
CHAPTER

1
Financial Management In
Health Care Organizations

Learning Objectives
After reading this chapter, the student should be able to:
1. Explain the relationship between the financial management function and other functions of man-

agement.
2. Explain the placement and structure of financial management in the organization chart of a typical

health care organization.
3. List and explain the four concerns shared by all financial managers.
4. List and explain the five conceptual pillars of financial management practice.
5. Explain how managed care contracts affect health care providers'financial incentives.
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Key Terms
Arbitrage profit Internal auditor
Capital Law of one price
Cash Managed care
Cash flow Maximizing behavior
Chief financial officer (CFO) Opportunity cost
Chief information officer (CIO) Risk aversion
Comptroller (or controller) Treasurer
Conservation Time value of money
Costs
Generally accepted account-

ing principles (GAAP)

Although every manager is a financial manager to the extent that he or she consid-
ers asset selection or is responsible for a budget, a few professionals in every large
organization are specifically charged with financial analysis and stewardship.
Figure 1-1 shows a simplified organization chart for a hospital financial services
division. The details of such charts vary from organization to organization, and in
small organizations several of the separate functions shown may be performed by
one individual. In all but the largest physicians' practices, all of the financial func-
tions are performed by one or two staff, with the help of an outside accountant. In
health maintenance organizations and other insurance carriers, the financial func-
tion is more complex and highly differentiated than that shown in the figure.

Supervising the financial management function is a chief financial officer
(CFO), who may report to the chief operating officer, or may report directly to the
chief executive officer. The CFO, in turn, supervises two distinct realms. First, the
CFO supervises the comptroller (always pronounced, and often spelled, controller).
The comptroller is charged with the accounting and reporting functions, the gener-
ation of periodic financial reports, and the cost analysis and budget functions.

The other major branch of the financial services division is the realm of the
treasurer, who is charged with stewardship of the organization's financial
resources. This area is responsible for commercial bank relations, cash manage-
ment, lease-versus-purchase analysis, management of any pension or endowment
funds, and the management of obligations under long-term debt. Because of their
effect on cash, the treasurer is also responsible for accounts payable and patient
accounts.

Most large organizations have an internal auditor. The internal auditor, a staff
position reporting to the CFO, ensures that the accounting and reporting functions
are performed in accordance with Generally Accepted Accounting Principles
(GAAP). The internal auditor cannot perform the function as watchdog over the
reporting function without independence from the comptroller. If the internal
auditor is doing his or her job properly, visits from external auditors and relation-
ships with third-party payors are much less stressful.

In some organizations a new function, that of chief information officer (CIO),
is becoming critical. The CIO is responsible for the departments, the equipment,



CHAPTER 1 Financial Management In Health Care Organizations • 13

and the processes that move information within the organization. A hospital CIO
(who may report to or who may be an equal of the CFO) supervises the medical
records, data processing, telecommunications, admitting, and, sometimes, quality
management departments.

The financial management functions shown in Figure 1-1 correspond closely to
the academic disciplines of fiscal management as organized in Figure 1-2. Indeed,
if academic fields didn't correspond closely to the arenas of practice, it would be
time for the professors to make a visit to the real world. Although the treasur-
ership function and the academic field of financial management are not identical in
their concerns, this text is, largely, a treatment of the treasury function.

THE UNIVERSAL CONCERNS OF FINANCIAL MANAGEMENT
Figure 1-3 depicts the four C's, the four categories of issues with which all finan-
cial managers are concerned. Those four sets of issues are costs, cash, capital, and
conservation.

In an era of resource constraints, the identification and control of costs is a para-
mount issue in financial management. One of the principal functions of the finan-
cial department in any health care organization is the identification of operating
costs. From 1965 (the introduction of Medicare) to 1983 (the introduction of the
Prospective Payment System), the Health Care Financing Administration (now the
Centers for Medicare and Medicaid Services) and most private payors paid ( "reim-
bursed") hospitals on the basis of allowable costs per unit of service. In that era,
the purpose of cost finding was to allocate the greatest possible cost to the patients
covered by the most generous payor. The objective of cost finding was "revenue

Figure 1-1 Typical hospital financial services division
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Figure 1-2 The disciplines of fiscal management

Figure 1-3 The universal concerns of financial management

maximization." Since the introduction of the PPS, and the virtual end of cost-based
reimbursement, the objective of identifying operating costs has been to provide
information to enhance the control of costs.

Operating costs are not the only costs with which the financial department is
concerned. One of the roles of the treasury function is to obtain funds at the mini-
mum cost possible, given market conditions and the organization's level of risk.
Similarly, treasury officials are expected to minimize (subject to risk tolerance) the
opportunity cost of funds. That is, the interest payments forgone by not placing
idle funds in another use ought to be kept as low as possible.

The second universal concern of financial managers is cash. Accountants calcu-
late profits according to Generally Accepted Accounting Principles, and naive
managers and the public take those figures to be indicators of the organization's
financial health. In fact, as discussed in Chapter 3, accounting profits will change
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as the accountants' assumptions change. Cash, on the other hand, is unambiguous,
available to pay obligations, and necessary. It is only the organization 's cash hold-
ings that are available to meet the payroll, and employees and creditors accept
only cash for compensation.

Some health care analysts have suggested that access to capital is the principal
determinant of organizational success and viability. Lack of access to capital is
often cited as one of the major reasons that hospitals close. New technology can be
introduced only by those organizations that have the funds to acquire it. Access to
financial capital and the stewardship of the funds acquired are always functions
delegated to the financial division.

Conservation, as used here, refers to the financial manager's obligation to pre-
serve the asset base of the organization. Organizations that liquidate themselves
(through unwise investments, inappropriate capital acquisitions, or inability to
control costs) do not survive. The minimum condition for organizations success is
survival. Survival requires attention to the other three concerns of financial man-
agement.

THE FIVE PILLARS OF FINANCIAL PRACTICE
If financial managers are concerned with the four C's (cost, cash, capital, and con-
servation), they approach those concerns with five basic tools, the five pillars of
financial practice. These basic building blocks are the understanding of primacy of
cash flows, recognition of maximizing behavior, risk aversion, the time-value-of-
money, and control of opportunity cost. These are elaborated in later chapters, but
they are important enough to deserve introduction here.

As financier Donald Trump says, "Cash is king." Hyperbole aside, it is cash, not
accounting profits, that pays bills. When considering capital investment alterna-
tives, it is the asset's ability to generate cash that determines whether or not that
project is feasible. The financial viability of the organization as a whole depends on
the organization's generation of cash. Measures of profits based on accrual
accounting conventions do not capture, without further arithmetic manipulation,
the generation of cash. Cash flow measures, however, will be the principal indica-
tors of financial performance used throughout this text.

Economic actors tend to act as if they were maximizing their well-beings. That
is, investors seek out the highest rates of return they can find at the levels of risk
they have chosen. Employees seek out the highest levels of total compensation
they can achieve, given their training and experiences, at a given level of work-
place amenities. Users of capital seek out the lowest cost sources of funds they can
find, given the levels of risk they display to the providers of funds. Some actors are
driven only by self-interest (e.g., commercial banks), whereas some are required by
law to act as maximizers (e.g., those charged with fiduciary responsibility for
endowments). The large number of participants in most financial markets, and the
impersonal nature of interaction in them, make the prices determined in those
markets act as if they are set by true maximizing behavior, by the search for the
best possible price.

Virtually all economic actors are risk averse. Intuitively, one is risk averse if one
prefers $5, with certainty, to a bet whose average payoff is $5. The ubiquity of risk
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aversion in economic life spills over into financial markets. For a risk-averse
investor to make a risky investment, he or she must expect compensation, in the
form of enhanced expected return, over and above what he or she expects for a
risk-free investment. Thus risk aversion, coupled with investors' maximizing
behavior, generates a market price for risk. The market price for risk is that addi-
tion to the risk-free rate of return that investors demand for accepting a unit of
market risk.

The value of money to those who would hold it depends on when it is to be
received. If one is offered $1,000 today, one can invest it to earn interest. If the
interest rate is 10 percent, at the end of a year one would have $1,100. If one is
offered $1,000 to be received 1 year from today, one loses the possibility of earning
a year's interest. At any positive rate of interest, then, one should prefer $1,000
today to a promise of $1,000 at the end of a year. That preference, and the interest-
paying process that causes it, is known as the time value of money and is inde-
pendent of both the rate of inflation and the riskiness of the offer. The time value
of money drives much of financial practice, including capital investment decisions,
the pricing of bonds and other securities, and cash management decisions.

The time value of money is caused by actors' desire to exploit opportunities to
earn interest (and other forms of return). If one cannot earn interest because funds
have not yet arrived, one is poorer than if one had earned the interest. The effect of
not earning $100 in interest is exactly the same as if one had earned the $100 and
then had incurred a $100 cost. Benefits not received are a special type of cost:
opportunity cost. The opportunity cost of investing in a bond yielding 6 percent is
the income forgone by not investing in a bond yielding 7 percent. Financial actors
seek to avoid opportunity costs with the same zeal that they seek to avoid out-of-
pocket costs.

Maximizing behavior and the desire to avoid opportunity costs lead to a funda-
mental economic law that has powerful implications in financial markets: the law
of one price. The law of one price says that in a given market, without transporta-
tion costs, in which information is freely available, only one price can prevail for
any given good or service (assumed to be of uniform quality). The law applies
everywhere the conditions are met, whether considering the price of cherry toma-
toes at the various stalls of a local farmers' market or the price of a given bond as
quoted by various securities dealers.

When the law of one price is violated, opportunities for arbitrage profit occur.
That is, if a share of stock in XYZ Corporation is selling for $15 on the New York
Stock Exchange and for $25 on the Chicago Stock Exchange, one can buy in New
York and sell in Chicago simultaneously. If one's broker will lend the $15 for the
purchase, one can earn an infinite rate of profit ($10 profit on a $0 investment).
Individuals and corporations exploit arbitrage opportunities very quickly. Thus
deviations from the law of one price are very short-lived.

If a widely traded 30-year corporate bond, in the risk class denoted AAA by a
rating service, yields 8 percent, then the law of one price says that all other corpo-
rate bonds of the same term to maturity, risk class, and trading frequency must
also yield 8 percent. If an equivalent bond yielded only 7 percent, investors would
perceive an opportunity cost in purchasing it. To eliminate that opportunity cost,
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they would sell a 7 percent bond to purchase the 8 percent bond. Mass selling of
the 7 percent bond would drive down its price and (due to the inverse relation
between price and yield) drive its yield up. The selling would stop when all of the
bonds in the class in question provided the same yield.

The law of one price is as important, and as limiting, for financial management
in health care as in any other sector of the economy. Absent charity, the cost of cap-
ital is determined in capital markets, with one price prevailing for all borrowers in
a given risk class. Opportunities for gain through short-term investments are
determined in the money market, with one set of short-term rates prevailing for
all. Health care financial management is financial management in the health care
sector, with the same economic and financial constraints faced by financial man-
agers everywhere.

THE MANAGED CARE CHALLENGE
Television's fictional crime boss, Tony Soprano, once taunted Dr. Jennifer Melfi, his
beautiful, long-suffering psychiatrist, by asking, "What's wrong? Still upset about
the coming of managed care?" The Sopranos is famous for its characters' clever one-
liners, but that one rings truer than many. Dranove estimates that more than 80
percent of working Americans were enrolled in some form of managed care in
2000 (Dranove, 2000, p. 67).

"Managed care" refers to any of many arrangements in which a health plan
assumes the responsibility and (to varying degrees) the financial risk for the health
of the members of a defined population, its "covered lives." The health plan is a
type of third party payor, and may be distinct from the providers who sign con-
tracts with it and provide care. Managed care has dramatically changed the finan-
cial incentives for health care providers, and, by so doing, has significantly
reduced the total expenditure on health care.

Once (at least in an enduring myth) patients "presented" illnesses to health care
professionals, who then provided curative services. The patients, or their insurance
carriers, then paid the providers' charges (or some negotiated payment different
from actual charges). Under managed care, covered lives contract for care (most
commonly through their employers) with health plans. Health plans, in turn, make
contracts with providers (individually, or organized into contracting groups) to
provide care. The providers may receive a negotiated fee for each service, or may
assume some part of the financial risk of care by accepting some form of "capita-
tion" payment.

Typically, a single provider (the primary care physician, or PCP) becomes each
covered life's gatekeeper to health care services, the initial point of contact and
only authorized source of referrals. Covered lives go "out of plan" only with some
financial penalty, if at all. In the most restrictive form of managed care (the true
health maintenance organization, HMO), the covered life is covered only for refer-
rals made by the PCP to specialists within the HMO's panel. In the least restrictive
form (the point of service plan or preferred provider organization) the covered life
has insurance coverage for covered services, no matter who provides them, but has
an incentive to use physicians within a particular panel.
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The exact arrangements for payment for care are specified in the covered lives'
contracts with their health plans, and vary widely. The exact incentives for
providers are laid down in their contracts with health plans, and also vary widely.
Any individual provider may have contracts with multiple health plans, each
offering different incentives. So, why was the fictional Dr. Melfi concerned about
managed care?

Managed care places a new organization, the health plan, between the patient
and the physician. Some services that physicians might provide (even some serv-
ices deemed medically necessary) may not be covered by the patient's contract
with the health plan. The patient is free to pay out of pocket for those services, but
the health plan will not do so. A national health system, like that of the United
Kingdom, is managed care writ large.

Where once the provider's incentive was to provide any and all medically justi-
fied services, under managed care the provider's financial incentive is to provide
only covered services. If the provider has accepted financial risk for care, his or her
incentive is to provide only those services necessary to keep the covered life from
requiring more costly services in the future. The financial incentive, in that case, is
at odds with the provider's medical instincts.

The inevitable conflicts over what services are covered and appropriate must be
resolved through some form of adjudication. Calls for a Patient's Bill of Rights and
the right of patients to sue their health plans in court (rather than to take disputes
to a plan-dominated review board) reflect fear that cost concerns will dominate
medical decisions. Each of the chapters that follow will explore the effects of man-
aged care on providers' decisions and financial health.

SUMMARY
Financial managers have some concerns in common in every organization: these
are cost, cash, capital, and conservation. Managers in health care are no less con-
cerned with these issues than managers in manufacturing. Finance departments
perform a wide variety of functions: comptrollership, treasurership, internal audit-
ing, and, in many organizations, information services. The CFO orchestrates all of
these activities within the organization.

The financial environment, outside the CFO's control, puts important con-
straints on any organization. The behavior of financial actors in financial markets
acts to eliminate the possibility of arbitrage profits, constraining health care organi-
zations' access to capital and strategic opportunities.

Discussion Questions
1. Explain the differences between the duties of the comptroller and the duties of the

treasurer.

2. What the time value of money? Why would there be a time value of money even
if there were no possibility of inflation?

3. Why is cash flow a better measure of an organization's financial viability than
profit, as recorded according to Generally Accepted Accounting Principles?
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4. What is risk aversion? Are all financial actors equally risk averse? Explain.

5. Is the law of one price ever violated? Give an example and explain what circum-
stances made the violation of that law possible.

CONTINUING CASE
Henry Kirk and Janet Fowler were having a rare moment of quiet con-
templation over lunch at Wong's, Jamestown's only good Szechuan
restaurant. "Janet, I can't keep all of this straight. You're controller for
the corporation and CFO for the clinic. When you tell me we have a
cash flow problem, which organization are you speaking for?" Fowler
had just informed Kirk of an impending cash flow shortfall.

"The corporation's and the clinic's cash situations are closely linked, so
I'm speaking for both. I get confused when Dr. Jackson (Roger Jackson,
largest shareholder in PCI, Inc., and lead partner of the clinic's largest
tenant) treats corporation, clinic, and private practice money as if they
were all his own. None of us works for the Jackson Group, but last
week Dr. Jackson insisted I work up a spreadsheet to divide up his
practice's earnings for the first quarter." Fowler's frustration was evi-
dent from her tone. "I did it, but I didn't like it."

"We're big enough to sort these things out. Janet, why don't you draw
up organization charts for the corporation's and the clinic's financial
offices, and we'll meet next week to sort out who does what, and what
the overlapping areas are?"

"I can draw charts, Henry, but my name will be in every box."

That evening, after serving dinner, cleaning up, and helping Jeff and
Ronnie with their homework, Janet sat down to draw organization
charts. "Can't put people's names in the boxes, just the names of
functions."

CASE QUESTIONS
1. 'What functions belong on the organization chart for the corporation

(PCI, Inc.) and what functions belong on the organization chart for
the clinic? (Remember that Ms. Fowler's task is to chart financial man-
agement functions only.)

2. At which organizational level do some of the basic functions (cost
accounting, reporting, tax, patient accounts and billing, accounts
payable) belong? What problems might arise if those functions are
placed at the wrong level?
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3. 'What is the proper relationship between the financial functions of the
corporation and clinic on the one hand and those of the Jackson
Group on the other?
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