by third-party payers under
existing contracts. This is not an easy task in most
situations, and there is likely to be some error. This
is important to recognize when revenue figures are
examined for periods shorter than 1 year (for example,
monthly) and when those statements are not audited
by an independent auditor. This does not mean that
the data are not valid, only that some caution should
be exercised in using them.

Other Revenue

Other revenue is generated from normal day-to-
day operations not directly related to patient care.
Harris Community Foundation reports $27,055,000
of other revenue for 20X7. There is no indication
regarding the source of this revenue in the financial
statements, but the usual sources include revenue
from the following:

Educational programs

Research and grants

Rentals of space or equipment

Salesof medical and pharmacy items to nonpatients
Cafeteria sales

Gift shop sales

Parking lot sales

Investment income on borrowed funds held by a
trustee

Investment income on malpractice trust funds

It is not entirely clear in all cases whether an item
should be categorized as other revenue or as non-
operating gain or loss. The general rule is that items
are categorized as nonoperating gains or losses when
they are peripheral or incidental to the activities of the
healthcare provider. For example, donations could be
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classified as a gain to some organizations and as other
revenue to other organizations.

Nonoperating Gains (Losses)

Nonoperating gains and losses result from periph-
eral or incidental transactions. The definitions of
peripheral and incidental transactions are not exactly
clear, and the terms could be treated inconsistently.
For example, HCF reports $30,453,000 of investment
income in 20X7. Most likely, these earnings resulted
from funds restricted by the board for internally des-
ignated purposes. Is the investment of funded depre-
ciation or capital replacement reserves incidental to
HCF? HCF must believe that it is, but another organi-
zation with exactly the same situation might choose to
categorize it differently.

In general, the following items are often catego-
rized as nonoperating gains or losses:

B Contributions or donations that are unrestricted
income from endowments

B Income from the investment of unrestricted funds

B Gains or losses on sale of property

B Net rentals of facilities not used in the operation
of the facility

Operating Expenses

In these days of increasing concern regarding health-
care costs, decision makers are paying more attention
to healthcare facilities’ operating expenses. Generally
speaking, there are two ways that expenses may be cat-
egorized: (1) by cost or responsibility center or (2) by
object or type of expenditure.

In most general-purpose financial statements,
costs are reported by cost object. HCF breaks down
expenses into the following categories:

Salaries and wages

Employee benefits

Supplies and purchased services
Advertising

Staff enrichment

Occupancy cost

Depreciation and amortization
Interest

Many of the expense areas are easily understood.
Salaries and wages represent the amount paid to
staff (either salaried or hourly workers). Employee
benefits represent amounts for employee benefits
and tax payments. Among items included are social
security, unemployment tax, workers' compensa-
tion, retirement costs, health insurance, and other
fringe-benefit programs.
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Other items, such as staff enrichment, may not be
as easily understood. There is no further detail in the
notes to the financial statements that elaborate on the
content of this expense area.

Depreciation and interest are two special
accounts that have great importance in financial anal-
ysis. They are both discussed in Chapter 10. In general,
depreciation is a noncash expense that represents the
financial value that an asset loses over some period of
time (usually defined by the asset’s useful life). Interest
is the expense paid as part of debt financing.

Accumulated depreciation on the balance sheet
and depreciation expense on the income statement
are related, but are not the same. Depreciation expense
is the amount depreciated for the accounting period
(usually 1 year) while accumulated depreciation on
the balance sheet represents the sum of these expenses
for prior periods.

Finally, it should be noted that expense and
expenditure (or payment of cash) may not be equiv-
alent in any given period. For example, a healthcare
facility may incur an expenditure of $1,000,000 to buy
a piece of equipment but may charge only $200,000
as depreciation expense in a given year. In general,
expenditure reflects the payment of cash, whereas
expense recognizes prior expenditure that has pro-
duced revenue. The following three major categories
of expenditures usually are not treated as expenses:

1. Retirement or repayment of debt

2. Investment in new fixed assets

3. Increases in working capital or current
assets

One major category of expense—depreciation of
fixed assets—does not involve a cash expenditure. In
addition, other normal accruals, such as vacation and
sick leave benefits, may be recognized as expense but
involve no immediate cash outlay.

Learning Objective 4

Understand the format and content of the statement
of changes in net assets.

» Statement of Changesin Net
Assets

The statement of changes in net assets (or statement of
changes in shareholders’ equity in for-profit settings)
merelyaccounts for the changes in net assets (or equity)
during the year. HCF’s financial statement shows that
the majority of the change in unrestricted net assets is
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attributed to excess of revenues over expenses, or net
income. HCF does, however, show sizable values for
contributions, gifts, and bequests. Donations are typi-
cally included in the statement of changes in net assets
as opposed to the statement of operations because of
established accounting reporting standards. This is
primarily the result of the restrictions placed on most
donations and the delayed ability to use the donated
funds.

Another major area for changes in net assets is
changes in net unrealized gains and losses on other
than trading securities. These changes represent val-
uation adjustments for nontrading securities, usually
equity investments, with objective market values, such
as publicly traded values. When the securities are
finally sold, the difference between the sales price and
acquisition cost will be recognized as a realizable gain.

Some HCOs will consolidate the statements of
operations and changes in net assets into one financial
statement. The driving factor for this is that there is
often little activity beyond net income that changes net
assets for a nonprofit healthcare provider. This serves
as a powerful reminder that the primary method that
a nonprofit healthcare provider employs to grow net
assets is through net income performance. Whereas
for-profit providers can generate additional equity
through shareholder investments, a nonprofit provider
must impact this important financial element through
its operating and nonoperating gains. This point will
be emphasized in Chapter 11, where we will discuss the
primary long-term financial objective for organizations.

Learning Objective 5

Understand the format and content of the statement
of cash flows.

» Statement of Cash Flows

The statement of cash flows is designed to give addi-
tional information on the flow of funds within an
entity. As we have noted, the concept of expense does
not necessarily give decision makers information on

funds flow. The statement of cash flows is designed to
give information on the flow of funds within an entity,
and to summarize the sources that make funds avail-
able and the uses for those funds during a given period.

In general, there are three activities that generate or
use cash flows for an organization: (1) operating activi-
ties, (2) investing activities, and (3) financing activities.
HCEF derived $59,885,000 of cash flow from operating
activities during 20X7. It then spent $142,793,000 on
investments, primarily property, and equipment. It
also generated $106,027,000 for financing activities
during 20X7. The difference is the net increase in cash
and cash equivalents during the year, or $23,119,000.
A statement of cash flows can be thought of simply as
a statement that explains the sources for changes in the
cash accounts during the year.

The amount of cash flow generated from operating
activities can be thought of as the amount of excess of
revenues over expenses subject to several adjustments,
the first of which is for expenses that did not involve
an actual outlay of cash. The biggest items here are
depreciation and provision for bad debts. Provision
for bad debts is added back because the expense did
not involve an outlay of cash, merely a write-off of a
receivable.

» SUMMARY

In this chapter, we have discussed the contents of the
following four general-purpose financial statements:

Balance sheet

Statement of revenues and expenses
Statement of cash flows

Statement of changes in unrestricted net
assets

Ll o

Primary attention was directed at the first
two, balance sheet and statement of revenues and
expenses, which provide a basis for most financial
information.

This chapter focused on understanding the basic
information available in these four financial state-
ments. Later chapters describe how this information
can be interpreted and used in actual decision making.

1. Consider a hospital that is introducing a new service anticipated to have 1,000 patient visits per year at an
average cost of $2,200 and average billed charges of $4,500. Determine the amount of gross revenue, contractual
deductions, net patient revenue, and net operating income that would result given the payer mix and terms

shown in TABLE 9-2.
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TABLE 9-2

- ——

Medicare 400
Medicaid 150
Payers with a hospital contract 280
Payers without a hospital contract 100
Self-pay patients 50
Charity care patients 20

1,000

$2,050 per case

$1,650 per case

$3,000 per case

90% of gross (billed) charges
5% of gross (billed) charges

$0 per case

How could you determine the amount of debt principal that will be retired during the next year through an

examination of the financial statements for HCF?

What are the titles of the four financial statements that are usually included in an audited financial report?

Shady Rest nursing home has just acquired a home health firm for $850,000 in cash. The balance sheet of the

home health firm looked as follows just before the acquisition:

Current assets

Net fixed assets
Total

Current liabilities
Shareholder's equity

Total

Assume that the fair market value of the net fixed assets is $300,000 and fair market value of current assets is

$200,000
100,000
$300,000
$100,000
200,000

$300,000

$200,000. Describe how this acquisition might be reflected on the balance sheet of Shady Rest.

221

Describe several items that are treated as expenses in the income statement but do not require any expenditure

of cash in the present period.

statements.

. A major medical supplier has donated $45,000 worth of medical supply items to your firm. These items are
then used in the treatment of patients. Explain how this transaction would be recorded in your firm's financial

. Your HMO is experiencing a critical shortage of funds. Using the statement of cash flows as a framework for

discussion, explain how you might attempt to reduce the need for additional funds.

. Your hospital has experienced negative levels of net income for the last 5 years. The total amount of accumulated

deficits is $5 million, but you have noticed that unrestricted net assets have increased $2 million during the same

period. How might this situation be explained?

. You have been reading the footnotes to your hospital’s financial statements and were surprised to see that the

actuarial present value of accumulated pension plan benefits is $4,500,000. A footnote cites a fund of $8,500,000

that has been established to pay these benefits. However, you can find no mention of either the liability or the

fund in the balance sheet. What might explain this situation?
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SOLUTIONS AND ANSWERS

1

2.

3

4,

The calculations to determine the hospital’s net operating income are shown in TABLE 9-3.

TABLE9-3

Payer Class Contra Net Total Net
per(ase levenue I)educuons Patient Costs Operating
Revenue Income

Medicare 2,050 1,800,000 (980,000) 820,000 880,000 (60,000)
Medicaid 150 1,650 675,000 (427,500) 247,500 330,000 (82,500)
Payers with 280 3,000 1,260,000 (420,000) 840,000 616,000 224,000
a hospital
contract
Payers 100 4,050 450,000 (45,000) 405,000 220,000 185,000
without a
hospital
contract
Self-pay 50 250 225,000 (212,500) 12,500 110,000 (97,500)
patients
Charity care 20 — 90,000 (90,000) — 44,000 (44,000)
patients

1,000 4,500,000 (2,175,000) 2,325,000 2,200,000 125,000

The value reported for current maturities of long-term debt in the balance sheet should represent the value of
debt principal that will be retired during the next fiscal year. For HCF that value is $4,692,000.

The four financial statements are the balance sheet, the statement of revenues and expenses or statements of
operations, the statement of cash flows, and the statement of changes in unrestricted net assets.

First, fair market value of the assets acquired by Shady Rest would be determined. In this example, we will assume
that the current asset value would not change, but that the fixed assets would be restated to $300,000 at fair
market value. Shady Rest is thus acquiring total assets worth $500,000 and assuming liabilities of $100,000 for a
net book value of $400,000. Because Shady Rest is paying $850,000 for these assets, there would be a goodwill
account of $450,000 created for the residual. The following account changes would occur:

m  Cash—decrease of $850,000

®  Current assets—increase of $200,000

®  Net fixed assets—increase of $300,000
®  Goodwill—increase of $450,000

® Current liabilities—increase of $100,000

The goodwill value would be charged to expense in future periods.

Pension expense would not require an actual expenditure of cash at the present time, although a payment
may be made to a trustee for investment. Other accruals, such as vacation benefits, sick leave benefits, and FICA
(Federal Insurance Contributions Act) accruals, may not require immediate cash expenditures.

The fair market value of the items donated would be treated as other revenue. In this case, if $45,000 is the fair
market value, that amount would be shown as other revenue.
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7. Major categories of fund usage in the statement of cash flows are the following:

m Repayment of debt
m Purchase of fixed assets
m |ncrease in working-capital items, such as accounts receivable

Conservation of funds could occur in any one of these three areas. For example, the HMO could postpone or
delay new fixed asset acquisitions. It also could try to restructure its debt, especially in situations when a large
proportion of the debt is short term. Finally, it could attempt to reduce the amount of funds necessary for working
capital increases. This could be accomplished through a reduction in the HMO's receivable cycle or through an
increase in its payable cycle.

8. In this example, the hospital has increased its total equity by $7 million through sources other than income. The
most likely sources of these funds are transfers from restricted net assets, such as from plant replacement, or from
direct equity transfers from related parties, such as a holding company. It is important to note that the funds were
not derived from unrestricted contributions. Unrestricted contributions would have been shown as revenue and
thus included in the computation of excess of revenues over expenses. It is also possible that unrealized gains on
other than trading securities could have taken place.

9. Pension funds in a defined benefit plan are often held by a trustee and are not shown on the firm’s financial
statements. This is most likely the situation here. It is important to periodically examine the relationship between
the pension fund and the actuarial present value of the pension fund liability. Changes in actuarial assumptions—
for example, in mortality, investment yield, or inflation rates—can have a dramatic influence over the size of the
liability. The relevant information can be found in the footnotes to the financial statements.
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Case Example Audited Financial Statement

» Combined Financial
Statements

Harris Memorial Hospital and Harris Community

Foundation
Years Ended December 31, 20X7 and 20X6
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Report of Independent Auditors—
Pennypacker & Vandelay, LLC

The Board of Trustees
Harris Memorial Hospital and
Harris Community Foundation

We have audited the accompanying combined
balance sheets of Harris Memorial Hospital and
Harris Community Foundation and subsidiaries
(the Foundation) as of December 31, 20X7 and
20X6, and the related combined statements of

operations, changes in net assets, and cash flows
for the years then ended.

Management is responsible for the preparation
and fair presentation of the consolidated financial
statements in accordance with accounting prin-
ciples generally accepted in the United States of
America; this includes the design, implementation,
and maintenance of internal control relevant to the
preparation and fair presentation of consolidated
financial statements that are free from material
misstatement, whether due to fraud or error.

Our responsibility is to express an opinion on these
financial statements based on our audits. We con-
ducted our audits in accordance with auditing stan-
dards generally accepted in the United States. Those
standards require that we plan and perform the audit
to obtain reasonable assurance about whether the
financial statements are free of material misstatement.

An audit involves performing procedures to obtain
audit evidence about the amounts and disclosures
in the consolidated financial statements. The proce-
dures selected depend on our judgment, including
the assessment of the risks of material misstate-
ment of the consolidated financial statements,
whether due to fraud or error. In making this risk
assessment, we consider internal control relevant to
the Foundation’s preparation and fair presentation
of the consolidated financial statements in order to
design audit procedures that are appropriate in the
circumstances, but not for the purpose of express-
ing an opinion on the effectiveness of the Founda-
tion’s internal control. Accordingly, we express no
such opinion. An audit also includes evaluating the
appropriateness of accounting policies used and
the reasonableness of significant accounting esti-
mates made by management, as well as evaluating
the overall presentation of the consolidated finan-
cial statements. We believe that the audit evidence

225
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we have obtained is sufficient and appropriate to Hospital and Harris Community Foundation and
provide a basis for our audit opinion. subsidiaries at December 31, 20X7 and 20X6, and
the combined changes in their net assets and their
cash flows for the years then ended in conformity
with U.S. generally accepted accounting principles.

In our opinion, the financial statements referred
to above present fairly, in all material respects, the
combined financial position of Harris Memorial

TABLE 9A-1 Harris Memorial Hospital and Harris Community Foundation Combined Balance Sheets (in Thousands)

[ eeriw [

Assets

Current assets
Cash and cash equivalents $82,815 $59,696
Assets limited as to use, current portion 5,327 5,088

Accounts receivable

Patients, less allowance for doubtful accounts 70,025 59,939
(525,302 in 20X7 and $23,014 in 20X6)

Other 28,990 24,995
Supplies 7,078 6,663
Total current assets 194,235 156,381

Assets limited as to use

For donor-restricted purposes 84,440 67,826
Board designated for specific purposes 382,835 378413
Held by trustees under bond agreements 51,038 25,937
518,313 472,176

Less current portion 5,327 5,088
512,986 467,088

Property and equipment, net 563,349 458,829
Other assets 34,476 34,302
Total assets $1,305,046 $1,116,600

Liabilities and net assets

Current liabilities
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Accounts payable $32,572 $24,631
Accrued expenses and other liabilities 58,878 53735
Due to third-party payers 7,380 12,633
Current maturities of long-term debt 4,692 5,908
Total current liabilities 103,522 96,897
Long-term debt, less current maturities 439,597 332,354
Contingent professional liabilities 33,260 48,487
Due to broker 15,128 19,608
Other liabilities 20,713 5,298
Postretirement benefit obligation, other than pensions 8,207 7,694
Total liabilities 620,427 510,338
Net assets
Unrestricted 600,179 538436
Temporarily restricted 55,213 40,393
Permanently restricted 29,227 27433
Total net assets 684,619 606,262
Total liabilities and net assets $1,305,046 $1,116,600

TABLE 9A-2 Harris Memorial Hospital and Harris Community Foundation Combined Statements of Operations
(in Thousands)

[ [

Operating revenues and other support

Net patient service revenue $829,005 $774,662

Provision for doubtful accounts (55,851) (57,975)

Net patient service revenue less provision for doubtful accounts 773,154 716,687

Other operating revenue 27,055 29,334

Total operating revenue 800,209 746,021
(continues)
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TABLE 9A-2 Harris Memorial Hospital and Harris Community Foundation Combined Statements of (continued)

Operations (in Thousands)

Operating expenses

Salaries and wages $371,449 $329,668
Employee benefits 81,532 77,231
Supplies and purchased services 228,244 225,497
Advertising 3,072 2,376
Staff enrichment 10,767 8,591
Occupancy cost 14,346 13,442
Depreciation 44,392 41,627
Interest 10,974 6,145
Operating expenses 764,776 704,577
Excess of revenue over expenses 35,433 41,444

Nonoperating gains (losses)

Contributions, gifts, and bequests 3,189 1,318
Net assets released from restrictions for research expenditures 14,070 14,474
Research, education, and other nonoperating expenses (22,980) (24,773)
Change in interest rate swap value and put agreements 1,578 9,397
Investment income 30,453 18,402
26,310 18,818

Excess of revenues and gains over expenses and losses $61,743 $60,262

TABLE 9A-3 Harris Memorial Hospital and Harris Community Foundation Combined Statements of Changes in Net
Assets (in Thousands)

Unrestricted net assets

Excess of revenues and gains over expenses and losses $61,743 $60,262

Net assets released from restrictions for capital expenditures — 119
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Cumulative effect of change in accounting principle — (3,943)
Increase in unrestricted net assets 61,743 56,438

Temporarily restricted net assets

Contributions, gifts, and bequests 20,435 15,512
Investment income 8,455 3,972
Net assets released from restrictions for research expenditures (14,070) (14,474)
Net assets released from restrictions for capital expenditures —_ (119)
Increase in temporarily restricted net assets 14,820 4,891

Permanently restricted net assets

Contributions, gifts, and bequests 1,794 3218
Increase in permanently restricted net assets 1,794 3,218
Net assets at beginning of year 606,262 541,715
Net assets at end of year $684,619 $606,262

TABLE 9A-4 Harris Memorial Hospital and Harris Community Foundation Combined Statements of Cash Flows
(in Thousands)

[ [

Operating activities

Increase in net assets $78,357 564,547

Adjustments to reconcile increase in net assets to net cash
provided by operating activities

Change in net unrealized gains and losses on investment (26,358) 11,432
securities

Cumulative effect of change in accounting principle — (3,943)
Depreciation 44,392 41,627
Gain on sale or disposal of assets, net (6,119) —
Provision for bad debts 55,851 57,975
Change in interest rate swap value and put agreements (1,578) (9,397)

(continues)
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TABLE 9A-4 Harris Memorial Hospital and Harris Community Foundation Combined Statements of Cash

Flows (in Thousands)

(continued)

Changes in operating assets and liabilities

Assets limited as to use (19,779)
Accounts receivable (65,937)
Other assets (7,071)
Supplies (415)
Accounts payable 7,941
Accrued expenses and other liabilities 20,568
Due to third-party payers (5,253)
Contingent professional liabilities (15,227)
Postretirement benefit obligation, other than pensions 513
Net cash provided by operating activities 59,885
Investing activities
Property and equipment acquired (142,793)
Cash used in investing activities (142,793)
Financing activities
Repayment of long-term debt (177,294)
Proceeds from borrowing 283,321
Net cash provided by financing activities 106,027
Net increase in cash and cash equivalents 23,119
Cash and cash equivalents at beginning of year 59,696
Cash and cash equivalents at end of year $82,815
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840
10,613
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(4,877)
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115,878

(159,943)

(159,943)

(5,545)
57,614
52,069

8,004
51,692

$59,696



Harris Memorial Hospital and Harris
Community Foundation

Notes to Combined Financial Statements
December 31, 20X7

1.

Organization and Significant Accounting
Policies

Organization and Basis of Combination

Harris Memorial Hospital (the Hospital) and Har-
ris Community Foundation (the Foundation) are
a hospital and charitable foundation located in
Jersey, Ohio. The Hospital and Foundation are
exempt from federal income taxes under Section
501(c)(3) of the Internal Revenue Code (IRC).
The Hospital and Foundation are collectively
referred to herein as the Foundation.

The Foundation owns and operates the Renee
Center, which has 27 skilled nursing beds; Harris
Assurance, Ltd. (Assurance), a for-profit, wholly
owned insurance subsidiary; and Harris Properties
(Condit Inn), a for-profit, wholly owned subsidi-
ary. During 20X6, the Foundation formed the Har-
ris Community Hospital Corporation (dba Harris
Hospital) located in Oldstone, Ohio and the Harris
Long Term Acute Care Hospital Corporation (dba
Harris Continuing Care Hospital) located in Jersey,
Ohio. The 60-bed Harris Continuing Care Hospi-
tal opened in May 20X7. Harris Hospital, with 92
beds, opened in late July 20X7. At December 31,
20X7, the Foundation has remaining commitments
totaling approximately $7,360,000 under construc-
tion contracts for these and other capital projects.

The Foundation is affiliated with the Harris
Health Plan (the Health Plan). The Health Plan’s
financial statements are not included in these
combined financial statements. The Foundation
provides healthcare services in the central Ohio
region. All appropriate intercompany accounts
have been eliminated in combination.

Cash Equivalents

The Foundation considers all undesignated highly
liquid investments with maturities of 3 months or
less when purchased to be cash equivalents.

Supplies

Supplies are stated at cost (first-in, first-out
method), which is not in excess of market value.

Patient Accounts Receivable

Patient accounts receivable are stated at estimated
net realizable value. Significant concentrations of
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patient accounts receivable were 20% and 19% at
December 31, 20X7 and 20X6, respectively, from
government-related programs. Patient accounts
receivable from the Health Plan were 25% and
29% at December 31, 20X7 and 20X6, respectively.

The Foundation maintains allowances for
uncollectable accounts for estimated losses result-
ing from a payer’s inability to make payments on
accounts. The Foundation uses a balance sheet
approach to value the allowance account based on
historical write-offs, payer type, and the aging of the
accounts. Accounts are written off when collection
efforts have been exhausted. Management contin-
ually monitors and adjusts, as necessary, allow-
ances associated with its receivables. The majority
of uncollectable accounts are from uninsured and
the patient portion of accounts receivable.

Assets Limited as to Use

Assets limited as to use at December 31, 20X7,
include 76% and 9% held under master trust
agreements with Liberty Eagle Trustand Highbanks,
respectively, and 15% held in government-insured
time deposits and other financial instruments.
Assets limited as to use at December 31, 20X6,
include 78% and 5% held under master trust agree-
ments with Liberty Eagle Trust and Highbanks,
respectively, and 17% held in government-insured
time deposits and other financial instruments. The
investments held under the master trust agree-
ments are diversified among equity, debt, and
money market instruments and are reported at
estimated fair value. The fair value of these invest-
ments is generally based on quoted market prices
on national exchanges.

Property and Equipment

Property and equipment are recorded at cost at
the date of acquisition or estimated fair value at
the date of donation. Depreciation is computed
on the straight-line method using the estimated
economic lives of the depreciable assets, gener-
ally ranging from 3 to 40 years. Expenditures that
materially increase values, change capacities, or
extend useful lives are capitalized. Routine main-
tenance and repair items are charged to operating
expenses.

The Foundation evaluates whether events
and circumstances have occurred that indicate
the remaining estimated useful life of long-lived
assets may warrant revision or that the remaining
balance of an asset may not be recoverable. The
assessment of possible impairment is based on
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whether the carrying amount of the asset exceeds
the expected total undiscounted value of cash
flows expected to result from the use of the assets
and their eventual disposition. No amounts were
recognized in 20X6.

In 20X7, the Foundation recorded a charge of
$4,000,000, net of reimbursement, for unrecover-
able costs incurred in connection with repair and
maintenance costs of the Condit Inn.

Derivative Financial Instruments

The Foundation accounts for its derivatives
under Statement of Financial Accounting Stan-
dards No. 133, Accounting for Derivative Instru-
ments and Hedging Activities, or SFAS No. 133.
SFAS No. 133 requires that all derivative finan-
cial instruments that qualify for hedge account-
ing be recognized in the financial statements and
measured at fair value regardless of the purpose
or intent for holding them. Changes in the fair
value of derivative financial instruments are rec-
ognized periodically either in operations or in
changes in unrestricted net assets. The Founda-
tion’s policy is to not hold or issue derivatives for
trading purposes and to avoid derivatives with
leverage features.

Restricted Support

The Foundation records unconditional promises
of cash or other assets at estimated fair value on
the date the promises are received. The Foun-
dation reports gifts of cash and other assets as
restricted support if they are received with donor
stipulations that limit the use of the donated assets.
When a donor restriction expires, that is, when a
stipulated time restriction ends or a purpose of
restriction is accomplished, temporarily restricted
net assets are reclassified to unrestricted net assets
and reported in the combined statements of oper-
ations or combined statements of changes in net
assets (based on nature of restriction) as net assets
released from restrictions.

The Foundation reports gifts of land, build-
ings, and equipment as unrestricted support
unless explicit donor stipulations specify how
the donated assets must be used. Gifts of long-
lived assets with explicit restrictions that specify
how the assets are to be used and gifts of cash or
other assets that must be used to acquire long-
lived assets are reported as restricted support. The
Foundation reports expirations of donor restric-
tions when the donated or acquired long-lived
assets are placed in service.

Permanently restricted net assets have been
restricted by donors to be maintained by the
Foundation in perpetuity. The income from
permanently restricted net assets is recorded
as unrestricted unless explicitly restricted by
donors. Donor-restricted income on permanently
restricted net assets is generally available to sup-
port research and education and is reported as
temporarily restricted.

The Foundation’s temporarily restricted net
assets are restricted primarily for research, educa-
tion, capital projects, and medical care programs
and its permanently restricted net assets are pri-
marily restricted for endowment purposes.

Net Patient Service Revenue

Net patient service revenue is reported at esti-
mated net realizable amounts from patients,
third-party payers, and others for services ren-
dered and includes estimated retroactive revenue
adjustments due to future audits, reviews, and
investigations. Retroactive adjustments are con-
sidered in the recognition of revenue on an esti-
mated basis in the period the related services are
rendered, and such amounts are adjusted in future
periods as adjustments become known or as years
are no longer subject to such audits, reviews, and
investigations.

Charity Care

The Foundation provides care without charge or at
amounts less than its established rates to patients
who meet certain criteria under its charity policy.
Because the Foundation does not pursue collec-
tion of amounts determined to qualify as charity
care, they are not reported as revenue. Hospital
charges foregone for charity care, based on estab-
lished rates, were approximately $35,200,000
in 20X7, prior to application of disproportion-
ate share funds of approximately $4,800,000
received from the State of Ohio, and $35,300,000
in 20X6, prior to application of disproportionate
share funds of approximately $5,800,000 received
from the State of Ohio. Clinic charges forgone
for charity care, based on established rates, were
$12,525,000 and $10,216,000 in 20X7 and 20X,
respectively.

Health Insurance Program Reimbursement

Revenue from the Medicare and Medicaid pro-
grams accounted for approximately 45% and
8%, respectively, of the Foundation’s net patient
service revenue for the year ended December
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31, 20X7, and 51% and 11%, respectively, for the
year ended December 31, 20X6. Laws and reg-
ulations governing the Medicare and Medicaid
programs are extremely complex and are subject
to interpretation. Federal regulations require the
submission of annual cost reports covering med-
ical costs and expenses associated with services
provided to program beneficiaries. Medicare and
Medicaid cost report settlements are estimated
in the period services are provided to benefi-
ciaries. As a result, there is at least a reasonable
possibility that recorded estimates will change by
a material amount in the near term. The 20X7
and 20X6 net patient service revenue increased
(decreased) approximately $10,340,000 and
$(1,332,000), respectively, due to changes in
allowances previously estimated as a result of
the final settlements for years that are no longer
subject to audits, reviews, and investigations.
The Foundation believes that it is in compli-
ance with all applicable laws and regulations
and is not aware of any pending or threatened
investigations involving allegations of potential
wrongdoing.

Medicare cost reports filed by the Hospital
for all years before 20X4 have been audited and
settled as of December 31, 20X7. Medicare cost
reports filed by the Clinic for all years before 20X0
have been audited and settled as of December 31,
20X7. Amounts due to the Medicare and Medic-
aid programs totaled approximately $7,380,000
and $12,633,000 at December 31, 20X7 and 20X6,
respectively, and are included in due to third-
party payers in the accompanying combined bal-
ance sheets.

Nonoperating Gains and Losses

Nonoperating gains and losses include unre-
stricted contributions, gifts and bequests, interest
earnings on investments, net assets released from
restrictions for research and education expendi-
tures (net of contributions for such expenditures),
change in interest rate swap value and put agree-
ments, and other gains and losses unrelated to the
Foundation’s primary operations.

Excess of Revenues and Gains over Expenses
and Losses

Included in excess of revenues and gains over
expenses and losses in the accompanying com-
bined statements of operations are all changes
in unrestricted net assets other than net assets
released from restrictions for capital expenditures,
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unrealized gains and losses on investments other
than trading investment securities, and invest-
ment returns restricted by donors.

Use of Estimates

The preparation of financial statements in con-
formity with accounting principles generally
accepted in the United States requires manage-
ment to make estimates and assumptions that
affect the amounts reported in the combined
financial statements and accompanying notes.
Actual results could differ from those estimates.

Other

Certain reclassifications of donor trust liabilities,
previously included in assets limited as to use,
were made to the 20X6 combined financial state-
ments to conform to the 20X7 presentation.

Additionally, in previous years, the Foun-
dation’s investment portfolio (see Note 7) was
classified as other than trading. As such, unreal-
ized gains and losses that were considered tem-
porary were excluded from excess of revenues
and gains over expenses and losses. During
fiscal year 20X7, the Foundation determined
that substantially all of its investment portfolio
was more accurately classified as trading with
unrealized gains and losses included in excess
of revenues and gains over expenses and losses.
Therefore, a reclassification was made in the
accompanying 20X6 combined financial state-
ments to reflect this change in classification. A
net unrealized loss of approximately $9,183,000
was reclassified from change in net unrealized
gains and losses on investment securities to
investment income.

Contingent Professional Liabilities

The Foundation self-insures substantially all of
its professional liability risk through its wholly
owned insurance subsidiary. A commercial insur-
ance policy is maintained to insure claims exceed-
ing $7,000,000 individually or $35,000,000 in the
aggregate in 20X7 on a claims-made basis. Con-
tingent professional liabilities are recorded for
incurred but not reported claims and reported
claims based on estimates by independent actu-
aries. Management established a fund for the
purpose of setting aside assets based on estimates
made by independent actuaries, and these funds
are reported in the combined balance sheets as
assets limited as to use.
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3. Property and Equipment

TABLE 9A-5 Property and Equipment and Related Accumulated Depreciation (in Thousands)

Land and improvements

Buildings and improvements expenditures
Fixed and movable equipment

Construction-in-progress

Less accumulated depreciation

4. Long-Term Debt

In July 20X7, the Foundation issued the Series 20X7
LTACH Revenue Bonds totaling $15,700,000. The
Series 20X7 LTACH Revenue Bonds are due July
20X2 with principal and interest payments due
monthly. Interest accrues at 65% of LIBOR plus
100 basis points. Effective with the issuance of the
bonds, the Foundation entered into a fixed rate
swap agreement for the amount of the bonds by
which the Foundation pays a fixed rate of interest
of 4.55%. The change in fair value for the period
ended December 31, 20X7 was not significant to
the increase in net assets.

In November 20X6, the Foundation issued
Series 20X6 Revenue Bonds with a par amount
of $233,350,000. Proceeds were used to advance
refund $31,280,000 of the Series 20X0A Revenue

TABLE 9A-6 Long-Term Debt (in Thousands)

$26,945 $26,610
447,897 265,965
469,441 427,882
112,880 189,807
1,057,163 910,264
493,814 451,435
$563,349 $458,829

Bonds, current refund $58,410,000 of the Series
20X1 Revenue Bonds, and finance and/or refi-
nance expansion projects. The Series 20X6 Bonds
were issued as Auction Rate Securities and gen-
erally bear interest for successive 7-day auction
periods at interest rates determined through
Dutch auctions on the business day preceding
the auction period. Any series or subseries of the
Series 20X6 Revenue Bonds may be converted at
the option of the Foundation, subject to certain
restrictions, to bonds that bear interest in differ-
ent rate periods, including daily, weekly, flexible,
term, or fixed rate periods. The Series 20X6 Rev-
enue Bonds contain certain restrictive covenants,
including minimum levels of debt service cover-
age. Management believes the Foundation is in
compliance with all covenants.

Revenue bonds, LTACH Series 20X7; interest at 65% of LIBOR
plus100 basis points (4.647% at December 31, 20X7); principal
and interest payable monthly through July 20X2

Revenue bonds, Series 20X6A-1; interest accrues for successive
7-day auction periods at interest rates determined through
Dutch auctions (3.800% at December 31, 20X7)

Revenue bonds, Series 20X6A-2; interest accrues for successive
7-day auction periods at interest rates determined through
Dutch auctions (3.800% at December 31, 20X7)

$15,679 —

42,375 =

42,400 —
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Revenue bonds, Series 20X6B; interest accrues for successive 56,550
7-day auction periods at interest rates determined through
Dutch auctions (3.850% at December 31, 20X7)

Revenue bonds, Series 20X6C; interest accrues for successive 55,275
7-day auction periods at interest rates determined through
Dutch auctions (3.850% at December 31, 20X7)

Revenue bonds, Series 20X6D; interest accrues for successive 36,750
7-day auction periods at interest rates determined through
Dutch auctions (3.900% at December 31, 20X7)

Appendix 9-A

Revenue bonds, Series 20X1; interest accrues at a daily rate 90,360 151,800

determined by the remarketing agent (3.960% at December

31, 20X7); interest and principal payable annually through 20X1

(principal payments began in 20X6)

Revenue bonds, Series 20X0A; interest at 5.375%; interest and 2,700 35,230

principal payable annually through 20X9

Revenue bonds, Series 20X0B; interest accrues at a daily rate 83,200 84,500

determined by the remarketing agent (3.960% at December 31,

20X7); interest and principal payable annually through 20X9

Line of credit 19,000 46,686

Interim construction loan — 7,000

Other — 13,046

444,289 338,262

Less current maturities 4,692 5,908

$439,597 $332,354
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In January 20X6, the Foundation entered into
a revolving line of credit with Bank of Central Ohio
to fund interim construction costs and provide for
liquidity and other short-term needs. In accordance
with terms of the loan agreement, the total available
for borrowing was decreased from $70,000,000 to
$30,000,000 30 days following the issuance of the
Series 20X6 Revenue Bonds. The total amount
drawn as of December 31, 20X7 was $19,000,000.
Interest is payable quarterly at a rate equal to the
lesser of the maximum lawful rate or LIBOR plus
15 basis points (5.71% at December 31, 20X7).
Amounts drawn are due in full June 25, 20X9.

The Foundation issued Series 20X1 Revenue
Bonds with a par amount of $158,000,000 that
were partially refunded in November 20X6. The
net proceeds were used to fund expansion projects.

The Foundation issued Series 20X0A Rev-
enue Bonds with a par amount of $42,025,000
that were partially refunded in November
20X6 and Series 20X0B Revenue Bonds with
a par amount of $91,200,000. The majority of
the proceeds from the Series 20X0A and Series
20X0B Revenue Bonds were used to refund the
current Series 19X8 Revenue Bonds with an
outstanding balance of $19,147,000 and a note
payable with an outstanding par amount of
$88,000,000.

The Series 20X0A and Series 20X0B Revenue
Bonds and the Series 20X1 Revenue Bonds con-
tain certain restrictive covenants, including mini-
mum levels of debt service coverage. Management
believes the Foundation is in compliance with all
covenants.
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The Series 20X0B Revenue Bonds and the
Series 20X1 Revenue Bonds are variable rate
bonds in a daily mode and can be tendered by
holders upon demand. A remarketing agent
selected by the Foundation determines the inter-
est rates and remarkets both series of bonds.
The Series 20X0B Revenue Bonds and the Series
20X1 Revenue Bonds are supported by Standby
Bond Purchase Agreements (the Agreements)
with liquidity providers pursuant to which the
providers will purchase any bonds the remar-
keting agent is unable to market. The termina-
tion date of the two Agreements related to the
Series 20X0B Revenue Bonds was December 6,
20X7. On October 18, 20X7, these Agreements
were extended to December 4, 20X8. There are
also two Agreements associated with the Series
20X1 Revenue Bonds. The termination date of
the first Agreement related to the Series 20X1
Revenue Bonds was December 6, 20X7, and on
October 18, 20X7, was extended to December
4, 20X8. The termination date of the second
Agreement related to the Series 20X1 Revenue
Bonds is December 15, 20X5, as extended in
November 20X4. All Agreements include cov-
enants that are customary in credit agreements
of this nature. Repayment of bonds purchased
under the Agreements is subject to a 5-year pay-
out beginning July 20X6, if other liquidity facil-
ities, as defined in the bond agreements, are not
executed. The maturities of long-term debt, net
of unamortized premium, as of December 31,
20X7, are shown below (in thousands):

20X8 $4,692
20X9 23,902
20X0 5136
20X1 5353
20X2 19,896
Thereafter 385,310
$444,289

Total interest costs incurred during fiscal
20X7 and 20X6 were $16,779,140 and $9,339,000
respectively, including $5,805,140 and $3,194,000
of capitalized interest costs in 20X7 and 20Xe,

TABLE 9A-7 Mix of Receivables

6.

respectively. Interest paid during fiscal 20X7 and
20X6 was $16,937,249 and $9,084,500, respec-
tively, net of amounts capitalized.

Concentrations of Credit Risk

Harris Memorial grants credit without collateral
to its patients, most of whom are local residents
and are insured under third-party payer agree-
ments. The mix of receivables from patients and
third-party payers was as follows:

December31, | December31,
20X7 20X6
19%

Medicare 21%

Medicaid 2 2
Major payer 1 15 15
Major payer 2 1 1
Major payer 3 11 13
Other third-party 28 28
payers

Private pay 12 12
Total 100% 100%

Interest Rate Swap Agreements

Effective December 20X 1, the Foundation entered
into an interest rate swap agreement with an ini-
tial notional amount of $150,000,000. The interest
rate swap agreement converts a notional amount
of $150,000,000 of floating rate borrowings to
fixed rate borrowings. The Foundation pays a
fixed rate of interest (5.17%) and receives, from
the counterparty, a variable rate of interest based
on the SIFMA Municipal Swap Index (SIFMA
Index) on the outstanding principal balance
of the Series 20X1 Revenue Bonds until 2031.
The Foundation has elected not to apply hedge
accounting; therefore, the change in fair value
is included in nonoperating (gains) losses. The
fair value of the interest rate swap at December
31, 20X7 and 20XG6, is a liability of approximately
$9,498,000 and $16,530,000, respectively, and is
included in due to broker in the accompanying
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combined balance sheets. The change in the fair
value of the interest rate swap is included in non-
operating gains (losses) and totaled approximately
$(7,032,000) and $(6,885,000) for the years ended
December 31, 20X7 and 20X6, respectively. The
change in fair value for the year ended December
31, 20X7 includes the amendment fee paid to the
counterparty of $7,037,000, realized as a part of
the Series 20X1 Revenue Bond refunding.

Simultaneous with entering into the interest
rate swap agreement, the Foundation also entered
into a put agreement with the counterparty. The
counterparty may exercise this put agreement if
the daily weighted average of the SIFMA Index is
greater than 7.00% for the 180-day period end-
ing on the day the counterparty exercises the
put option. Under this agreement, the Founda-
tion pays a variable rate of interest, based on the
SIFMA Index, on the outstanding principal bal-
ance of the proposed bonds until 2031. For this
put agreement, the counterparty pays the Founda-
tion an annual premium of 77.30 basis points on
an initial notional amount of $150,000,000 over
the term of the put agreement, for a net effective
combined annual payment by the Foundation to
the counterparty for the swap agreement and the
put agreement of approximately 4.39%. The pre-
mium payment, however, will cease upon exer-
cise of the put agreement. This put agreement, if
exercised, will offset the cash flows of the interest
rate swap agreement noted above. The fair value
of the put agreement at December 31, 20X7 and
20X6, is an asset of $4,200,000 and $7,016,000,
respectively, and has been included in other
assets. The change in the fair value of $(2,816,000)
and $(552,000) for the years ended December 31,
20X7 and 20X6, respectively, has been included in
nonoperating gains (losses) since the put agree-
ment is not a hedge and must be adjusted to fair
value through the performance indicator. A por-
tion of the change in fair value for the year ended
December 31, 20X7 includes the amount related
to the partial refunding of the Series 20X1 Reve-
nue Bonds. The amendment fee received from the
counterparty was $2,005,000.

On October 30, 20X2, the Foundation entered
into an interest rate swap agreement with an ini-
tial notional amount of $96,400,000 ($88,400,000
Series 20X0A and Series 20X0B and $8,000,000
Series 20X1). The interest rate swap agreement
converts a notional amount of $96,400,000 of float-
ing rate borrowings to fixed rate borrowings. The
Foundation pays a fixed rate of interest (4.34)%
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and receives, from the counterparty, a variable rate
of interest based on the SIFMA Index on the out-
standing principal balance of the Revenue Bonds
until 2031. The Foundation has elected not to apply
hedge accounting; therefore, the change in fair value
is included in nonoperating (gains) losses. The fair
value of the interest rate swap at December 31, 20X7
and 20XG6, is a liability of approximately $3,020,000
and $3,078,000, respectively, and is included in due
to broker in the accompanying combined balance
sheets. The change in the fair value of the inter-
est rate swap is included in nonoperating gains
(losses) and totaled approximately $(58,000) and
$(3,639,000) for the years ended December 31,
20X7 and 20X6, respectively. The change in fair
value includes the amendment fee of $176,000 paid
to the counterparty to terminate the portion of the
interest rate swap agreement associated with the
Series 20X1 Revenue Bonds. Simultaneous with
entering into the interest rate swap agreement, the
Foundation also entered into a put agreement with
the counterparty. The counterparty may exercise
this put agreement if the daily weighted-average
of the SIFMA Index is greater than 6.00% for the
180-day period ending on the day the counterparty
exercises the put option. Under this agreement, the
Foundation pays a variable rate of interest, based
on the SIFMA Index, on the outstanding principal
balance of the related bonds until 2031. For this
put agreement, the counterparty pays the Foun-
dation an annual premium of 110.10 basis points
on an initial notional amount $96,400,000 over the
term of the put agreement, for a net effective com-
bined annual payment by the Foundation to the
counterparty for the swap agreement and the put
agreement of approximately 3.24%. The premium
payment, however, will cease upon exercise of the
put agreement. This put agreement, if exercised,
will offset the cash flows of the interest rate swap
agreement noted above. The fair value of the put
agreement at December 31, 20X7 and 20X6, is an
asset of approximately $4,970,000 and $5,056,000,
respectively, and has been included in other
assets. This change in fair value of $(86,000) and
$(575,000) for the years ended December 31, 20X7
and 20X6, respectively, has been included in non-
operating gains (losses) since the put agreement
is not a hedge and must be adjusted to fair value
through the performance indicator. The change in
fair value includes the amendment fee of $198,000
received from the counterparty to terminate the
portion of the put agreement associated with the
Series 20X1 Revenue Bonds.
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In anticipation of the issuance of the Series
20X6 Bonds, the Foundation entered into five inter-
est rate swap transactions in October 20X6 with an
initial notional amount totaling $233,350,000.

The swap transactions serve to substantially
fix the expected net interest expense associated
with the Series 20X6 Bonds by converting float-
ing rate borrowings with a notional amount of
$233,350,000 to fixed rate borrowings. For the
swaps related to the Series 20X6A and 20X6B
Bonds, the Foundation pays a fixed rate of 3.502%
per annum, and the counterparty pays a vari-
able rate of interest at a rate equal to 57.4% of the
1-month LIBOR rate plus a spread of 0.33%. For
the swaps related to the Series 20X6C Bonds and
20X6D Bonds, the Foundation pays a fixed rate of
3.496% per annum, and the counterparty pays a
variable rate of interest at a rate equal to 57.4% of
the 1-month LIBOR rate plus a spread of 0.33%.

The Foundation has elected not to apply hedge
accounting; therefore, the change in fair value is
included in nonoperating (gains) losses. The fair
value of the interest rate swaps at December 31,
20X7 is a liability of approximately $2,610,000,
which equates to the change in fair value from
inception of the swaps through the year ended
December 31, 20X7.

The Foundation can terminate any of these
agreements at any time at current market value.
The Foundation would make or receive a pay-
ment depending on market value on the date of
termination.

The Foundation is exposed to credit losses in
the event of nonperformance by the counterparty
to the agreements. The counterparty is a credit-
worthy financial institution, and the Foundation
anticipates that the counterparty will be able to
fully satisfy its obligation under the agreements.

TABLE 9A-8 Assets Limited as to Use

7. Pension Plans

The Foundation implemented a 401(a) defined
contribution plan and a 403(b) voluntary savings
plan covering substantially all employees. The
Foundation contributes from 6% to 13% of par-
ticipating employees’ compensation. Prior to Jan-
uary 1, 20X6, the Foundation’s contributions were
based on participating employees” age. The plan
was amended January 1, 20X6 and these contribu-
tions are now based on years of service. The Foun-
dation’s contribution expense was approximately
$28,495,000 and $26,121,000 in 20X7 and 20X6,
respectively.

The Foundation sponsors a defined benefit
postretirement plan that provides medical and
dental benefits to retirees who meet specific eli-
gibility requirements upon termination of active
service. The plan is unfunded and requires cov-
ered retirees to contribute a portion of the cost
of benefits. The Foundation uses an incremental
cost approach in estimating the annual accrued
cost related to postretirement benefits other than
pensions, which is based on estimates by indepen-
dent actuaries. Such an approach is considered
appropriate since substantially all of the health-
care benefits are provided by the Foundation to
retirees, using the Health Plan to manage the care
provided. Plan expenses incurred by the Foun-
dation were $880,000 and $822,000 for the years
ended December 31, 20X7 and 20X6, respectively.

Assets Limited as to Use

Certain cash and investments, where their use is
limited due to board designations or other pur-
poses as set forth below, are reported as assets lim-
ited as to use. The carrying values (in thousands)
are at estimated fair values, which are summarized
in TABLE 9A-8.

I ey e

Assets limited as to use and long-term investments

For donor-restricted purposes, such as research,
lectureships, and capital projects

Board designated for specific purposes

Funded depreciation

$84,440 $67,826

133,028 118,618
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Contingent professional liabilities
Institutional research
Investments held by subsidiary

Other board designated

Held by trustees under bond agreements

Less current portion of assets limited as to use

Investment income or loss is included in the
excess of revenues and gains over expenses and
losses, and includes realized and unrealized gains
and losses, interest, and dividends.

TABLE 9A-9 The Foundation’s Assets Limited as to Use
at December 31 (in Thousands)

Carried at fair value

Money market $83,900 $58,833

accounts

Certificates of 1,651 2151

deposit

U.S. Treasury 74,896 75,195

securities

Corporate debt 53,412 82,657

securities

Equity securities 304,454 253,340
518,313 472,176

Less current 5,327 5,088

portion of assets
limited as to use

$512,986 $467,088
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33,357 46,566
18,072 16,241
19,925 16,019
178,453 180,969
382,835 378,413
51,038 25,937
518,313 472,176
5,327 5,088
$512,986 $467,088

9. Commitments and Contingencies

The Foundation leases equipment and a medi-
cal office building under operating leases. These
payments are due monthly through Decem-
ber 2012. Rent expense totaled approximately
$7,426,000 and $8,715,000 in 20X7 and 20X6,
respectively.

Future minimum lease commitments under
operating leases that have initial or remaining
lease terms in excess of 1 year are as follows as of
December 31, 20X7 (in thousands):

20X8 $3410
20X9 3,544
20X0 3,252
20X1 2,886
20X2 2,287

$15,379

Sale of Medical Office Building

On December 29, 20X7, the Foundation sold a
medical office building to Ross Acquisition of
Alexandria (RA) for approximately $22,200,000.
The building had a book value of approximately
$10,900,000. The transaction included a ground
lease with a term of 50 years and HR prepaid
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the rent totaling approximately $900,000. The
Foundation entered into lease-back agreements
for space within the building. The Foundation
recognized an immediate gain of approximately
$6,100,000 and a deferred gain of approximately
$4,300,000 to be recognized over a period equal to
the operating lease term.

Other

The Foundation is a defendant in various legal
proceedings arising in the ordinary course of
business. Although the results of litigation cannot
be predicted with certainty, management believes
the outcome of pending litigation will not have a
material adverse effect on the Foundation’s com-
bined financial statements.

On February 21, 20X3, the Foundation
entered into a 10-year Master Customer Agree-
ment with COTC, for the provision of services,
supplies, and equipment. The agreement pro-
vides a platform for the development of the Zuber
Center as a fully integrated, all-digital facility.
COTC will support the Foundation in five core
areas: healthcare information technology appli-
cations and infrastructure, medical equipment,
telecommunications power, and “smart” build-
ing technologies. The agreement provides for a
commitment of approximately $200,000,000 from
the Foundation to purchase certain goods and
services at favorable prices. The Foundation has
certain minimum yearly purchase commitments
ranging from $10,000,000 to $25,000,000 over
the 10-year term of the agreement. For the years
ended December 31, 20X7 and 20X6, the Foun-
dation purchased approximately $22,353,000 and
$26,372,000, respectively, in goods and services
from Siemens and affiliated companies, which
exceeded the purchase commitments in those
years. Goods and services purchased under the
contract total approximately $137,400,000.

The Foundation invests in short-term instru-
ments as part of its money management program.
These instruments include short-term govern-
ment securities and investment grade commer-
cial paper. Generally, an investment firm on
behalf of the Foundation manages these invest-
ments, and the Foundation has invested in a num-
ber of short-term investment grade commercial
papers over the years. On October 29, 20X1, the
Foundation sold approximately $10,000,000 in
MGMTMatrix commercial paper prior to matu-
rity. MGMTMatrix filed a voluntary petition for

10.

relief under Chapter 11 on February 17, 20XI.
On October 6, 20X3, the Foundation learned
that the bankruptcy counsel for MGMTMatrix
filed, in U.S. Bankruptcy Court in the District
of New York, an attempt to nullify the redemp-
tion of certain MGMTMatrix commercial paper
including that divested by the Foundation. The
case was settled in December 20X7 for approx-
imately $3,900,000 and is included in accrued
expenses and other liabilities in the accompany-
ing combined balance sheets. The Foundation
paid the settlement amount in October 20X7.

Fair Values of Financial Instruments

Generally accepted accounting principles estab-
lished a framework for measuring fair value that
provides a fair value hierarchy that prioritizes the
inputs to valuation techniques used to measure
fair value. The hierarchy gives the highest prior-
ity to unadjusted quoted prices in active markets
for identical assets or liabilities (Level 1 measure-
ments) and the lowest priority to unobservable
inputs (Level 3 measurements).

The three levels of the fair value hierarchy
under Accounting Standards Codification (ASC)
820-10-50, Fair Value Measurement—Overall, are
described here:

= Level 1: Valuation is based on quoted prices for
identical instruments traded in active markets.
Level 1 securities include primarily overnight
repurchase agreements, money market funds,
and mutual funds.

= Level 2: Valuation is based on quoted prices for
similar instruments in active markets, quoted
prices for identical or similar instruments in
markets that are not active, and model-based
valuation techniques for which all significant
assumptions are observable in the market.
At Level 2 securities include an unregistered
mutual fund.

m Level 3: Valuation is generated from model-based
techniques that use significant assumptions not
observable in the market. These unobservable
assumptions reflect the Hospital's estimates of
assumptions that market participants would
use in pricing the asset or liability. Valuation
techniques include use of discounted cash flow
models and similar techniques. Level 3 securi-
ties include an equity fund limited partnership.

Fair value is based on the price that would be
received to sell an asset or paid to transfer a
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liability in an orderly transaction between market
participants at the measurement date. The Hos-
pital maximizes the use of observable inputs and
minimizes the use of unobservable inputs when
developing fair value measurements.

Fair value measurements for assets and lia-
bilities where there is limited or no observable
market data and, therefore, are based primarily
on estimates calculated by the Hospital, are based
on the economic and competitive environment,
the characteristics of the asset or liability and
other factors. Therefore, the results cannot be
determined with precision and may not be real-
ized upon an actual settlement of the asset or lia-
bility. There may be inherent weaknesses in any
calculation technique, and changes in the under-
lying assumptions used, including discount rates
and estimates of future cash flows that could
significantly affect the results of the current or
future values.

The following methods and assumptions were
used by the Foundation in estimating the fair
value of its financial instruments:

11.
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Cash and cash equivalents: The carrying amount
reported in the combined balance sheet for cash
and cash equivalents approximates its fair value.
Investments: Fair values, which are the amounts
reported in the combined balance sheet, are based
on quoted market prices.

Interest rate swap agreements: Fair values, which
are the amounts reported in the combined bal-
ance sheet as due to broker and other assets, are
based on market rates.

Long-term debt: The carrying amount of the
Foundation’s borrowings under its revolving
line of credit and auction rate security bond
issues approximates fair value. The fair value of
the Foundations other long-term debt is esti-
mated using discounted cash flow analyses,
based on the Foundation’s current incremental
borrowing rates for similar types of borrowing
arrangements.

Functional Expenses

The Foundation provides healthcare services to
residents within its geographical service area.

TABLE 9A-10 The Carrying Amounts and Fair Values of the Foundation’s Finandial Instruments in the Combined
Balance Sheets at December 31 (in Thousands)

I e e

20X7
Cash and cash equivalents $82,815 $82,815
Assets limited as to use 518,313 518,313
Due to broker 15,128 15,128
Long-term debt 444,289 444,349
20X6
Cash and cash equivalents $59,696 $59,696
Assets limited as to use 472,176 472176
Due to broker 19,608 19,608
Long-term debt 338,262 340,809
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TABLE 9A-11 Expenses Related to Providing These Services for the Years Ended December 31, 20X7 and 20X6
(in Thousands)

I R ey

Healthcare services $619,596 562,186
General and administrative 143,293 140,546
Fundraising 1,887 1,845
Total operating expenses $764,776 704,577
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CHAPTER 10
Accounting for Inflation

LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

Discuss the major types of asset valuation.

Describe the alternative units of measurement in financial reporting.
Define the major financial reporting alternatives.

Describe the uses of financial report information.

Describe the difference between monetary and nonmonetary accounts.

REAL-WORLD SCENARIO

Lydia Renee is the CEO of a large metropolitan hospital. She has recently come under attack from the local press
regarding profit levels at the hospital. Last year Renee’s hospital earned more than $10 million, which was described
in the local press as “obscene” because the hospital is tax-exempt. Renee tried to explain that all of the earnings for
the hospital were earmarked for future investment and replacement of physical facilities, but the local reporter was
adamant about profiteering at the hospital.

Renee’s CFO, William Olin, has told her that the need for profit is directly related to the existence of inflation
in the cost of plant and equipment that the hospital needs to purchase. For example, a new digital mammography
unit was recently acquired for $750,000 to replace an older unit acquired 5 years ago for $350,000. The hospital
recognized historical cost depreciation on this older mammography unit of $70,000 per year ($350,000/5) but the
real replacement cost of the equipment was much higher.

Olin showed Renee that firms with heavy investments in plant and equipment, such as hospitals, must make
positive profits because the historical accounting costs of depreciation grossly understate true replacement costs.
Olin then recast the hospital’s financial statements using the principles of “constant purchasing power accounting”
to demonstrate that the hospital actually incurred a modest loss of $1 million in the most recent year. Renee under-
stands the nature of the purchasing power adjustments that Olin made but is seeking a way to communicate this
in a clear manner to the local press.

I

(Opener image: © A1Stock/Shutterstock
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244 Chapter 10 Accounting for Inflation

To adjust for the effects of changing price levels, the
Financial Accounting Standards Board (FASB) has
issued a number of pronouncements over the last
40 years. In September 1979, the FASB issued State-
ment 33, which required large public enterprises to
provide supplemental information on the effects of
changing price levels in their annual financial reports.
In particular, Statement 33 required firms to disclose
primarily current cost and constant dollar earnings;
certain other income statement items; and current
cost of inventory, property, plant, and equipment, in
notes to the financial statements. This was a major
step for the FASB and represented for the first time
that firms were required to report price-level effects in
their financial reports.

In 1986, when the inflation rate had subsided to
less than 5%, the FASB substantially modified its initial
position set forth in Statement 33 with the publication of
Statement 89. This pronouncement left much of State-
ment 33 intact, except that it designated the reporting
as voluntary. Consequently, most publicly traded com-
panies stopped disclosing inflation-adjusted earnings.
In Statement 89 business enterprises were encouraged,
but not required, to report supplementary information
on the effects of changing prices in the following areas
for the most recent 5 years:

B Net sales and operating revenues, using constant
purchasing power

B  Income from continuing operations on a current
cost basis

B Purchasing power gains or losses from holding
monetary items

B Increases in specific prices of net plant, property,
and equipment, net of inflation

B Foreign currency translation adjustments on a
current cost basis

B Net assets (assets less liabilities) on a current cost
basis

B  Income per common share from continuing oper-
ations on a current cost basis

B Cash dividends per common share

B Market price per common share at year end

The rationale for these changes in financial
reporting stems from the inaccuracy and inability of
present historical cost reporting to measure financial
position accurately in an inflation-riddled economy.
Although the U.S. inflation rate has been low in recent
years, inflationary pressures can increase at any time
and will never be removed entirely. Many countries
around the world still experience high inflation. Mex-
ico and Brazil have required some accounting infla-
tionary adjustments for over 20 years. Thus, inflation
accounting will continue to be relevant.

Most people understand the effects that general
inflation has on their purchasing power and they real-
ize that a dollar in 2006 is not equivalent to a dollar
in 2016. Most of us will intuitively make price-level
adjustments to account for differences. A person who
had a salary of $50,000 in 2006 and a salary of $50,000
in 2016 knows that their overall financial position has
eroded because of increases in the Consumer Price
Index (CPI). The accounting professions task is to
make its financial statement adjustments easy to under-
stand by the vast majority of people who use and rely
on these statements as scorecards of business success.

The major purpose of this chapter is to discuss
and describe the major alternatives for reflecting the
effects of inflation in financial statements. Specific
methods are described and the adjustments that need
to be made to convert historical cost statements are
illustrated. This discussion should provide a basis for
understanding and using financial statements that
have been adjusted for inflation.

Learning Objective 1

Discuss the major types of asset valuation.

» Reporting Alternatives

Methods of financial reporting can be categorized
using two dimensions: (1) the method of asset valua-
tion and (2) the unit of measurement. In chapter 8 we
discussed five major principles of accounting. That list
of five included the following two principles: cost valu-
ation and a stable monetary unit. When historical cost
values do not change and inflation or deflation does
not exist, accountants can feel very comfortable using
unadjusted historical cost as the method for valuing
assets acquired by the firm. If asset values do change or
the monetary unit is not stable, then alternative asset
valuation rules may be needed. Two alternative meth-
ods of asset valuation are (1) acquisition (or histor-
ical) cost and (2) current (or replacement) value.

Asset valuation at acquisition cost means that the
value of the asset is not changed over time to reflect
changing market values. Amortization of the value may
take place, but the basis is the acquisition cost. Depreci-
ation is recorded, using the acquisition (historical) cost
of the asset. Use of an acquisition cost valuation method
postpones the recognition of gains or losses from hold-
ing assets until the point of sale or retirement.

Current valuation of assets revalues the assets
in each reporting period. The assets are stated at
their current value rather than their acquisition cost.
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Likewise, depreciation expense is based on the current
value, not the historical cost. Current valuation recog-
nizes gains or losses from holding assets before sale or
retirement. If it were easy to obtain objective measures
of current asset values, all assets would be restated to
current value, but in many cases objective measures of
current value may not be obtainable.

Learning Objective 2

Describe the alternative units of measurement in
financial reporting.

There are also two major alternative units of
measurement in financial reporting: (1) nominal
(unadjusted) dollars and (2) constant dollars
measured in units of general purchasing power.
Use of a nominal dollar unit of measurement sim-
ply means that the attribute being measured is the
number of dollars. From an accounting perspective,
a dollar of one year is no different from a dollar of
another year. No recognition is given to changes
in the purchasing power of the dollar because pur-
chasing power is not measured. The major outcome
associated with the use of this measurement unit
is that gains or losses, regardless of when they are
recognized, are not adjusted for changes in purchas-
ing power. For example, if a piece of land that was
acquired for $1 million in 1996 were sold for $3 mil-
lion in 2016, it would have generated a $2 million
gain, regardless of changes in the purchasing power
of the dollar during the 20-year period.

A constant dollar measuring unit reports the effects
of all financial transactions in terms of constant purchas-
ing power. The unit that is usually used is the purchasing
power of the dollar at the end of the reporting period or
the average during the fiscal year. The measurement is
made by multiplying the unadjusted, or nominal, dollars
by a price index to convert to a measure of constant pur-
chasing power. During periods of inflation, when using
a constant dollar measuring unit, gains from holding
assets are reduced, whereas losses are increased. Thus,
in the previous land sale example, the initial acquisition
cost would be restated to 2016 purchasing power units
to reduce the gain, as shown in EXHIBIT 10-1. Because the
Consumer Price Index or CPI increased from 158.6 in
1996 to 239.2 in 2016, we restate the 1996 cost by the
conversion factor (239.2/158.6 or 1.508).

Constant dollar measurement has a further signif-
icant effect on financial reporting: the gains or losses
created by holding monetary liabilities or mon-
etary assets during periods of purchasing power
changes are recognized in the financial reporting.

Reporting Alternatives 245

EXHIBIT 10-1 Restatement of Land Cost

Unadjusted historical cost

Sale of land in 2016 (CPI = 239.2) $3,000,000
Purchase of land in 1996 (CPI = 158.6) $1,000,000
Unadjusted gain on sale $2,000,000

Purchasing power cost

Sale of land in 2016 (CPI = 239.2) $3,000,000
Conversion factor (CPI 2016/CPI 1996) 1.508
Restated cost of land $1,508,000
Adjusted gain on sale $1,492,000

Monetary assets and liabilities are defined as those
items that reflect cash or claims to cash that are
fixed in terms of the number of dollars, regardless of
changes in prices. Almost all liabilities are monetary
items, whereas monetary assets consist primarily of
cash, marketable securities, and receivables.

Purchasing power gains or losses are recognized
on monetary items because there is an assumption that
the gains or losses are already realized, because repay-
ments or receipts are fixed. For example, an entity that
owed $25 million during a year when the purchasing
power of the dollar decreased by 10% would report
a $2.5 million (0.10 x $25 million) purchasing power
gain. All gains or losses would be recognized, regard-
less of the asset valuation basis used.

Learning Objective 3

Define the major financial reporting alternatives.

The interfacing of the valuation basis and the
unit of measurement basis produces four alternative
financial reporting methods (TABLE 10-1). Each of the
four methods is a possible basis for financial report-
ing. The unadjusted historical cost (HC) method
represents the present method used by accountants;
the other three methods are alternatives that would
provide some degree of inflationary adjustment not
present in the HC method. The HC-general price
level adjusted (HC-GPL) method is often referred
to as constant dollar accounting, whereas the current
value-general price level adjusted (CV-GPL)
method is referred to as current cost accounting.
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TABLE 10-1 Alternative Financial Reporting Bases

. e
e e R [ S

Unadjusted historical cost (HC)

Nominal dollars

Constant dollars
(HC-GPL)

Constant dollar accounting

TABLE 10-2 summarizes the effects the four report-
ing methods would have on the three critical income
statement items assuming price inflation: (1) depreci-
ation expense, (2) purchasing power gains or losses,
and (3) unrealized gains in replacement values.

Learning Objective 4

Describe the uses of financial report information.

» Uses of Financial Report
Information

The measurement of financial position is an import-
ant function, and its results are useful to a great variety
of decision makers, both internal and external to the

Historical cost—general price level adjusted

Current value (CV)

Current value—general price level adjusted
(CV-GPL)

Current cost accounting

organization. Changes in financial reporting methods
unquestionably will alter the resulting measures of finan-
cial position reported in financial statements. These
changes are likely to produce changes in the decisions
that are based on the financial reports (FIGURE 10-1).
Lenders represent an important category of finan-
cial statement users who may change their decisions
on the basis of a new financial reporting method. The
lender’s major concern is the relative financial posi-
tion of both the individual firm and the industry. A
decrease in the relative financial position of the indus-
try could seriously affect both the availability and the
cost of credit. If, for a variety of reasons, new mea-
surements of financial position make the healthcare
industry appear weaker than other industries, financ-
ing terms could change. Particularly for the health-
care industry, which is increasingly dependent on
debt financing, the importance of changes in financial

TABLE 10-2 Major Effect of Alternative Reporting Methods on Net Income Measurement

Purchasing Power Gains/

Losses

Unrealized Gains in Replacement Value

HC No change
HC-GPL Increase/GPL
depreciation recognized

v Increase/will recognize
replacement cost

CV-GPL Increase/will recognize

current replacement cost

No change/not recognized

Gain or loss/depends on the
net monetary asset position

No change/not recognized

Gain or loss/depends on the
net monetary asset position

No change/not recognized

No change/not recognized

Gain/will recognize increase in
replacement cost

Gain/will recognize increase in
replacement cost but will reduce
amount by changes in the GPL
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FIGURE 10-1 Financial Data in Decision Making

reporting methods cannot be overstated. Research on
the results of changing to an HC-GPL or constant
dollar accounting method has shown that the relative
financial positions of individual firms and industries
are also likely to change.

Changes in financial reporting methods also could
have an effect on decisions reached by regulatory and
rate-setting organizations. As a result of such changes,
comparisons of costs across institutions may be more
meaningful than they were previously. For example,
depreciation in firms that operate in relatively new
physical plants cannot be compared with the unad-
justed historical depreciation costs of older facilities.
Without financial reporting adjustments, new facili-
ties may appear to have higher costs and thus be less
efficient, whereas, in fact, the opposite may be true.

The actions of interested community leaders who
have access to, and make decisions based on, financial
statements also might be affected by reporting method
changes. For example, suppose that individual, corpo-
rate, and public agency giving is in part affected by
reported income. Many, in fact, regard reported income
as a basic index of need, and the relationship between

Case Example: Williams Convalescent Center 247

income and giving seems logical. Thus, because each
of the alternative financial reporting methods we have
discussed will produce a different measure of income,
total giving in each case could be affected.

Internal management decisions also might change
with a new financial reporting method. Perhaps the
most obvious example of such a change would be rate
setting. Organizations that have control over pricing
decisions and are not reacting to market-determined
prices should set prices at levels at least high enough to
recover their costs. The use of any of the three alterna-
tive methods of reporting will increase reported cost
levels and therefore increase rates.

» Case Example: Williams
Convalescent Center

In the remainder of this chapter, we show how adjust-
ments are made in the income statement and balance
sheet of Williams Convalescent Center, a 120-bed
skilled and intermediate care facility, to take into
account the effects of inflation. The center’s two finan-
cial statements are shown in TABLES 10-3 and 10-4.
You will note that values are reported for each of the
following three reporting methods: (1) HC, (2) HC-
GPL, and (3) CV-GPL. In this discussion, we do not
describe or apply the CV method. The accounting
profession presently is not seriously considering this
method, and it is not likely to be considered in the
future. The CV method suffers from a serious flaw: it
does not recognize the effects of changing price levels
on equity. In short, the CV method treats increases in
the replacement cost of assets as a gain and does not
restate them for changes in purchasing power.

TABLE 10-5 presents values for the CPI. The CPI is
the price index that is presently used by the account-
ing profession to adjust financial statements for the
effects of inflation.

Price Index Conversion

Both of the two methods we have selected to adjust
the financial statements of the Williams Convales-
cent Center (CV-GPL and HC-GPL) use purchasing
power as the unit of measurement. This means that
unadjusted dollars are not the measurement unit for
reporting accounting transactions. This means that
all reported values in the financial statements are
expressed in dollars of a specified purchasing power.
Usually, the purchasing power used is the period end
value. In our case example, Williams Convalescent
Center uses purchasing power as of December 31,
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248 Chapter 10 Accounting for Inflation

TABLE 10-3 Statement of Income for Williams Convalescent Center (in Thousands)

Constant Dollar Current Cost
(HC-GPL) 20Y4 (CV-GPL) 20Y4

Operating revenue $3,556 $3,625 $3,625
Operating expenses 3,253 3,316 3,316
Depreciation 74 164 185
Interest 102 104 104
Net income $127 541 $20
Purchasing power gain from holding net monetary liabilities — $43 $43
during the year

Increase in specific prices of property, plant, and equipment — = $136
during the year

Less effect of increase in general price level — — 5144
Increase in specific prices over (under) increase in the general — — (58)
price level

Change in equity due to income transactions $127 $84 $55

TABLE 10-4 Balance Sheet for Williams Convalescent Center (in Thousands)

IS I ===

__““ SRS R

Current assets

Cash $98 $21 $21 $21
Accounts receivable 217 249 249 249
Supplies 22 27 27 27
Prepaid expenses 36 36 36 36
Total current assets $373 S333 $333 $333

Property and equipment
Land 200 200 530 525

Building and equipment 2,102 2,228 4948 5,570
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Total land and building 2,302
and equipment

Less accumulated 783
depreciation

Investments 161
Total assets $2,053
Current liabilities 412
Long-term debt 1,203
Partner's equity 438
Total liabilities and $2,053

equity

TABLE 10-5 Consumer Price Index, Year-End Values

20X0 1191
20X1 123.1
20X2 127.3
20X3 1385
20X4 1554
20X5 166.3
20X6 1743
20X7 186.1
20X8 2029
20X9 2299
20Y0 2584
20Y1 2834
20Y2 2924
20Y3 303.5
20Y4 3155
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2,428 5478 6,095
844 1,874 2,186
596 596 596

$2513 $4,533 $4,838
493 493 493

1,478 1,478 1478

542 2,562 2,867
52,513 $4,533 $4,838

20Y4, as its unit of measurement. This means that
we will restate all accounts to a purchasing power of
315.5, the CPI value at 20Y4.

Restatement of nominal or unadjusted dollars to
constant dollars is a relatively simple process, at least
conceptually. All that is required are the following
three pieces of information:

1. The unadjusted value of the account in his-
torical or nominal dollars

2. A price index that reflects the purchasing
power in which the unadjusted value is cur-
rently expressed

3. A price index that reflects the purchas-
ing power at the date the account is to be
restated

For example, Williams Convalescent Center’s
long-term debt at December 31, 20Y3, is $1,203 (see
Table 10-4). To express that amount in constant dol-
lars as of December 31, 20Y4, the following adjust-
ment would be made:

Unadjusted amount X 20Y4 CPI1/20Y3 CPI
or

$1,203 X 3155 =$1,251
303.5

The value of the beginning long-term debt for
the center would be $1,251, expressed in purchas-
ing power as of December 31, 20Y4. The previously
described adjusted method is the same for all other
accounts. The price index to which the conversion is
made is usually the price index at the ending balance
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250 Chapter 10 Accounting for Inflation

sheet date (December 31, 20Y4, in our example). The
price index from which the conversion is made rep-
resents the purchasing power in which the account is
currently expressed. This value will vary depending
on the classification of the account as either monetary
or nonmonetary.

Learning Objective 5

Describe the difference between monetary and
nonmonetary accounts.

Monetary Versus Nonmonetary Accounts

When restating financial statements from a system
based on an HC method to one based on a constant
dollar method, it is critical to distinguish between
monetary accounts and nonmonetary accounts. Mon-
etary accounts are automatically stated in current dol-
lars and therefore require no price-level adjustments.
Monetary items, discussed earlier in this chapter, con-
sist of cash, claims to cash, or promises to pay cash
that are fixed in terms of dollars, regardless of price-
level changes. Nonmonetary accounts require price-
level adjustments to be stated in current dollars.
Because of the fixed nature of monetary items,
holding them during a period of changing price levels
creates a gain or loss. For example, if a firm holds cash
during a period of inflation, the firm will experience
a monetary loss because the purchasing power of the
cash has eroded over the holding period. Conversely,
if a firm has a monetary liability during a period of
inflation, it will experience a gain because it will repay
the liability with dollars of a lower purchasing power.
In constant dollar accounting, purchasing power is the

unit of measurement, not unadjusted dollars. This can
be seen in TABLE 10-6, which includes data from the
Williams Convalescent Center (in thousands).

The data in Table 10-6 assume that a repayment of
long-term debt and new issue occurred at the midpoint
of the year, June 30, 20Y4. The price index at that point
would have been approximately 309.5. This resulted
from taking the average of the beginning and ending
values (303.5 + 315.5) = 2. In constant dollars, the Wil-
liams Convalescent Center would have reported $1,531
of long-term debt as of December 31, 20Y4. However,
the actual value of the long-term debt at that date was
$1,478. The difference of $53 represents a purchasing
power gain to the center during the year. Because the
price level increased during 20Y4, the value of the
long-term debt actually owed by the center declined
when measured in constant purchasing power.

Nonmonetary asset accounts must be restated to
purchasing power as of the current date. The price
index at the time of acquisition represents the price
index from which the conversion is made. To illustrate
the adjustment, assume that the building and equip-
ment account of the Williams Convalescent Center
has the age distribution presented in TABLE 10-7.

The data in Table 10-7 show that assets with a his-
torical cost of $2,228 represent $4,948 of cost when
stated in dollars as of December 31, 20Y4. The latter
value is much more meaningful than the former as a
measure of actual asset cost in 20Y4. It provides the
center with a measure of cost that is expressed in dol-
lars as of the current date and thus better represents its
actual investment. Depreciation expense also should
be restated in 20Y4 dollars to accurately portray the
center’s actual cost of using its building and equip-
ment in the generation of current revenues.

TABLE 10-6 (omputation Purchasing Power Gains and Losses

Unadjusted Conversion Factor Constant Dollars
Historical Dollars
Beginning long-term debt (12/31/Y3) $1,203 315.5/303.5 $1,251
— Repayment (6/30/Y4) 152 315.5/309.5 155
+ New debt (6/30/Y4) 427 315.5/309.5 435
Ending long-term debt (12/31/Y4) $1,478 $1,531
— Actual ending long-term debt (12/31/Y4) $1,478
Purchasing power gain $53
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TABLE 10-7 Restatement of Nonmonetary Assets
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R i

20X0 $1,500
20X8 401
20Y1 201
20Y4 126

$2,228

Adjusting the Income Statement

Operating Revenues

If one assumes that revenues are realized equally
throughout the year, the restatement is significantly
simplified. If the assumption is valid—and in most
cases it is—it means that the revenues can be consid-
ered realized at the midpoint of the year, in our case,
June 30, 20Y4. As already noted, the price index at June
30, 20Y4 can be assumed to be the average of the begin-
ning and ending price index, or 309.5. The restated
operating revenue would be calculated as follows:

Operating revenues X 20Y4 CPI + 20Y4 mid-year CPI
or

$3,556 X 315.5 + 309.5 = $3,625

Operating Expenses

Based on the same assumption that we used with
operating revenues, the adjustment for operating
expenses would be as follows:

$3,253 X 315.5 + 309.5 = $3,316

Operating expenses do not include depreciation
or interest. Separate adjustments for these two items
may be required.

Depreciation

The depreciation expense adjustment is different from
the earlier adjustments in two ways. First, depreciation
expense represents an amortization of assets pur-
chased over a long period, usually many years. This
means that the midpoint conversion method used for
operating revenues and operating expenses clearly is

315.5/119.1 $3,974
315.5/202.9 624
315.5/2834 224
315.5/315.5 126

$4,948

not appropriate. Second, the adjustment methods for
the HC-GPL or constant dollar and CV-GPL or cur-
rent cost methods diverge. Depreciation expense may
vary considerably because the current cost of the assets
may differ dramatically from the constant dollar cost.
Remember, a price index represents price changes for
a large number of goods and services; specific price
changes of individual assets may vary significantly
from that index. For example, the general price level
may have increased 20% in the last 5 years, but the cost
of a specific piece of equipment may have increased
50% during the same period.

Constant Dollar Adjustment

We estimate the depreciation expense value for Wil-
liams Convalescent Center under the constant dollar
method by using the relationship of constant dollar
buildings and equipment cost in Table 10-7 to historical
cost. This gives us a multiplier of restated cost to histor-
ical cost that we can then apply to historical cost depre-
ciation. The multiplier from Table 10-7 is calculated as:

Constant dollar cost _ $4,948/$2,228 = 2.221

Historical cost

We then multiply this factor times the historical
depreciation expense of $74 to yield a constant dollar
depreciation expense of $164.

Current Cost Adjustment

The identification of the current cost of existing physi-
cal assets is a subjective and complex process. To many
individuals, the current cost method provides little addi-
tional value compared with the constant dollar method.
Whether it will be eventually eliminated and replaced
by the constant dollar method is not clear at this time.
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The first issue to address is the definition of cur-
rent cost. By and large, current cost can be equated to
the replacement cost of the assets. In short, we must
determine what the cost of replacing assets in today’s
dollars would be. This could be estimated through
a variety of techniques using, for example, insur-
ance appraisals or specific price indexes. In the case
of Williams Convalescent Center, we assume that a
recent insurance appraisal indicated a replacement
cost of $5,570 for buildings and equipment. With this
estimate, depreciation expense could be adjusted as
follows:

Appraisal cost -
——— X Depreciation expense
Historical cost

= Restated depreciation expense
or

$5,570
$2,228

X $74 = $185

Interest Expense

We again assume that interest expense is paid equally
throughout the year. This assumption produces the
following interest expense adjustment:

$102 X 315.5 + 309.5 = $104

Purchasing Power Gains or Losses

A purchasing power gain results if one is a net debtor
during a period of increasing prices, whereas a pur-
chasing power loss results if one is a net creditor
during such a period. In most healthcare firms, pur-
chasing power gains result because liabilities exceed
monetary assets. A firm is thus paying its debts with
dollars that are of less value than the ones it received.

TABLE 10-9 Purchasing Power Gain (Loss) Schedule

To calculate purchasing power gains or losses,
net monetary asset positions must first be calculated.
The net monetary position for Williams Convalescent
Center is presented in TABLE 10-8.

The actual calculation of the purchasing power
gain for Williams Convalescent Center is presented in
TABLE 10-9.

Because the center was in a net monetary liability
position during the year, it experienced a purchasing

TABLE 10-8 Net Monetary Asset Schedule

Beginning
(12/31/3)

Monetary assets

Cash $98 $21
Accounts receivable 217 249
Prepaid expenses 36 36
Investments 161 596
Total monetary $512 $902

Monetary liabilities

Current liabilities $412 $493
Long-term 1,203 1,478
Total monetary $1,615 $1,971
liabilities

Net monetary assets (51,103) (51,069)

I T

315.5/303.5 $1,147
315.5/309.5 35
51,112

543

Beginning net monetary liabilities $1,103
— Decrease 34
Ending net monetary liabilities $1,069
— Actual 1,069

Purchasing power gain
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power gain of $43. This value is not an element of net
income; it is, rather, shown below the net income line
in Table 10-3. It thus affects the change in equity.

Increase in Specific Prices over General
Prices

The adjustment to consider—an increase in specific
prices over general prices—is made only in the cur-
rent cost method. The constant dollar method does
not recognize any increases (or reductions) in prices
that are different from the general price level. In short,
no gains or losses from holding assets are permitted in
the constant dollar method.

The calculations involved in this adjustment can
be complex. In our Williams Convalescent Center
example, we will make some assumptions to simplify
the arithmetic without impairing the reader’s concep-
tual understanding of the adjustment. We will assume
the following data:

Insurance appraisal of buildings and equipment,
12/31/Y3: $5,015

Insurance appraisal of buildings and equipment,
12/31/Y4: $5,570

Appraised value of land, 12/31/Y3: $500
Appraised value of land, 12/31/Y4: $525

New equipment bought on 12/31/Y4: $126

TABLE 10-10 shows the increase in specific prices
over general prices. These data show that, during
20Y4, the value of physical assets held by Williams
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Convalescent Center did not increase more than the
general price level. In fact, there was an $8,000 decline
in the specific prices of assets held by the firm when
compared to the increase in general price level during
the year. This may be a positive sign for the center if it
is not contemplating a sale. The replacement cost for
its assets is increasing less than the general price level.
Therefore, revenues could increase less than the gen-
eral price level and replacement could still be ensured.

Adjusting the Balance Sheet

Monetary ltems

None of the monetary items—cash, accounts receiv-
able, prepaid expenses, investments, current liabilities,
or long-term debt—requires adjustment. The values
of these items already reflect current dollars.

Land

In our discussion of the increase in specific prices over
the general price level in the Williams Convalescent
Center’s income statement, we assumed an appraisal
value for land of $525. That value will be used here
with the current cost method. With the constant dol-
lar method, we will assume that the land was acquired
in 20X0 for $200. To restate that amount to purchasing
power as of December 31, 20Y4, the following calcula-
tion would be made:

$200 X 315.5 + 119.1 = $530

TABLE 10-10 Increase in Specific over General Prices Schedule

I e e

Ending appraised value less acquisitions of $126

— Accumulated depreciation on appraised value
Ending net appraised value
Beginning appraised value
— Accumulated depreciation on appraised value
Beginning net appraised value

Beginning net appraised value restated for general
price level (315.5/303.5)

Increase in specific prices over general price level
($3,783 less $3,791)

$5,444 $525 $5,969
2,186 0 2,186
$3,258 $525 $3,783
$5,015 $500 55515
1,868 — 1,868
$3,147 $500 $3,647
$3,791

(58)
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Buildings and Equipment

Values for the center’s buildings and equipment and
the related accumulated depreciation already have
been cited for the current cost method. We will
assume those same values here. This produces a value
for buildings and equipment of $5,570 (000s omit-
ted) based on an appraisal. The value for accumulated
depreciation was derived as follows:

Adjusted accumulated depreciation
= Unadjusted accumulated depreciation

" Appraised value — Current year acquisitions

Historical cost — Current year acquisitions

or

($5,570 — $126)

2,186 =$844 X ———
i ’ ($2,228 — $126)

Equity

Equity calculations are not discussed in any detail
here. It is enough for our purposes to recognize that
equity is a derived figure. Equity must equal total
assets less liabilities. In our Williams Convalescent
Center example, this generates values of $2,562 for
the constant dollar method and $2,867 for the current
cost method.

» SUMMARY

Financial reporting suffers from its current reliance
on the HC valuation concept. Inflation has made
many of the reported values in current financial
reports meaningless to decision makers. The exam-
ple used in this chapter illustrates this point. The total
asset investment of Williams Convalescent Center is
approximately 100% larger when adjusted for inflation
under the current cost or constant dollar method. Net
income, however, decreased. The result is a dramatic
deterioration in return on investment—the single
most important test of business success.

TABLE 10-11 summarizes return on assets and
return on equity for Williams Convalescent Center.

These reductions are so drastic that they would
prompt an investor to seriously question the continu-
ation of the present investment, let alone replacement.
More profitable avenues of investment very likely may
be available.

To the extent that the Williams Convalescent Cen-
ter example is representative of many healthcare firms
(and it probably is), decisions regarding healthcare
business continuation must be evaluated seriously. It
is imperative that healthcare companies, like all other
businesses, adjust their financial reports to reflect
inflation. Whether the method used is current cost or
constant dollar is not the issue. The important point is
that ignoring the effects of inflation is unwise at best.

TABLE 10-11 Effect of Alternative Reporting Methods on Financial Measures

Return on assets (ROA)

Net income/total assets 5.1%
Revised ROA

Change in equity due to 51|

income transaction/total assets
Return on equity (ROE)

Net income equity 234
Revised ROE

Change in equity due to 234

income transactions/equity

0.9% 0.40%
1.9 {2
16 0.7
34 142
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Use the data and information presented in EXHIBIT 10-2 to answer the following questions:

1. What index was used to restate to constant dollars?

2. What method was used to determine current cost values?

3. Is the American Medical Firm (AMF) a net debtor or a net creditor?

4. In 2001, AMF showed a minus $24 million value for the increase in specific prices over general prices. What does
this mean?

Why are AMF's net operating revenues in 2004 identical for the HC, constant dollar, and current cost methods of
reporting?

6. Why is depreciation expense greater in the current cost method than in the constant dollar method?

Ll

SOLUTIONS AND ANSWERS

1. AMF used the CPI, which is required by FASB 33 to restate historical costs to constant dollars.

2. AMF used specific price indexes to restate historical costs to current costs. This method contrasts with the use of
appraisals discussed in the chapter example.

3. AMF is a net debtor. It has experienced a purchasing power gain in each year from 2000 to 2004. Because prices
were increasing during that period, AMF must have had a net monetary liability position in each year.

4. In 2001, the specific prices of AMF’s fixed assets must have increased less than the general price level as
determined by using the CPI.

5. AMF does not restate revenues or expenses to the fiscal year end, December 31. Instead, they restate to the
midpoint of the fiscal year, June 30. Because it is usually assumed that revenues are received equally throughout
the year, the midpoint (June 30) would represent the index from which the conversion is made. Because AMF is
converting to the midpoint index, the adjustment is 1.0.

6. Depreciation expense under the current cost method exceeds depreciation expense under the constant dollar
method because the current cost value of depreciable assets exceeds the constant dollar value of depreciable
assets.

EXHIBIT 10-2 Supplementary Financial Information for American Medical Firm (AMF)

Effects of Changing Prices

The company’s financial statements have been prepared in accordance with generally accepted accounting principles
and reflect historical cost. The goal of the supplemental information that follows is to reflect the decline in the
purchasing power of the dollar resulting from inflation. This information should be viewed only as an indication,
however, and not as a specific measure of the inflationary impact.

The constant dollars were calculated by adjusting historical cost amounts by the CPI. Current costs, however, reflect
the changes in specific prices of land, buildings, and equipment from the date acquired to the present; they differ from
constant dollar amounts to the extent that prices in general have increased more or less rapidly than specific prices. The
current cost of buildings and equipment was determined by applying published indices to the historical cost.

Net income has been adjusted only for the change in depreciation expense. Other operating expenses, which are
the result of current transactions, are, in effect, recorded in amounts approximating purchasing power on the primary
financial statements. Depreciation index was determined by applying primary financial statement depreciation rates to
restated building and equipment amounts. Because only historical costs are deductible for income tax purposes, the
income tax expense in the primary financial statements was not adjusted.

During a period of inflation, the holding of monetary assets (cash, receivables, etc.) results in a purchasing power
loss, whereas owing monetary liabilities (current liabilities, long-term debt, deferred credits, etc.) results in a gain. Net
monetary gains or losses are not included in the adjusted net income amounts reported.
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256 Chapter 10 Accounting for Inflation

Consolidated Statement of Income Adjusted for Changing Prices ($ IN MILLIONS)

_ For the Year Ended December 31, 2004
_ As reported in Adjusted for Adjusted for Changes
Primary Statements | General Inflation in Specific Prices
(Historical Cost) (Constant $) (Current Costs)
Net operating revenue $2,065 $2,065 $2,065
Operating and administrative expenses $1,698 $1,698 $1,698
Depreciation and amortization 84 98 11
Interest g1 91 91
Total cost and expenses $1873 $1,887 $1,900
Income from operations $192 $178 $165
Investment earnings $24 $24 $24
Income before taxes on income $216 $202 $189
Taxes on income $95 $95 $95
Net income $121 $107 $94
Effective income tax rate 44% 47% 50%
Changing price gains not included in $139

adjusted income:
Increase in specific prices (current cost)
of property, plant, and equipment held

during the year*
Less effect of increase in general price level 68
Excess of increase in specific prices over $71

increase in the general price level

Finandal Data Adjusted for Effects on Changing Prices (5 IN MILLIONS)

Net operating revenues

Adjusted for general inflation $2,065 $1,852 $1,271 $1,070 $832
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Net income
Adjusted for general inflation 107
Adjusted for changes in specific prices 94

Earnings per share

Adjusted for general inflation 154
Adjusted for changes in specific prices 1.35
Purchasing power gain from holding net 28

monetary liabilities during the year
Increase in specific prices of property, 71
plant, and equipment over (under)

increase in the general price level

Net assets at year end (total assets less total liabilities)

Adjusted for general inflation 1,095

Adjusted for changes in specific prices 1,332
Cash dividends declared per common 5043
share

Adjusted for general inflation

Market price per common share at year $20.24
end: adjusted for general inflation

Average CPl—all urban consumers 3039

*As of December 31, 2004, current cost of property, plant, and equipment, net of accumulated depreciation, was $1,915 (his- torical cost $1,349). “Property, plant, and equipment”in both the

previous and following data includes land held for expansion.
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73

129
1512

15

85

972
1,162

$0.39

$2941

2934

73

1.04

16

16

756
894

50.34

$12.39

2803

54

95
82

27

(24)

657
809

50.28

$24.30

257.5

Summary

36

27

82
61

32

77

413
470

$0.21

$11.66

230.0

257



© Jones & Bartlett Learning, LLC. NOT FOR SALE OR DISTRIBUTION. 8738



CHAPTER 11
Analyzing Financial Position

LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

Describe the balanced scorecard and dashboard reporting.

Describe the four key elements of dashboard reporting.

Explain what is most important in long-term financial success.
Explain what a healthcare firm's primary financial objective should be.
Describe the critical drivers of financial performance.

Discuss the importance of and types of performance measures.
Introduce the hospital cost-index measure.

REAL-WORLD SCENARIO

Michael Dean has been recently appointed to the board of Kenyon Medical Center, a 300-bed not-for-profit com-
munity hospital. Mike is an attorney who specializes in labor law and is the firm’s primary litigation expert in this
area. He is reviewing the financial information that was sent to him this morning in preparation for his first board
meeting this evening. His total financial package includes 28 pages of financial information consisting of current
monthly income statements, a balance sheet, and other monthly actual-to-budget comparisons of performance
with some selected financial ratios.

Tonight’s meeting is a critical one because the board’s major item for discussion is related to a proposed bond
issue to finance a major hospital renovation. Mike recognizes that he has a fiduciary responsibility to protect the
assets of the hospital and to ensure its continued financial viability, but he does not know how to determine if the
hospital can afford to take on this additional debt. There is so much information and no apparent pattern regard-
ing what really is important. He is also concerned about assessing how the proposed financing would impact the
hospital’s financial performance and thus its ability to repay both interest and principal on the debt. He recently
read a report on “dashboard reporting” and wonders if some structure like this would help him and other board
members to get a better appreciation for the financial performance of the hospital.

SOy ) i LOTDY

Openef image: © A1Stock/Shutterstock
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260 Chapter 11 Analyzing Financial Position

The major purpose of this chapter is to introduce
some analytical tools for evaluating the financial con-
dition of healthcare entities. Think for a moment how
confusing and difficult it would be, without a key, to
reach any conclusions about financial position from
many financial statements. (See Chapter 9 for exam-
ples.) Unless your training is in business or finance,
the statements may look like a mass of endless num-
bers with little meaning. In short, there may be too
much information in most financial statements to be
digested easily by a general-purpose user.

During the last 30 years, there has been an explo-
sion in the adoption and integration of information
technology to financial reporting. Financial data are
collected, analyzed, and distributed to decision mak-
ers in a more accurate and timely manner and in
greater quantity than ever before. However, many peo-
ple believe that the technology has not had a positive
impact on performance. While we have made import-
ant strides in the technology of information collection
and distribution, we have failed to realize significant
improvements in the decision-making value of that
information.

What accounts for the failure to take advantage
of information technology advances? We think the
answer is very clear and is one that most executives
would readily acknowledge. We have been using the
technology to deliver data, and more of it, to decision
makers more rapidly, but we have ignored the issue of
information relevance. As a result, we have in many
cases simply used technology to deliver irrelevant or
inappropriate data more quickly. Bad data delivered
more quickly is not likely to improve performance in
either the short run or the long run.

Learning Objective 1

Describe the balanced scorecard and dashboard
reporting.

In order to improve the collection and com-
munication of financial and operating information
balanced scorecards and dashboards were created.
Essentially, these tools are neatly formatted reports
that provide information on the organization’s perfor-
mance in a limited number of areas. The reports help
focus attention to key performance indicators (also
referred to as key metrics or measures) that are typi-
cally defined by senior leadership.

The concept of balanced scorecards developed
by Robert Kaplan and David Norton represents an
attempt to enhance the value of information and

exploit the capability of information technology to
deliver true value to decision makers. Balanced score-
cards, in their stripped-down version, simply state that
reporting should be available on the key attributes that
affect performance. More data are of little value if they
do not provide information to a decision maker that
can be used to improve the performance of the firm.
Dashboard reporting is a natural subset of balanced
scorecards and is being increasingly used in almost all
sectors of the economy to keep managers focused on
critical areas that will affect overall firm performance.

Learning Objective 2

Describe the four key elements of dashboard
reporting.

» Developing an Effective
Financial Reporting System

Assuming that many healthcare providers are inter-
ested in developing a dashboard reporting system for
key executives and board members, what needs to
be done? In general, four critical questions must be
answered:

1. What is most important to the firm’s
success?

2. What are the critical drivers that influence
performance attainment?

3. What are the most relevant measures that
reflect critical driver relationships?

4. What relevant benchmarking data are avail-
able to assess performance?

In the remainder of this chapter, we will answer
these four questions with respect to financial per-
formance. We will then examine a specific hospital
example to illustrate the definition and utilization of
financial indicators to assess financial performance
and to identity critical opportunities for management
intervention.

Question One: What Is Most Important

for Success?

Understanding financial performance in any business
requires some global or summary measure of financial
success. For many healthcare organization executives,
this measure is often the operating margin (operating
income divided by revenues). While operating
margin is important, we believe that relying on this
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number as a measure of success can be misleading in
many situations. For example, low operating margins
may not always be bad and high operating margins may
not always be good.

Learning Objective 3

Explain what is most important in long-term financial
success.

What should be the primary criterion for finan-
cial success in healthcare organizations? We believe
that a financially successful organization is capable of
generating the resources needed to meet its mission.
This creates two immediate questions. First, what are
resources? Second, what level of resources is needed to
fulfill the mission? Economic resources that are owned
or controlled by a business firm are referred to as assets
and would include such items as supplies, equipment,
buildings, and other factors of production that must be
present to produce health services. Human resources
are not usually shown as assets because the firm does
not own an individual, but human resources also are
required in the production of products or services.
Resources or assets owned by a healthcare organiza-
tion are shown in its balance sheet, which provides a
listing of its assets and the pattern of financing used
to acquire those assets. The level of resources required
by a healthcare organization depends largely on the
range and quantity of health services envisioned in the
mission statement. In situations when there is no
scientific standard for resource requirements, bench-
marking against other healthcare organizations may
be used to partially address the issue of resource need.
A hospital or healthcare firm can find itself in a sit-
uation in which it may have too little investment in
assets to meet the production needs for services, or it
may have excessive investment in assets of a certain
category.

Resources can be financed with either debt or
equity funds, as any balance sheet clearly shows.
A financially successful organization must there-
fore be capable of generating the amount of funds
through debt and/or equity that is needed to finance
the required level of resources. FIGURE 11-1 depicts a
simple balance sheet that illustrates these concepts.
In this example, our healthcare organization needs
to increase its investment in assets, or resources, by
$100 million (to a total of $200 million) over the
next 7 years to fulfill its mission. This level of future
investment should be a byproduct of the firm’s stra-
tegic plan. A strategic plan should provide some

Developing an Effective Financial Reporting System 261

information about projected service levels, which
in turn should drive expected investment. Strategic
financial planning is the topic of Chapter 13. The rate
of annual compounded asset growth for the example in
Figure 11-1 is approximately 10% per year. This rate
equals the average rate of asset growth in many vol-
untary not-for-profit hospitals during the last 5 years.
Although this growth rate may seem high, remember
that this rate incorporates replacement of assets at
higher prices, new technology, entry into new prod-
uct lines requiring new investment, and increases
in working capital such as accounts receivable. The
healthcare organization depicted in Figure 11-1 has
chosen a financing mix of 50% equity and 50% debt.
This means that 7 years later, the target financing mix
will be $100 million of debt and $100 million of equity
to finance the $200 million investment in assets.

If an organization must grow to meet its mis-
sion then, given our discussion, it must be sensitive
to how quickly it grows (the asset growth rate) and
how it grows (the mix of debt and equity financing).
The principle of sustainable growth states that no
business entity can generate a growth rate in assets
(10% in our example) that is greater than its growth
rate in equity (also 10% in our example) for a pro-
longed period. It may be possible to generate new asset
growth of 15% for several years when equity growth
is only 5% by changing the percentages of equity and
debt financing. There is no mystery in the principle of
sustainable growth, and it is not some esoteric finance
concept that bears no relationship to reality. Any busi-
ness will have its asset growth rates limited by its abil-
ity to generate new equity growth. To not believe in

Present Financial Position
Assets $100 Debt $50
Equity 50
Total $100

o) > °
g 2 o
o g =
= = -
E 8 £
o Q3
o e
Future Financial Position S

(7 Years Later) a

Assets $200 Debt $ 100
Equity 100
Total $ 200

FIGURE 11-1 Sustainable Growth
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the validity of this concept would imply that a firm
could always increase its percentage of debt financing
to any level. There are no exceptions to this theorem.
It is not something that represents a nice target; it is
a fundamental principle of business from which no
one is exempt. Some governmental healthcare orga-
nizations may argue that they always generate growth
rates in equity less than their asset growth because
they get capital funds directly from their governmen-
tal sponsors. Those transfers represent a transfer of
equity and are a part of equity growth. To be clear, the
most important aspect of long-term financial success
is sustainable growth.

Learning Objective 4

Explain what a firm's primary financial objective
should be.

If sustainable growth (equity growth that meets or
exceeds asset growth) is an organization’s long-term
financial goal, then there is no other financial objec-
tive that is more important than equity growth.
Healthcare organizations that expect low rates of
equity growth in the future most likely will not be able
to provide the level of resources sufficient to meet their
mission. If your healthcare organization anticipates
growth rates in equity of only 5% over the next decade,
it is almost certain that your asset growth potential
will be no greater than 5%. Although the objective is
not to add assets or investments for the sake of growth,
healthcare organizations that remain viable must add
new investments. Healthcare organizations with low
rates of growth in equity most likely will experience
most of their asset growth in working-capital areas,
such as accounts receivable and supplies. These firms
will invest very little in renovation and replacement
of existing equipment and plant and very little in new
capital required for entry into new markets. If they
are surrounded by firms that are not experiencing low
equity growth rates, their market share will decrease
as their relative delivery capability deteriorates.

Growth rate in equity (GRIE) can be expressed as
follows:

Change in equity  Net income » Change in equity
Equity - Equity

Net income

Most voluntary not-for-profit healthcare organi-
zations do not have a source of equity other than net
income. This means that no transfers of funds from
government or large restricted endowments exist to

increase the firm’s change in equity from the level of
reported net income. In these situations, the term
change in equity/net income equals 1; therefore, GRIE
can be defined as net income divided by equity, or
return on equity (ROE). ROE is therefore the primary
financial criterion that should be used to evaluate and
target financial performance for voluntary not-for-
profit healthcare organizations when transfers of new
equity are not likely. ROE is also the primary financial
criterion that should be used to evaluate and target
financial performance for taxable for-profit firms.

In sum, to answer our first question of “what is
most important” in dashboard creation, we believe
that organizations must focus on sustainable growth
in order to be viable long term. Sustainable growth,
and equity growth in particular, can be measured
by ROE. Therefore, the most important long-term
financial metric that can be included on a financial
dashboard is ROE. In the remaining portions of this
chapter, we will explore how the relationships that
drive ROE impact the rest of the financial dashboard.

Learning Objective 5

Describe the critical drivers of financial performance.

Question Two: What Are the Critical
Drivers of Performance?

At present, we only have one measure on our financial
dashboard: return on equity (ROE). If improving ROE
is our goal it is important to understand the under-
lying performance relationships that will impact that
growth. ROE is simply defined as:

Net income

ROE =
Equity (or Net assets)

However, ROE can be factored into a number of
components that help executives analyze and improve
their ROE values. The following equation also defines
ROE:

_ Operating income + Nonoperating income » Revenue  Assets

ROE X
Assets  Equity

Revenue

This alternative formula tells us that there are a vari-
ety of ways that an organization can improve its ROE.
First, it can improve its operating margins (operating
income divided by revenue). Second, it can increase
its nonoperating gain ratio (nonoperating income
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divided by revenue). Third, it can increase its total
asset turnover (revenue divided by assets). Fourth, it
can reduce its equity-financing ratio (equity divided by
assets). Operating margin improvement is an important
strategy for improving ROE, but it is not the only way that
ROE can be increased and sustainable growth achieved.
FIGURE 11-2 depicts the critical relationships affecting
financial performance in most healthcare firms.

If we assume that ROE, or business unit value, is
the primary measure of financial-performance suc-
cess, the schematic in Figure 11-2 provides a road map
of the critical drivers of performance. The schematic
shows that the three primary determinants of value
are profit, investment, and cost of capital. These three
primary determinants of value can be related to a set

Micro-Value Macro-Value
Drivers Drivers
Market Size

Market Share
Product Mix

Quality

Prices

Staffing Levels
Wage Rates

Raw Material Prices
Investment Income
Coding

Payer Mix

Service Intensity
Contract Negotiating _|

i i

Inventory
Accounts Receivable
Accounts Payable

Plant Life

Replacement Equipment
Maintenance

Scale of Operations

Cost of Equity
Cost of Debt
Leverage

FIGURE 11-2 Micro and Macro Drivers

iii
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of macro drivers, and then ultimately to a number of
micro value drivers that will enable measurement and
modeling for effective dashboard reporting.

It is important for every healthcare firm interested
in developing a set of measures to monitor and evalu-
ate performance to start with a model similar to the one
defined in Figure 11-2. Without this type of framework,
many executives simply try to define a set of measures
from those that currently exist or could be created. Defin-
ing measures without understanding key relationships
can be dangerous. For example, reporting man-hours
per discharge without adjusting for case-mix intensity
can lead to erroneous conclusions and potentially bad
decisions. Know your business before you determine
how best to capture the essence of its performance.

Determinants
of Value
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Learning Objective 6

Discuss the importance of and types of performance
measures.

Question Three: What Are the Most

Relevant Metrics?

Understanding the relationships that drive perfor-
mance permits one to define performance mea-
sures that should focus management attention on
areas that need correction. There is always a dilemma
encountered in the definition of the measures that
will be used for reporting. First, the absolute num-
ber of measures used must be limited. The measures
used should have a high probability of problem/
opportunity detection. For example, in our sample
hospital’s dashboard report, we assess the probability
of a supply or drug cost problem by examining costs
for four high-profile DRGs. Second, the measures
should be naturally related to the key driver map
developed earlier (Figure 11-2). In the case of our
dashboard report we identify 13 critical performance
driver categories:

Market factors
Pricing

Coding

Contract negotiation
Overall cost

Labor costs
Departmental costs
Supply and drug costs
Service intensity
Nonoperating income
Investment efficiency
Plant obsolescence
13. Capital position

[e—

© 0N oL W

i
S

—
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Third, the measures used should be capable of
external validation or benchmarking. Measuring cur-
rent performance against past performance may be
helpful in some cases, but ideally comparative indus-
try benchmarks should be available.

Our hospital dashboard report contains 49 mea-
sures that are related to the 13 critical performance
driver categories. Each of these measures can be
related to external comparative data as well as to com-
parisons with individual market area competitors.
Benchmarking data from competitors is extremely
valuable. We discuss the measures used for each of
the 13 performance drivers when we begin our case
discussion.

Question Four: What Benchmarking Data
Should Be Used?

Comparative benchmarking data are crucial ingre-
dients to the success of any dashboard-reporting sys-
tem. Ideally, a business would like some comparative
reference points. How am I doing with respect to sim-
ilar firms in my industry? How am I doing relative to
my primary competitors?

Identifying measures that are able to capture the
nuances of revenue or cost drivers is nice, but it may
be of little value if no external comparative bench-
marks can be found. For example, most hospitals
would like to measure and compare nursing cost on
an acuity-adjusted basis, but uniform benchmarks
are not currently available. In this situation, direct
nursing cost per patient-day may be the best that one
can do.

The measures that are used in this chapter for our
case hospital allow external comparisons and compet-
itor comparisons because the databases employed in
measure definition are publicly available from the fol-
lowing sources:

B Medicare Cost Reports
®  Standard analytical outpatient file (SAOF)
B  MedPAR File

» Case Example: Harris
Memorial Hospital

For the remainder of this chapter, we illustrate the use
of financial analysis techniques through a case exam-
ple: Harris Memorial Hospital and Harris Community
Foundation (HCF). You will recall HCF from Chapter9.
We will be using the audit for HCF in Appendix 9-A
to calculate many of the financial ratios in our dash-
board. HCF has one primary competitor in its market:
Eastside Healthcare. The primary hospital for HCF is
Harris Memorial Hospital, a 430-bed facility. The pri-
mary hospital for Eastside Healthcare is Eastside Med-
ical Center, a 170-bed facility. Many of the metrics on
our dashboard will relate only to the primary hospi-
tals. These metrics will be calculated from the public
data sources (cost reports, SAOF, MedPAR) and will
not directly tie to the audit. (See Appendix 9-A.) In
sum, when examining our sample dashboard you can
practice calculating the metrics when the data source
is listed as “Audit,” but cannot practice calculations for
the other data sources. In the end, it is most important
to understand how to interpret the metrics, not simply
know how they are calculated. The dashboard can be
found in TABLE11-1.
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TABLE 11-1 Dashboard for Harris Memorial Hospital

Data Element

Overview
Return on equity
Financial strength
index®

Total margin

Market factors
Inpatient revenue %

Surgical cases %

Market share %

Medicaid days %**

Medicare days %**

Revenue growth
(last year) %

Pricing

Average charge
per Medicare
discharge
(CMI=1.0)*

Average charge per
visit (RW = 1.0)*

Routine room rate*
Chest x-ray (71020)*
Coding factors

Change in Medicare
CMI %

Audit

Audit

Audit

Public

Public

Public

Public

Public

Audit

Public

Public

Public

Public

Public

Excess of revenue over expenses/Net assets
[Total margin — 4%/4%)] + [Days cash on hand —
120/120] + [50% — Debt financing%/50%] +

[9 — Average age of plant/9]

Excess of revenues over expenses/Operating
revenue + Nonoperating gains

Gross IP revenue/Gross patient revenue

Medicare surgical discharges/Medicare total
discharges

Net patient revenue/Sum of net patient revenue
in county

Medicaid patient-days/Total patient-days
Medicare patient-days/Total patient-days
(Operating revenue current year — Operating

revenue prior year)/Operating revenue prior
year

All Medicare inpatient charges/(Number of
discharges X CMI)

Average Medicare visit charge/Average relative
weight

Average charge for routine care

Average charge for chest x-ray

Percentage change in Medicare case-mix index
(2 years)

1.7

75

305

356

65.5

23.2

423

/3

25,052

307

640

291

=19
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138

24

83

61.9

383

345

124

597

10.5

27,506

410

1,667

385

34

50

46.2

237

574

194

54.1

54

22,506

353

1,372

301

2.1

(continues)
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TABLE 11-1 Dashboard for Harris Memorial Hospital  (continued)
Data Harris Eastside
Source Memorial | Medical
Hospital Center
Medicare CMI Public  Measure of the costliness of cases treated 1.7644 1.7439 15243
by a hospital relative to the national average
of all Medicare hospital cases, using DRG
weights as a measure of relative costliness of
cases
CC/MCC capturerate Public  The number of Medicare cases in MS-DRGs with 67.0 68.0 60.0
a CC or MCC designation divided by the total
Medicare cases
Average relative Public  Based on weights for all CP'T/HCPCS codes 46 7.7 9.2
weight per
outpatient visit
(SMI)
Injectable drug Public  Claim chosen if pharmaceutical item requiring 241 8.1 10.0
without injection or infusion present without the
administration % administration procedure
Contract negotiation
Nongovernment Public  Percent of revenue from sources other than 344 279 239
payers % Medicare or Medicaid
Markup Public  (Gross patient revenue + Other operating 28 38 33
(charges/cost) revenue)/Total operating expenses
Deduction % Public  Contractual allowances/Gross patient 726 67.5 69.9
revenue
Net patient revenue Public  Net patient revenue/Equivalent discharges™ 6,683 8,701 7,798
per equivalent
discharge™*
Cost position
Hospital cost index” Public  [(Average cost per Medicare discharge/US. 995 107.2 101.2
median) X IP revenue%] + [(Average cost
per visit/U.S. median) X Average OP revenue %]
Average cost Public ~ Medicare inpatient costs/(Medicare discharges 7,345 7,084 6,858
per Medicare average CMI)
discharge
(CMI=1.0)*
Average cost pervisit ~ Public  Average Medicare visit costs/Average relative 76 92 79

(RW=1.0)*
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Net patient revenue Public  Net patient revenue/FTEs 179,127 141,281 172,373
per FTE*

Salary per FTE* Public  Salaries/FTEs 75171 69,181

Direct cost per Public  Direct routine costs/Routine patient-days
routine day*

Overhead cost % Public  Overhead expenses/Total expenses

Supply and drug costs

MS-DRG 470 supply Public  Major joint replacement or reattachment of

lower extremity w/o MCC
MS-DRG 603 Public  Cellulitis w/o MCC 1,337
pharmacy cost
Medicare LOS Public Medlcare inpatient-days/(Medicare discharges X
(CMI=1.0)

Nonoperating income

(continues)
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TABLE 11-1 Dashboard for Harris Memorial Hospital  (continued)

Investment income/ Audit Investment income/Total investments 59 0.0 0.7
investment %

Portfolio in equities %  Audit  Equity investments/Total investments 58.7 N/A 50.0

Investment efficiency

Days in accounts Audit  Net accounts receivable/(Net patient 308 720 530
receivable revenue/365)
Inventory/Net Audit  Inventory/Net patient revenue 0.9 29 20

patient revenue %

Revenue/Net fixed Audit  Operating revenue/Net fixed assets 14 29 25
assets

Plant obsolescence

Average age of plant ~ Audit  Accumulated depreciation/Depreciation 1.1 82 11.1
expense
Two-year change in Audit  [Net fixed assets — Net fixed assets (2 yr prior)l/ 372 446 -24
net fixed assets Net fixed assets (2 yr prior)

Capital position

Long-term debt/ Audit  Long-term debt/Net assets 721 378 15.0
Equity %

Average cost of Public  Risk-free rate on U.S. government obligations + 9.1 78 5.7
equity % Estimated beta of firm X Market risk premium

Debt financing % Audit  (Total assets — Net asets)/Total assets 475 316 421

Cash flow to total Audit  (Net income + Depreciation)/Total liability 173 296 10.5
debt %

Debt service Audit  (Net income + Depreciation + Interest)/ 6.9 N/A N/A
coverage (Principal payment + Interest)

(MI, case-mix index; MCC, major compication and comorbidity.

“Wage index adjusted metric to remove differences in cost of living.

“Medicaid and Medicare days % indlude government-sponsored health maintenance organization (HMO) days.
'DCOH for Eastside and U.S. median based on Medicare cost report (Worksheet G) and may be understated.

Dashboard: Overall Performance For all three of these measures, larger values are
desirable. A quick review of the data in Table 11-1

reveals a strong position for Harris when compared
to U.S. medians. However, Eastside has better perfor-

Three measures of overall performance are identified
in Table 11-1:

B Return on equity (ROE) _ mance in all three measures. Before we discuss these
®  Financial strength index” (FSI) measures, we will define them and compute values for
®  Total margin (TM) 20X7.
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Excess of revenue over expenses 61,743
ROE = i =9.0%
Net assets 684,619
3 e e ‘;
T™= Excess of revenues over expenses _ 61,743 —7.50

Operating revenue + Nonoperating gains 800,209 + 26,310

ST = Total margin—4.0 _7.5-40 _ 0.88
4.0 4.0
+
Days cash on hand-120 | 236-120 _ 0.97
120 o120
+
[50 — Debt financing %] _50.0-47.5 .
50 500
[9 .0— Averageageof plant] 9.0-111_ .

=0.88+0.97 +0.05+(0.23) =—1.67

Harris' value for ROE is 9.0%, which indicates
that the firm has a positive bottom line. A review of
the data shows that Harris has reported sizable bal-
ances of both operating and nonoperating income
in 20X7 and 20X6. Also note the sizable increases in
equity that resulted from unrealized gains on invest-
ments ($2,171,000 in 20X7 and $8,354,000 in 20X6).
(See data in Appendix 9-A.) While these gains will not
impact net income until the securities are sold, they
did raise the level of total equity at Harris.

Total margin measures the return on revenue
from both operating and nonoperating sources. Harris
is realizing positive returns in both areas, but nonop-
erating returns in 20X7 were lower than those in 20X6.

The final overall measure is the financial
strength index® (FSI). FSI attempts to measure the
four areas of financial position that collectively deter-
mine a firm’s financial strength:

B Profits—measured by total margin (normalized
average target: 4%)

B Liquidity—measured by days cash on hand (nor-
malized average target: 120 days)

B Debt expense—measured by debt financing per-
centage (normalized average target: 50%)

B Age of physical facilities—measured by average
age of plant (normalized average target: 9 years)

Simply stated, firms that have high profits, lots of
cash, little debt, and new plants have great financial
strength. Firms with losses, little cash, lots of debt,
and old physical facilities will not be in business long.
Each of the four measures is “normalized” around a
predefined average for the measure. This permits us to
add the four measures to create a composite indicator
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of total financial strength. Harris has a very strong
overall financial strength index (FSI) due primarily to
its favorable total-margin position and its strong cash
position. Harris’s strong cash position is also a fac-
tor that impacts total margin. In 20X7 nearly 50% of
Harris’s total net income was derived from investment
income. Debt levels at Harris are also below norma-
tive values, which further enhances its overall finan-
cial strength.

A critical objective for Harris in coming years will
be to maintain its current financial position and figure
out how to better compete with Eastside, which has
better ROI, margin, and overall financial strength. We
now focus our attention on reviewing the 13 critical
drivers of performance listed earlier to identify possi-
ble areas of opportunity for Harris.

Market Factors

There are many factors that influence the financial
performance of a healthcare provider, as the sche-
matic in Figure 11-2 shows. Market factors play an
important role in the final financial performance of
any business. There are six measures of market factors
identified in Table 11-1:

Inpatient revenue percentage
Surgical cases percentage
Market share percentage
Medicaid days percentage
Medicare days percentage

6. Revenue growth

W=

Inpatient revenue at Harris is only 30.5% compared
with 61.9% at its Eastside and 46.2% nationwide. In
most situations, a higher percentage of inpatient rev-
enue is desirable because profit margins are usually
higher on inpatient product lines. For example, many
U.S. hospitals make positive margins on Medicare
inpatients but most hospitals lose money on Medicare
outpatients.

Harris does a lot of surgery compared to U.S.
averages but less than Eastside does. Usually, sur-
gical inpatient cases are more profitable than are
medical cases.

Market share is perhaps the most critical mea-
sure of performance in the market-factor category.
High market share often leads to higher realized
prices and lower cost per unit. If a healthcare provider
had no competitors and operated as a monopoly, it
could conceivably dictate price to all payer groups
except Medicare and Medicaid. The market share
position of Harris is higher than that of Eastside. Har-
ris enjoys greater market share, which should give it
a better contract-negotiation position. Because only
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270 Chapter 11 Analyzing Financial Position

two providers dominate this market, both hospitals
should be able to demand and receive favorable con-
tract terms because neither hospital has the capacity
to service the entire market. We explore this further in
the contract negotiation section.

In addition to the ability to negotiate more favor-
able reimbursement terms, higher market share also
can provide significant improvements in profits
because of lower cost per unit. Greater volume will
spread fixed costs among more patients.

Medicare and Medicaid percentages provide an
indication of payer-segment importance. Usually,
Medicaid is perceived as a less desirable payer while
Medicare in many hospitals is a desirable payer, espe-
cially for acute inpatient care. Harris appears to have
an unfavorable relationship here. It has much higher
Medicaid volume compared with its competitor
and U.S. averages, while it has lower percentages of
Medicare. Harris’s geographical location has placed it
closer to the Medicaid population than its primary
competitor. Losses on Medicaid patients are sub-
stantial and, when combined with Medicare losses,
create a need for higher payments from the limited
private-payer base.

Revenue growth at Harris is above U.S. averages
but below Eastside. This is most likely a result of
Harris’s greater growth in Medicaid volume. While
revenue growth is desirable, revenue growth in prof-
itable product lines is critical. Harris has experienced
growth in some less profitable lines such as Medicaid,
and this can hurt overall profitability.

TABLE 11-2 |llustration of Case-Mix Weighting

1 0.80

30

2 1.20
3 1.60
$288,000
Average charge per case =——=$9,600
288,000
Average charge per case (CMI = 1.0) = $—6 =$8,000

36
Average case weight = 30 =1.2

r of Cases

Conclusions reached from our review of market
factors are:

B Harris must concentrate growth strategies in
product lines that are profitable, especially inpa-
tient surgical areas.

® If market-share enhancement is not feasible, cost
cutting must be pursued or unprofitable product
lines must be eliminated.

B Reduced reliance on Medicaid business is desirable.

Pricing Factors

Pricing can still have a sizable influence on a healthcare
firms profitability, even considering that many payers
have fixed-fee reimbursement schedules. Of concern to
many is the price elasticity of healthcare services. In
simple terms, will volume drop if I raise prices? This is
a difficult question to answer, but in many cases, price
elasticity is believed to be negligible for many healthcare
services. If a healthcare firm’s prices are lower than those
of its competitors, the issue of price elasticity becomes
of less importance. The first objective is, therefore, to
determine whether your prices are above or below those
of your competitors. The four pricing measures are all
developed from public data sets and are presented in
Table 11-1. The data show that Harris has prices below its
competitor’s and the national average in all four metrics.

Average charge per Medicare discharge
(CMI = 1.0) defines the average price for a Medicare
discharge with a case-mix weight of 1.0. TABLE 11-2

Aggregate ase
Total Charges
8.00 $64,000
12.00 96,000
16.00 128,000
36.00 $288,000
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provides a simple example to illustrate how this mea-
sure is developed. Adjusting charges or cost to a case
weight of 1.0 permits meaningful comparisons across
firms. Table 11-1 also indicates that this measure for
the U.S. median is stated in the hospital’s wage index
of 0.9246. This removes potential cost-of-living issues
that might impair comparability. Charges for a specific
discharge or an outpatient encounter are the product
of two factors:

B Intensity of service
B Charges for specific procedures

An inpatient discharge has a large number of ser-
vices provided, such as routine nursing, laboratory pro-
cedures, surgical procedures, drugs, and many others.
Total charges may be high not because of high proce-
dure prices but because of high utilization of services,
for example, a long length of stay. A high total charge
can also result from high procedure-level prices even
in situations of low service intensity. Harris’s inpatient
charge per case is below that of Eastside and the U.S.
average on a case- and wage-index adjusted basis. It is
unusual that Harris has been able to maintain lower
charges given its high Medicaid volume. High per-
centages of Medicaid are often associated with large
indigent populations, which often increase prices to
the private payer base. It is likely that Harris has been
able to keep charges lower because of its higher market
share.

Average charge per Medicare visit adjusted
for relative weight is a concept similar to the aver-
age charge per Medicare discharge case-mix adjusted

TABLE 11-3 Profit Resulting from Pricing Increase
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measure just described. It uses the weights assigned
by Medicare to pay for outpatient procedures to
case-mix adjust individual claims. We will discuss
this measure further when we review cost measures.
Data for the outpatient charge measure are similar
to the inpatient measure just discussed. Harris has a
charge structure below the U.S. average and its local
competitor.

The last two measures, routine room rate and chest
x-ray represent two specific high-volume procedures.
Harris has lower prices for both.

Since prices at Harris are low compared to its
competitor, a rate increase might be initiated with lit-
tle or no damage to its competitive position. A rate
increase of 5% would most likely keep Harris’s prices
in its same relative position because many hospitals
change rates annually by about this percentage, but
how much profit would result? The answer depends
on the percentage of patients who pay for services on
a charge or discounted-charge basis. TABLE 11-3 pro-
vides some results for alternative charge-payer per-
centages. The possible improvement in profit from
a price increase is large and could maintain Harris’s
profitability. Most hospitals have charge-payer per-
centages that are between 10 and 20%, so the range
is realistic. In fact, many managed-care contracts pro-
vide for fixed case or per diem inpatient payments but
more percentage-of-charge payments for outpatient
care. Even in situations where payments are all set at
fixed rates, most contracts contain charge-based com-
ponents through outlier (where claims are paid on a
charge basis once a certain dollar amount is reached)

Percentage-of-Charge Payers

Present gross charges $2,109,427,000 $2,109,427,000
times charge payer % 10% 20%
Charge-driven revenue $210,942,700 $421,885,400
times rate increase % 5% 5%
Potential new charges $10,547,135 $21,094,270
times average recovery % 30% 30%
Profit Change $3,164,141 $6,328,281
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272 Chapter 11 Analyzing Financial Position

or lesser-of (where charges are paid unless the claim
reaches the specific fixed payment rate) clauses that
lead to net revenue impact from pricing changes. The
price-setting function is described in greater depth in
Chapter 6.

The conclusion reached from our pricing review is:

B Harris should initiate a rate increase, approxi-
mately 5%, to put its rates closer to its competi-
tor’s. An increase of this size could generate close

to $6 million in profit.

Coding Factors

Coding can have a significant effect on the actual pay-
ment received in almost every healthcare sector, from
physician services to hospitals, and for almost every
type of payer, from self-pay to Medicare. Coding can
also be a two-edged sword. Code too aggressively or
fraudulently, and you may be prosecuted. Undercode
patient services, and you will lose sizable legitimate
payments.

In our hospital dashboard in Table 11-1, we
identified five primary coding measures that assess
Medicare inpatient and outpatient coding. Data for
these measures are provided from publicly available
sources.

Medicare case-mix index (CMI) provides an
indication of the average complexity of Medicare
inpatients seen. Table 11-2 provides a simple exam-
ple to illustrate the computation of a case-mix index.
In that example, the average case-mix index for the
30 patients was 1.2. Harris has a Medicare CMI of
1.7644, which approximates its competitor’s value
(1.7439) but is above the U.S. median (1.5243).

Of special interest is the 2-year decline in Harris’s
Medicare case mix. This decline compares to a 2.1%
increase nationally and 3.4% increase at Eastside.

A more specific way to assess coding reason-
ableness is to review so-called Medicare severity
diagnosis-related groups (MS-DRG) families—the
payment classification system used by Medicare for
inpatient hospital services. These are groups (usu-
ally two or three per group) of MS-DRGs in which
possible missed information in the medical records
could affect MS-DRG assignment. One of the most
critical relationships to evaluate is the frequency at
which patients are assigned into the higher weighted
MS-DRGs. A patient is assigned to the higher
weighted MS-DRG when the patient presents with
a comorbidity or complication (CC or MCC). The
CC/MCC capture rate shows that Harris assigns
patients into the higher MS-DRGs 67% of the time—
very close to Eastside and above the U.S. average. This

finding would suggest that Harris is likely not upcod-
ing or downcoding, although there may be opportuni-
ties by individual MS-DRG families.

The last two measures in the coding area evalu-
ate outpatient performance. The first is the average
relative weight per outpatient visit (service mix
index). Similar to CMI for inpatient services, the SMI
measures the resource intensity of outpatient services
by measuring the number of paid HCPCS codes on
each claim. Consider a patient that has an emergency
room visit that carries an APC weight of 2.3 and a chest
x-ray with a weight of 0.8. The total relative weight
for this patient would be 3.1. To calculate the SMI, an
organization would sum all the relative weights and
divide by the sum of the patient visits. This metric
shows that Harris has an average of 4.6 paid APC pro-
cedure weights per visit, which is below Eastside and
the U.S. average. This implies that Harris has fewer
Medicare-paid services per claim. A portion of this
could be due to different services (perhaps Harris does
more clinic visits that carry lower weights). However,
it also could be that Harris is not capturing all of the
services it is providing to patients when it is billing for
them on patient claims. To evaluate the latter, we look
at one example of outpatient charge capture: the per-
centage of Medicare outpatient claims with an inject-
able drug present but with no drug-administration
code (injection procedure) present. This metric rep-
resents one of many where hospital administrators can
tell charges were missed because one service demands
another be performed. At Harris, this specific situa-
tion was present 24.1% of the time. In essence, nearly
25% of the time Harris missed the reimbursement it
was due for administering a drug to a patient simply
because the hospital failed to report it on the patient
claim. This amount is significantly higher than East-
side and the U.S. average. Conclusions reached from
our coding review are:

B Harris should evaluate the sources of case-mix
index decline.

B Harris should pursue an outpatient claims assess-
ment to determine where potential missed reim-
bursement opportunities are present.

Contract Negotiation Factors

A popular saying in many management circles is, “You
don't get what you deserve, but rather what you nego-
tiate” The same appears to be true in the large number
of managed-care contracts that healthcare providers
negotiate with health plans. The contract terms are
especially important to most healthcare providers
because favorable terms here often spell the difference
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between financial success or failure. For most health-
care providers, there is no opportunity to negotiate
terms for Medicare and Medicaid payment. The terms
are fixed and are made on a take-it-or-leave-it basis.
The magnitude of patient volume in these two payer
categories makes it a must for most providers. The real
opportunity comes in negotiation of nongovernment
payer terms.

We have provided four measures for contract
negotiation assessment. Collectively, these measures
help assess any possible weakness in current contract
terms. The first measure is nongovernment payers’
percentage and represents the percentage of reve-
nues not derived from Medicare or Medicaid patients.
A high number indicates greater relative importance
of effective contract negotiation. Harris has a rel-
atively high percentage of nongovernment payers
(34.4%) relative to Eastside (27.9%) and the U.S. aver-
age (23.9%).

Harris has a lower mark-up ratio relative to
both its competitor and the U.S. average. Because
prices at Harris are below those of its competitor,
the lower mark-up ratio is understandable. Most
troubling for Harris, though, is that even with these
lower charges the deduction percentage measure
is higher. Deduction percentage shows the amount of
contractual allowances deducted from gross charges.
A lower percentage is clearly more desirable because
additional net revenue would result with the lower
value. Negotiating net payment closer to charges
would reduce this value. Clearly, Eastside has an
advantage because it has higher charges and lower
deductions.

To summarize many of these elements we see,
on a per patient basis, that Harris has a lower aver-
age payment through the net patient revenue
per equivalent discharge™ metric. This met-
ric divides net patient revenue by equivalent dis-
charges, which is a value meant to replace adjusted
discharges for total patient volume. Problems with
adjusted discharge metrics, which are common in
hospital benchmarking, are described in the next
section. The equivalent discharge™ (equivalent
patient unit) methodology is further described
in Healthcare Financial Management March 2011
issue titled, “A better way to measure volume and
benchmark costs.” The value for Harris suggests that
payment per patient encounter is lower than the
national average and significantly below Eastside.
Four factors will influence this metric: payer mix,
payer terms, pricing, and patient service utilization.
We have seen issues in three of these factors: high
Medicaid patient mix, low prices, and charge capture
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issues would all drive down average payment. What
can also be suggested is that contract terms could
also be an issue, given that Harris has more market
share and more nongovernment patients but signifi-
cantly lower average payment levels.

Conclusions reached from our review of contract
negotiation factors are:

B  Harris does have lower average payment per
patient encounter due, in part, to higher Medicaid
and lower pricing and charge capture.

B Renegotiation of commercial contract terms
to higher rates could be possible given its lower
prices and higher market share.

Learning Objective 7

Introduce the hospital cost-index measure.

Cost Position: A Different Approach

We have already seen that Harris has lower relative
revenue levels than Eastside. Still, the hospital has
had good financial performance. What is the expla-
nation? Costs must be a bright spot for the organiza-
tion. To better assess relative cost positions, we can
introduce a construct for reviewing total hospital cost.
This construct is further described in a July 2002 arti-
cle published in Healthcare Financial Management,
“The hospital cost index: A new way to assess hospi-
tal efficiency” FIGURE 11-3 provides a schematic of the
methodology. Most hospitals currently use an adjust-
ed-discharge or adjusted-patient-day output measure

L

FIGURE11-3 Analysis of Overall Cost
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to compare costs on a per unit basis. We believe the
adjusted output measures are flawed for reasons we
discuss next.

Problems with Adjusted-Discharge
Measures of Cost

Most U.S. hospitals can divide their patient operations
into inpatient and outpatient areas. Gross patient rev-
enue is often subdivided along these lines. In the last
25 years, outpatient activity has gone from under 20%
in most hospitals to close to 50% in 2008. This dra-
matic increase in outpatient revenue has caused more
individuals to question the validity of incorporating
outpatient activity into a consolidated measure of cost,
using adjusted discharges or adjusted patient-days.
The critical measurement concept in an adjusted
discharge or day measure is the weighting for outpa-
tient revenue. The usual methodology for defining
adjusted discharges or days is expressed as a formula:

Adjusted discharges(days) =Inpatient discharges(days)

s 14 Gross outpatient revenue
Gross inpatient revenue

Procedure Pricing

The computation of adjusted discharges is heavily
influenced by specific procedure prices in the hospi-
tal’s charge description master (CDM). Some hospitals
may price procedures with high outpatient utiliza-
tion at higher levels to take advantage of the greater
presence of “percentage of billed charges” payment
arrangements. Other hospitals may keep high outpa-
tient procedures at lower levels because of a large self-
pay presence, implying greater price elasticity. Some
data suggest that the majority of hospitals overstate
outpatient costs because of higher procedure prices.
If this is so, hospitals with heavier percentages of out-
patient activity or higher outpatient prices would have
larger values for adjusted discharges and, therefore,
lower costs per adjusted discharge. This may par-
tially explain why smaller hospitals, which often have
greater percentages of outpatient revenue, have lower
costs per adjusted discharge.

Output Differences

Another major factor that affects the comparability
of cost measures using an adjusted-discharge basis
is output differences. Even if there were only inpa-
tient discharges and no outpatient activity, discharges
would not be an ideal measure to make comparisons

of cost across hospitals because of case-mix differ-
ences. Many cost-per-adjusted-discharge measures
are further adjusted by dividing by the case-mix index
of the hospital for the time period. There are two alter-
native case-mix indexes that are often used:

®  All-payer case-mix index
B Medicare case-mix index

Obviously, the all-payer case-mix index will do
a better job of reflecting output differences than will
a Medicare-only case-mix index. There is one major
issue, however, with the utilization of all-payer case-
mix-index adjustments. You may be able to adjust your
cost for case-mix effects, but will the external compar-
ative cost measures be adjusted in similar fashion?
Competitor data extracted from public-use files such
as Medicare Cost Reports will not have all-payer case-
mix-index values. For controlled subscriber-based
benchmarking services, the all-payer case-mix-index
adjustments may be accurate, but the comparisons
will be limited to other subscribing hospitals and will
exclude specific competitor comparisons.

For the above reasons, Medicare case-mix-
index adjustments are often utilized in a number of
comparative reports. In many cases, the Medicare
case-mix index can remove cost variance and better
isolate possible problems. The Medicare case-mix-
index adjustment will be an issue, however, when the
non-Medicare patient population differs dramatically
from the Medicare patient population. For example, a
hospital that specialized in orthopedics and obstetrics
would present problems. Using the Medicare case-
mix index would grossly overstate case-mix complex-
ity because all of the obstetric cases, which would be
lower case weighted, would be non-Medicare.

Geographical Cost-of-Living Differences

The final area affecting the comparability of cost-
per-adjusted-discharge (CPAD) measures is geo-
graphic cost-of-living differences. Hospitals in Oak-
land, California, have higher operating costs than do
hospitals in rural North Dakota. The usual method of
adjustment is to divide the unadjusted cost measure by
the local area cost-of-living index. This division would
restate costs into a cost-of-living index equal to 1.0.
The wage index used by Medicare is the most often-
used index and may be applied to total cost or some
percentage of total cost. The rationale for a percent-
age is that some portion of hospital costs, for example,
supplies, may not be affected by cost-of-living differ-
ences. Medicare assumes that the wage index affects
71% of total cost. The remaining 29% is presumed to
be unaffected by wage variation.
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Cost-of-living differences are important, and the
adjustments can be easily handled. Of the three prob-
lems affecting cost comparability (procedure pricing,
output differences, and geographical cost-of-living
differences), cost-of-living differences can be resolved.
The problems with procedure pricing and output dif-
ferences are still present in a CPAD measure, even
after case-mix indexes have been applied.

Hospital Cost Index” (HCI)

We believe that a better measure of facility-wide hos-
pital costliness can be constructed by weighting two
measures:

1.  Medicare cost per discharge, case-mix and
wage-index adjusted (MCPD)

2.  Medicare cost per outpatient visit, rela-
tive value unit and wage-index adjusted
(MCPV)

The HCI is then constructed as follows:

MCPD
U.S. median
MCPV
U.S. median

HCI =% Inpatient revenue X

+ % Outpatient revenue X

Medicare Cost per Discharge (MCPD) MCPD is a
good reflection of inpatient cost. Data for computing
this measure can be derived from the public-use files:
MedPAR and Medicare Cost Reports. Each Medicare
inpatient claim is costed using the relevant departmen-
tal ratio of cost-to-charge (DRCC) values derived from
the Medicare Cost Report applied to charges from the
inpatient claim. The DRCC values are mapped to spe-
cific revenue codes in the claims file. Finally, a wage
index assigned to the hospital by Medicare is used to
restate costs to an index of 1.0. This process results in

TABLE 11-4 Determination of Relative Value Units
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a unique publicly available number for most hospitals
in the United States.

The MCPD is not a perfect measure of relative
inpatient costs, but we believe it is better than any
other publicly available measure of cost or inpatient
cost at the facility level for several reasons.

® The output unit is more comparable than any
other.

B There is no application of outpatient-equivalent
discharges to distort output similarity.

B The case-mix index used to adjust is specific
to those patients and is not extended to non-
Medicare patients.

B The cost measures are adjusted using department-
specific cost-to-charge ratios, not facility-wide
cost-to-charge ratios.

B Thecostsareadjusted for cost-of-living differences.

The major problem with MCPD is its compre-
hensiveness. In short, the measure may or may not
be reflective of costs in other non-Medicare areas.
We believe that this is not a major issue for the fol-
lowing reasons. First, Medicare represents the largest
payer for most hospitals: approximately 54% of all
inpatient-days. Second, with fixed payment per DRG,
there is an incentive to keep costs low. If costs are high
in the Medicare area, they will most likely be high in
other non-Medicare areas.

Medicare Cost per Outpatient Visit (MCPV) We
use MCPV to assess costliness on the outpatient side
of hospital operations. We can construct this measure
from public-use files (Medicare Outpatient Claims
and Medicare Cost Reports), which makes its avail-
ability a reality for most U.S. hospitals. To derive the
measure, we divide the cost per claim defined through
the DRCC extensions by the relative value units of the
claim. We estimate RVUs based on the taxonomy pre-
sented in TABLE 11-4.

APC APC weight

Fee schedule Fee schedule/national price per APC=1.0

Pass-through drug and biologicals Average wholesale price/national price per APC = 1.0

Pass-through device Estimate payment/national price per APC = 1.0
APC, ambulatory payment dlassification.
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We believe the introduction of the Medicare outpa-
tient prospective payment system (OPPS) has provided
an opportunity to adjust outpatient costs for relative
value unit differences in a manner similar to case-
mix-index adjustment on the inpatient side. We do not
know of any other measure of facility-wide outpatient
cost that incorporates relative value unit adjustment to
this degree. Medical groups have used resource-based
relative value scales (RBRVS) measure, but these were
not applicable to hospital outpatient operations.

The MCPV is not a perfect measure of outpatient
costliness. Like the MCPD, the MCPV does not neces-
sarily reflect cost for non-Medicare patients. Medicare
patients are, however, a significant percentage of total
outpatient business. Medicare also pays on a fixed-fee
basis now, so a strong incentive should exist to keep
costs low. If costs are high for Medicare outpatients, it
seems reasonable to conclude that they would be high
for other categories.

Merging the MCPD and the MCPV The final step in
the development of the HCI is to combine the MCPD
and MCPV. To combine these two measures, we must
weight them by the percentage of business activity.
The MCPD is, therefore, multiplied by the percent-
age of inpatient revenue, and the MCPV is multiplied
by the percentage of outpatient revenue. The total of
inpatient revenue and outpatient revenue percentages
should equal 1.0. Data for these values can be taken
from Medicare Cost Reports.

The final step is to “normalize” the MCPD and
MCPV around some central value. We use the current
U.S. median values for both measures.

Overall Cost Factors

Using the three measures just described (HCI, MDPD,
and MCPV), we can see from Table 11-1 that Harris is
a lower-cost hospital with respect to both its primary
competitor and the U.S. average. Harris's HCI is cur-
rently at 99.5, which is slightly below the U.S. average
(101.2) and its primary competitor (107.2). However,
the data does show us that Harris has a greater oppor-
tunity for cost reduction in the inpatient arena where
its cost per discharge on a case-mix basis is above both
its competitor and U.S. averages.

Labor Cost Factors

Healthcare providers in general and hospitals in par-
ticular are labor-intensive operations. More than 50%
of their costs are connected to staffing. To analyze
labor costs, we have selected two measures of produc-
tivity and one measure of compensation.

Collectively, the labor-cost measures communi-
cate a mixed message. Salary costs at Harris are higher
compared to U.S. averages and also high relative to
its competitor. While some of the difference is due to
higher physician employment at Harris, the sizable
gap should be explored further.

Labor productivity at Harris is better on both
measures when compared to its competitor. The two
productivity measures (net patient revenue per
FTE and man-hours per equivalent discharge™)
show that Harris generates more revenue dollars
with fewer full-time-equivalent employees and/or
employee hours.

Conclusions reached from our review of labor
cost factors are:

B Compensation costs appear out of line with U.S.
averages and those of its competitor. Harris should
explore department-specific compensation stan-
dards to ensure appropriate payment levels.

B Labor productivity appears to be better than com-
petitor values.

Departmental Cost Factors
We have included four measures of departmental cost:

1. Nursing cost measures
a. Direct cost per routine day
b. Direct cost per ICU/CCU day
2. Overhead measures/adjusted patient-day
a. Capital-related cost per equivalent
discharge™
b. Overhead cost percentage

Direct routine nursing costs are below Eastside’s
values in the routine and ICU/CCU areas. These cost
measures include only the direct cost of the depart-
ment and do not include overhead allocations. The
cost data are extracted from filed Medicare Cost
Reports.

The two overhead measures of cost suggest some
inefficiency. Harris appears to have higher overhead
costs (costs in nonrevenue-producing departments)
than Eastside. In addition, Harris has higher capital
costs (investment in equipment and facilities) when
compared to Eastside and the U.S. median. These
areas should be targeted for further review.

Conclusions reached from the review of depart-
mental cost factors are:

® Harris has lower direct nursing costs per day.
This is a result of increased productivity as there
appears to be higher salaries.

B Overhead costs at Harris are high, especially in
the capital-related area.
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Supply and Drug Costs

Supply and drug costs can be significant factors for
a large number of medical and surgical procedures.
The magnitude of total supply and drug costs is com-
plicated because of the underlying factors that influ-
ence cost. Total supply and drug costs are a product
of quantity used and price paid. Lower costs can be
realized by either reducing the intensity of usage or
reducing the price paid. The issue is often complicated
by physician preferences. Healthcare executives can
attempt to influence physician behavior in supply or
drug selection, but ultimately, the physician will deter-
mine which drug or supply item will be used and in
what quantity.

We have provided four measures of inpatient sup-
ply and drug costs. Two of these measures define sup-
ply costs for MS-DRGs whose supply costs are usually
sizable:

B MS-DRG 247—Percutaneous cardiovascular pro-
cedure with drug-eluting stent w/o MCC

B MS-DRG 470—Major joint replacement or reat-
tachment of lower extremity w/o MCC

Both measures indicate that Harris has costs
much lower than U.S. averages and also much lower
than competitor values. While the variance exists, the
explanation is not clear without further review. Possi-
ble explanations could be:

B Better negotiated purchase contracts, which result
in lower prices

B Use of less expensive supply items by physicians

B Quantity of medical supplies used throughout the
patient encounter

Two MS-DRG drug-cost measures are also reviewed:

B  MS-DRG 194—Simple pneumonia and pleurisy
w CC
B MS-DRG 603—Cellulitis w/o MCC

Harris appears to have higher drug costs than
the U.S. average and its competitor. The underlying
issues exist in higher rates for the drugs either due to
contracted price or physician selection and/or higher
quantity of drugs used.

Conclusions reached from our review of drug and
supply costs are:

B Drug costs appear to be high compared to its
competitor and national data.

B Review of drug costs with the pharmacy depart-
ment and selected physicians should be under-
taken with the desired outcome of drug price
reductions and usage standardization.
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Service Intensity

Service intensity is a critical driver of healthcare cost.
Cost per encounter of service can be defined as:

Services Inputs .
X X Pricesof resources

Encounters Services

Each of these three factors will drive total health-
care costs. The first term (services/encounters) is
referred to as service intensity. The two major driv-
ers of service intensity for inpatient care are length of
stay and ancillary service usage. We have, therefore,
included two measures to help assess service intensity:

B  Medicare length of stay, case-mix-index adjusted
B Medicare ancillary cost per discharge, case-mix-
index adjusted

Both of these measures are taken from Medicare
data and are case-mix adjusted to 1.0. The use of these
measures assures that there will be comparability
across hospitals because the measures are “apple-to-
apple” comparisons

Harris has a low length of stay on a case-mix-
adjusted basis when compared to the U.S. median.
Its value, however, is above its primary competitors.
Its low length of stay is a reason its cost per discharge is
comparable to the national average.

Ancillary costs are above U.S. averages and war-
rant review. Prior discussion has already disclosed
high prices paid for drug items. This is most likely
the cause for the variance. It should also be noted that
a higher length of stay, relative to Eastside, may also
affect the ancillary cost comparison.

The conclusion reached from our service intensity
review is:

B Harris has significant opportunity for ancillary
savings. Higher drug costs, as seen previously,
may explain a sizable portion of the difference.

Nonoperating Income

Many not-for-profit healthcare providers, especially
hospitals, derive a large percentage of their total net
income from nonoperating sources. The usual source
of nonoperating income for most hospitals is invest-
ment income. Data show this to be especially true for
Harris. (See Appendix 9-A.)

We have defined three measures to assess perfor-
mance in the nonoperating income area:

1. Days cash on hand
2. Investment yield
3. Portfolio in equities
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Harris has a very sizable investment in securities,
as seen from its days cash on hand (DCOH) value
of 236 days. Only investments that are not restricted
by donors or third parties are included. This explains
why trustee-held funds ($51,038) and donor-restricted
funds ($84,440) are excluded. DCOH measures the
number of days an organization could continue to
operate given its current level of cash and operating
expenses.

Harris also has a very sizable percentage of its
investment in equities: 58.7%. This high percentage of
equity investment can increase yields, but risk is also
increased. Investment income includes both inter-
est and dividend income, as well as realized gains or
losses on securities sold during the period.

Conclusions for Harris with respect to its invest-
ment portfolio are:

B Review current investment strategy and perhaps
place equity investment in funds that replicate
broad market segments such as the Standard and
Poor’s 500 or the Wilshire 5000.

B Determine if Harris is willing to assume the rela-
tively high risk of equity investments or whether a
reduced reliance on equity funds is more consis-
tent with projected needs for these funds.

Investment Efficiency Factors

As discussed earlier in this chapter, it is not the amount
of profit realized that is of prime concern but rather
the amount of profit in relation to investment. For
most healthcare providers, the three critical areas of
control are plant, property, and equipment; accounts
receivable; and inventory. To assess performance in
these three areas, we have defined three measures that
assess the productivity of investment:

1. Days in accounts receivable

2. Inventory to net patient revenue

3. Revenue to net fixed assets (fixed asset
turnover)

Harris has good investment productivity with
respect to both accounts receivable. High values for
receivables can be the result of many factors but, in
general, result from three primary causes:

B Payment delays by payers, especially commercial
health plans

® Large balances of old accounts whose collection
is suspect

®m Billing delays that prevent prompt invoicing of
provided care

However, the very low number of days in accounts
receivable could also present a problem for Harris.

At times, collections managers may close delinquent
accounts and write off the claim balance to bad debt.
At times, managers are incentivized to keep days in
accounts receivable low, and this action could prohibit
collection from accounts that would pay if given more
time.

Harris appears to have excess investment in net
fixed assets. It currently generates 1.42 of operating
revenue per dollar of investment in net fixed assets
compared to a US. average of 2.45 and a competi-
tor value of 2.93. Determining the desired level of
investment in fixed assets is not an easy decision and
is heavily influenced by a large number of stakehold-
ers in the firm, including doctors, board members,
employees, and the community. Long-term invest-
ment levels in property and equipment are often a
part of the firm’s strategic plan and reflect perceived
community needs as well as financial and marketing
objectives. Many not-for-profit healthcare executives
often forget that capital has a real cost and excessive
fixed-asset investment can impair the firm's long-term
financial viability.

What is the potential cost of Harriss excessive
investment in fixed assets? There are several ways
that this could be measured. First, we could isolate
the direct costs of the excessive investment in terms of
depreciation and interest expense. Second, we could
impute some opportunity cost of the excess invest-
ment, using the expected yield on alternative invest-
ments. Third, we could multiply the firm’s estimated
cost of capital times the excess investment.

To determine the amount of excess investment in
fixed assets, we need a target revenue to fixed assets
standard. For this purpose, lets use the U.S. median
of 2.45. The desired level of investment in fixed assets
would be:

Operating revenue _ $800,209

Target revenue tofixed assets 245

=$326,616

Harris has $236,733,000 in excess investment
($563,349,000 - $326,616,000). This surplus invest-
ment represents 42% of Harris's present investment
in net fixed assets. Assuming that 42% of the firm’s
depreciation and interest is not necessary produces
one estimate of annual cost:

0.42 x ($44, 392,000 + $10,974,000) =$23,253,720

Alternatively, we could assume a possible yield on
risk-free investment of 6.0% as our opportunity cost.
This would produce an annual savings of $14,203,985
(0.06 x $236,733,000).
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No matter what method of cost savings is used,
Harris has a heavy cost associated with its excess
investment in fixed assets. Much of this surplus is a
direct result of intense physician pressure to finance
new investment in clinic facilities to support the inte-
grated network of services provided by Harris.

Conclusions reached from our investment effi-
ciency review are:

B Receivables are low at Harris, primarily due good
management. However, claims should be reviewed
to ensure that accounts are not being closed too
quickly.

B Fixed asset investment at Harris is $237 million
above typical U.S. averages. This surplus invest-
ment could cost Harris somewhere between $14
million and $23 million annually. Tighter capital
expenditure review policies need to be imple-
mented to prevent this problem from getting
worse.

Plant Obsolescence Factors

While excessive investment in fixed assets can impair
the realization of reasonable return on investment,
investment in old facilities and outdated technology
can be fatal. If a healthcare firm, especially a hospital,
has old and outdated facilities, it will likely affect the
quality of care rendered to its patients. It may also lead
medical staff to practice at facilities where they believe
the welfare of their patients may be better served. We
have defined two measures to assess the issue of plant
obsolescence:

1. Average age of plant
2. Two-year capital expenditure growth rate

Harris has been spending more on fixed assets
than U.S. averages in the last 2 years, a likely response
to its significantly older plant age and to keep pace
with Eastside’s significant investments.

The conclusion regarding plant obsolescence is:

B Harris has made some large investments to keep
up with current technology and has been replac-
ing its current physical facilities and investing in
new areas.

Capital Position

The last area of performance factors to be reviewed is
capital position. Successful firms have profitable oper-
ations with reasonable levels of investment. They also
keep their cost of financing at a reasonable level. Cap-
ital funds in any firm are provided from either debt or
equity, and each has a cost. Debt has an explicit cost
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that can be easily determined by either examining cur-
rent financing documents or obtaining present bond
market yields. Debt also affects the cost of equity capi-
tal. Higher levels of debt or financial leverage increase
the risk of business failure and lead to higher required
returns for invested equity capital, irrespective of
its source. A religious, government, community, or
investor-owned firm must obtain higher returns on its
equity as it raises the level of risk through increased
borrowing. We have identified five measures of capital
position:

Debt financing percentage
Long-term debt-to-equity percentage
Average cost of equity percentage
Cash flow to debt percentage

Debt service coverage

LA ol

Harris has a reasonable overall level of lia-
bilities with 47.5% of its assets financed through
current and long-term debt. This value is consis-
tent with the U.S. average but is well above East-
side. Of more concern, however, is the higher
long-term debt to equity percentage. Harris
has borrowed extensively to finance its capital
investment program but has also used its exten-
sive capital reserves. This increased debt has
raised the cost-of-equity capital. Harris’s cost-of-
equity capital is explained in FIGURE 11-4. The cost
of a firm’s equity increases as debt financing rises,
but the firm’s weighted cost of capital may not
increase. Weighted cost of capital is defined as:

{[Long-term debt / (Long-term debt + Equity)]
X Interest rate on debt} +

{[Equity/(Long-term debt + Equity)] x Cost of equity}

{[493,597 / (439,597 + 684,619)] x 5.1%} + {[684,619/
(439,597 + 684,619)] x 10.2%} = 8.2%

Harris has increased its debt position. Most of its
debt is variable rate, with average rates running less
than 1%. We have chosen to use a 5.1% rate on debt,
which better reflects what Harris would pay on non-
variable-rate debt, and also aligns with the organi-
zation’s true borrowing rate when the effect of swap
agreements is factored.

Conclusions regarding the capital position of Har-
ris are:

B Harris has growing levels of debt.
B Its ability to meet debt-service obligations is
excellent.
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FIGURE 11-4 Harris’s Cost of Equity

» SUMMARY: HARRIS CASE

Our financial review of Harris suggests possible
improvements in profitability. Most of the opportunity
for profit enhancement at Harris will likely be related
to both revenue and cost issues. Areas identified for
improvement include the following:

B Harris has lower inpatient and outpatient charges,
and higher market share. Harris should use this
position to negotiate better contracts with major
payers and implement a modest price increase to
generate additional revenue.

B Decreasing case-mix index should be monitored
and addressed, as well as charge capture opportu-
nities in the outpatient area.

ASSIGNMENTS

B Hospital costs are reasonable but appear to be
higher for inpatient services. Higher inpatient
ancillary costs, especially in pharmaceuticals,
could be driving this finding.

®  Harris appears to be strong financially, but has
borrowed extensively to invest in its aging facility.
Total plant investment appears to be high and uti-
lized inefficiently.

The dashboard approach used in this case can
be very helpful in focusing management attention
on either potential problems or areas of opportunity.
Ultimately however, management must make changes.
The best dashboard design, combined with accurate
and timely reporting and without actual management
intervention, will accomplish nothing.

1. Operating margins in your hospital have been consistently below national norms for the past 3 years. Discuss the
factors that might have created this situation and the ways in which you might determine specific causes.
2. Your firm reported net income of $5,000,000, but the change in equity was only $3,000,000. What could account

for this difference?
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3. Determine the amount of incremental profit that would be realized with a 10% across-the-board rate increase
at Thunderbird Hospital. Thunderbird's present payment composition is 80% fixed fee and 20% charges or
discounted charges. Present operating income is defined below:

Gross patient revenue $100,000,000
less Contractual allowances 40,000,000
Net patient revenue m
less Expenses 59,000,000
Operating income $1,000,000

4. You have been reviewing documentation in your medical records department for the last week and have
discovered a potential issue with respect to documentation for MS-DRG 193 (Simple Pneumonia & Pleurisy w
MCC) and MS-DRG 194 (Simple Pneumonia & Pleurisy w CC). You have discovered 20 cases that were coded as
MS-DRG 194, when in fact these patients did have diagnosis to support the major comorbidity and complication
assignment. If the hospital’s base payment rate for a case weight of 1.000 is $5,000, determine the incremental
payment the hospital would have received. Assume the case weight for is 1.000 for MS-DRG 194 and 1.4378 for
MS-DRG 193.

5. Your firm's investment portfolio was valued at $100,000,000 at the beginning of the year. Approximately 60%
of the portfolio was invested in fixed-income securities, primarily U.S. government bonds. The remaining 40%
was invested in mutual funds selected by your firm's portfolio manager. During the year U.S. government bonds
yielded 6.0%, and the change in the Standard and Poor’s 500 index was 10.0%. Reported investment income
during the year was $6,000,000 including realized gains. The firm also reported an unrealized loss of $1,000,000.
Total yield on the portfolio was thus $5,000,000. What value would you have expected given the facts above?

6. Your present length of stay on Medicare patients is 6.3 days for 2,000 Medicare admissions. This value is unadjusted
for case-mix effects. You have discovered that a normal length of stay should have been 5.0 days. If this level had
been realized, you would have had 2,600 fewer days of care for Medicare patients. You are trying to determine the
amount of actual savings that would be realized if the shorter length of stay could be achieved. You have been told
that a shorter length of stay would affect only direct costs of nursing. Your present direct cost of nursing per day is
$300. Some of this cost is considered fixed and would not be changed. If 60% of the nursing cost were considered
variable, how much saving would be realized through the length of stay reduction?

7. Charles S. Lewis has just been named the CEO of Community Hospital, a 230-bed hospital located in an
agricultural community of approximately 150,000. There is one other similar-size hospital in the community.

CS. Lewis has been told by his CFO, J.R. Tolkien, that the hospital is in excellent financial condition, but Lewis is
not convinced. He has requested and received summary financial statements presented in TABLE 11-5.

You have been asked to help Mr. Lewis identify the trends in financial position for the hospital in the last

5 years. Please compute the values for the financial ratios described in Chapter 10 and provide Lewis with
your assessment of Community Hospital’s financial position.

TABLE 11-5 Summary Finandal Information Community Hospital* 20X3—20X7 (data in thousands)

Balance sheet accounts

Cash and cash equivalents $34,402 $30,444 $45,848 $46,010 ST3711

Patient accounts receivable 39,506 38,878 35,444 38,853 35,647

Inventory 2133 2318 2,398 3,197 3,279
(continues)
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TABLE 11-5 Summary Financial Information Community Hospital* 20X3—20X7 (data in thousands) (continued)

Gross fixed assets 187,278 221,548 240,988 256,652 276,458
Accumulated depreciation 13,227 79,523 89,324 101,007 113,851
Net fixed assets 114,051 142,025 151,664 155,645 162,607
Unrestricted capital funds 10,720 13,625 20,160 25,615 17,716
Total assets $238,365 $265,784 $276,965 $287,193 $311,140
Current maturities of LTD 111 1,794 1,431 2,211 1,143
Current liabilities $37,426 $38,492 $33,240 $31,699 $35,862
Long-term debt 2,032 12,821 11,720 9,578 9,570
Net assets $188,743 $204,262 $222,606 $237,022 $251,241

Income Statement Accounts

Net patient revenue $208,861 $225,950 $244,976 $257,784 $282,461
Other revenue 1,569 1,756 1,929 2,170 1,757
Total operating revenue $210,430 $227,706 $246,905 $259,954 $284,218
Total operating expenses $203,043 $219,768 $233,867 $254,382 $278,629
Operating income 7,387 7,938 13,038 5,572 5,589
plus Nonoperating revenue 6,806 7,579 8,971 8430 8,696
Excess of revenue over expenses $14,193 S15517 $22,009 $14,002 $14,285
Depreciation $10,588 $11,161 $11,659 $12,184 $12,524
Interest 115 611 471 419 392

*Note that not all asset and liability items are shown. The totals do not, therefore, foot to the individual account values.
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SOLUTIONS AND ANSWERS

1.

Low operating margins are the result of either low prices or high costs. Low prices may be difficult to change in
either competitive markets or situations involving high percentages of fixed-price payers, such as Medicare. High
costs may result from excessive length of stay, poor productivity, or high salaries.

A transfer of funds from the entity may have taken place. This is often the case in investor-owned companies,
because of the payment of dividends. It also may occur in a voluntary entity because of corporate restructuring.
Unrealized losses on the firm's investment portfolio may have occurred.

. The amount of incremental profit is equal to:

Percentage of charge patients X Price increase x Present gross patient revenue

The increase in charges is $10,000,000, or 10% times $100,000,000. Of that amount 20%, or $2,000,000, will be to
charge or discounted-charge payers.

The difference in payment would be 20 patients X $5,000 X (1.4378 — 1.000), or $43,780.

The expected yield should have been $7,600,000:

Expected fixed-income yield = $60,000,000 x 6.0% = $3,600,000
Expected equity yield = $40,000,000 x 10% = $4,000,000

The estimated savings would be:

Days saved x Direct cost of nursing x Variable cost percentage
(2,600 x $300 x 60%) = $468,000

Only selected financial ratios for Community Hospital can be calculated for the period 20X3 through 20X7. These
values are shown in TABLE 11-6, which presents a number of financial ratios. Major observations that would result
include the following:

m Present financial position at Community Hospital is strong. Current financial strength is a result of two primary
factors: minimal levels of long-term debt and above-average total margins.
m The trend in margins is downward, however. The primary cause is an erosion in operating-income levels.

Expenses have been growing more rapidly than revenues since 20X5.

TABLE 11-6 Selected Finandial Ratios

Overall
ROE % 7.5 76 99 59 57
Total margin % 6.5 6.6 86 5 49
Financial strength index 22 19 3.1 27 23

Nonoperating Income

Days cash on hand 86 77 108 108 125

(continues)
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TABLE 11-6 Selected Finandial Ratios (continued)

Investment Efficiency

Days in accounts receivable 69 63 53 55 46

Revenue to net fixed assets 1.9 17 1.7 1.7 1.8
Plant Obsolescence

Average age of plant 6.9 7| e 83 9.1
Capital Position

Debt financing % 208 23.1 196 175 193

Cash flow to debt % 499 434 61.9 522 448
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CHAPTER 12

Financial Analysis of
Alternative Healthcare Firms

LEARNING OBJECTIVES

After studying this chapter, you should be able to do the following:

List some of the major nonhospital and nonphysician sectors of the healthcare industry.
Discuss the sources of revenue for the nursing home industry.

Discuss the major sources of revenue and expenses of medical groups.

List and describe the major organizational types of physician groups.

Describe alternative HMO organizational arrangements.

REAL-WORLD SCENARIO

Laura Rose has recently been appointed to the Board of ElderCare, a large, for-profit operator of skilled nursing
facilities (SNFs) around the country. Rose’s first committee assignment is to the Treasury Committee because
of her prior business experience. Although Laura had extensive experience as a hospital administrator, she had
relatively little familiarity with the SNF industry. Upon reviewing ElderCare’s recent financial statements, she was
concerned about the dramatically declining financial position. She noticed that revenues were declining on per
facility and per patient bases. Meanwhile, the company’s debt had been downgraded and its borrowing costs had
risen substantially.

She is aware that Medicare and Medicaid establish fixed fees that they reimburse SNF providers. Payment
increases by Medicare and Medicaid have not kept pace with increases in costs in recent years. She wonders
whether this might be a factor in the company’s financing issues. In general, profitability in the long-term care
industry has declined significantly in recent years, and several industry leaders had filed for bankruptcy protec-
tion. While some believe that the SNF Prospective Payment System (PPS) was largely to blame, other factors, such
as ill-advised acquisitions, excessive long-term debt, and poor balance sheets, probably contributed as well. In
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essence, she is unsure whether ElderCare’s financing difficulties are unique to management issues at ElderCare or
whether they reflect more general market conditions and economic and reimbursement trends.

To understand the issue better, Rose needs to be able to estimate the direct financial impact of SNF reim-
bursement. She asked the ElderCare treasury and controller’s office staff to prepare an analysis of the financial
performance of selected long-term care facilities over the period 2012 to 2016. In particular, she wants to know
how SNF bond ratings have been affected by PPS and what other factors might have contributed to the industry’s

deteriorating financial performance.

Previously, we discussed the measures and concepts
of financial analysis in some detail, but most of the
examples and industry standards were from the hos-
pital sector. (See Chapter 11.) The hospital industry
is by far the largest sector in the healthcare industry,
but it is not the only sector; its rate of growth in recent
years has been slower than in other areas. This chapter
will provide some additional information about alter-
native healthcare firms.

Learning Objective 1

List some of the major nonhospital and nonphysician
sectors of the healthcare industry.

First, we will discuss the financial characteristics
of the following three specific alternative sectors:

1. Nursing homes
2. Medical groups
3. Health plans

It is impossible to describe all of the specific oper-
ating characteristics for these three sectors in one
chapter, but we will try to highlight the important
differences that affect financial measures. It is import-
ant to remember that the financial measures and con-
cepts discussed previously are still applicable. (See
Chapter 11.) For example, the concept and measure-
ment of liquidity is the same for a hospital as it would
be for a health plan. However, operating differences
between health plans and hospitals will produce dif-
ferent values and standards. Health plans have much
lower days in receivables than do hospitals, and are
required to carry much higher cash balances to meet
transaction needs, namely claims payment.

It is not just the higher relative growth rates of
nonhospital sectors that cause us to separately examine
the topic of financial analysis for alternative healthcare
firms. Many of the alternative healthcare firms have
been consolidating through both horizontal and verti-
cal mergers and have now become major corporations
in our nation’s economy. For example, UnitedHealth

Group, Aetna, and Anthem are among the largest cor-
porations in the country, employing large numbers of
people and absorbing significant amounts of capital to
finance their continued growth. Much financial anal-
ysis and discussion are now devoted to these firms
because of their almost continuous need for financing.
Major brokerage houses now have analysts who devote
their time to narrow sectors of the healthcare industry,
such as home health firms or medical groups.

TABLE 12-1 presents 2015 financial ratio medians
for two of the three sectors, along with comparative
values for the investor-owned hospital-industry sec-
tor. We have calculated ratio averages by computing
the ratio average for three large publicly traded firms
in each industrial group. TABLE 12-2 shows the compo-
sition for each of the three groups.

» Long-Term Care Facilities and
Nursing Homes

It is not always clear what types of firms individuals
are referring to when they talk about the long-term
care industry. For our purposes, we will be referring
primarily to nursing homes, both skilled and interme-
diate-care facilities. The nursing home industry has
experienced significant growth during the last decade,
and expectations about the aging of America have led
many analysts to project even more rapid growth in
the future. Growth in the nursing home industry is
inextricably linked to government payment and reg-
ulatory policy.

As of 2015, there were over 15,000 nursing homes
in the United States, and of those, 68% were investor
owned. Investor-owned presence in the nursing home
industry is much larger than it is in the hospital indus-
try, where only 17% of hospital capacity is investor
owned. Many of the investor-owned nursing homes
are part of large national chains, such as Kindred
Healthcare. However, there still are many investors
that may own as few as 1 or 2 nursing homes to as many
as 20. Most of the large investor-owned chains became
involved in the industry when the government started
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TABLE 12-1 Finandal Ratio Medians, 2015

Liquidity
Days in receivables 52
Days-cash-on-hand 44

Capital structure

Debt financing percentage 53

Long-term debt to capital 35

Cash flow to debt percentage 16.3
Activity

Total asset turnover 1.25

Fixed asset turnover 447

Current asset turnover 417
Profitability

Total margin percentage 287

Return on equity percentage 503

to finance a sizable percentage of nursing home care
through the Medicaid program. Heavy government
financing provided a stable source of payment that
was not present before Medicaid.

Learning Objective 2

Discuss the sources of revenue for the nursing home
industry.

Financing of nursing home care is a critical driver
of nursing home supply as it is for most other health-
care sectors. TABLE 12-3 summarizes sources of financ-
ing trends for nursing homes as of 2014.

The data in Table 12-3 reflect the dramatic
increase in the percentage of nursing home financing
that is derived from public sources and a correspond-
ing reduction in private financing. The percentage of
Medicare financing increased sharply in the first half
of the 1990s as hospitals discharged more patients into

N N e ey

31 58
124 21
41 88
49 86
13:1 122
1.12 0.96
95.70 231
NA 441
3.64 457
1445 9.98

nursing home settings to cut their costs per case and
to maximize their profit per Medicare case. Much of
this shift probably was related to the financial incen-
tives created by the Medicare program when the gov-
ernment shifted to a per case payment system in 1983
for hospitals.

Although the federal government pays more than
50% of Medicaid nursing home costs, actual nurs-
ing home payments for Medicaid patients are set by
the states. There is wide variation among the states
between retrospective and prospective systems. In
many states, there may be a mix of both systems. For
example, capital costs may be paid on a retrospec-
tive basis, whereas all other costs may be paid on a
prospective basis. Many states also use a case-mix-
adjustment methodology to provide higher payments
for nursing homes treating more severely ill patients.

Medicaid payments from states are usually the
second largest state expenditure and, as a result, are
subject to dramatic changes based on economic con-
ditions in the state. When economic times are bad and
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TABLE 12-2 Industry Composition, 2015
Stock 2015 Revenue
Symbol (Millions)

Health insurance

UnitedHealth Group (UNH) $157,107

Anthem (ANTM) $79,240

Aetna (AET) $53,789
Nursing homes

Kindred Healthcare (KND) $7,055

Ensign Corp. (ENSG) $1,342

National Healthcare (NHC) $907
Hospitals

Universal Health (UHS) $9,043

Services

Community Health (CYH) $19437

Systems

HCA Holdings (HCA) $39,678

Reprinted from the Centers for Medicare and Medicaid Services

TABLE 12-3 Financing Percentages for Nursing
Home Expenditures

46 40 40

Private financing 54
Insurance 6 9 8 8
Out-of-pocket 40 32 27 27
All other 8 5 5] 5

Public financing 46 54 60 60
Medicare - 13 23 23
Medicaid 37 37 33 32
All other 5 4 4 5

Reprinted from the Centers for Medicare & Medicaid Services, National Health Expenditure
Data. Retrieved July 6, 2010, from http://www.cms.gov.

states have a difficult time meeting their budgets, one
of the areas usually affected is nursing home payments.

On a national basis the number of nursing home
beds per 1,000 persons older than 85 was 282.9 in
2012, but great variations by state exist. The Nursing
Home Data Compendium 2013 Edition published by
the Department of Health and Human Services shows
10 states with values between 119 and 222 and 10
states with values between 375 and 491. Some states
have used the supply of nursing home beds as a means
to control state expenditures for nursing home care.
Licensure laws and certificate of need (CON) have
been the primary means for controlling the number
of nursing home beds in most states. Rates of payment
for Medicaid patients also serve as an indirect method
of controlling nursing home capacity. As rates are held
down, less capital becomes available for expansion and
renovation. Major national nursing home chains have
been known to sell all of their nursing homes in cer-
tain states where they believed that reasonable profits
would be difficult to obtain because of restrictive state
payment policies.

It is expected that demand for nursing home care
will increase dramatically in the next 20 years as the
baby boomers reach the age of 75 plus, which is the
age at which nursing home demand peaks. Nurs-
ing homes are also diversifying and expanding their
product lines. For example, many nursing homes are
becoming continuing care retirement commu-
nities (CCRCs). In a CCRC, there is a continuum of
care that runs the gamut from independent living, to
assisted living, to skilled care.

Continuing care retirement communities also
have discovered that their resident populations are
desirable targets for HMOs that are seeking to expand
their Medicare risk contracts. The CCRC is in a strong
position to market itself to a managed-care group
because of the economies of scale provided from its
continuum of care and its personal relationship to a
Medicare population. At the same time, hospitals are
looking for ways to expand their revenue base and
have begun to develop skilled-care units and other
subacute units that can expand their business along the
continuum of care and compete with existing nursing
homes. Increasing emphasis on “bundled payments”
by both Medicare and Medicaid have also provided a
strong incentive for hospitals and nursing homes to
either merge or to establish affiliation arrangements.
In many respects, some of the historical distinctions
among healthcare industry segments are becoming
blurred as vertical integration accelerates.

The financial statements in TABLES 12-4 and 12-5
reflect the operations of Friendly Village, a church-
owned CCRC. A review of these financial statements
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TABLE 12-4 Friendly Village and Subsidiary Consolidated Balance Sheets

Assets
General funds
Current assets
Cash and cash equivalents

Investments (at cost-approximate market value of $293,000 in 2016 and $530,000
in 2015)

Cash and investments that have limited use
Receivable-Friendly Church entrance-fee fund

Resident and patient accounts receivable, less allowance for doubtful accounts
(2016: $195,000; 2015: $115,000)

Mortgage escrow deposits
Inventories, prepaid expenses, and other assets
Total current assets
Assets that have limited use
Cash and investments (at cost, which approximates market value)
Under bond indenture agreement—held by trustee
Repair and replacement—held by trustee

Resident deposits

Less cash and investments required for current liabilities

Receivable-Friendly Church fee-fee fund, less portion classified as
current assets

Property and equipment, less allowances for depreciation

$228,693

199,811

634,918
2,151,994

803,634

30,891
118,565

$4,168,506

$5,103,399
283,179
292,762
$5,679,340
(634,918)
$5,044,422

5,862,673

$10,907,095

$13312,799
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$173,134

409,393

310,629
2,169,635

445,291

81,961
144,093

$3,734,136

$662,217
355,392
284,749
$1,302,358
(310,629)
$991,728

5,142,678

$6,134,406
$10,747,006

(continues)



