UNDERSTANDING

HEALTHCARE
FINANCIAL
MANAGEMENT

LOUIS C. GAPENSKI ~ Seventh
GEORGE H. PINK  Edition

Health Administration Press, Chicago, Illinois

Association of University Programs in Health Administration, Arlington, Virginia



DETAILED CONTENTS

PROFACE oottt ettt XXi
Part1 The Healthcare Environment
Chapter 1. Introduction to Healthcare Financial Management............. 3
Learning ODbJECtiVES .....ccccerrueerircrirniiinieeneeesireenieseeeessnnes 3
INtroduCtion .......coouviciiiiiricriiiiicercriet st cerrtesssce s seseaeene 3
How to Use This BOOK .....ccccceerriviiiiniiieccneninininiicsninenene 4
The Role of Financial Management in the

Health Services Industry.........cccccoivvivrcecinnninniinnnenennen. 6
Current Challenges .......c..ccceveveeniceciniinvennersrennneenienenens 8
Organizational Goals..........ccoeceuvireiriiiniinniicneenneeniinenene 9
TaX LaWs..ooeeeierrierreienicitreererecnrteeessnereaensceteseeases ssssmenes 13
Depreciation ......ueveveerinnricicinnenieicnninnienesisereessineen 21
Health Reform and Financial Management ..................... 25
Chapter Key Concepts ettt ben s 29
Chapter Models, Problems, and Mini-Cases ............c...... 30
Selected Bibliography.......c..cccoceiieviiineiininiicicnnnncnnen. 31
Selected WeDbSILes .........couveeiiuiiiicinmnniiiccir e 32
NOLES ..ccoiinrriiiiriiiciirir e es s nranes 32

Supplement. Forms of Business Organization,
Ownership, and Structure .......coovveeeeevveieerensirnecreeennen 33
Supplement Learning Objectives ......cccccovivvviivierinienennnnen. 33
Forms of Business Organization ...........ccceuevvieruenneeennannn. 33
Alternative Forms of Ownership........ccccccoviivivecnniinennnnnn, 38
Organizational Structures.........coceevveevieiveneinninniensssrneenns 42
Supplement Key Concepts.........cccccevueminniinienriinsieneneennns 46
Supplement Bibliography ...........c.ccccvmmniiiiiiininiinsieennnn. 47
Supplement Websites........c.ccocccrrveeniiiiniiiiinniiiciennennnns 47
Supplement NOTES........cccvireerierreriniinitiiirinreeesaann. 47

vii



Detailed Contents

Chapter 2.

Chapter 3.

Health INSUTANCE .........oveiiiiiiiiie et 49
Learning ODBJEctiVes ....ovuvrvereeiiiiminiii e 49
TOLEOAUCTION 1evvvereerreissnnnenssmrremererrreeisirasrsnsanssnssssessasens 49
INSUrance CONCEPLS.....vvurerrremesrrrnssesiiniainsisrsenisnasssnnsens 50
Major Health Insurers (Third-Party Payers) ........coooeeeev 57
Private TASULELS cocveevuereeeeeerrreeseniesssesienissssasseseesssersenenns 57
PUbIC TNSULETS ..eiiieeiieeeeierenceiei it eere e ee e e e s e nienee e nianaaans 61
Development of Premium Rates.........oooiiiiiniinininnnn 63
Consumer-Directed Health Plans .........cooieiiiinii 71
Value-Based Benefit and Insurance Design............cccoeeeee 75
Health Reform and Health Insurance...........cccooeeeeiniienenee 76
Chapter Key CONCEPLS .....evrvriiiieneenieneiiiinciiniianaiinnnes 79
Selected CaSE ..vvvvvieiiiiiiireieneeerrerrtrereee e eree s e e e e nabae s 81
Selected Bibliography ...........coccoviiiiimniiinnneiinnriiiieee 81
Sclected WeDSILES .....ooeeeeeveuneiiieereiiees i 81
NOLES ... eeeievrireeteerinnnereserrneaerernnseseeestrmactarisssearasseersessnnnnen 82
Payments to Providers.................coccociiiciinineniien s 83
Learning ObJECtiVes ....oovvuurieriiiiiirimreniee e, 83
INtroOdUCHON ...ooiieie e e 83
Coding: The Foundation of Fee-for-Service

Reimbursement ......coovvviieiiiiiiiinii e, 83
Generic Reimbursement Methods ... 85
Financial Incentives to Providers .........occvvvveiinieneinnnnnnnnn... 89
Financial Risks to Providers........c.cooeoiiiiiiiiiiininniinnniennn. 93
Reimbursement Methods Used by Medicare ................... 95
Pay for Performance........cccoooeeeriiiniiniinneiniiin e 100
Health Reform and Payments to Providers.................... 109
Chapter Key Concepts .......ccoceevercriiienieeiiennieecine e 112
Chapter Models, Problems, and Mini-Cases .................. 114
Selected €Case ....coccvieiiiiiiiiiecieeee e 114
Selected Bibliography ...........cccoeeveneuiniieeerieiceeeen. 115
Selected WebSItes .......cooveviviriiiciiereeceieeee e, 116
NOLE oo, 116
Supplement. Risk Sharing Under Capitation ................... 117
Supplement Learning Objectives ............ccveeveveenenn.nn.. 117
The Need for Risk Sharing ......oovveeviieeiiceieeeeeee, 117
Primary Care Withhold: Single Risk Pool...................... 118

Primary Care and Referral Withholds:
Two Risk Pools



,Detailed Contents n

Supplement Key Concept.........cccvvveevuiveeneeveeninnnreennnens 124
Supplement Case........cccevuvreieeenierrnersrnneeeieessneenersens 124

Part Il Basic Financial Management Concepts

Chapter 4. Time Value Analysis ..............c.ccccoooeeeevieieecenciieeeeee 127
Learning ObJECtVES ........ccocveriuriiieiiiniincniiiiieeeeeeieane 127
INtroduction .......o.ccieiiiicnvcrieiirecicniin et 127
TAME LINES...ceiiiiioiieiiiiieieeeeeeteten e e ve e 128
Future Value of a Lump Sum (Compounding).............. 129
Present Value of a Lump Sum (Discounting)................. 135
Opportunity COSLS .....covieiireeiriiereeiiiiie et ieeeeesse s 139
Solving for Interest Rate and Time......ccccccovvivercierinnnen, 141
ANNUITES.coteeiiiiiiiiiiieetiieeeeeitnrrireeee s irre e rss s snaaees 143
Perpetiiities ...coceeeemieeieiieireeie e e 148
Uneven Cash Flow Streams........cccccvvviievcinniieniecniennnnen. 150
Using Time Value Analysis to Measure ROI.................. 152
Semiannual and Other Compounding Periods............... 155
Amortized Loans .......cccocoiiiieniiireniinicee et 159
A Review of Interest Rate Types......ccoooviviiiineicciciiinnnnns 160
Chapter Key Concepts .......cooevevviiuveimininiiennininieee e, 162
Chapter Models, Problems, and Mini-Cases .................. 163
Selected Case ...coevvvreririirierereeeevteee 164
Selected RESOUICES ....coooviieieeiiirencieriiecnicsiieencsaee e 164
Selected WeDSILE. .....cceeeeireeeeiiieerir et 164
NOTES ceeereeerieeeetrtte e st e e erre e s st e s te e e s e bae e s 164
Integrative Application............cccocovriiniiciicnireeerecne 166
The Problem.....ccoovveeciiiieeeciceri e 166
The ANalysiS.....cccrverreerviireaieiniiieriniisrisicsicesrccrreerianeens 166
The DECISION. ... .uiririeeiieieeieerereriecrireetnesesssmreerseeeeessseeens 168

Chapter 5. Financial Risk and Required Return ............................... 169
Learning ObJECtVES ......c..covveerririiieianierieiaienianesennens 169
INtrOdUCHON coeiiiiiieiiiieee et 169
The Many Faces of Financial Risk.........ccccoveevviiiiinnniins 170
Introduction to Financial RisK........ccccoviriniviieniinnannennn. 171
RiSK AVEISION ..ovvieveeieieieeeisinissnee st ceieresereseesesenenas 173
Probability Distributions ..........ccceeevviiniiiirenieeenreennnn. 173
Expected and Realized Rates of Return.......ccoccoveeenee. 175
Stand-Alone RisK.........ccccooveiiinieniiiiiiniiiinnineeen 177



lDetailed Contents

Portfolio Risk and RetUrn .....cooooviviiimvimnereceriminiene 180
Portfolio Risk of Business Investments .........ccceveerieinnnns 190
Portfolio Risk of Stocks (Entire Businesses)................... 196
POrtfOlio BeLas ...coovcvvvreennemieeriiisiiiriieninneeeeeaesssseenisonanns 197
Relevance of the Risk Measures.......cccccovvererrerieincneinnnins 198
Interpretation of the Risk Measures..........ccoooceiiniinnnnes 200
The Relationship Between Risk and Return................... 201
Some Thoughts About Beta and the CAPM.................. 204
Chapter Key CONCEPLS ....veeiveemieeiniiniiniiiiinieniencsnens 205
Chapter Models, Problems, and Mini-Cases.................. 207
Selected Case ... .uuveeeeeieremmmiririiiien e reee s e 207
Selected Bibliography ........cccovveeniimiiiiiiiiiiieeeeee 207
Selected WebSites ....ooveeeeeeieenniiiiiiiiiiii e 208
INOLES ..avverereerenirneaeeeeeeeeeeeneerenrirstteeeeeissssasasnssssnsrsrsnssnses 208
Integrative Application .........ccoceoiiiiiiiiiiiiiciiiee 210
The Problem.........ccceeeiiieiiiiiriiiiniiciiieniieeeccrenenieeeeeen 210
The Analysis.......cccoceeeeriieemiireniiniiiiiiii 210
The DeciSION......ccciiiieiiiiiiiiiiiiiiiiee e 211

Part lif Capital Acquisition

Chapter 6. Debt Financing.............ccoooveiiiiiiiiniiireeeeeraeeee 215
Learning ObJectives .....c.eevveiieieeieniiereeeirrcer e e 215
INEroduction .........ccccciiivmiiimiiiecieiteeere e e e 215
The Cost of MONEY.......ccooviiiiiiiniiiiiniiceiieeeneie e 216
Long-Term Debt ....ccoeveueeuiiiieiiiieiereeeieeee e 217
Term Loans.......ccccoovmvveeiiiniiiieeeeieeiie e 217
BONdS ..o 219
Short-Term Debt ....cc.c.oeirviuiiiiiiiiiieeeceeceeeeeeeee s 223
Credit Ratings.......coccvvvvriiiiiiiieieeeieeieeeec et 224
Interest Rate COmMPONENtS ......c.coeveeurrvreeereernneeeeeneeeene 227
Term Structure of Interest Rates ............cccovveeeunvennnnn. 232
Advantages and Disadvantages of Debt Financing ......... 234
Securities Valuation .............cccoveevieveeeceeeeeeveeeeeeea 235
The General Valuation Model .........c.ccoovveveeueeeeennnn 236
Debt Valuation........cocoeeuieiviiiieiiiien oo 238
Chapter Key Concepts ...........coovveeveveeeeeeeeeeeseeoonon 251

Chapter Models, Problems, and Mini-Cases
Selected Cases



Detailed Contents u

Selected Bibliography.........cccccocviiniinniiiiiiiie, 254
Selected WebsSites ..........cvieveiiineieiieiiieiciiiereeieir e 254
NOLES coeveriieieeritiireeveeiirereereerenenenecaennnrtresssrssrnrannsenanes 255
Integrative Application............cccceovvvivveiiiniiiiiireeeeeeeeeen, 256
The Problem.........cccooeeiiiiieiieieeeee e 256
The Analysis.......ccceorerveiriieiceiieeeneeneeee e 256
The DeCiSION.....ccccciieeeeciririeiiriereeee e e e 258

Supplement. Interest Rate Levels, Types of Short-
Term Debt, Debt Contracts, Bond Insurance, Debt
Refunding, and Economic Factors That Influence

Interest Rate Levels..............cccocoviicnncnnncnnencnne. 259
Supplement Learning Objectives .......c..ccovveevrieirereceennnn. 259
Interest Rate Levels.......ccooceiiiiiiiiniiennnenenniinencecene, 259
Types of Short-Term Debt.....cccccoveviiviinninnccniennees 261
Debt Contracts .........cocevvieriiinieiicniniiiecriieceee e 266
Bond InSUrance.......ccoccceeveeerereceeensneecieenireeneecesieenee s 268
Debt Refunding .......ccoeoveeeeimmeerennereeneencennreeeeceneneeen. 269
Economic Factors That Influence Interest

Rate Levels ...t 275
Supplement Key Concepts........cccooviviiiinniiiiicininiininiens 276

Chapter 7. Equity Financing....................cccooeeeeeiiineeeeeee, 279
Learning Objectives ...........coociiiiiiiiiiiininiciiiiiecee, 279
INtroducHOn ... .coeeeeiiereieercercere et 279
Rights and Privileges of Common Stockholders ............ 280
Selling New Common Stock .......eeevevieniinneieiveccnneeen. 283
The Market for Common Stock ......c.cccovrciinneenne. ee.. 286
The Decision to Go Public.......cccccoecvviiininniiiiiniiennnn. 288
Advantages and Disadvantages of Common

Stock FInancing........cc.cceveeevevivenniininncininniiinecs 291
Equity in Not-for-Profit Corporations............c.c.ceeeeenne. 292
Common Stock Valuation ..........ccoceennevnirinenniniinennnn. 294
Security Market Equilibrium ..........cccceviiciiininncinnnnnnn, 306
Informational Efficiency.......cccccccomivniinniniiinininnnnne, 307
The Risk/Return Trade-Off........cccocvvviviiiieiieinieerneneens 311
Chapter Key CONCEPLS .....ccecvmeverrerereriiiiniieiniiinceinnnenn 312
Chapter Models, Problems, and Mini-Cases .................. 313

Selected CaSE covvveeririiiiieeiieeeeereeiiereeeevarrssieeeesseraeaeassvnnas 313



n Detailed Contents

Chapter 8.

Selected Bibliography ........ooorencnniiniine 313
Selected WEDSIEES ...cooevvveneicerereriiirrrrinnensseeeeerenierrinenenes 314
INOLES «vvvveeeeeeeeeeieseerersennsetenaassstsrsanasessssareauanasenasansasnesnans 314
Integrative Application ... 316
The Problem........ovvieriieiiierie e 316
The ANalysis....cceerieeiiiiiiiieer e 316
The DECISION. .....uvvvreeeeieeniieiarirrees e eratrtnaes 317
Supplement. Classified Stock, Preferred Stock, Securities
Regulation, and the Investment Banking Process ....... 318
Supplement Learning Objectives ......cooeviieiniiiniiiinin, 318
Classified STOCK .....ovvvereiereeeeei e 318
Preferred Stock .ooviiiiveriiiiiiiii s 319
Securities Regulation.........cccoviviiiiiiiiiiciiiiien, 323
The Investment Banking Process........ccccceervcveceriiniinnnn. 325
Supplement Key COncepts.......cceemeiriiiiiiiiieiineeeeenene, 330
Supplement Websites. .......o.vviiiiiiieiiiiieiie 331
Lease FINANCING .........c.cocooviviniiniiimin et 333
Learning ODbJectiVe. . cccoiiiiieireccrarrinririiis i naeaee e 333
INtrodUCtion ......ociiiiieieniiiiin e 333
Lease Parties and Types.....cooeevviiciiiivicciiriccie e, 333
Per Procedure Versus Fixed Payment Leases.................. 335
Tax BAICtS ooviiieiciee et 336
Balance Sheet Effects ......oooveeiiiiiieiiiniiiieee e, 339
Evaluation by the Lessee ......oooviviiiiiiiiiieiiinne. 342
Evaluation by the Lessor .........cccccceevecvieeiiciiiniieeennnen, 351
Lease Analysis Symmetry.........ccccccevveevneeioniniiinnreeeee, 353
Setting the Lease Payment .......c..cccevvvencieniiiniiiiieecnen, 354
Leveraged Leases.......uuuveriiiiiiiiiiiieieiiie e 354
Motivations for Leasing.........cc.cccecveveciveieicveeiiieveeeinnnn. 356
Chapter Key CORCEPLS «.oovveeviieeieerireeeieeee e eeeeee e 361
Chapter Models, Problems, and Mini-Cases.................. 362
Selected Case ........ooveviuiieiiiieiiceeeeceeeeeeeeeeee 362
Selected Bibliography ............ccccceeveveeieiieieeieeeerenn. 362
Selected WeDSItes .......ooveeuiieiiiiiiieiciiceeee e e 363
NOTES e 363
Integrative Application ...............c.ccoeooeevemeo 364

The Problem 364



Detailed Contents

The Analysis.......cucvveivinniiinniiniininitenec s 364
The DECISION.....uveeeeiiirerieeeeeeernrrressesvessreersrsessamsessess 365

Part IV Cost of Capital and Capital Structure

Chapter9. Costof Capital.......c.cccceeciiirirmiiicicecrerere e 369
Learning ObjJectives .........c.cccevimiiiiiiniiniiniiincnineccnenenns 369
INtroduction .........ccoevveeneeeiirinneieereesereee e e ee e 369
Overview of the Cost-of-Capital Estimation Process...... 369
Estimating the Cost of Debt .....ccccccieriinircneiiencenncennen. 371
Estimating the Cost of Equity to Large Investor-

Owned Businesses ..........cooovuvivmriciininnincnnuiinsnesnenene 374
Estimating the Cost of Equity to Not-for-Profit
Businesses................ TR RUPRURORSPRUPPOURIIOR 389
Estimating the Corporate Cost of Capital...................... 392
An Economic Interpretation of the Corporate Cost
Of Capital ....coooveeriiieeceerceccrc e 394
Flotation COosts........ooccerrieerreeiireiniirecterrcsneesesesseenssnens 397
Divisional Costs of Capital .........cccoevviiiiviiniiiiiinniinnnnns 398
Warning! Warning! Warning!.........cccoovevvniinniiininiinnnnnn. 399
Cost-of-Capital Estimation for Small Businesses ............ 400
Factors That Influence a Business’s Cost of Capital........ 403
Chapter Key Concepts .........cceeiviiiieiinniicnnecnsnnceneenens 404
Chapter Models, Problems, and Mini-Cases.................. 406
Selected Case ...cccevrerrreereniriiriiiiieisere s 406
Selected Bibliography ..........cocccvvnviinnniniinncniieinsnneneen 407
Selected WebSItes .......ccccceirieiniecieiieicninerecrere e 407
NOLES vttt ettt ce e rn s st cssses e e e s e 408
Integrative Application ..........cccccovviiiniinncnniinincininiennns 410
The Problem........cccoovciirierierciininiieiieneeeessssnne 410
The ANalysis.......ccccouvvvicvinmeiiiiineiiiiniiienee s 410
The DeCISION....cccceiiiiiieciireceetiie it riesasaees 411
Supplement. Measuring the Cost of Fund Capital............ 412
Supplement Learning Objectives .........cocovevevveenienirennen. 412
Measuring the Cost of Fund Capital............ccceevvveennnnne. 412
Supplement Key Concepts.......ccveervervearienensicneniensncenenene 415
Chapter 10. Capital Structure ..............ccooovieimniniinicceieeeene 417

Learning ObJECtiVES ........cccevueiiiiiiiniiiiiiniinnersnesnnecens 417



Xiv

Detailed Contents

INELOAUCHON .....vvvvrreneenerainteerererbare s e e eesses s ss s e tranbaneans 417
Impact of Debt Financing on Risk and Return.............. 418
Business and Financial RisK .......cccccovimmmnininiiiicnn 422
Capital Structure Theory......ccocooiviiininniiiins 426
The Miller Model.......ccoceirmeiiniirinmnieeinnenreerieeeceeeas 433
Criticisms of the MM and Miller Models....................... 436
Financial Distress COStS........covvviiiiireereniimnininianeaeeeenns 437
Trade-Off Models .....c.ccceeeviieiimriininieirie e 438
Asymmetric Information Model of Capital Structure......441
Summary of the Capital Structure Models...................... 443
Application of Capital Structure Theory to

Not-for-Profit Firms .........cooovviiiiivinnniiiiiiiiincnenn. 446
Making the Capital Structure Decision...........ccceeeeeennee 448
Capital Structure Decisions for Small Investor-

Owned BUsinesses .........ccceeerrveriiiieriininecvsensinnneenen. 451
Chapter Key Concepts ............... et et e et ereeneaees 453
Chapter Models, Problems, and Mini-Cases .................. 454
Selected Case ......cevveeiereeiniiiiniiiiiiec e 454
Selected Bibliography........c.ccevvveimniiiiiniineccirireereeceene 455
Selected WebSItes ......ceeeriiierericreiiiiiiiicieeneirienreeeeeeens 455
NOLES .ttt e 455
Integrative Application ........cccveieiiiieveei i 458
The Problem........ccooooiiiiiiiiiiiiicr e 458
The Analysis.....c..ccocceniiiiiireiiiieeiece e 459
The DeCision.......cccoceeiieiiiiiiniiiiicecre et 460
Supplement. The Debt Maturity Decision........................ 461
Supplement Learning Objectives ......cccoceeruinreunnennnnnnn 461
The Concept of Temporary and Permanent Assets ........ 461
Alternative Debt Maturity Policies.......cccceueeveveenennnn..... 462
Conclusions Regarding Debt Maturities......................... 464
Supplement Key Concepts..........cceevveruevveeneenverseeeennen.. 465

PartV Capital Allocation

Chapter11. Capital Budgeting ..................ccooovvmeemeeeooe 469
Learning ODbjectives ..........cccoouvavievenenriireseeeeeeenenn, 469
Introduction .........coceeviiiiiuieiiee e 469



Detailed Contents

The Role of Financial Analysis in Health Services

Capital Budgeting.........c.ccoeevvveieiciniienneennneerennnenne 472
Overview of Capital Budgeting Financial Analysis ......... 472
Cash Flow Estimation ........ccccoveeveiriiniineensneennnieneeneane 473
Cash Flow Estimation Example .........ccccoovvevviennnrenennenn. 482
Breakeven Analysis .........cocccevirinniiinniiciiinineeieee e 489
Return on Investment Analysis.........ccccovviiiininvennninnnnne, 492
Some Final Thoughts on Breakeven and Profitability

ANALYSIS .ottt 498
Evaluating Projects with Unequal Lives.......c.cccccueeen..ee. 499
Economic Life Versus Physical Life

(Abandonment Value) .......ccoeceeviirneceennueennnns ereeee 503
Capital Budgeting in Not-for-Profit Businesses.............. 505
The Post-AUit .....ccoveroviirieereiicericn et e ere e ceneeeeas 508
Using Capital Budgeting Techniques in

Other CONtEXtS ...ovvveiriereeriiininiiiriniieieeneee s svanaees 510
Chapter Key CONncepts .......ccoovvvevvuieiniieniinenrencerssnneenns 511
Chapter Models, Problems, and Mini-Cases .................. 513
Selected Case ...oovrvveiereeiieeiiiii e 513
Selected Bibliography ........cc.cceoveviiniiiiiniiiecnieninecnnne, 514
Selected WEDSILE........coooueieeeercciiiiiiiiiinine e neeree e 514
NOLES c.nteeireeteet ettt e e e eebt st es b ae e e 515
Integrative Application ............cccooeveioiiiiirne e 516
The Problem.........cccccoiviiiiiiiiiiiiee s 516
The Analysis.......cccceeeviiicreeeririiniiii e 516
The DEeCisiON. . ..cecveeeiiierieeeeiiiriiieen et 517

Chapter 12. Project Risk Analysis................ccccooeeiiiininiinienninnnnnnn. 519
Learning ObJECHVES ........cvvvumreirerrieeiiiinienrieiieeie e 519
INtroduction ........cccccceveieieeeetininiiinniii e 519
Types of Project Risk .........cocomviiimiiiniis 520
Relationships Among Stand-Alone, Corporate, and

Market Risks.......cocooiriiineiriniiiiiiicie e 522
Risk Analysis THUStration .........cocceeveeenienininninnnnnreenns. 523
Sensitivity Analysis..........cccoeeeirmiiviiinnnninnineineeeene 525
Scenario Analysis...........ccocevveirinriniiiiinnienineeie e 528
Monte Carlo Simulation..........ccccoeviiveinnniinienninnennn 531
Qualitative Risk ASSESSMENL......cocvvviiiiririienniiensniniininene 534

Incorporating Risk into the Decision Process ................ 536



1Detailed Contents

Final Risk Assessment and Incorporation for the

MRI PrOJECE ..vcvevueeiunemrirenesseeieenensensnsessssnsssissoneas 539
Incorporating Debt Capacity into the
DeCiSION Process....cuvereeeeeirnimurieiiimeeiestereeesesiniineans 541
Adjusting Cash Outflows for Risk.........ccooooiiiiininicnnen. 542
Real (Managerial) Options .........cooiiiiininnienniicien. 544
The Real Option of Abandonment........c.ccovvvreiiniiinienn 548
An Overview of the Capital Budgeting
DeCiSION PrOCESS..ccceereeeeeeacrrtiesiiiiiesisirneeieesaassaeanceens 551
Capital Rationing .......occeeevimenieneinenenicciiiinieeen 553
Chapter Key CONCePts ....coeveeereeerierieninnniincniniiinenees 555
Chapter Models, Problems, and Mini-Cases .................. 557
Selected Cases ... .viereiiceriarrettiireniiniie e 557
Selected Bibliography .........ccoovvvvieiimiiiniinniniiiiiiieee 558
Selected WeDSITES ..coeeceunniieeeiiiiiiiiiiie e 558
INOTES .. oneeeeieierereereareareeressssbrantssbas e s sse e s rtrasnnanpeeses 558
Integrative Application ...........cccocccrieiiiieneinininee e 560
The Problem.....c.ooovieiiiiiiiiiiiiiiiiiiee e 560
The Analysis.......ccccriviiiiiiiiiinii i 560
The DeCiSION. ......coviiiiiieieiiiiieriiii it b 562
Part VI Financial Condition Analysis and Forecasting
Chapter 13. Financial Condition Analysis................cccceeeeinnirvnnnnnnen, 565
Learning ObJectives .....ccocuviiieiniiicreniieneeeeeeeiine e 565
INtroduction .........ccccoeeeimmiiiiiiiiiiieereeeeeee e e 565
Financial Reporting in the Health Services Industry......566
Financial Statement Analysis........cccccoeeviieeeiieneeeeeninnn.. 572
Ratio Analysis...........cccceviiiriiiiniiiniininnie e, 573
Tying the Ratios Together: Du Pont Analysis................ 586
Operating Indicator Analysis .........cccceeevveeeiineieeereeenene 588
Limitations of Financial Statement and
Operating Indicator Analyses........c...cccccovereeeennnn..... 593
Economic Value Added..........cccocevvinninieiiniiece 595
Benchmarking........ccccooeviiniiiiiiiiccee 597
Key Performance Indicators and Dashboards................. 598
Chapter Key CONCEPEs ...........evereereverieererieeeeeeeeeriennns 599
Chapter Models, Problems, and Mini-Cases.................. 601
Selected Cases ...ouuuvuemuiiieeeeeeeeeeeeee e 601



Detailed Contents

Chapter 14.

Selected WEDSILES ....vveeeeeriieeeeeeiieereereeieee e e e 602
NOTES ettt ettt ee e 603
Integrative Application.........c.ccoeeeeieviciineeerie e, 604
The Problem.....c..ccoovieiviniiiienciiiiieee e 604
The Analysis......ccceeeieennniieeiritic e 604
The DeciSion. ... ccccerverrcrrereteeeerieeecinienee e 605
Supplement. Market Value Ratios, Common Size Analysis,
and Percentage Change Analysis e 606
Supplement Learning Objectives .......c.ccecvinveennnieiennnne. 606
Market Value Ratios.......ccccovvmerevicniniicinninineinnies e, 606
Common Size Analysis......c..ccccevemerenuiinieiniiensnsionnnneen 607
Percentage Change Analysis ........cooovineiniinivinnnieniinnne. 609
Supplement Key Concepts.........cccoourrviviniviniviniieiinnnnes 611
Financial Forecasting...................cccceeeeiiieicceeee e 613
Learning ODbjectives .........cccovcviriiiniiiniininiienicnnnn, 613
INtroduction ......cccoiveveriiiiieniiee e 613
Strategic Planning ........cccceveivniiiiiniiniiniiineiine, 613
Operational Planning ........cccoovvvvviiveininnininieiniinninnnne. 616
Financial Planning.......ccccccoceeerrevreernicininnnennicnneeennnnne, 617
Revenue Forecasts........vvviieiiiiiiiiiiiiniiiiinin, 619
Creating Forecasted Financial Statements...................... 623
Constant Growth Forecasting .........occovvvvvnviiiinviieennnnnn 623
Factors That Influence the External Financing
Requirement......ccvvveeiunieniinnnerrenieneie et 630
Problems with the Constant Growth Method................ 633
Real-World Forecasting ..........oooevvmmeciiiiiieniiiciiniiennnns 634
Computerized Financial Forecasting Models ................. 638
Financial Controls.....c...ccocovvvviiinnmimrviiinniniinineneeien, 640
Chapter Key Concepts ........cceeeeiimeenennininnneniecnieennanee. 641
Chapter Models, Problems, and Mini-Cases .................. 642
Selected Cases ...c.eeerirnrieereerineiiiri it reaes 643
Selected Bibliography......c.ccocceeiiiiviniiniieiniieiecnne, 643
Selected WEDSIEES ......cocuveeeeieiieriiiiniirnrecire i 644
NOLES ceertrerreeenentiiieietee e e s srran e aasesesasns 644
Integrative Application...............cccoeeevvereniincniiiinnnnn, 645
The Problemi......ccoociviricrmreeeeeirerecinieie i enrenene e 645
The ANalysiS.....cccovnviviiiiineiiiiiiiiiiieee e 646

The Decision......ccccvvinieiiiiiiiiiiiiiiirees 648

xvii



Detailed Contents

Part VIl Other Topics

Chapter 15.

Chapter 16.

Revenue Cycle and Current Accounts Management......... 651
Learning ODJECTVES ....veeeirrereeirniiiiisinnsssieee i 651
THEFOAUCHON wvveeeiriieererecreeeresiisirenirnsesaasssreassnnssssnasnnenss 651
Cash Management ......ccueeoueereeerneeeinimmimnenessnecaeesaes 652
Marketable Securitics Management ......c..cveemveemnnnnnnne. 661
Revenue Cycle Management .....c..coceeueiiminnirecssesaiees 662
Supply Chain Management ..........cccccoviiminiineniene 671
Current Liability Management .........covevviiiennninnnninn.. 673
Chapter Key CONCEPLS ...vvieeiviieeiinieniiniiiiiiiiniiiaiiins 677
Chapter Models, Problems, and Mini-Cases.................. 678
Selected Cases .....ooiiviviuiaeiaeieemmnnrrniirrnrr e resetinina 679
Selected Bibiography .......cooovvvmiiiiiinininiciee e, 679
Selected WeDSITES .oovveeieiiniiiieeeeec s 681
NOLES ..ceeeiirrreeeenerrrenesaeeeaeteseeeerienrtrasasessatareeeeeerenans 681
Integrative Application ...........eeeeeeiiiiiiiiii e 683
The Problem .o, 683
The ANalysis........eeiireieiimoiiier et 683
The DeCISION. ....cvviirieierriririe e eerieeeeeee e eeer et e e ee e 684
Supplement. Long-Term Securities Management,

Credit Policy, and the EOQ Model..............covvnvrnnnnnnnn. 686
Supplement Learning Objectives..........cccouvvirieiininnnne. 686
Long-Term Securities Management........cccc......eeeennnnn.. 686
Credit POCY ..veveceiireeeeeieiei e 687
The Economic Ordering Quantity Model .................... 691
Supplement Key Concepts........cccevuvrerervureecvnieeeeeenenne, 697
Business Combinations and Valuation ........................ 699
Learning ObjJectives .........ccevvveveeiiiieiciieceeeeeeee, 699
Introduction ..........cooccceviiiiiinieiiieeeccee e 699
Level of Merger ACtivity .......cccoovvvveeiveeieeieeeeeeseeea 700
Motives for Mergers: The Good, the Bad,

and the Ugly .......cooooiiiiiiiiiieeeeee e 702
Types of Mergers .......cocoovouieiioeeieioeeeeeeeeeeseeeeee 706
Hostile Versus Friendly Takeovers ...........co...oooovviviii. 707
Mergers Involving Not-for-Profit Businesses ................ 708
Business Valuation..................cccooovomavveeoeo 710



Detailed Contents m

Setting the Bid Price ..o, 719
Structuring the Takeover Bid .........ccconviiniiiinnncnnnen. 722
Due Diligence Analysis........ccoceevnueisnennercsrinninenseensenens 723
Corporate AllIances........c.oovviiriineiinieiinineinieeieeeeenn. 724
GOOAWIlL ...ttt re e 726
Chapter Key Concepts ......cocccceerecreerenerneensreseereareeeneas 727
Chapter Models, Problems, and Mini-Cases .................. 728
Selected Cases.......ccvvvivriirinrinneiininiene e 729
Selected Bibliography .........ccccovuiiiniiiiiinncinniinncinns 729
Selected WebSites .......c.coevvvvecvvereneenenicenseeeseeesemanereeens 730
NOLES ettt mereveete ettt s s s s e 730
Integrative Application ..........ocoovirvinmniiniiiiiniieniieneen 731
The Problem.....c..ccooeevcianieirincieiereeeiecsre e eneieeeneaie 731
The ANalysis...c.ccoccierieeierneciercei s e 732
The DeciSION......ccoicviiiiimiretreeieeeriere e reeeseeee s enee 733
Supplement. Merger Regulation, the Role of Investment
Bankers, and Who Wins? The Empirical Evidence......... 734
Supplement Learning Objectives.........cceiviiinnieiinniinas 734
Merger Regulation ............ccccoovvviiiniininniiiiiniinen, 734
The Role of Investment Bankers ......c..cccocerveercercnieneene 739
Who Wins? The Empirical Evidence ......c.ccovcevrcicriennnnn. 741
Supplement Key Concepts........eeuvvuviivmieenneriseiensnnennns 743
GLOSSATY ...onvaciiciiiiiniiiiitc ettt e e s 745
Appendix: Key Formulas in CHAPLEYS ..........covvvivvvvrviniciniininssnenieineiinnes 771
TRAEK ...ceveeeoieiieeeeeieer ettt e e et v ettt bbb r e 785



