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, GROUPING EXPENSES FOR PLANNING AND CONTROL
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A cost center is one form of a responsibility center. In a responsibility center, Mangg
responsible, as the name implies, for a particular set of activities, In the case of 3 cost :.“.n
particular unit of the organization is given responsibility for con trolling costs of (¢ %ﬂ.
over which it holds authority. The medical records division is an example of a cost .ssr,.,
i billing and collection office might be another example. A cost center might be ,
office, or an entire department, depending on how the organization is structured
In healthcare organizations, it is common to find departments as cost centers, This
logical way 10 designate a cost center because the lines of authority are nm:q:__.,. or
| Q..E..E._:: Cost centers can then be grouped into larger groups that have some
mon. Within this method of grouping, the manager of a cost center may receive
feports and figures, but not those of the entire group. The director or officer thatis in -

all of those particular den; S
08¢ Eﬂz_‘:;.?:.:«:a_naﬁﬁ.mEa_ﬁmn_.nm_ucz that contains multiple costccr

Cerreceives ; : is ulu
_erreceives atotal report because he or she is ultimately respo

pel Ol 3 . ~
o2 a.,u: the cost centers involved in that segment of the organiz:

a divisiop

not &

in Exhibit 6-1, however,

Grouping Expenses for Planning and Control 49

the 20 cost centers are ._.._..:,:_:.:I. Some
are divisions within depart
ple, EKG and EEG operate out of the same
department but are WO separate cost ¢
; Ardte cost centers, Nursi i
Exhibit 6-2 shows 1] dilfe . e ]

rent cost centers

Exhibit 6-1 Nursing Services and Other

1 o [, ey # " :
nents. For exam- Professional Services Cost Centers

thatare not directly revenue producing. (The Routine Medical-Surgical $390,000
dictary department yields some AT fe O?.n..::r, Room 30,000 |
enue, but that revenue is nog ContEE 5 ihe ___:.:.J:.ﬂ. Care Units 40,000 ,_
major business of the organization, which is OB-Nursery 15,000 |
to provide healthcare services.) The 11 cost Othyes 35000
centers are divided into (wo groups: general Total $510,000

services and support services, The 6 cost cen-
ters in the general services group happen to
all be departments in this hospital. (Other
hospitals might not have security as a sepa-
rate department. The other cost centers— F bty s

Other Professional Services
Cost Center

dietary, maintenance, laundry, housckeeping, M@Hrﬁ; ) 139,000 |
and medical records—would be separate _.:Aw:w,“,n_“: _»_ym““._m b
: ts. 5 ‘nters in the S o
por semices roup i penen o | EMeTEROSrve s |
- S . Medical and Surgical Supply 168,000
aﬁzn.q .::: contains administrative costs; the Operating Rooms and
remaining 4 are related to employee salaries Anesthe: 142,000
and wages. These 4 are insurance, Social Secu- Respiratory Therapy 48,000
rity taxes, employee welfare, and pension cost Physical Therapy 64,000
centers, all of which will probably be in the EKG 16,000
same department. It is the prerogative of man- EEG 1,000
agement o set up cost centers specific to the Ambulance Service 7,000
organization’s own needs and preferences. It is Substance Abuse 43,000
the responsibility of management to make the Home Health and Hospice 120,000
costcenters match the proper lines of authority. Other 12,000
Exhibit 6-2 illustrates two categories of Total $1.215,000
healthcare expense: general services and sup-

port. A third related category is operations
expense. An operations expense provides ser-
vice directly related to patient care. Examples are radiology expense and drug expense. A gen-
eral services expense provides services necessary to maintain the patient, but the service is not

directly related to patient care. Examples are laundry and dictary. Supportservices expenses, on
the other hand, provide support to both general services expenses and operations expenses. A
supportservice expense is necessary for support, but itis neither directly related to patient care
nor is it a service necessary (o maintain the patient. Examples of support services are insurance
and payroll taxes.

Diagnoses and Procedures
gn

Itis common to group expenses by diagnoses and procedures for purposes of planning and
control. This grouping is beneficial because it matches costs against common classifications
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il 3 ¢ of revenues. Much of the ey, ]
Exhibi seneral Services and Suppor : revenye Gt i
. .v: M,lu— M.M““.] healthcare organizations jy __.;._: E\::h\:«\:::_\.: Planning and Control 51
s : cither diagnoses or procedun e .AJ 0y Exhibit 6-3 Major Diagnostic Categor;
! General Ser vices Cost Center lent method Groups cosis into —.:/___ _\I/F WR—.:—:_ 6-4 Hospit Departmental Code List
‘ $07.000 by major diagnostic categories ;::.. MDC | :7..4:,.; and Disorders of he ascd on Major Diagnostic Categories
| ey 92,000 93 MDCs serve as the basic classifi - The Nefvous System 7
- N g . L Ca . e e, e
! i Maintenance 97000 tem for diagnosisrelated g oup oy g MDC2  Eye ._‘ _. crvous System ;
} ¥ Y ~ 2, ] Ve |
. , ,‘ —NO..E.MH‘R in 43,000 (Each DRG represents o catego, ‘ORey ?:vnu 3 Ear, Nose, Mouth, and Throa 3 _:? \ose, M - _
woo | o o 5,000 tients. This category contains pay Y OF o MDC 4 Respiratory System 4 Respi ey Motith ad oo
| Secunn ’ s .; Patienis v, o MDC5  Circulatory S ol el i A
| Medical Records 30,000 resource consumption, on statisticy] . e MBC 6 g J System 5 Circulatory System [
! is na:ms__a:_. DRGs st 53t Avergg, > Digestive System 6 Digestive Syste [
J | Toml $294,000 ; : part of the pyg MDC7  Hepatobiliary S o =m ,
i | tive payment reimbursement miethog Pec. ——w.. tliary System and 7 Hepatobiliary System |
Exhibit 6-3 provides a listing of (he 9 Ology) ancreas 8 Musculoskeletal System and [
3 5 G 23 M MDC 8 Musculoskeletal System and Connective Tissue
w:—%oﬂmﬁ.ﬁoﬂ.gogﬁn (The number of MDCs may imcyegs s O anc & e
{GD:10 soding is fully imple CASe e, 3 Connective Tissue 9 Skin, Subcutancous Tissue, and Breast |
! General $455,000 ) X plemented,) MDC 9  Skin, Subcutancous Tissue 10 Endocrine, Nutritional, and |
] DRI 924,000 How does the hospital use the M g and Breast ' Metabolic ,
Social Security Taxes 112,000 ing? Exhibit 64 .w__c_.; a departmenta] g MDC 10 Endocrine, Nutritional, and _._ Kidney and Urinary Tract _
Employee Welfare 188,000 cost center grouping in actual use. Thig b, Metabolic 12° Male Reproductive System m
Pension 43,000 pital uses 27 cost center codes: the 23 ,:x.f MDC 11 Kidney and Urinary Tract “” Mm_su_e Reproductive System
lus QS Lt % .... $ ~ 19 Male Renr e £ hstetrics
Toul $822.000 WC A.on.aq..noanm..A v—an.._ Drugs,” “Hpy* ZOA“ 12 Male Reproductive System 15 Newborns
:umm_wﬂoa. ucRQutpatient”). The special MDC 13 Female Reproductive System 16 Immunology
drugs and HIV cost centers represent highe MDC 14 Pregnancy, Childbirth, and 17 Oncology
4 : ; cost elements that management wants (o the Puerpenum 18 Infectious Discases
separately. Unassigned is a default category and should have little assigned to it. Outpatientis; MDC 15 Newborns and Other 19 Mental Diseases
separate cost center at the preference of management. Neonates with Conditions 20 Substance Use
Exhibit 6-5 illustrates the ; 4 X Y —— i & G B
et __._.9‘5.‘3 :..a.wﬁe:v_:m of costs for MDC 18 (Infectious Discases). The hos C__ __,”_.__m_____r in the Perina- .w_H _::‘_J. Poison, and Toxin
pital's departmental code is 18, per Exhibit 6-4. The DRG classification, ranging | HRELO 22 Burns
415 to 423, appears in the next column. The description of the particular UE.. ._._“. it MDC 16 Blood and Blood-Forming 23 Other Health Services
: ’ s appears i . S 94 Specia =
third 3._:_::4 and the related cost appears in the fourth and final column. These costs ¢ C.F..:, and Immunelogical :,.. G e [ Drugs
be readily matched 1o equivalent revenues, ; o Disorders 25 HIV —
Ontpatient services in parti ¥ . MDC 17 Mycloproliferative and 26 Unassigned
particular are generally designated by procedure codes. Procedurc Poorly and Differentated 59 Outpatient _
Neoplasms _ |

odes rbct:‘ : as CEAS.: 132@::: Terminology (CPT) codes, are commonly used to growp
outpatent gn_,.e._anm. (CPT codes represent a listing of descriptive terms

; tifying medical services and procedures vn..mczsﬁ_.v However
0 m.!& for purposes of grouping inpatient costs, gencr.

ospital example of reporting radiology department costs bt MDC 19 Mental Diseases and Disorders

- In this example, the procedure code is in the lelt cok MDC 20 Alcohol/Drug Usc and Alco-

© s in the middle column, and the ﬁ_o_uw_‘::n.:r__ cost hol/Drug-Induced Organic

in the right column. These costs can now be readily Mental Disorders

» MDC 21 Inj

MDC 18 Infections and Parasitic
Diseases (Systemic or
Unspec ified Sues)

If revenues are grouped by care setting or by
-, as discussed in the previous chap-
ter, then expenses should also be grouped by
these categories. In that way, matching of rev-
enues and expenses can readily occur. A more
detailed discussion of care settings and service
1es, with examples, was presented in the pre-

ies, Poisoning, and Toxic
Eflect of Drugs
MDC 22 Burns

MDC 23 Factors Influcncing Health Programs
Status Contacts

ser
. with Health Services

ceding chapter.

A program can be defined as a project that
has its own objectives and its own program

tecognizes the different sites at whic
0 of care setting grouping Os e e ]
milar services.”

, “Inpatient” versus “out
, b outpa
can be classified by service linies, a med

&
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52 CaA PTER 6 Exp
; artmental Costs Classified by Diagn e
o of Hospital Dep? -
4 DRG ﬂ:.—:...\\:::
tal Code T O/R—INFECT/PARASI ¢ 1y1c
* m%&ﬁﬁw_mw;mv e SEPTICEMIA17 CDis
| 18 ITECTIOUS DISEASES 11 SEpTICEMIA 0-17
| I L CTIOUS DISEASES 48 POSTOP/POSTTRAUMA |\
| . w Wﬁn:c; DISEASES 419 FEVER—UKN ORIG 17w, ¢
Nar w | 15 INFECTIOUS Emwmm 120 FEVER—UKN ORIG 17\
will m |18 INFECTIOUSDISERCL o VIRAL ILLNESS 17
18 Zaﬁ_omm Emmﬁmm 492 VIRILL/FEVER UNK 0-17
) | 18 _.zﬁmmmﬁ% ngmmm 493 OT/INFECT/PARASITIC py
| 18IN
1
,, of Radiology Department  indicators. Within managementy
Table 6-1 .mﬁ@u_wdoo%aoo% planning, controlling, and decisigy, as/
| Costs Classified the program must stand on its oy, 4 Ploge
ooy Procedure Procedure Department s often funded separately and for iy
] Code Description Cost of ume. For example, funds from 4 granty
\\l\\l“l\l . . S '
, § 60,000 fund a specific project for—as an ¢y, .
Mww% Mvﬂmﬁwmm_moﬁam 125,000  three years. Often programs—especig _“f
557280  Pelvis 33,000  funded separately from the revenye strean
557320  Limb—Shoulder 55000 he main organization—have (o arrange .
{ 557360 ravliq ist mw.%w expenses in a special format that s specic
m wwﬂmm H“__Wul.xxuw _.mh.q_“__moﬂm_ 1 a“ooo the entity that provides the grant funds
{ 557430  Limb—Knee Only 62,000 Program expenses should be grouped s
s $460,000  such a way that they are distinguishable 1.
= if such programs have been specially fun:
the reporting of their expenses should i«
commingled. An example of a progran
center is given in Exhibit 6-6. This costco

ple has received special funds ande
reported separately, as shown.

REPORTS AS INFLUENCERS
ENSE FORMATS

are required by both the M
(Title XVIII) and the .,_,,%,v
XIX). Every provide
‘ it 1 : A ¢ 1 In program is requt
Litilities ; e .

M Teleplione

reports 1s il
ent of expi®
has been P
1 of such ¥

cho

ed 0¥

Cost \?\::: as Influencers of \...4:.:.\ Formats

ot
w

Table 6-2 Selected Cost Report Forms

Type Form
Hospital and Hospital Healthcare Com,
: ) plex =
M_Mmen_.-_‘mM_._m_rsm mmo__A_Q and Skilled Nursing Facility Complex MKM wwww.um
gencies
CMS 1728-94

in 1966. _::,nr:‘n. ._:,.,r.:a_._:_ and traditional arrangement has strongly influenced the ar-
rangement of expenses in many he:

althcare information systems.

The costreport uses a method of cost finding. Its focus is what is called a cost center. The
concept is not the same as the type of responsibility center “cost center” that has been dis-
cussed earlier in this chapter. Instead, the cost-finding “cost center” is, broadly speaking, a
type of cost pool used in the cost-finding process. The primary purpose of the cost pool /cost
center in cost finding is to assist in allocating overhead.

The central worksheets for cost finding are Worksheet A, Worksheet B, and Worksheet B-1.
Worksheet A contains the basic trial balance of all expenses for the facility. (Tral balances are
%w_n:mwnd in a preceding chapter.) The beginning trial balance is reflected in the first three
columns:

[Column 1] [Column 2] [Column 3]
“Salaries™ +  “Other” = “Total”
(all other expenses)
The wial balance is grouped at the outset into cost center categories. The placement of these

categories and their respective line items on the page stay constant throughout the flow of
Worksheets A, B, and B-1. The cost centers are grouped into seven categories:

1. General service

2. Inpatient routine service
3. Ancillary service

L. Outpatient service

5. Other reimbursable

6. Special purpose

7. Nonreimbursable

The linc items within these seven categories represent the long-lived traditional arrange-
ment that has stongly influenced the arrangement of expenses in so many healthcare informa-
tion systems.

@ INFORMATION CHECKPOINT

What is needed? A report that shows expense in your organization.
Where is it found?

How is it used?

With your supervisor,
Examine the report to find vanous types ol expenses; look for
how the expense [low is handled on the report

|
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Cost Classtfications

DISTINCTION BETWEEN DIRECT
AND INDIRECT COSTS

Direct costs can be specifically associated with a particular
unit or department or patient. The critical distinction for
the manager is that the cost is directly attributable. What-
ever the manager is responsible for—that is, the unit, the
department, or the patient—is known as a cost object.

The somewhat vague definition of a cost object is any
unit for which a separate cost measurement is desired. It
might help the manager to think of a cost object as a cost
objective instead.” The important thing is that direct costs
can be traced. Indirect costs, on the other hand, cannot
be specifically associated with a particular cost object. The
controller’s office is an example of indirect cost. The con-
troller’s office is essential to the overall organization itself,
but its cost is not specifically or directly associated with pro-
viding healthcare services. The critical distinction for the
manager is that indirect costs usually cannot be traced, but
instead must be allocated or apportioned in some manner.*
Figure 7-1 illustrates the direct-indirect cost distinction.

To summarize, it is helpful to recognize that direct costs
are incurred for the sole benefit of a particular operating
unit—a department, for example. As a rule of thumb, if the
answer to the following question is “yes,” then the costis a
direct cost: “If the operating unit (such as a department)
did not exist, would this cost not be in existence?”

Indirect costs, in contrast, are incurred for the over-
all operation and not for any one unit. Because they are
shared, indirect costs are sometimes called joint costs or
common costs. As a rule of thumb, if the answer to the fol-
lowing question is “yes,” then the cost is an indirect cost:
“Must this cost be allocated in order to be assigned to the

unit (such as a department)?”

b5

Progress Notes

After completing this chapter,
you should be able to

1. Distinguish between direct
and indirect costs.

2. Understand why the
difference is important to
management.

3. Understand the composition
and purpose of responsibility
centers.

4. Distinguish between product
and period costs.
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i EXAMPLES OF DIREC o .
L LLOST It bility Cent 87
__%._hn_ AND INDIRECT COSp a e, oonigi i
le 7-2 Example of Indi
‘, ﬁ It is important for y o ..iv“ A rn c\ ndiroct Costs Allocated to Rehab Cost Center
_ A A e 3 B = g ” T —
h direct and indirect costy g Clerical Administrative  Computer ~ Total Indirect |
treated onoreports, Iy, Salarios Salarles Services Cost
,_ illustrate the reporting of Allocation Basis: A 8 B
| costs. The first example Conee —_— e ] A
j 1 Indirect Cosl to Be Allocated »
N “ center; the second conceyyy, i ey $60000 $50000  $75,000 $185,000
W , service center, m
i Table 7-1 represents avepor o, vzﬁ_nm__;m_ss‘ & 34,000 28,500 45,000 107,500 '
I i cost and mdirect cost for :._.,__:x Occupational Therapy (OT) 16,000 13,000 15,000 44.000 !
K. | The report concerns thiee ey, ! Speech Therapy (ST) 10,000 8,500 15,000 33,500 it
e ﬁ physical, occupational, and spec Proof Total $60,000 $50,000 $75.000 $185,000
i and a total. In this repory, gy, Allocation Key:
can c_uwn%d the Proportionaie A = # Visits (Volume): PT = 8500/0T = 4000/ST = 2500/Total = 15,000 (15,000 x $4.00 = $60,000) o
- g Costs 1o the Cost Object vq?.w.aza. e and indirect costs g, || B = Proportion o Direct Costs: PT = 57%/0T = 26%/ST = 17%/Total = 100% (% x $50,000) 3
Figere 7-1 Asging ”_2. vag CHCRoRces Among the threy y, C = # Computers in Service: PT = 9/0T = 3/ST = 3/Total = 15 (15 x $5,000 each = $75,000)
herapies.

¥

provided 1o the manager in Table 7-2, which presents the method Courtesy of J.J. Baker and R.W. Baker, Dallas, Texas.

ter detail is 3 5
b and the result of such allocation. Managers should notice thy v

cating indirect costs

T - ’ d become the “Indirect Costs”™ in Table 7. 2 i v A
Indirect Costs” in Table Tm. carry ‘..c_aw.u_,n_ an d flieison Table 7-1 1 Exhibit 7-1 sets out the direct costs for an ambulance service center. These costs, as direct p
| this report showing allocation &. _.=n=t_.nn_.,n considered : Ty report becay costs, are what the organization’s managers believe can be traced to the specific operation of the
. hsidia the prece i 25 1 one or more freestanding center. Exhibit 7-2 sets out the indirect costs for a freestanding ambulance service
¢ common in managerial ey center. These costs are what the organizauon’s
iquite a lot of information iy, ~ Exhibit 7-1 Example of Ambulance Direct managers believe are not directy atributable

Costs

tive salaries, computer services) to the specific operation of the freestanding 4

) of these expenses are allocated Ambulance salaries & benefits $32,500 center. The decisions about what will and what
0 shows how cach item was alloca RN salaries:& benefits 9,600 will not be considered direct or indirect costs
[he basis for allocation is presented Vehicle expense 21,300 will .___::w_ ”._:,,i have vﬁ..w made for the
costs, by percentage; C = number of conp. Supplies 5,000 manager.” What is important.is thitt (it
p type is also noted. This setof tablesiw Uniforms 1,200 ager understand two things: .:Jr .23. this
Employee education 3,900 s0, and second, how the relationship between
Purchased services 1,900 the two works. Remember the rule of thumb
Purchased maintenance 2,600 discussed earlier in this chapter If the answer
Utlities & telephone 5,000 to the following question is “yes,” then the cost
Indirect Cost Totals Vehicle depreciation 15,000 is a direct cost: "It the operating unit (such as
Indirect Cost Total B Miscellancous expense 2,000 a department) did not exist, would this cost
s = - Total direct costs $100,000 not be i existence?”
$107,500 $517,500 - 2
Occupational 4:5-6\ AQ.J 190,000 44.000 234,000 > gy o g . .
mﬁoons.;naﬁfmd 0000 mmumoo 153500 W”-z...%.- 7-2 Example of Ambulance Indirect RESPONSIBILITY CENTERS
Lo $720,000 $185,000 $905,000 a/:‘ We previously a__mn:mmonm
Noto: Duact Cost prgortions, foundad, are as follows Facility costs <_,__.__._,_»._J”.ﬂ.n”””.-“>”«“n :
J—-g.gn-g-_g Total indirect costs 0 ,_Z,_-h.w’a !
o e e e
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Genera Westside
Center
: Director
!!l‘m:u!c
support Center
Radiology T
Support Center i
MDA Rehab Copyq,
mmmuosm_g__e
Center
Manager
fanagenal wa_xu:m&:i at Westside Center.
7 s of Mana :
s .w_»m_hc-__”n Group, Lid-, Dallas, Texas
Coureesy
mgd e e qnmmosm_g:: center (R/Q) Make

g =§=ucm_=5m.__n revenue/volume (inflow) side and the expense (outfly,, a,
%&Eﬁ?ﬁﬁim Mou_ unit, or prograim: In other words, the manager is responsible f, gen

imea m for controlling COSES. Another term for qnmvo:.m__u___? centeris pyp, f
"l i the wpe of information @ manager receives abouy |yjg h 0
- | . : estsi €

o 5___ .,.:B_._“ by reviewing the Westside Center operations. Westside Cepy, olfy.

ibility cen . L .;

- ”_w__xw of services: an ambulatory surgery center (ASC) and a rehabilitaio, Cenier

ment of Westside is overseen by Bill, the a._:wnmo_,.‘_on manages &n ambulaggyy
management nanages the rehabilitation center. Denise, a part-time radiologis, Provide.
center woﬂ“ﬂ: n asneeded basis. Joe, Bonnie, and Denise, the managers, al) repon s.w
””.wm_M“e_ Figure 7-2 illustrates the i»iwa:.& relationships. . it

To restate the relationships shown in Figure 7-2, ._A.um. ..:u:mmnw a vaosz._w___z center
ambulatory surgery services. Bonnie manages a ._.am—uozm_r___Q nnw ter for rehabilitanop sen
These services represent the business of Westside Center. Denise manages the radiol ,

vices, but this is nota responsibility center in the Westside organization. Instead. it isasyp

center, Bill, the dir cw«wa_.. _.nmvozm__.u___Q center that includes all of e/
fog cribed. pl nd ad tratiye support center.

shown in Exhibit 7-3. Bill's ‘D
contains the data for the

ollable expers
The differ

Responsibality Centers 59

the director, receives a mang-

T esmannse
Responsibility Center
Medical/Surgical Manager
Conlrollable revenues
Patient fees
Controllable expenses apigac 1
Wages 100,000.00
Payroll taxes, other fringes 25,000.00
Billable supplies 20,000.00
Medical supplies 10,000.00
4 Total expenses 155.000 00
ASC R/C surplus $70.00000 |
Westside ASC
Responsibility Center
Therapy Manager
Controllable revenues.
Patient fees $300,000.00
Director's Summary of Controllable expenses:
Westside ASC & Rehab Center Wages 120,000.00
ASC R/C Surplus Payroll taxes, other fringes 30,000.00
Rehab R/C Surplus Billable supplies 50,000.00
Less G&A Support Ctr Medical supplies 10,000.00
Less Radiology Support Ctr Continuing education 3,000.00
Net Surplus Licenses and permits 2,000.00
Total expenses 215,000.00
Rehab R/C surplus $85,000.00
General & Administrative
Support Center
Salaries $40,000.00
Payroll taxes, other fringes 10,000.00
| | Office supplies 1,200.00
Telephone 2,400.00
Rent 10,800.00
Utilities 4,800.00
Insurance 1,200.00
Depreciation 9.600.00
Total expenses $80,000.00
4 Radiology Support Center
, Radiology Manager
/ Salaries $12,000.00
\ Payroll taxes, other fringes 3,000.00
/ Radiology supplies 5,000.00
¥/ Total expenses $20,000.00

Figure 7-3 Westside Costs by Responsibility Center

Courtesy of Resource Group, Lid., Dallas, Texas

)

Bonnie's report for the rehabil m center is the second report on the right of Figure 7-3.
Her report shows the controllable revenues she is responsible for ($300,000), less the control-
lable expenses she is responsible for ($215,000). The difference is labeled “Rehab Responsibil-

ity Center Surplus” on her report. The surplus amounts to $85,000 ($300.000 minus $215,000)

N R

-
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Denise’s report for radiology services is al the bottom right of Figure 7-3. Her repoy Shoy
the controllable expenses she i responsible for, which amount to $20,000. Her Teport sy,

iti esponsibility center. Therefore, [)epi.,. -
only expenses because it is a support center, not a respo y enise

sponsible for expenses but not for revenue/volume. ‘
rvgu. the directg): receives a report for the general and administrative (G&A) expenges ,, ’:
shown second from the bottom on the right of Figure 7-3. This report shows the G&A copyy, a
lable expenses that Bill himself is responsible for at Westside, which amount to .58().()00. The Wh
(:&A report shows only expenses because it also is a support center, not a responsibility cenge, e
Therefore, Bill is responsible for expenses but not for revenue/volume in the case of G&A. How

However, Bill is also responsible for the entire Westside operation. That is, the overall .
side operation is his responsibility center. Therefore, Bill's director’s summary, reproduced o
the left side of Figure 7-3, contains the results of both responsibility centers and both sup-

port centers. The surplus figures from Joe and Bonnie's reports are positive figures of $70.01) 55/
and 885,000, respectively. The expense-only figures from Bill's G&A support center report and 2 K
from Denise’s radiology support center report are negative figures of $80,000 and $20,000, Cost Ol
respectively. Therefore, to find the result of operations for Bill’s entire Westside operation, the Direct
$80.000 and the $20,000 expense figures are subtracted from the surplus figures to arrive at B direct
net surplus for Westside of $55,000. Joint Cos

Although the lines of managerial responsibility will vary in other organizations, the relation- Responsib
ships between and among responsibility centers, support centers, and overall supervision will
remain as shown in this example.

@ DISCUS

DISTINCTION BETWEEN PRODUCT AND PERIOD COSTS

L. In your ow.

Produet costs is a term that was originally associated with manulfacturing rather than with services. 2. Whatis the
The concept of product costs assumes that a product has been manufactured and placed into 3 3 Does voiic o
mventory while waiting to be sold. Then, whenever that productis sold, the product is matched with j
revenue and recognized ; i e i g o
- : gnized as a cost. Thus, cost of sales is the common usage for manufacturing firms. B If s0. do vou
(the concept of matching revenues and expense i i ] - ‘ :
s has be “hapte ? :
P as been discussed in a preceding chapter.) changes? Why:

Deriod ¢ - T . ;g A
: Pe l'1ud costs, in the original manufacturing Interpretation, are not connected with the mant-
acturing process. They are matched with revenue on the basis of the period during which the

COst IS ir ed ( ? s
icurred (thus period costs). The term comes from the span of time in which matching NOTES
occurs, known as fime period.
Service organizati avi z - .
vice organ imguons l.“‘c 1o manufacturing process as such. The business of healthcare ser- L. C. Horngren et al.. «
* organizations s e delivery ; : : ,
Ay L: ‘ X)ins 1s service delivery, not the manufacturing of products, Although the overall Prentice Hall. 1995).
ncept of pre ; ori, . 7 3 . )
prof product VErsus period cost is not as vital to service delivery, the distinction remains & J.J. Baker, Activib-Bas
lmim::am for managers in health care to know, v MD: Aspen Publishers.
n healthcare organizati i . ; o
P Tl (‘ {')rgdnlldlmns, product cost can be viewed as traceable (o the cost object of the 2D, A. West. T. D. West, :
ng, divisi, i S, : . . - . . Y
!J)If’di\lll)( tion i ””]. o unit- A period cost is not traceable in this manner. Another way to view Costs to Achieve Strategt
C 3 A &
nis o think of product costs as those Costs necessary to actually deliver the service: nal of Health Care Finance.

whereas period [ B
I Osls are costs necessary 1o support the existence of the organization itsell.

and recognized y idi :
cog 5 a cost of providing the service 10 the patient, Therefore, the product ¢o3

concept is important ana e
oo Y 10 managers of departments thar hold a significant amount of inventory:

- =



Cost Behavior

and Break-Even
Analysis

DISTINCTIONS AMONG FIXED, VARIABLE, Progress Notes
AND SEMIVARIABLE COSTS

This chapter emphasizes the distinctions among fixed, After completing this chapter,
mrial_)le, anq semivar%able costs because this knowledge is you should be able to

a basic working tool in financial management. The man-

ager needs to know the difference between fixed and vari- 1 e s

able costs to compute contribution margins and break-even - Understand the distinctions
points. The manager also needs to know about semivariable among fixed, variable, and
costs to make good decisions about how to treat these costs. semivariable costs.

Fixed costs are costs that do not vary in total when activ- 2 )
ity levels (or volume) of operations change. This concept is . Be able to analyze mixed
illustrated in Figure 8-1. The horizontal axis of the graph costs by two methods.

shows number of residents in the Jones Group Home, and 3. Understand the computation
the vertical axis shows total monthly fixed cost in dollars. In '

this graph, the total monthly fixed cost for the group home of a contribution margin.
is $3,000, and that amount does not change, whether the 4. Be able to compute the cost-
number of residents (the activity level or volume) is low or volume-profit (CVP) bl

high. A good example of a fixed cost is rent expense. Rent
would not vary whether the home was almost full or almost 9. Be able to compute the

empty; thus, rent is a fixed cost. ' profit-volume (PV) ratio.

Variable costs, on the other hand, are costs that vary in
direct proportion to changes in activity levels (or volume)
of operations. This concept is illustrated in Figure 8-2. The
horizontal axis of the graph shows number of residents in
the Jones Group Home, and the vertical axis shows total
monthly variable cost in dollars. In this graph, the monthly
variable cost for the group home changes proporlionalely
with the number of residents (the activity level or volume)
in the home. A good example of a variable cost i.s food
for the group home residents. Food would x_’my directly,
dtpending on the number of individuals in residence; thus,
food is a variable cost.
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$5,000 14
@ $4.000 4
]
E
m $3,000
£
m $2,000
=
S $1,000 o

0+— T T T T T
0 10 20 30 40 50 60

Number of Residents
Figure 8-1 Fixed Costs—Jones Group Home.

Semivariable costs vary when the activity levels (or volume) of operations change, but not iy,
direct proportion. The most frequent pattern of semivariable costs is the step pattern, where
the semivariable cost rises, flattens out for a bit, and then rises again. The step pattern of sey-
varizble costs is illustrated in Figure 8-3. The horizontal axis of the graph shows number of
residents in the Jones Group Home, and the vertical axis shows total monthly semivariable cost
In this graph, the hehavior of the cost line resembles stair steps: thus, the “step pattern” name

- or this configuration. The most common example of a semivariable expense in health care is

ervisors salaries. A single supervisor, for example, can perform adequately over a range of
vty levels (or volume). When another supervisor has to be added, the rise in the step

10 know, however, that there are two ways to think about fixed cost. The nsual
‘ trated on the graph in Figure 8-1. That flat line represents total mon
e. However, another perception is presented in Figure 8-4. The top view
is the usual flat line just discussed. The bottom view is fixed cost
“fora moment: the top view is dollars in total for the home for

Figure 8-2 Varl

g 3 Number of Residents
ble Comt—Jones Group Homw

e

v s 7
Distinctions Among Fixed, Vaniable, and Semivariable Costs

$12,000 |/
m $9,000
o
5
K}
£ $6,000 -
€
o
7}
_m $3,000
0 r ; . : ~
0 10 20 30 40 50 21
Number of Residents
Figure 8-3 Semivariable Cost—Jones Group Home.
Total Monthly Fixed Cost
$5,000
B $4,000 -
o
3
& $3,000
>
s
S $2,000
=
K]
S $1,000 -
0 T T T
0 d_o ma 30 40 50 60
Number of Residents
Fixed Cost per Resident
$400
T
3 $300
"
Q
[+
& $200
¥ s100 e
F W——
0Ot — T

0 10 20 30 40 50 60
Number of Residents

n_uE.n 8-4 Two Views of Fixed Costs.
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\ bottom view s fixed<ost dollars by number of residents, iy
, {he month, and the of cost declines with cach additional yegj iy By,

: < this view
, declines because : e oo PR
_ i g:.Fo think about \ariable costin tWo ways. The usual view of varable ¢y 18 1y
‘e 2 S ac illnstrated in B g
5,.,. T {rom the bottom of the graph © the top, as illustr .._: din Figure 8. 1h
nal line nsing cost varving in direct proportion with numlye, of _.__,
&

; thly
- oonal line represents MONTIT el in Figure 8-5. The ;
i .“v .m_”_n: home. However, another perception 18 presented in 5 5. The top viey ol y

hly variable cost and is the usual dj;
2 8- represents total monthi) : ; ; Agonal
costs in Figure P sident. Think about this figure fo,

i \...(:z\;} of Vaniable and Fixed Costs 69

summary, both semifixed and semivariable !

, - .
v—.——:m —.vQ—_- SCMIvard « B )5 ( < ) ;
| ‘mivariable nd semifixe d e ts are calle 1 !
P d nxed costs

EXAMPLES OF VARIABLE AND FIXED COSTS

studying examples of expenses that are

e ost per re ; desi i

_The bottom view is variable ¢ an o esignated as va g i

a_.ﬁ:u&. .; el bk one for the month, and the bottom viey s v, o, stand the differences between them. It should also b :u_v_...i:_ fixed helps to under-
the top view is dofars ¥ ineisnol diagonal but is now fl. S vanab), can be variable to one organizatio = mone): ek WIRES ER RS

| dollars by number of residents. The line is no longer diag s now Hat because g, i s e s

{ o

{ of variable cost stays the same proportionately for each resident. A good way 1o hipy
. . . - . dl)

, Figures 84 and 8-5 is to realize that they are close to being mirror images of each othey v
Semifixed costs are sometmes used in healthcare organizations, especially in e, g

: ek ) ; vy 7 . e ,
i by the two organizations. Operating room fixed and variable costs u__ﬂ.« are handled differently m
staffing, Semifixed costs are the reverse of semivariable costs: that is, they stay fiyeq for Table 8-1 Operating Room Fixed and Variable Costs
|
_
‘

illustrated in Table 8-1.

fime as activity levels (or volume) of o—.un_.a_.._oa change, E:.:—os they will .,mm.ﬁ then they Account Total
platea; then they will rise. Thus, semifixed costs can exhibita step pattern similar gy, i
<ariable costs.! However, the semifixed cost “steps” tend to be longer between rises in ¢y _ Sacisecurlty ¥ ‘Shist

Pension 20,675 20,675

;i Health Insurance 8,422 8,422
o Total Monthly Variable Cost Child Care 4,564 4

Patient Accounting 155,356

Admitting 110,254 110,254
Medical Records 91,718 91,718
Dietary 27526 27526
Medical Waste 2,377 2,377
$20,000 Sterile Procedures 78,720 78,720

Laundry 40,693 40,693

Variable Fixed Equipment

$ 60,517 $ $

4,564
155,356

e Cost

g
g

Total Monthly variabl

Depreciation—Equipment 87,378 87,378
$10,000 Depreciation—Building 41,377 41,377
Amortization—Interest (5,819) (5,819)
Insurance 4,216 4,216 iy
0+ T . : y - Administration 57,966 57966 <
10 20 30 40 50 60 Medical Staff 1,722 1,722
Numbet of Rissidanta Community Relations 49813 49,813 .
Materials Management 64,573 64,573 R
Human Resources 31,066 31,066 \
Variable Cost per Resident Nursing Administration 82,471 82,471
Data Processing 17.815 17815 '
Fiscal 17,700 17.700
Telephone 2,839 2,839 "
Utilities 26,406 26,406
Plant 77597 77597
Environmental Services 32,874 32,874
Safety 2,016 2,016
Quality Management 10,016 10,016
Medical Staff 9,444 9,444
Continuous Quality Improvement 4,895 4,895
EE Health 569 B gy » Tiacn SINEEEE
" 529,556 $87.378
2 P2 - : X Total Allocated $1,217756 $600.822 s |
Number of Residents = Reprod with the pi of Wolters Kluwer Law & Business from J.J. Baker Activity-Based Costing a ivity-

agement for Health Care, p. 191, © 1998, Aspen Publishers, Inc

B oc eatn Cam. . W1 O1PR 77—
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Thirty-lwo €XPEnse accounts gy
Table 8-1: 11 are variable, 20 ape y "
as fixed by this hospital, and | .3 .

soous ol v ey
Total NO. depreciation, is listed separately Wpry,
of FTEs  Semivariable Fixed parately? (p, '

Table 8-2 Operating Room gemivariable and

Fixed Staffing

Job Posiions rate listing is because of the way g,

Supenisor : ting system handles o
22 0p tals ua.no.:z ndles. &

Techs 30 30 depreciation.) Guip

ANs 77 77 Another example of semivariyy,

LPNs 12 12 b fixed staffing is presented in Table g w g

Ades, orderies 10 ; oy

costs are expressed as full-time ¢
Clerical |.r|m\||\|\|\|\é\m| staff (FTEs). Each line-item FTE :w.___pwz

E tiplied times the appropriate wage cv,p
(o obtain the semivariable and _‘_f,._._,.,__:
for the operating room. (The further use of FTEs for staffing purposes is fully ._._,22,...
in the chapter on staffing.) The supervisor position is fixed, which indicates that ths .__aq,
minimum staffing that can be allowed. The single aide/orderly and the clerical vcw:._:_,_ .
also indicated as fixed. All the other positions—technicians, RNs, and LPNs—are _7:.%:
semivariable, which indicates that they are probably used in the semivariable step E:.e
(hat has been previously discussed in this chapter. This table is a good example of :E”;
show clearly which costs will be designated as semivariable and which costs will be desi #..
as fixed. R
Another example illustrates the behavior ofasingle vaniable costina doctor’soffice. InTable8-3
we see an array of costs for the procedure code 99214 office visit type. Nine costs are listed. Th
first cost is variable and is discussed momentanly. The other eight costs are all ,_EW,.: : ~n
same _.ﬁ.n_ for 299214 office visit: supplies, for example, is the same amount inall _.:_:‘ :._.z o
The sngle _,._E:.a that varies is the top line, which is “report of lab tests,” meaning | :.:ﬂ.:?
orts. ..2:« cost divectly varies with the proportion of activity or volume, as vari ._,_.c :.“:_5
: Ex_.. Here we see a variable cost at work: the first column on the _m: has :.c lab re ::4,
8L is 7¢10; the second column has one lab report, and the cost is $3.82; ::..____ ,__ cok
ab reports, and the costis $7.64; and the fourth column has three _u.v reports, “_

Variable Cost of Tests
nMw“w 99214 99214 99214
, 2 Tests 3 Tesls
$764 $1146
$31.00 $3100
11.36 1%
143 143
0.45 045
100 100
128 128
0.91 09!
031 03!

§55.38 §59 20

Analyzing Mixed Costs 71

the cost is $11.46. The total cost rise
first line.

s by the s . .
same proportionate increase as the increase in the

ANALYZING MIXED COSTS

[t is important for planning purposes for the manager to know how i i

hecause they .Onn_: so often. For example, telephone, EE:.»:»“.os = an.m_ J:r B_xﬁ._ 2.5_.‘
all actually + teed ot The i BoMiGoEtic i .:.Mn. repairs, .Ga utilities are
service (such as telephone) ready 1o use, and the variable v”:r” qﬁ.ﬂ_n!.:::w i .:.a
1030: of the charge for actual consumption of the service. (N‘n U:n:m&%.n:“.“hnwmuwn_.u_ﬂ_m

methods of analyzing mixed cos s Ao >
graph B ind. yZing osts, then we examine the high-low method and the scatter

Predominant Characteristics and Step Methods

Both the predominant characteristics and the step method of analyzing mixed costs are quite
simple. In the predominant characteristic method, the manager judges whether the cost is
more fixed or more variable and acts on that judgment. In the step method, the manager exam-
ines the “steps” in the step pattern of mixed cost and decides whether the cost appears to be
more fixed or more variable. Both methods are subjective.

High-Low Method

As the name implies, the high-low method of analyzing mixed costs requires that the cost be
examined at its high lev ¢l and at its low level. To compute the amount of variable cost involved,
the difference in cost between high and low levels is obtained and is divided by the amount of
change in the activity (or volume). Two examples are examined.

The first example is foran employee caleteria. Table 8—4 contains the basic data required for
the high-low computation. With the formula desc ribed in the preceding paragraph, the follow-
ing steps are perfor med:

1. Find the highest volume of 45,000 meals at a cost of $165,000 in September (see Table
8—4) and the lowest volume of 90,000 meals ata cost of $95,000 in March.
2. Compute the variable rate per meal:
No.of Cafetera
Meals  Cost

Highest volume 45,000 $165,000
Lowest volume 20,000

95,000
e

Difference 25000 70,000

).000) by the difference in number of meals (25,000) w0

3. Divide the difference in cost (8
arrive at the variable cost rate:

$70,000 divided by 95,000 meals = $2.80 pet meal

poo>

ST e

-~
. -
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Analyzing Mixed Costs 71

Table 8-2 Operating Room Semivariable and  Thirty-two CXPENSE ACCOUNIS are ligieq s $11.46. The 1ot )
Fiued Swling Table 8-1: 11 are variable, 20 are desi :H " e 1¢ total cost rises by the same proportionat
as fixed by this hospital, and 1, ..A_:_r d first linc. increase as the increase in the
’ Togal No. S depreciaton. is listed separately.” (T} _,:_: ___
Job Positions of FTEs  Semivariable Fixed idiag:is because of ) ¢ Sy
rate listing is because of the way this hoy, ANALYZING MIXED COSTS
Supervisor 22 2p tal's accounting system handles c._:__.::_:_‘
1at Al A S
Techs 30 30 an_u_‘nn_uco:.v |tis important for planning purposes for the manager to k .
quﬁ 77 77 Another example of semivariable pecause they occur so often. For example, telephone, mai now how to deal with mixed costs
?an“ M .ﬁw 12 o fixed staffing is presented in Table 8-2. .:_A, all actually mixed costs. The fixed portion of the ::_.7 _.____z {ENANCE; TEPALS,; and utlities are
Qoan.ﬂ_ 12 a,m costs are expressed as full-time E_:.:.:_e:ﬁ. service (such as telephone) ready to use, and the ,«.vn,_wv_.“._ portion representing having the
- 2 gaff (FTEs). Each line-item FTE will be ortion of the charge for actual cons R T 1€ e e of the cost represents a
Totals 16.3 1.9 44 R will be mul. P ! umption of the service. We briefly discuss tw imple
: L > tiplied times the appropriate wage or salany methods of analyzing mixed costs, then we examine the high-low method : ..H:.Q simple
{0 obtain the semivariable and fixed cos graph method. ethod and the scatter

ﬁ.ﬁ%n:n room. (The further use of FTEs for staffing purposes is fully discussed
er on staffing.) The supervisor position is fixed, which indicates that this i the
g that can be allowed. The single aide/orderly and the clerical position are

Predominant Characteristics and Step Methods

All the other positions—technic \
3 ans, RNs, an is i isti
dicates that 9%. are probably used in the ,mn_:ﬂ rwﬂw—.lunn iy Both the predominant characteristics and the step me thod of analyzing mixed costs are quite
: s Tt mooa»:M e ﬂnn—um_“u:c:_ simple. In the predominant characteristic method, the manager judges whether the cost is
p ; 3 example ol how to i and ac ¢ ,
,wé.gw_m.u_w—on_ il aadwhich SstaaIlE e Eo_‘n mxm& or _Hz.:n. variable and acts on thatjudgment. In the step method, the manager exam-
e designated ines the “steps” in the step pattern of mixed cost and decides whether the cost appears to be

b ribiecou ST more fixed or more variable. Both methods are subjective.
code wwm_» office visit type. Nine costs are listed. The
arily. The other eight costs are all shown at the
ple, is the same amount in all four columns.
“report of lab tests,” meaning laboratory
activity or volume, as variable cost has
umn on the left has no lab report.
,.90 cost is $3.82; the third ¢ ol
n has three lab reports, and

B High-Low Method

the high-low method of analyzing mixed costs requires that the cost be

~ Asthe name implics,
variable cost involved,

examined at its high level and at its low level. To compute the amount of

\e difference in cost between high and low levels is obtained and is divided by the amount of

in the activity (or volume). Two examples are examined.

The first example 1s foran emplovee cafeteria, Table 84 contait

 the high-low computation. W ith the formula desc ribed in the prece
ing steps are performed:

1s the basic data required for
ding paragraph, the follow-

1. Find the highest volume of 45,000 meals ata cost of $165,000 in September (se€ Table
~ 8-4) and the lowest volume of 20,000 meals ata costof §05,000 in March.
. Compute the variable rate per meal:

No. of Caleteria

Fixod

Physician Meals  Cost

Medical assistant

. i Highest volume 45,000 $165,000

b 0.45 143

Ao 100 045 045 Lowest volume 20,000 95,000

Heceptionis! 128 Difference 95,000 70,000

Caliection 09 .
S j 3 Divide the ditference in cost rﬂ:.c;: by the difference in number ol meals (25.000) w0

AC‘_Sw:nC‘w_ hle cost yae:
000 meals = §2.80 pet meal




4 v Guaprmml Cemmonmes =
o Meals 4. Compute the fixeq :
Table 84 Empioved Cafetera follows: oY Thegq I’
IAQESSHQ a. Atthe highest level:
Ne.of mi%MMwQ Towal cost
Mo MesS nﬁm___ﬁ Less: varable Pottion Mgy,
I\\I\\\ —.—w«.pxxv meals X U,u..t: Q
0000 164,000 Fixed portion of ¢ ] (1
Na- - 13000 167.000 b. At the lowest leve]
Rt 5000 165.000 Total cost
1 Sapiembe 43 T VAN % a-
i 21000 162,000 Less: variable Portion v Dy
e 7 000 164,000 20,000 ::..:7, X$280@) .
! 3 33.000 146,000 Fixed portion of cost ) %
. Dumeshat 000 c. Proof towls: $39 000 (., ° 0
sy 28.000 123/ b I fixed g,
= 22000 91,800 S
Februxy
Maoh 20,000 95,000 The manager should recognize . |
fort 25,000 106,800 or small dollar amounts cap b -
130,200 his method < adap,
May 30.000 3 this method. A second Ozusv_c <oy
Lme 35.000 153,000 drug samples and their cost. In this 3% )
. a supervisor of :::,rmmsm is 3:23& .v_.‘
lﬂ— by the various members of the marketing staff, She Ea
TS o of fixed cost. Table 8-5 contains the v&;,_ﬁi
| _ formula previously described, the follow

d ._-Nnﬂ a follows

oo $5,000

Less; variable portion _—
(1,000 samples x $3.20 @] D\&.\
¥ ) N

Fixed portion of cost Sl

0f $5,000 (see Table 8-5) and the

Contnl .
ulion Margin, (g Volume Profit, and Profit-Volume Ratios 73

b. Atthe lowest level
Total cost $4,200

Less: variable portion

[750 samples x §3 90 @) (2,400)

Fixed portion of cost S1.800

c. Proof totals: $1,800 fixed portion at both levels

The high-low method is an approximation thar is
highest and the lowest levels, and the computation a
advantage of this method is its convenience

based on the rel iionship between the
v ssumes a straight-line relationship. The
in the ¢ omputation method

MM.MMMES—OZ MARGIN, COST-VOLUME-PROFIT, AND PROFIT-VOLUME

The manager should know how to analyze
important information assists the m
tions. The first step in such analysis

the relationship of cost, volume, and profit. This
anagerin properly understanding and controlling opera-
is the computation of the contribution margin

Contribution Margin
The contribution margin is calculated in this wav-

% of Revenue

Revenues (net) $500.000 100%
Less: vanable cost (350,000) 70%
Contribution margin $150,000 30%

Less: fixed cost (120,000)
Operating income $30,000

The contribution margin of $150.000 or 30%, in this example, represents variable cost
deducted from net revenues. The answer represents the contribution margin, so called because
it contributes to fixed costs and 1o profits.

The importance of dividing costs into fixed and variable becomes apparent now, for a con-
tribution maigin computation demands either fixed or variable cost classifications; no mixed
costs are recognized in this calculatuon

Cost-Volume-Profit (CVP) Ratio or Break Even

The break-even point is the point when the contribution margin (i.c., net revenues less vari-
able costs) equals the fixed costs. When operations exceed this break-even point, an excess of
revenues over expenses (income) is realized. But if operations does not reach the break-even
point, there will be an excess of expenses over revenues, and a losswill be reahized

The manager must recognize there are two ways of expressing the break-even pont either by
A amount per unit or as a percentage ol net revenues. :.:: conu __:_.::: :_,:r.,:._ s expressed
1 percentage of net revenues, it is often called the profitvolume (PV) rauo. A PV rato exam-

o

ows this cost-volume-profit (CVP) computation.

e e —
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Contnibution M
. Margin, Cost-V " .
w olume-Profit, and Profit-Volume Ratios 75
L’
$500 " i« called the profitvolume (PV) ragi ;
is calle ) - Figure 8-7 illustrate | T
{ used for the chartwere as follows; ates the method, The basic data points
= L _ﬂnen_::w. -W_: <.;: 3 $100.00 1007
m Less f.:._.—. c cost —v.n._ visit (70.00)  70%
w Contribution margin per visit $ 3000 30%
M s w Fixed costs per period $120,000 hih
$30.00 contribution margin isit divide .
m g per visit divided by $100 price per visit = 30% PV Ratio
g $200 Fixed Cost
= Line
W ! +100
1
o ! 0 -
+90
3 = +80 +80
: : T _‘ o m N Fixed Costs +70
0 1000 2000 3000 4000 5000 §|3 w0 Recovered 60
+
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Figure 8-6 Cost-Volume-Profit (CVP) Chart for a Wellness Clinic. g = =
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Behavior and Break-Even Analysis

“ost

w5 cuarrer8 €
«illustrated by a Iine drawn from the begin,,

On our chart. the n:dum.—mﬂ,—h”.n._nw.s:“__p”_: case). Another line has been ..__...s..r_. ,“”..””"r_‘____.
fixed :ac.ovq:&,..-_.n. = 5_,-_:. When the diagonal lime _.cn.:”z at $120,000, iy, _
the chart at the brea A.“._d __::. s at $100,000 in revenue (see lef-hand doted Jyy, on
with the vﬁnrﬁq_.u_.:_.mwé 100 sersus $400,000 relationship as follows. Each dolly :..
e E_n of loss by $0.30 (or 30% X $1.00). Fixed costs are fully recovereq sty
_a._a_““:..:mxm_“a..”v 000, proved out as $120,000 divided by .30 = $400,000. This cay .. _:.“
enue 2

as follows:

e —

30R = $120,000
R = $400,000 [120,000 divided by .30 = 400,000]

The PV chart is very effective in planning meeungs because only two lines are NeCesyy,
Both PV and CVP are useful when working yy, U
:V

w0 show the effect of changes in volume. :
d revenue volume assumptions.

effects of changes in break-even points an ‘ ump
Contribution margins are also useful for showing profitability in other ways. Ap examp),

appears in Figure 8-8. which shows the profitability of various DRGs, using contributioy, Mar
gins as the measure of profitability. Case volume (the number of cases of each DRG) is o,
vertical axis of the matrix, and the dollar amount of contribution margin per case is oy,

horizontal axis of the matrix.*

Profitability DRG Volume/Margin Matrix

| 4 DRG
__ * 462 -
DI
f 430 *®
DRG |
DRG 127 1
089 *
...... , PO I i [ i
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Pasklon, 4003, 180:

Contribut J
ton Margin, Cost-Volume Profit, and Profit-Volume Ratios 77 ,

seatter Graph Method
Il

age rate of variability. The scater graph method is m
: bl i ore accurate . -
v_...é_c:u; described. 1t uses a graph to plot all e gt ¢ than the high=low method
S » H : PGS A d 4 <
lowest figures used by the high-low method Generally . ..: " iy "_...: s
i . ally, cost will be on the vertical axis of the
and volume will be . . ; N
mn__u___, where:cost and <:_. on «_z horizontal axis. All pomnts are plotted, each point being
_..._unn. CORL(E :::.:.:._‘:.: for that line item, A regression line is then fitted to
the plotied points. I'he regression line basic ally re :
2 g d Yy represents the average—or a line of averages
The average total fixed cost is [ound at the he i
pomt where the regression line intersects with the

forming a mixed-cost ; s
In per g Lanalysis, the Manager is attempting (o find the mixed cost’s aver- |
|
[

cost axis.
xamples are exami Thev ing
Two e P amined. They match the high-low examples previously calculated. {

Figure 8-9 presents the cafeteria data. The costs for cafeteria meals have been plotted on
the graph, and the regression line has been fitted to the plotted data points. The regression
line strikes the cost axis at a certain point; that amount represents the fixed cost poruon of
the mixed cost. The balance (or the total less the fixed cost portion) represents the variable

portion.
The second example also matches the high-low example previously calculated. Figure 8-10

presents the drug sample data. The costs for drug samples have been plotied on the graph, and
the regression line has been fitted to the plotted data points. The regression line again strikes
the cost axis at the point representing the fixed-cost portion of the mixed cost. The balance
(the total less the fixed cost portion) represents the variable portion. Further discussions of this
method can be found in Examples and Exercises at the back of this book.

The examples presented here have regression lines fitted visually. However, computer

programs are available that will place the regression line through staustical analysis as a
ed the leastsquares method. Least squares
ion line

function of the program. This method is ¢
means that the sum of the squares of the deviauons from plotted pomnts to regr

is smaller than would occur from any other way the line could be fitted to the data: in other
words, it is the best fit. This method is, of course, more accurate than fitung the regression

line visually.
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Figure 8-9 Fmployee Cafeteria Scatter Graph
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Figure 8-10 Drug Sample Scatter Graph

@ INFORMATION CHECKPOINT

Revenues, variable cost, and fixed cost for a unit, divisioy

What is needed?
DRG, and so on.
Where is it found? In operating reports.
How is it used? Use the multiple=step calculations in this chapter to compuie
the CPV or the PV ratio; use to plan and control operations

& KEY TERMS

Break-Fven Analysis
Profi-Volume

gﬂv.w Cost

@ DISCUSSION QUESTIONS
MME wc_“.ﬂ...q. 1eports in your workplace that set out the contribution margin?
you believe that contribution margins can help you manage in your E%E: work? In

the future? How?
Have f
You encountered break-even analysis in your work?

Notes 79

If so, how was it used (or presented)y
i o

ow do yo ‘ou w cak-ev
H ¥/ _-,_ think you would use b, ak-even anal
Do you believe your org, n e s e n ow

b Anization coul :
—-. » m " (e—_y —A_: . u a— use —Tn.ﬁh. anal
. i analysis tools m i
. e ) s more often than is now
-ﬂvmu n :n o u behe en SCC_A_ —vﬁ.\

-—
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NOTES
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9. |.]. Baker, Activity-B /
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MD: Aspen Publishers, Inc., 1998)
3. Itis possible that the term “dia :
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