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Financial Reporting and Management | This module discusses

the relationship between financial reporting and financial man-

agement of ophthalmic ambulatory surgery centers (ASCs) and

the importance of these two factors in maintaining the profitabil-

ity and long-term stability of the enterprise. We discuss:

« The goals of financial reporting

* The goals of financial management

* Development of focused reports that support management

decision making

+ Identification of elements of data collection, analysis and

reporting that are unique to ophthalmic facilities

« Implementation of procedures and protocols that improve

financial management

Goals of

Financial Reporting

To evaluate the performance of your facility’s
business operations objectively, you must capture
and summarize critical data in a useful, timely and
concise format that the organization’s decision
makers can use to:

+ Identify trends that impact the facility’s cur-
rent or future success

+ Ensure compliance with state/federal laws and
regulations and material business contracts

* Most importantly, support and enable mana-
gerial decision making

Let’s examine each of these goals in more depth.

Identifying Major Trends

Myriad factors, both internal and external, impact
the operations of ASCs. Although many of these

variables are outside the control of the financial

manager, it is possible to anticipate their impact
on the organization and to formulate strategies to
minimize any negative impacts and capitalize on
opportunities for improvement.

There is no doubt that the future will continue
to bring pressure on our organizations to contain

costs and improve operating efficiencies and surgi-
cal outcomes. Additionally, we will undoubtedly
be required to produce, evaluate and report more
clinical and financial data to major payers and
regulatory authorities.

Internally, we can expect continued pressure on
our profit margins as per-surgery reimbursements
will lag behind increases in facility operating costs,
particularly labor costs.

The long-term success of the ophthalmic ASC
will thus rely on the ability of the manager to gener-
ate and interpret precise information that is crucial
to decision making, communicate the information
to the organization’s stakeholders and develop and
implement strategies indicated by the data.

Ensuring Compliance

Facilities that have used long-term bank debt for
development, expansion or renovation are fre-
quently subject to lender-imposed requirements
that may directly impact their ability to pay dividends
or shareholder distributions, purchase or lease new
equipment or borrow additional funds.

Often, these requirements are specific to the
financial institution and require regular reporting
to the lender. Commonly observed requirements
include a debt service coverage ratio, maintenance of
a minimum current ratio and, occasionally, main-
tenance of a minimum level of collectible accounts
receivable.
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The purpose of the debt service coverage ratio is
to ensure that the cash flow from facility operations
is sufficient to cover the principal and interest pay-
ments required by its debt instruments as well as to
provide a suitable safety margin after other operat-
ing cash needs have been met. Although this general
definition is commonly understood, the specific
computation of this ratio may vary from financial
institution to financial institution and is precisely
defined in the loan documents supporting the loan.
A particular concern relating to this requirement
is that, for marginally profitable facilities, it may
severely restrict the amount of cash distributable to
the owners through dividends and/or shareholder
distributions.

The current ratio is commonly defined as an
enterprise’s total current assets divided by its total
current liabilities. This ratio measures the ability of
the enterprise to meet its short-term cash needs to
satisfy its creditors.

‘While both the current ratio and the debt service
coverage ratio typically apply to long-term bank
debt, the collectible accounts receivable balance
is the principal asset that supports a working-capital
line of credit. The line of credit is a revolving credit
arrangement that is designed to enable the facility to
meet short-term cash needs as they arise throughout
the year. Typically, for a floating rate loan, many
financial institutions require that the line of credit
be paid in full, to a zero balance, for some period
during each fiscal year.

Other documents that may contain compliance
requirements include property and equipment
leases, group purchasing organization contracts and,
in certain states, certificate of need approvals.

Supporting Management
Decision Making

The collection and analysis of financial and opera-
tional data and the development of summary reports
of these data take place in, to use a current cliché,

a “target-rich environment.” Owners, regula-

tors, vendors and facility managers, encouraged

by sayings like “you can’t manage what you don’t
measure,” are limited only by their imagination in
posing questions that can be addressed analytically.
Although nominally true, such advice often induces
its devotees to focus on “measurement” rather than
“management.”

It’s important to remember that the goal of
financial reporting is to drive and support deci-
sion making. Developing measurement tools that
won’t be used to enhance the quality of decisions

is, fundamentally, a misallocation of time, which is
usually the financial manager’s scarcest resource.

Goals of Financial
Management

Profitability

Stephen Covey, the noted management consultant

and author, is often quoted as saying, “No margin,
no mission.” That phrase concisely captures the
importance of maintaining healthy operating
margins in any business.

Proﬁtability, however, needs to be defined
more broadly. It encompasses not only the facility’s
income in the short term but also its future capital
and/or expansion needs; includes its provision of
adequate returns to support the owners’ investment;
and incorporates establishing appropriate cash and
credit reserves so that the enterprise can respond to

changes in the marketplace.

Efficiency
Since the 1990s, the health care industry has faced

unprecedented and unrelenting downward pres-
sure on the costs of providing care. For most of the
decade, financial managers were able to identify
nonessential expenses and other efficiency gains that
offset much of the erosion in revenue.

In recent years, however, I've noticed that many
organizations have begun to sacrifice their ability to
be effective to their constant pursuit of efficiency.
Some efficiency steps may improve financial per-
formance in the short run, but their usefulness
will be short-lived if they damage the future growth
prospects of the organization or diminish its ability
to adapt to market changes. Financial managers
must develop tools that enable them to oversee an
organization that is not only efficient but that also
maintains its effectiveness.

Creation of Equity

Entrepreneurs assume business and financial risks
for several reasons. Among them are the desire to
improve the quality of health care delivered in their
community, recognition that control of the surgi-
cal environment may enhance the quality of their
personal and professional lives and, significantly,
the prospect of realizing an appropriate financial
return on their investment.
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Thus, equity arising from the development
and operation of an ASC has both qualitative and
quantitative components. A further concern for
the manager is that these components are often
inherently contradictory. For example, purchasing
less costly equipment and supplies may augment the
center’s profitability and creation of financial equity
while adversely affecting the surgeons’ perception of
the quality and safety of the care being delivered.

Several variables that the manager can influ-
ence can affect the financial equity component of
an ASC. Obviously, profitable operating results
allow the center to provide cash distributions to its
owners; less obviously, retiring debt through repay-
ment of loans, leases and other financial obliga-
tions creates financial equity. Finally, activities that
increase the future profitability of the business (e.g.,
recruiting new physicians, shortening case times and
reducing turnover) can favorably impact the enter-
prise value of the business.

Long-Term Stability

ASCiss are business organizations developed with

the intention that they will remain operational and
proﬁtable OVer many years. The need to maintain a
safe and effective surgical environment means that
construction, equipment and maintenance costs

are quite high compared with those for most other
business entities. This produces a business structure
characterized by high fixed costs and operating
proﬁts that are potentially subject to great variability
as surgical volume, case mix or payer mix changes
marginally. Clearly, sound financial management
involves continually "looking around the corner”
for changes in variables that directly affect the long—
term stability of the organization.

Additionally, although these elements are not
traditionally considered to be part of the financial
reporting system, management must stay closely
in tune with possible regulatory, governmental
and technological changes that will require future
accommodation.

Developing an
Effective Financial
Reporting System

We’ve looked at the principal goals of financial
reporting and financial management of ASCs. Let’s
move on to the nuts and bolts of developing and

implementing financial reporting and management
in your center.

Developing a financial reporting system or evalu-
ating an existing system centers around developing
data collection methods and presentation tools that
provide the various stakeholders with timely and
focused information that they can use to make and imple-
ment decisions that are important to the success of the
organization.

The principal layers of the financial reporting
and management information system consist of the
following:

+ Data collection and record keeping: the
general ledger chart of accounts

« Basic financial statements: the balance
sheet, the income statement and the state-
ment of changes in cash

. Management information reports: various
summaries (reports) that are customized to
provide critical information to the organiza-
tion’s decision makers and other stakeholders

Data Collection and
Record Keeping:

The General Ledger
Chart of Accounts

Good financial information is dependent on prop-
erly organizing the chart of accounts that will be uti-
lized in your general ledger. If your ASC is currently
in development, this step is straightforward; if your
center has been in operation for a number of years,
efficiently organizing the chart of accounts may
require that you make some substantial modifica-
tions to what exists and carefully consider the timing
of the changes you make. Specifically, it would be
preferable to implement these changes at the begin-
ning of a fiscal year to avoid creating inconsistencies
in management reports and to ensure the propriety
of tax return information.

The general ledger chart of accounts is the list-
ing of individual asset, liability, equity, revenue and
expense transactions that you want to identify sepa-
rately in your detailed or summary financial state-
ments. The chart of accounts should be organized in
a manner that promotes effective summarization of
individual transactions into meaningful aggregates
that promote analysis and comparison to internally
developed and external benchmarks.
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Most accounting software packages allow the
user to customize the chart of accounts to meet the
needs of the unique business. The software structure
utilizes a hierarchy of "master” accounts and “detail”
accounts that collect data specific to a single area of
revenue or expense.

For example, labor costs are always a substan-
tial portion of the operating expenses of ASCs.
However, most external benchmarks quantify “fully
burdened” labor costs (see discussion later, under
“Useful Labor Cost Benchmarks”), rather than
simply “wages.” Thus, the labor costs section of
the general ledger chart of accounts may include a
master account for labor costs and detail accounts
for salaries and wages, the employer portion of
federal Social Security and Medicare taxes, federal
unemployment taxes, state unemployment taxes,
health and other employee-paid insurance and the
employer’s contribution to a retirement plan, if any.

Withholding from staff paychecks for income
taxes represents a liability that the employer must
remit to the appropriate governmental agencies.
Like labor costs, these liabilities are similarly recorded
in a separate section of the general ledger in a series
of detail accounts related to these accrued liabilities.

There are many ways to organize your chart of
accounts to allow you to quickly and efficiently sum-
marize key data and prepare meaningful summary
financial statements and management reports.

Suggested Master Categories
for the Chart of Accounts

Chart-of-account master categories that I recom-
mend to my clients typically consist of the following:
BALANCE SHEET CATEGORIES

« Cash

» Accounts receivable

* Prepaid expenses

« Fixed assets

* Deposits and intangible assets

+ Accounts payable, current

» Accrued liabilities, current

* Notes payable, current

* Notes payable, long term (the portion due
more than one year from the date of the
statement)

« Owners’ equity

« Capital contributions, current year

DISTR]BUTIONS, DIVIDENDS OR WITHDRAWALS
* Retained earnings
* Income Statement Categories
« Collections, Medicare
« Collections, other

* “Pass-through” revenues, net of “pass-
through” expenses (more on this subject in
the next section)

* Surgical supplies, including disposables,
implants, drugs and medications exclusive of
items that are “pass-through” products

« Labor expenses

» Occupancy expenses, including rent, utilities
and other costs associated with the physical
plant and equipment

Other operating expenses, including admin-
istrative costs, professional fees, equipment
maintenance, postage and freight

+ Other income and expenses, items that are
typically not directly related to operations
(e.g., interest expense and miscellaneous
expense related to nonrecurring transactions)

These master categories represent the basic items
to be displayed in the center’s balance sheet and
income statement monthly, quarterly and annually.
Additionally, they provide sufficient detail to give
the center’s managers, owners and lenders a concise
and accurate snapshot of the enterprise’s financial
position and results of operation for the period
being reported on.

All too often, when I'm asked to analyze financial
information from a center struggling with financial
management, I receive an income statement in
which the accounts are sorted alphabetically (salaries
with the “Ss,” wages with the “Ws,” health insurance
under either “I” or "H” depending on the system).
The plain truth is that in alphabetical order,
accounting data are essentially useless for financial
management. I have to manually recategorize the
information as I've described above before I can
make use of it.

Accounting for

Pass-Through Expenses

Simply put, “pass-through” expenses relate to
certain high-cost devices utilized during surgical
procedures where the cost of the item and the rev-
enue reimbursement are relatively equal. Examples
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include premium intraocular lenses (IOLs), toric
lenses and cornea transplant tissue.

In the case of these pass-through items, patients
or insurance companies are billed for the approxi-
mate cost of the supply. Because the total annual
cost of these items can be substantial, however, and
because their utilization may vary from year to year,
it is necessary to isolate their impact in the financial
statements in order to preserve the comparability of
ratios and internal benchmarks. Additionally, if not
isolated, these costs and revenues can render a facil-
ity’s financial management data incompatible with
external benchmarks and industry standards.

As an example, consider two facilities, each of
which performs 100 cataract surgeries involving
implantation of an IOL in a given month. Center
I uses only traditional monofocal lenses, whereas
Center 2 has one surgeon who implants presbyopia-
correcting lenses in 25 patients during the month. If
the average cost of a monofocal lens is $125 and the
average cost of a premium lens is $900, Center 2’s
IOL expense for the month will be $19,375 higher
than Center I's due to the impact of the premium
lenses. At the same time, the bulk of this cost dif-
ferential will be collected from patients or insurance
companies. Thus, the net impact of this cost dif-
ferential on the monthly operating profit of the two
facilities is minimal.

As we will see later, the surgical supplies expense
ratio — the total cost of surgical supplies divided by
net collections — is a crucial and widely reported
financial benchmark. In the example just described,
however, if the total surgical supplies costs and the
net collections are not adjusted for the effect of the
use of premium IOLs, Center 2’s surgical sup-
plies expense ratio will be substantially higher than
Center I's.

Comparing an unadjusted surgical supplies
expense ratio to one for a prior month when the
center’s use of premium IOLs was lower, or to the
ratio of a center that does not use premium lenses
or to industry benchmarks that historically have not
reflected premium lens costs could lead the manager
to conclude — incorrectly — that the center’s surgical
supplies expense is abnormally high and requires
corrective action.

It is my strong recommendation that facili-
ties design their general ledger chart of account to
isolate the financial impact of pass-through items.
Doing so will allow financial statements and reports
to be adjusted readily to eliminate potential distor-
tions. This is easily accomplished by establishing
what accounting professionals refer to as “contra”
accounts. Within the revenue section of the general

ledger, the manager establishes accounts with names
like “Premium IOL Revenue” and “Premium IOL
Expense Contra.” The revenue account is used to
record collections for the sale of premium IOLs,
while the expense contra account records the pay-
ments made to purchase the IOLs. For financial
statement preparation and/or for management
reports, the revenue and expense amounts are netted
against one another, and the net residual amount

is considered either an addition to or a reduction
of net collections. In practice, this residual should
be a relatively small amount reflecting management
decisions to charge something other than the actual
cost of the devices or timing differences between
purchase of the items and their sale to patients.

Basic Financial
Statements and

Their Use

Most financial managers are familiar with the bal-

ance sheet and the income statement but frequently
don’t routinely employ the statement of changes in
cash. In this section, we explore these reports, what
they convey and what modifications may be necessary
to maximize their utility. ‘We also compare cash and
accrual basis accounting and identify the value of

using an outside accounting firm for some activities.

The Balance Sheet

The balance sheet is a static document — think of

it as a still picture — of the financial position of
the center at a specific point in time — typically,
the end of a month, quarter or year. The balance
sheet (see Appendix A) is divided into three main
segments: assets, liabilities and owners’ equity, and
it conveys the relationship between the net assets of
the firm and its liabilities at a given point in time.
Obviously, healthy entities enjoy a surplus of net
assets over liabilities and thus have positive owners’
equity, an indication that, over time, the entity has
been adequately capitalized and/or profitable from
operations.

A further meaningful breakdown of the infor-
mation contained in the balance sheet is to review
the relationship between current assets and current
liabilities, the “current” designation being defined
as assets available to be converted into cash in less
than one year and liabilities that must be paid in
less than one year. This ratio, commonly called
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the current ratio, is a measure of the liquidity of
the organization and is a tool for identifying any
impending cash shortfalls.

A bit later we will discuss the differences between
cash basis and accrual basis accounting. In my
experience, most ophthalmic ASCs routinely use
cash basis accounting for convenience and because it
allows them to manage their cash flow in a straight-
forward manner. At this point, just be aware the
major items that entities using cash basis accounting
do not record on their balance sheet are accounts
receivable and accounts payable. Both are accrual-
basis concepts that can, in some cases, have major
implications for cash management.

The Income Statement

Whereas the balance sheet is a static tool, the income
statement, sometimes referred to as a proﬁt and
loss statement, or P and L, isa dynamic representa-
tion of the operations of the business. The income
statement (see Appendix B) captures and depicts the
economic activity of the center over a stated period
of time, often a month, quarter or year.

The critical information one can glean from the
income statement is the current health of the busi-
ness: Are the revenues being generated from opera-
tions adequate to pay all of the operating expenses
and to return a margin that can be applied to the
other incumbent financial obligations, including:

* Replacement of the fixtures and equipment as
needed

+ Payment of principal amounts due on loans
and leases, if any

+ A return to the owners for accepting entre-
preneurial risk

The income statement is also the source for much
of the benchmark data that are essential to the success-
ful financial management of the center. We will dis-
cuss benchmarking and key ratios later in this module.

The Statement of Changes in Cash

Much less commonly produced than the balance
sheet and the income statement, the statement of
changes in cash often provides the financial man-
ager with his or her most comprehensive view of the
cash position of the business since this document
captures critical elements from both the balance
sheet and the income statement that impact cash.
Like the income statement, the statement of

changes in cash (see Appendix C)isa dynamic

depiction. While the income statement reflects
sources (collections) and uses (operating expenses)
of cash from operations, the statement of changes
in cash also includes sources and uses of cash from
nonoperating transactions that nevertheless have a
claim on the center’s cash position.

As noted earlier, principal payments on bank
debt or other notes payable, purchases of fixtures
and equipment and dividends or distributions to the
owners use cash, but aren’t reflected in the income
statement because they are recorded only in the
balance sheet accounts. Similarly, depreciation and
amortization expense is recorded as a reduction of
operating income but, at least in the short run, does
not require cash.

If you aren’t currently preparing this very useful
statement, I would recommend that you consult with
your accounting firm to assist you in its preparation
and to instruct you in how to prepare it on a regular
basis.

Effect of Accounting Method —

Cash or Accrual — on

Financial Statements

As we noted previously, most ophthalmic ASCs use
cash basis accounting, a system in which economic
events are recorded into the books of account when
cash (revenue or capital contributions) is actually
received or obligations (expenses, capital acquisi-
tions and debt payments) are actually paid.

Larger centers may elect or be required by
regulatory authorities to maintain their accounting
records on an accrual basis, a system in which eco-
nomic events are recorded into the books of account
when the events actually occur, not necessarily when
cash changes hands. For example, in accrual basis
accounting, revenue for a surgical procedure is
recorded on the day the services are rendered, not
when payment is received from the patient or insur-
ance company. Recording revenue in this manner is
what gives rise to accounts receivable.

In accrual basis accounting, operating expenses
are recorded when obligations are incurred. Con-
sider surgical supplies as an example. When ordered
surgical supplies are received into inventory at the
facility, the ownership of the products has been
transferred to the facility, and, under the accrual
method, the facility must record the obligation as an
increase in its supplies expenses and an increase in
accounts payable on the date of receipt, even though
the vendor may not require payment for 15 to 30

days.
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Accountants commonly recognize that accrual
basis accounting is more accurate in representing
the economic position of the business at any point
in time or over any interval of time. Thus, accrual
basis accounting is required for the preparation of
financial statements “in accordance with generally
accepted accounting principles.”

Unfortunately, preparing accrual basis account-
ing documents is somewhat more complicated than
preparing the documents on a cash basis. Accurately
reporting information on an accrual basis requires
performing a “cutoff” of revenues and expenses at
the end of the reporting period. This means that the
charges for all surgeries and procedures performed
through the last day of the period must be captured,
totaled and entered into the accounts receivable
account.

All invoices requiring payment must be reviewed
for several days or a few weeks after the end of the
period to ascertain if they relate to services received
or obligations incurred during the reporting
period. If so, they must be recorded as expenses of
and accounts payable for that period.

Accrual basis accounting also requires that
accounts receivable be recorded at their net realiz-
able value — the amount the ASC actually expects
to collect. This requires that the center develop
data to support a write-off percentage to accurately
reduce gross charges to their collectible value. This
is extremely difficult for new centers and those with
a relatively short operating history to do.

In most cases, it is feasible to produce materially
accurate financial data using the cash method of
accounting. Centers that exhibit stable operations
from period to period can be expected to maintain
relatively stable levels of accounts receivable and pay-
able. Thus, their cash basis statements will approxi-
mate those that would be produced under the
accrual method. Note, however, that unusual events
that are financially significant can result in cash basis
statements being inaccurate or, in the worst case,
misleading to financial managers. Examples could
include a major payer suspending payments for
services rendered, the center’s making a bulk pur-
chase of supplies that substantially raises its normal
inventory level, or adding a new line of service that
requires a large initial purchase of supplies and/or
equipment. Financial managers must interpret cash
basis statements in light of other events and transac-
tions that may sometimes impact them.

Using an Outside Accounting Firm

Many high-level accounting functions are beyond
the capabilities of the in-house financial managers
of ophthalmic ASCs. It is usually a good decision to
hire an independent accounting firm to perform
these functions rather than trying to develop (and
pay for) this expertise internally.

Typical among the tasks usually assigned to an
independent firm are the preparation of income
tax returns and other required regulatory reports,
including governmental filings for retirement and
other benefit plans. Independent accounting firms
also routinely employ specialized software that com-
putes depreciation for fixed assets and equipment in
a manner that complies with the extremely complex
federal tax regulations.

Finally, using the independent firm to “compile”
or “review” financial statements periodically adds
an additional layer of control and oversight to the
accounting process, to ensure that the assets of the
organization are being properly safeguarded. Man-
agement can also rely on the fact that the indepen-
dently compiled statements are prepared on a basis
consistent with prior periods and that they provide a
reliable platform for comparison.

In that many ophthalmic ASCs are relatively
small businesses with limited ability to segregate the
duties of staff who control and safeguard assets, the
financial manager may wish to engage the indepen-
dent accounting firm to review the center’s internal
controls and processes and report the results of this
review to its owners.

Preparing
Financial Reports

The data produced by your financial reporting
system are the fundamental building blocks of
the management information system. They must,
however, be supplemented by other statistical data to
develop a comprehensive package that will meet the
needs of the ASC’s various stakeholders. Much of
the remainder of this module explores how financial
managers can develop and implement these tools.
It’s important to recognize that a number of
other factors impact the development of a financial
reporting structure. Such a structure provides the
infrastructure for financial management, which, in
essence, is the utilization of financial information to

provide for the profitability, efficiency, productivity
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and long-term stability of the organization. Let’s
look at these factors first.

Financial Reporting Considerations

Within the financial reporting framework developed
by the ophthalmic ASC’s managers, Owners and
other stakeholders, reports other than the balance
sheet, income statement and statement of changes
in cash will need to be identified and a schedule for
their preparation established. Examples of reports
that may be produced annually include:

+ Charges by Payer
+ Collections by Payer
+ Surgical Case Costs by Physician

* Operating Expenses, Income and Non-Cash
Charges as a Percentage of Collections

All of these reports provide insight into the longer-
term changes occurring within the financial opera-
tions of the facility that may require strategic re-
sponses. Rarely do these changes appear during a
short time frame.

Note that, other than the case cost reports,
these reports are very effectively presented using pie
charts. Results for two or three time periods should
be displayed to allow the user to identify favorable
or unfavorable trends in the underlying data. Figure
I displays Operating Expenses, Income and Non-
Cash Charges in pie chart form for two calendar
years, so that the stakeholders of this hypothetical
ASC can compare results and identify trends.

Finally, each facility will confront unique
circumstances that will require the financial manager
to identify emerging and future issues requiring
financial planning beyond normal operational
considerations. Ownership transition issues,
recruitment of new physicians, adding new lines of
service and acquisition of new, costly technologies
are among the many possibilities.

Avoiding “Paralysis by Analysis”

Many kinds of unusual, nonrecurring transactions

occur during the operation of an ophthalmic ASC

— and virtually all of them have either a rational
explanation or an immaterial impact on the center’s
financial well-being. It is all too easy for financial
managers to become ensnared in the “thick of thin
things,” spending too much time developing tools or
performing analyses that answer questions but don’t
influence strategic planning or decision making.

For example, detailed expense accounts such as
insurance costs, tax payments, maintenance and
repairs and the like may fluctuate substantially from
month to month, because these expenses occur
only irregularly. Although many financial managers
and owners want to review the accounting details,
it is important to develop a monetary “scope” for
investigation of such fluctuations. Small dollar
swings below the established scope are assumed to
occur within the normal operating parameters of the
facility.

Matching Stakeholder Groups and

Information Needs

All business organizations have a number of differ-
ent stakeholder groups with different information
needs. The financial manager must identify these
groups and communicate with them to clearly
define the scope and frequency with which they will
monitor performance. At a minimum, the financial
manager will oversee the reporting of information
to owners, staff members, lenders and regulatory
authorities.

As we discussed earlier, owners are under-
standably concerned with virtually all aspects of
the facility’s finances, both short and long term.
Accordingly, the bulk of the financial manager’s
time and effort will be dedicated to preparing and
presenting information for this stakeholder group.

REPORTING TO OWNERS:

THE ONE-PAGE REPORT

As we noted earlier, effective financial management
depends on developing a structured set of tools and
reports based on the enumerated organizational
goals and information needs necessary for regula-
tory compliance. A fundamental characteristic of
these tools and reports is that they summarize large
amounts of detail to produce an overview of crucial
aspects of organizational performance that high-
lights trends and shifts.

In this vein, I encourage my clients to develop
and utilize a monthly one-page report of key
financial indicators, a concept I learned many years
ago from Paul N. Arnold, MD. (See Figure 2 for an
example of such a report.) Data for compiling the
report should be easily obtained from the facility’s
practice management, accounting or, when it is
employed, electronic health records software. Ide-
ally, the financial manager should be able to update
this report each month in no more than an hour
or two. Careful review of the report should identify
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TYPICAL EYE SUGERY CENTER, LL.C
Operating Expenses, Income and Non-Cash Charges
Calendar Year 2009

23.8%

6.7%

8.8% 2.0%
. Labor . Surgical Supplies D Drugs and Medications . Occupancy Costs
D Administrative Expenses . Depreciation . Interest Expense D Income Before Taxes

TYPICAL EYE SUGERY CENTER, LLC
Operating Expenses, Income and Non-Cash Charges
Calendar Year 2010

5.5%

3.2%
’ 8.2% 1.9%
. Labor . Surgical Supplies D Drugs and Medications . Occupancy Costs
D Administrative Expenses . Depreciation . Interest Expense D Income Before Taxes

FIGURE 1: Operating Expenses, Income and Non-Cash Charges: Year-to-Year Comparison
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particular items that require additional research
to explain variances and/or highlight potential
problems.

The specific information contained in the
one-page report is customized to each facility to
meet identified information needs. However, typical
sections within the report would include:

+ Operational overview statistics detailing
number of surgical days, total number of
procedures performed, etc.

« Surgical procedures analysis breaking down
the cases performed by type — for example,
cataracts, cornea transplants, posterior seg-
ment procedures, oculoplastics, ophthalmic
lasers, etc.

« Patient encounter information that reflects
the number of patients treated, average col-
lections and operating expenses per patient
and other items of interest to the stakeholders

+ Operating revenue detail
 Operating expense detail

+ Accounts receivable analytics

* Accounts payable summary

« Payroll and personnel statistics

 Key budgeted items and comparisons
to actual

Individual facilities, managers and ownership
groups will, of course, identify other information
needs that will require specific reports. I would
urge financial managers to subject all such items to
one simple test: Ask, “What strategic or operational
decision will the information contained in this
report guide?” If you can’t identify such a decision,
you need to question the necessity of generating the
report.

Although many of the facility’s stakeholders may
be comfortable with quantitative financial reports,
strongly consider presenting some of the key infor-
mation in graphic formats. Visual presentation is
extremely effective for financial elements that you
want to track over an extended period of time — for
example, total monthly charges and collections, key
surgical case counts and, perhaps, projected collect-
ible accounts receivable and accounts payable. These
particular elements are usefully portrayed using line
graphs or bar graphs. These tools quickly and effec-
tively allow virtually all users to grasp the trends of
these items and the favorable or unfavorable nature
of the trend. Figure 3 illustrates this type of visual

portrayal of trends in monthly surgical procedures

over a six-year period for a hypothetical ASC.

REPORTING TO STAFF MEMBERS

Staff members typically have limited access to the
facility’s financial information, but in many of the
operating expense categories, the staff has substantial
influence on purchasing decisions. Thus, financial
managers and the ownership group should strongly
consider providing detailed information on surgi-
cal supplies expenses, labor costs and utilization

and variable operating expenses to team leaders and
other staff responsible for acquisition of these items
and inventory control. The key element is to provide
information in areas where the staff has not only
responsibility but also authority to influence the
business decisions being made. While monthly data
are often subject to substantial fluctuations, par-
ticularly if the facility uses cash basis accounting, the
data provide immediate feedback to the managers
who are making these purchase decisions. Quarterly
and annual data, information identifying trends in
these categories, benchmarks and annual budgets
should also be communicated and regularly reviewed
with those responsible.

REPORTING TO LENDERS

Lenders’ interest is typically confined to one simple
area: Is the facility sufficiently profitable to repay
any borrowed funds that the lender has provided?
Earlier in the module, we discussed loan covenants
that must be met. Other common lender require-
ments include the periodic provision of facility tax
returns and, perhaps, those of guarantors. Addi-
tionally, guarantors of loans are routinely required
to provide personal or business financial statements
on a scheduled basis, for example, quarterly or
annually.

REPORTING TO REGULATORS
Regulators often require that the facility regularly
complete and submit various reports that docu-
ment compliance with federal, state and local laws
and regulations. Examples are many and include
income, payroll, unemployment and use tax returns.
Several states require ASCs to file reports sum-
marizing detailed financial and operational data.
These reports may set forth charges, collections,
numbers of patients, numbers and types of surgeries
performed and many other data points. Often, these
states then compile this information by facility and
publish reports that are available to the public. If

your state publishes such information, I urge you to
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TYPICAL SURGERY CENTER, LLC
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FIGURE 3: Monthly Surgical Procedures Comparison Report

obtain a copy of the publication. It will often pro-
vide very relevant external benchmark information,
which we will discuss in detail later in the module.
Finally, approximately half of the states have
“certificate of need” laws that restrict the develop-
ment of ASCs. Often, when a certificate of need
is granted allowing the development of a facility,
conditions are attached that require periodic reports
to be filed throughout the development process and
on a continuing basis after operations commence.
One area of particular emphasis is the requirement
to provide charity care at a predefined level.

Delivering Financial Information

to Stakeholders

Typically, financial reports are delivered to the

various stakeholders in written form; however, it is
my suggestion that the financial manager person-
ally deliver information when possible and provide
time for review, analysis and discussion of actions
required in response to the data. This is particularly
important when conveying financial information to

1

clinical staff members responsible for purchasing,
inventory control and surgical scheduling.

Much of the financial information is presented
to the facility owners during periodic meetings.
Newer facilities often schedule monthly meetings
until the operations and financial results have
stabilized; at that point, the meetings may occur
only quarterly. Many states’ corporate statutes and
federal regulatory bodies require that these meetings
be documented with minutes. One of these meet-
ings is typically designated as an “annual” meeting
during which officers are elected and various other
official duties are discharged. During these meet-
ings, it is important that the financial manager not
only present data, but also interpret past results and
provide his or her opinion as to future trends and
factors, both positive and negative, that may materi-
ally impact the facility’s operations.

If some of the owners are unable to be pres-
ent for the meetings, electronic communications
including speakerphones or Web-based conferenc-
ing tools may be utilized to enable all to participate.
Note that e-mail, while convenient, is not a “secure”
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form of communication and should not routinely be
used to transmit very sensitive or confidential infor-
mation outside of the facility’s internal network. In
most situations, e-mail is not HIPAA compliant,

so Protected Health Information should not be
transmitted unless your network administrator has
reviewed and approved the application.

As we’ve noted above, the financial manager
should attempt to keep these discussions focused on
material results that will impact the future profit-
ability and/or operational efficiency of the ASC. If
the results are unfavorable, less than budgeted or
exhibit a worrisome long-term trend, be prepared to
present a frank analysis of the difficulties and offer
suggestions for improvement. By all means, avoid
the tendency to mask or soften bad news; systemic
problems rarely resolve themselves, and very few
investors like unpleasant surprises.

Finally, as long as the facility has outstanding
bank debt, I would urge that the financial manager
and a representative of the ownership group meet at
least annually with the primary banking contact to
review financial results and outline expectations for
future operations. The bank is subject to substantial
regulatory oversight and will appreciate your efforts
to keep the information in its files current and sup-
portive of the loan.

Let’s turn now to an examination of some very
specific numeric tools that you will use to manage
your facility on an ongoing basis.

Financial Benchmarks

and Trend Analysis

In its raw form, financial information is of limited

value to the manager. If I tell you that an ASC per-
formed 125 surgeries last month, had nine full-time
employees and generated revenue before income
taxes of $12,000, what can you tell me about the
center’s financial performance? Not much — other
than, for at least this one month, it was profitable.
Was facility utilization high or low? Is the staffing
level appropriate or too high? How is the center
doing in translating collections into distributable
profits?

Single data points are rarely as useful as ratios
and period-to-period comparisons that enable the
financial manager to assess the performance of the
facility against its historical record, its budget or
industry norms. These analytical tools are com-
monly referred to as benchmarks. When fully

understood and implemented, benchmarks are
powerful keys to drive financial decision making.

Benchmarking:

External and Internal

There are two types of benchmarking: external and
internal.

External benchmarking involves comparing
your facility’s financial and performance data with
that for the industry as a whole so that you can see
how your facility compares with others. Data are
available from several sources. Be aware, however,
that financial benchmarks can be materially different
for surgical specialties other than ophthalmology.
Information that doesn’t break down the surgical
case mix of the facilities contributing data should be
used with great caution.

External benchmarking data should be used
principally to identify a “healthy range” for each
benchmark of interest, against which you can
compare the performance of your center. Individual
external benchmarks should not be viewed as specific
numeric goals.

Perhaps the most useful external benchmark data
for ophthalmic ASCis is the information avail-
able through the Outpatient Ophthalmic Surgery
Society (www.ooss.org). These data are gathered and
compiled for ophthalmic surgery centers or multi-
specialty centers that have a substantial ophthalmic
component.

Internal benchmarking is comparing your
facility’s current performance with its past perfor-
mance over the same period of time — this could be
a month, a quarter, a year or another measure. Each
individual center has unique financial and opera-
tional characteristics — for example, geographic
location, payer mix, local competition, surgeons’
preferences for equipment and surgical supplies,
case mix — that will produce variances from industry
(external) benchmarks. Only by comparing your
current performance with that for prior periods
from which the data are well understood can you
clearly identify problem areas or worrisome trends.

Over time, each center has the opportunity to
compile observations on key benchmarks for vari-
ous reporting periods. These internal benchmarks
serve two important purposes. First, they provide
the basis for comparison with external benchmarks
to determine if your center is operating within the
commonly defined industry healthy range. Second,
they highlight positive or negative trends in the
underlying data that allow the manager to assess the
success of prior-period management tactics or focus
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his or her analytical efforts on factors that may be
hurting the center’s profitability or productivity.

In my experience, careful study of internally
developed benchmark data is critical to the long-
term success of every ophthalmic ASC. In the
coming sections, we will take a closer look at several
of the key financial benchmarks every center should
monitor.

Focusing on Controllable Costs
A characteristic of all ASCs is that they are high—

fixed-cost businesses. This means that a great
percentage of the operating costs of the business
are not within the control of the manager within a
relevant range of surgical case volume. For example,
the ASC’s rent, utilities, property taxes, insurance
costs, equipment maintenance contracts and many
other expenses are obligations that must be paid
(ﬁxed costs) regardless of its case counts.

The typical ophthalmic ASC'’s patient cohort is
also usually heavily weighted to Medicare patients,
functionally a single payer system. Thus, the abil-
ity of ophthalmic ASCs to increase revenues by
adjusting charges is very limited. For centers with a
preponderance of anterior segment procedures, it
is common for 60 to 80 percent of the patients to
have Medicare as their primary insurance; posterior
segment practices typically have a somewhat lower
percentage of Medicare patients, although the share
usually does not fall below about 50 percent. Addi-
tionally, over the past few years, many of the com-
mercial payers have adopted global fee schedule
reimbursement models that reflect the Medicare
fee schedule.

Lacking control over revenue generation, it is
thus imperative that financial managers of oph-
thalmic ASCs focus on those expense areas where a
majority of dollars are spent and over which they can
exert some control. Two areas are always of particu-
lar concern:

» Labor costs

« Surgical supplies expense, including drugs
and medications

Together, these two expense categories often
comprise 65 to 80 percent of a facility’s total
expenses. Let’s look at each category more closely.

Useful Labor Cost Benchmarks

In our earlier discussion of the chart of accounts,

we pointed out that most labor cost benchmarks

use “fully burdened” labor costs rather than simply
“wages” or “direct” labor costs. Fully burdened labor
costs include not only wages and salaries but also
other expenses for obligations and benefits provided
to staff members. Those obligations and benefits
include employer payroll taxes, health insurance
premiums, retirement plan contributions and other
benefit programs such as tuition reimbursement,
dental, vision and staff training costs. These indirect
costs are typically in the range of 22 to 28 percent of
the facility’s direct labor costs.

Numerous benchmarks are available to evaluate
the efficiency and productivity of a facility’s staff.
Examples include:

» Labor cost ratio
* Labor hours expended per incisional surgery

« Collections per full-time-equivalent (FTE)
employee

+ Incisional cases per FTE employee

Of these, the labor cost ratio and labor hours
expended per incisional surgery are the most com-
monly utilized and, in my view, provide the most
valuable information.

LABOR CoOST RATIO
The labor cost ratio is a measure of the efﬁciency
with which a facility utilizes its staff. It is computed
by dividing fully burdened staff labor costs by the
facility’s net collections. It is essential to include the
cost of salaried as well as hourly employees and all
indirect labor costs as described above. “Net collec-
tions” refers to the total amount of reimbursements
received by the facility less any refunds to patients
and payers and adjusted for the net cost or revenue
derived from the purchase and sale of pass—through
items as discussed earlier in the module.
Ophthalmic ASCs should expect the labor cost
ratio to be in the 20 to 30 percent range. Centers
with a high proportion of cataract surgeries should
be at the lower end of the range, whereas centers that
undertake a signiﬁcant number of posterior seg-
ment, pediatric, cornea transplant and oculoplastics
cases would expect to be near the upper bound of
the range.

LABOR HOURS EXPENDED PER

INCISIONAL SURGERY

Labor hours expended per incisional surgery
also measures the efﬁciency of both the staff and
the facility stafﬁng plan. To compute this ratio,
divide the total hours paid during the period of

15



Financiar REporTiNG AND MANAGEMENT

measurement by the number of incisional surgical
cases performed during the period. I suggest that
ophthalmic laser cases be excluded, for two reasons:
(1) they require relatively limited staff time, and (2)
their inclusion in calculating the ratio may hinder
its comparability with both internal and external
benchmarks because both the number of such cases
and their proportion of the total cases can vary
substantially from month to month and from center
to center.

Most centers can expect the labor hours
expended per incisional surgery ratio to remain
in the 5.5 to 9.0 range. For centers where cataract
surgery predominates, the ratio should be in the
5.5 to 7.0 range. Centers that perform a signifi-
cant number of retina, pediatric, oculoplastics or
transplant cases could generate ratios in the 7.0 to
9.0 range and still be operating efficiently.

COLLECTIONS PER FTE EMPLOYEE AND
IncistoNAL CASES PER FTE EMPLOYEE
Computation of these two ratios — collections

per FTE employee and incisional cases per FTE
employee — is self-evident, with the exception of
the use of “full-time-equivalent (FTE) employees”
as the denominator in the calculation. Using the
raw head count of ASC employees seldom produces
meaningful, reproducible or comparable data

due to wide variations in the use of part-time and
as-needed (PRN) versus full-time employees. FTEs
are considered to be employees who are paid for
2,080 hours in a calendar year — 52 weeks times
4.0 hours per week. Converting the labor hours you
are analyzing to FTEs establishes a consistent and
comparable basis for further calculations.

This example illustrates the conversion. Assume
that during a specific month your facility pays staff
members for 1,225 hours. This figure is derived
from your payroll reports and includes not only
hourly workers but also salaried staff at an assumed
rate of 40 paid hours per week. To convert the
hours paid to FTEs, simply multiply them by 12 to
annualize the monthly paid hours; then divide the
total (14,700) by 2,080. The resulting quotient,
approximately 7.0%, is the number of FTE employ-
ees paid during the month.

The industry benchmark range for ophthalmic
ASCis for collections per FTE is $250,000 to
$400,000, while the benchmark range for inci-
sional cases per FTE is 275 to 350 cases. Your initial
impression may be that these ranges are too wide to
be useful, but remember that external benchmarks
are best used simply to establish the boundaries of
a healthy range. Read on to further understand the
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relationship between internal and external bench-
marks and their interpretation.

EFFECT OF STAFFING DECISIONS ON

LABOR CoOST RATIOS

The ratios that utilize labor hours to compute
benchmarks illustrate some of the pitfalls that finan-
cial managers must avoid. There are many ways to
staff an ASC to achieve a desired result. Some facility
managers believe that the best strategy is to hire a
core staff of very experienced surgical personnel
who, because of their experience level, can perform
in a highly productive manner. Logically, these
more experienced staff members will command
higher wages and benefits.

Other managers prefer to have a small number
of key, experienced personnel and to meet their
other staffing needs with less experienced — and,
thus, less costly — employees. The use of part-time
or PRN staff can be an effective strategy for reducing
the cost of benefits.

I have seen both of these strategies employed
effectively in ophthalmic ASCs that have been
productive, profitable and stable over long periods
of time, including two small, one-operating-room
centers located less than 4.0 miles from each other
on the eastern seaboard. One center uses the first
approach; the other, the second. As a result, the
number of FTEs at the first center is historically
close to 5.0, while the corresponding number for
the second center is historically close to 7.5.

The labor cost ratio — the percentage of collec-
tions spent on fully burdened labor — for these two
centers is remarkably close and has been for several
years. However, due to the different staffing strate-
gies, the other three ratios (labor hours expended
per incisional surgery, collections per FTE
employee and incisional cases per FTE employee)
differ quite a bit due to the second facility’s using
substantially more, albeit less costly, labor hours to
achieve the same surgical productivity.

The take-home lesson here is the importance of
internal benchmarking. Certainly, if your center
falls outside the industry benchmark range, you
should determine the causes for the deviation to
ensure that your current structure is working accept-
ably for the owners and other stakeholders. But
once you are satisfied that that is the case, use the
internal benchmarks and their trends to monitor
your performance. To be an effective manager, you
must understand the data on a fundamental level.
You must know why your benchmark for labor hours
per incisional surgery is 7.5, not merely what the
ratio is.
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Surgical Supplies Expense Ratio

The cost of items consumed during surgical cases
represents the other significant category of expen-
ditures that are, at least somewhat, controllable.
Analysis in this area starts with computation of the
surgical supplies expense ratio.

A straightforward computation, the surgical
supplies expense ratio is simply the cost of items
used during surgical cases, including drugs and
anesthetic medication, divided by net collections
as defined earlier in the module. Most ophthalmic
ASCs should exhibit a ratio in the 20 to 30 percent
range, depending on case mix.

Percentages in cataract-intensive centers should
be in the lower half of the range, while for facilities
that perform a substantial number of posterior seg-
ment cases, the ratio may approach the 30 percent
level.

Centers where non-cataract cases comprise a
significant proportion of the case mix will likely have
experienced some fluctuation in this ratio over the
past few years. The reason is that the 2007 Medi-
care reimbursement restructuring has been phased
in, and many procedures other than cataract have
received material reimbursement increases, retina
cases being a prime example.

Again, in the case of the surgical supplies bench-
mark, comparisons with the internal benchmarks
your center has developed will be more instructive
than comparison with external benchmarks because
the center’s owners have wide discretion over the
type and cost of equipment and surgical supplies that
are utilized in the facility. Choice of a vendor for
intraocular lenses, viscoelastics and reusable versus
single-use products will materially impact this ratio,
given that owners and management have very limited
control over anticipated revenue per case.

Periodically (I recommend doing this annually),
you should supplement the surgical supplies expense
benchmark by performing an analysis of the surgi-
cal case costs by physician for your major surgical
procedures. The obvious place to start for most
ophthalmic ASCs is with cataract surgery.

Prepare a template using a computer spreadsheet
program to assist you in capturing the data. Don’t
simply identify the cost of the IOL, viscoelastics,
custom tray and phacoemulsifier tubing and sup-
plies. Break down in detail materials used in the
admitting process; drugs and medications; individ-
ual items used intraoperatively, including solutions,
blades, syringes, BSS, etc.; and recovery supplies.

The purpose of this exercise is to identify items
that vary from surgeon to surgeon with significant

cost differences, items included in the custom packs
or admitting protocols that aren’t routinely used and
individual items with high individual costs that may
be “shopped” with alternative vendors.

Get the owners’ agreement for you to share this
information among the medical staff members so
that the surgeons can compare their typical case costs
and perhaps generate cost-saving suggestions.

Incisional Surgical Procedures
Performed: Monitoring the

Surgical Calendar

Surgical volume is the oxygen ASCs breathe to
sustain life. A fundamental truth of ASC financial
management is that a sustained decline in surgical volume
cannot be offset by becoming more efficient in managing expenses.

For that reason, I can’t stress strongly enough
that the financial manager needs to keep a very close
eye on the surgical calendar. I would suggest moni-
toring incisional surgical case volumes weekly and
monthly, as well as maintaining a facility committed
block time schedule a minimum of three months
into the future. Anticipated unused operating room
time should be offered to other medical staff mem-
bers with sufficient notice to allow them to adjust
their clinic schedules when necessary.

Surgical cases performed, cases scheduled in
the near future and anticipated material changes in
future volumes must be communicated regularly to
the facility owners because their assistance is often
required to recruit new staff surgeons, encourage
current staff members to increase the case numbers
that they bring to the facility and deal with other
long-term changes in the medical staff membership.

Accounts Receivable and
Revenue Cycle Management

With limited control over the pricing of our
services, timely and effective billing and collec-
tion activities become extremely important to the
financial health of an ophthalmic ASC. As a practi-
cal matter, the ability of the financial manager to
impact the revenue cycle is limited to ensuring that
this department functions efficiently.

In stable situations, the billing and collection
function should be thought of as four distinct activi-
ties: precertification to determine patient eligibility
for coverage, posting of charges and filing of claims
following surgery, posting of payments from insur-
ance and patients and, finally, collection efforts.
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The first three functions are time-sensitive and
are typically performed well by the local ASC staff
or deficiencies in performance are noticed rapidly.
Failure to determine eligibility results in denied
claims, failure to post charges and file claims results
in rapidly diminishing cash collections, and failure
to post payments results in improperly prepared
patient statements and follow-up phone calls
inquiring about the errors.

Unfortunately, the collection function is not
particularly time-sensitive. For that reason, it is
the effort that gets deferred when labor hours are
in short supply — as they frequently are in this era
of stringent expense control. It is incumbent on
the financial manager to develop tools that will
quickly highlight breakdowns in performance in this
department.

Although many benchmarks are available to keep
the financial manager on top of this critical area,
two deserve particular mention and discussion:

+ Days collections in accounts receivable

* Accounts receivable aging

DAys COLLECTIONS IN ACCOUNTS RECEIVABLE
The days collections in accounts receivable ratio
measures the average length of time that a charge
remains unpaid. The ratio is computed by dividing
collectible accounts receivable by average daily collec-
tions. Collectible accounts receivable is estimated

by reducing your gross charges by anticipated
contractual discounts and bad debt write-offs. This
discount factor is very facility-specific and is deter-
mined by the relationship of your charge schedule to
payer allowables.

To ensure year-to-year consistency, my sugges-
tion is to use a discount factor that is a moving aver-
age of collections divided by gross charges for two
or three prior years and the current year-to-date.
Average daily collections are determined by dividing
the year-to-date collections by the number of days
in the collection period, using a 365-day year.

As we’ve noted previously, benchmarks are most
useful for tracking a trend over several time periods.
Days collections in accounts receivable is no excep-
tion, in that it can be materially affected in the short
run by fluctuating surgical volumes or by failure to
enter charges on a timely basis, particularly at the
end of a measurement period.

As a diagnostic tool over a period of time, days
collections in accounts receivable can tip you off,
among other issues, to declining performance by the
collection staff, an inappropriate pattern of charge-
offs or a payment problem with a major payer.

For ophthalmic ASCs, 35 to 45 days is a healthy
range for this index; however, understanding
month-to-month fluctuations often requires some
detective work.

ACCOUNTS RECEIVABLE AGING

Virtually every computerized practice management
system produces an accounts receivable aging
report, which categorizes gross accounts receivable
into various “buckets” based on the length of time
since their date of service. The buckets are typically
in 30-day increments.

There are numerous sources of benchmark
data for this tool, but a reasonable distribution of
accounts for an ophthalmic ASC would be 50 to
70 percent of the total as current (less than 30 days
old), 10 to 20 percent from 3I to 60 days old, 5 to
IO percent 61 to 9O days from date of service, and
IO to 20 percent at 9T days or older.

Two specific possible problems exist with these
data, and the financial manager must determine
that appropriate adjustments have been made when
necessary. First, some software programs have a
setting that recomputes the aging based on the date
of the most recent transaction. For example, when
an insurance payment is posted, the software may
consider the account again current and move it to
the under-30-day bucket. This has the effect of
making the aging appear much more current than if
it were computed based on the date of service.

Health care accounts receivable are unique
because there are often two parties responsible for
payment of the claim. First, the insurance payers are
responsible for the initial processing of the claim
and payment of a portion of the costs pursuant to
their policy contract with the patient. This has the
unfortunate effect of delaying the billing to the
second payer, the patient, for the net amount he or
she owes. It is a commonly accepted axiom of billing
and collections that the longer the delay in billing
the patient from the date of service, the greater the
risk of incurring a bad debt for some or all of the
balance for which the patient is responsible. An
aging analysis based on the date of the most recent
transaction is very likely to lead the financial man-
ager to overestimate the collectible amount of the
gross accounts receivable.

A second problem is that most practice manage-
ment software for ASCs is not designed to handle
“time payment” accounts, that is, accounts in which
the patient has arranged with the facility to pay off
the balance over some period of time. Aged on date
of service, these accounts will slip further and fur-
ther into the undesirable aging buckets even though

138



Financiar REporTiNG AND MANAGEMENT

Tree Successrur OpaTHALMIC ASC

the patient may be meeting his or her agreed-upon
obligations. In these cases, the aging will appear
worse that the underlying economic reality.

One possible solution, when your software
allows, is to run a separate aging on patient-
responsible accounts based on transaction date.
Accounts on payment plans that are making agreed-
upon payments will be aged as current; those that
have no posted transactions will continue to move
to the higher-aging buckets. Although not a precise
fix, this approach may allow the financial manager
to develop more accurate data without the effort of
maintaining a separate subsidiary accounts receivable
subledger for those accounts on payment plans.

The accounts receivable aging report is best used
to identify specific collection problems such as indi-
vidual unpaid claims, problem payers or breakdowns
in the collections staff’s performance, rather than
to analyze the performance of the organization as a
whole. In particular, the manager needs to review in
detail the trends of the over-60-day and over-9o-
day buckets. Well-managed centers address problem
accounts before they reach the 9o-day mark.

Ironically, these two tools (days collections in
accounts receivable and accounts receivable aging)
may frequently provide conflicting indications of
performance. For example, a busy surgical month
will create a large dollar volume of current claims,
reducing the percentages of claims in the older-aged
buckets. But, because additional cases increase the
total dollar amount of collectible accounts receiv-
able, the “days collections” ratio may deteriorate
significantly.

These tools are important and useful because
they are sensitive to short-term fluctuations in the
volume of surgical activity. Because of their volatil-
ity, they require the financial manager to develop
a deep understanding of their relationship to each
other and to other revenue cycle benchmarks that
may be tracked. They also require that the financial
manager evaluate significant swings in the ratios in a
timely manner.

Many other data points can be benchmarked,
and in particular circumstances, financial managers
and other stakeholders may find them informative
and useful. As I've suggested previously, it’s vital
to evaluate the development of management tools
and reports in light of their ease of computation,
influence on decision making, financial importance
and the extent of control that the manager can exert
on the underlying variables. It makes little sense to
spend time on the analysis of small dollar fluctua-
tions or expenses that are essentially fixed in nature.

Cash Flow

Management and
Long—Term Planning

To this point, we’ve focused on the major revenue
generating and operating expense elements that
impact the profitability, efficiency and productivity
of the ophthalmic ASC. A further goal of the finan-
cial manager is to ensure the long-term stability of
the enterprise. Thus, the manager must consider
and plan for demands on the resources of the busi-
ness from nonoperational needs.

Potential sources of cash for an ASC include
cash generated from operations, borrowed funds
and capital contributions from the owners. After the
initial development period, successful facilities rely
on positive cash flow from operations to fund their
usual obligations and provide for their future needs.
Exceptions may occur for the purchase of costly new
or replacement technology or extensive remodeling
of the physical plant that requires new borrowing
or a capital infusion from the ownership, but these
unusual events occur very infrequently.

In addition to normal trade accounts payable and
other operating expenses, there are four other major
claims on the cash of the organization:

* Repayment of long-term debt
« Reserves established for capital purchases
» Reserves for unanticipated operating needs

+ Distributions or dividends paid to owners

The financial manager must anticipate these needs
and the timing of required payments, plan accord-
ingly and keep affected stakeholders informed of
how these obligations will be addressed.

In my experience, these nonoperating uses of
cash often cause great confusion to less experienced
financial managers and frequently also to owners
who rely primarily on the income statement for
their understanding of the economic performance

of the facility.

Repayment of Long-Term Debt

Typical debt obligations managed within an ASC
have fixed monthly payments, due the same time
each month. In the case of amortizing loans, such as
those for equipment purchases, leasehold improve-
ment construction or real estate mortgages, a portion
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of each payment is allocable to interest and a por-
tion reduces the outstanding principal balance.

As we discussed earlier, the interest expense is
captured on the facility’s income statement; how-
ever, the principal reduction also requires cash but
is not reflected as an element of operating income.
Thus, the financial manager must reserve cash for
the total debt service payments and ensure that the
owners understand how this cash is to be used. A
primary function of the statement of changes in cash
is to highlight such uses of cash in an easily under-
stood format.

It is also important that the financial manager
read and understand all of the underlying loan doc-
uments and the structure of each loan. We previously
reviewed reporting obligations that may be imposed
as conditions of loans, as well as noting that the
facility and guarantors of the debt may be required
to furnish financial information periodically to the
lender. Typically, the financial manager is responsi-
ble for obtaining all of the required information or,
at least, for arranging for the guarantors to submit
everything required in a timely manner.

Be aware that many amortizing loans specify an
amortization period that is longer than the term
of the underlying note. This is particularly true
when the lender is a commercial bank; historically,
commercial banks are not long-term lenders. For
example, your facility may be leasing space in an
office building, but you borrowed the funds to
complete the leasehold improvements to make the
space functional as an ASC. A common loan struc-
ture would amortize the principal of the loan over
the initial term of the lease, say IO years, but the
note may contain a “balloon” repayment provision
making the entire unpaid balance due at the end of
three or five years.

In this case, the financial manager needs to
begin to plan to refinance the loan many months
in advance of the note due date. Assuming that you
have made all of the required payments on a timely
basis, been in compliance with the debt covenants
and your center is operating profitably, it is likely
that your current lender will offer to negotiate a
renewal or extension.

Be cognizant that the renewal offer may propose
changes in the interest rate and, perhaps, the term
of the note to reflect current conditions in the
financial markets. In some cases, depending on
the degree of leverage in your initial loan, the bank
may require the owner(s) to contribute additional
capital.

In short, don’t assume that everything will
automatically renew on favorable terms with your

current lender. The financial markets have been very
volatile for the past few years, and I anticipate that
they will remain so for several more. Be prepared to
solicit competing proposals from other lenders. To
do so, you will need to be able to supply each lender
with sufficient documentation to allow them to
underwrite the loan and issue either a non-binding
term sheet or a formal commitment letter outlining
their proposed loan terms.

Allow enough time, at least 60 days after receiv-
ing all of the loan proposals, for the ownership
group to select and notify the successful lender, have
formal loan documents prepared and complete the
closing and funding of the loan.

Capital Purchases Reserves and the
Nature of Depreciation

Depreciation expense is an accounting convention
that represents the exhaustion of the “store of value”
contained in capital assets, where capital assets are
defined as those things with a useful life in excess of
one year. As a cash management issue, depreciation
presents a problem that is the precise reverse of that
created by the principal repayment of long-term debt.

That is, depreciation expense is a reduction of
income before taxes captured on the income state-
ment that does not use cash. Unfortunately, this
often leads to the temptation to view the resultant
unspent cash as available for other current needs,
including distributions or dividends paid to owners.

The financial manager needs to understand,
and convey to other stakeholders, that depreciation
expense is, when viewed over the long run, an actual
expense that must be managed, or there will be seri-
ous negative consequences for the enterprise.

For example, when you purchase a car, you are
acquiring an asset that will provide you with several
years of service, but one that has a finite life. Asyou
drive the car, you reduce its inherent store of value.
We can estimate the rate at which you are consuming
the asset. Say the new car costs $30,000 and you
believe that its useful life is 100,000 miles. Further,
assume that you drive 20,000 miles per year. It is
easily understood that for each mile you drive you
are using 30 cents of the initial store of value; thus,
for each year in which you drive 20,000 miles, you
are using up $6,000 of the value and 20 percent of
the useful life of the car. This is, in essence, depre-
ciation expense. You don’t feel any immediate cash
impact, but you are using up a valuable asset that you
purchased at some time in the past.

Of course, you must supply gasoline, oil and
other maintenance items, but those are operating

20



Financiar REporTiNG AND MANAGEMENT

Tree Successrur OpaTHALMIC ASC

expenses, equivalent to the rent, utilities, surgi-

cal supplies and labor costs of the ASC. For your
personal financial health, however, you need a plan
to replace the car at the end of its useful life.

Among your options are obtaining a loan to
finance the new car purchase (bank debt), selling
some of your other assets to finance the purchase
(something akin to a capital contribution) or
allocating some of your operating income over the
100,000-mile life of the old car to a reserve fund to
replace the car when it becomes obsolete.

Over a several-year period of time, your ASC
faces similar issues. Your surgical equipment will
wear out or become technologically obsolete, as
will such things as patient transport equipment,
monitors, computers and information processing
equipment. Eventually, you will need to repaint and
to replace the carpet, reception room furniture and
the facility’s major environmental systems. To fund
these changes, the ASC has the same three options:
bank debt, capital contributions or a regular proto-
col that uses current cash produced from operations
to replace materials on a regular basis as their store
of value is exhausted.

At its heart, this is a strategic decision that must
be made by the ASC ownership group and imple-
mented by the financial manager. The financial
manager will usually need to initiate this discussion
and explain the alternatives.

My suggestion is to establish an annual capital
budget based on anticipated replacement needs and
an additional increment to provide for unforeseen
events — for example, addition of a new surgeon
who requires specialized instruments, or failure of a
device or piece of equipment. While the amount of
the capital budget will vary by facility, it is reasonable
to assume that most medical equipment, furniture
and fixtures will have a useful life of five to ten years.
Thus, the financial manager may anticipate cash
needs equal to 10 to 20 percent of the initial cost of
these assets on an annual basis.

As we will see later, attempting to retain large
amounts of cash to provide for major renovations
or acquisition of costly new technology is often
viewed as undesirable by the ownership group and
may under certain circumstances have undesirable
tax consequences. These major expenditures, often
for particularly long-lived assets such as the heat, air
conditioning and ventilation system, are most often

financed by bank debt.

In any event, sound financial management
requires the development and implementation of a
long-term plan to ensure that the capital assets of
the facility remain functional, reliable and available
to allow the center to meet its organizational goals.

Operating Reserves

We've all experienced situations where a major
payer — for example, Medicare — withheld payments
for a period of time, the clearinghouse was unable
to process claims or there was another interruption
to incoming cash flow. Certain recurring expenses
are crucial to the continued operation of the facility,
and cash should be held on a current basis to ensure
that these short-term needs can be met if our collec-
tions drop unexpectedly. Examples of these recur-
ring expenses include payroll costs, rent, utilities
and monthly debt service payments.

I suggest that my clients establish a policy to
maintain a general ledger cash balance at a level
equal to or greater than 15 days’ average operating
expenses, plus any known major expenditures that
are due in the next 30 to 45 days. Specific items for
which you may wish to reserve cash include profes-
sional Iiability insurance (if paid annually), business
property taxes and anticipated principal payments
on your working capital line of credit.

Again, the financial manager will want to obtain
the agreement of the owners of the facility because
this policy will defer the payment of cash distribu-
tions or dividends.

Distributions and Dividends

The final claim on the positive cash flow of the orga-
nization is that of the owners as a return for the
assumption of entrepreneurial risk. Depending on
the legal form of the business, these payments are
made either as distributions to the shareholders or
as dividend payments.

In order to facilitate proper cash management,
the financial manager and the owners need to agree
on the timing of such payments and the method
by which the amount to be paid out is determined.
I typically suggest quarterly to minimize the time
spent on check writing and processing.
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Cash Management
and Entity Structure:
Considerations for
Financial Managers

‘While most ophthalmic ASCs organize as some form
of corporation, infrequently the owners may elect
to organize as a partnership or sole proprietorship.
The form of organization is usually dictated by
federal or state tax implications and is often deter-
mined by the owners’ legal and tax advisors. The
financial manager needs to understand the form of
organization because it often has direct implications
on the cash management activities of the center.

For the purposes of this module, we will con-
centrate on the two major categories of ownership:
regular corporations, sometimes referred to as “C”
corporations, and “pass-through” entities that are
usually taxed as if they are partnerships. These pass-
through entities include limited liability companies,
subchapter S corporations, limited liability partner-

ships and regular partnerships.

Regular, or “C,” Corporations

The regular corporation form has not been com-
monly chosen for many years due to the problem
of “double taxation.” This form of corporation is
a federal tax—paying entity, subject to corporate
income taxes in years when it shows a profit. As a
result, most closely held corporations attempt to pay
wages or dividends near the end of their fiscal year
to minimize their corporate tax liability.

To the extent that cash remains in the entity
and income taxes are paid, the cash is effectively
“trapped” in the corporation. The only way to
get the cash to the owners is via compensation or
dividend payments, both of which are taxable as
income to the recipient. Thus, the earnings of the
corporation are taxed twice, once at the corporate
level and again on receipt by the owner as dividends.
Note that the ASC would likely have to elect to pay
out the cash as dividends in order to reflect payment
to the owners based on their ownership percentage,
a legal requirement for surgery centers.

For the financial manager, the implication
of this form of legal organization is that it is very
difficult to accumulate cash in the corporation to
fund debt principal payments, capital replacement
reserves and the short-term operating reserve.
Depleting the cash balance at the end of the fiscal
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year will require that the organization maintain a
working capital line of credit to ensure that it will
have cash available to meet its requirements during
the first month or two of the new fiscal year. Addi-
tionally, all of the distributions to the shareholders
must be made in a taxable form, dividends, for an
ASC. This restricts the tax-planning ability of the
individual owners in that they cannot influence the
nature of the cash they receive.

Pass—Through Entities

Organization as a pass—through entity makes cash
management more flexible because these entities
usually elect to be taxed as partnerships. Partner-
ship income is not taxable at the federal level and is
distributed to the individual owners on a Schedule
K-1 at the end of the ASC’s fiscal year. During the
year, cash Ppayments may be made to the owners as
nontaxable distributions.

Since the pass—through entity is not separately
taxable, the problem of double taxation is avoided,
and the financial manager, with the approval of the
owners, can accumulate cash in the organization to
meet continuing and anticipated cash needs. Note
that this does not mean that the ASC’s profits are
not taxed. Rather, they are distributed to the indi-
vidual owners and reported on their individual tax
returns, for example, Form 1040 for individuals.

Although it is rare, a limited liability company
can elect to be taxed as a regular corporation. The
financial manager needs to check with the ASC’s tax
advisor to confirm which election has been made.

“Phantom” Income and
Pass-Through Entities

One consideration for the financial manager of an
entity that has elected pass-through status involves
the disassociation of cash distributions and allocated
taxable income. This situation is commonly known
as the “phantom” income problem. Under certain
circumstances it is possible that an owner would

be allocated taxable income via Form K-1 after a
profitable year of ASC operations but would not
have received sufficient cash distributions to pay the
resulting personal tax liability.

It is more likely that this problem will occur in
the first year or two of operations of a new ASC, but
certain cash management policies can produce the
same result in a mature center as well. Ironically,
phantom income can result from a fiscally conserva-
tive or risk-adverse ownership group attempting to
avoid or to retire bank debt.
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Remember that the principal portion of a debt
service payment impacts only the balance sheet and is
not an expense that reduces accounting, or taxable,
income. Assume that your center earns an account-
ing profit of $300,000 in a given fiscal year and
that depreciation and amortization (expenses that
don’t use cash) equal the scheduled debt principal
reduction (payments that use cash but don’t reduce
income). In that case, your center would generate
$300,000 of positive cash flow that can be used
for operating or capital reserves, debt reduction or
distributions to the owners.

Now assume that the owners are worried about
the outstanding bank debt, which they have person-
ally guaranteed. They make a decision to reserve
$50,000 of the $300,000 accounting profit for
capital purchases, to reserve $50,000 for operating
expense issues and to prepay the bank debt with the
remaining $200,000. This decision is a seemingly
prudent use of the distributable cash, which sub-
stantially reduces business risk and provides for the
future stability of the ASC.

The phantom income problem is that the
entire $300,000 will flow through to the owners
as personally taxable income on Form K-1. If their
individual marginal tax rates are, say, 40 percent,
as a group they will have a tax liability of $120,000
and no cash to pay the taxes when due. As long as
this result is anticipated and planned for, the owners
may elect go ahead with the debt payoff as described
above. Suffice it to say, however, that the financial
manager may face some relationship issues with the
owners if this tax liability comes as a surprise after
the money has been used to pay down the debt.

For many financial managers the anticipation
of a phantom income issue is beyond the scope of
their expertise. I would urge that financial manag-
ers consult with the ASC’s independent accounting
and tax advisor at least annually to ensure that this
concern is avoided or, at a minimum, recognized
well in advance.

Budgeting: Road Map
for the Future

To this point, we have concentrated on the goals
and objectives of financial reporting and financial
management, as well as on constructing a financial
infrastructure through the general ledger and basic
financial statements. We've also emphasized that it
is crucial for the financial manager to allocate his

or her time principally to those areas and issues that
will impact the organization’s financial well-being
and decisions.

Much of this discussion has concentrated on
elements that summarize economic events that have
already occurred or that occur concurrently with the
analytical activities. Although all of these activities
are necessary to the successful financial management
of an ophthalmic ASC, using them to generate a
comprehensive budget document can substantially
enhance their value.

For mature centers, projecting the results of
operations for the coming year is relatively straight-
forward. The task begins with the current-year
income statement. Typically, operating expenses are
relatively stable from year to year, unless there has
been a material change in the scope of the busi-
ness or the ASC has renegotiated a major vendor
contract.

Ophthalmic ASCs are fortunate in that revenues
are also relatively predictable. CMS annually pub-
lishes its reimbursement schedule, and contracted
rates with major commercial payers are usually
well-defined. After obtaining input from the staff
surgeons about any anticipated changes in their
surgical volumes, preparation of budgeted revenues
is straightforward.

Debt service requirements are known in advance,
and estimates of depreciation and amortization
can be readily obtained from your independent
accountant. These elements then form the operating
budget for the coming year.

Add to this document an estimate of capital
equipment needs for the coming year and the finan-
cial manager now has a powerful tool to present for
approval to the ownership group. This exercise is an
excellent way to clearly define and obtain agreement
on the important financial goals of the organization
and to ensure that everyone is on the same page.

Final Thoughts

Although each organization is unique and faces

individual challenges, there are many common
threads in the operation and financial management
of ophthalmic ASCs. Depending on your center’s
current status, it may take several weeks or months to
organize or reorganize your accounting and report-
ing structures. Further, the environment we are
operating in is very dynamic, and you may continu-
ally need to refine your reports and analytical tools.
Following the principles outlined in this module
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should allow you to develop clear and concise infor-
mation that will make you a more effective manager,
clarify communications with the ASC’s owners and
staff and promote the long-term success of your

center.

Resources

BENCHMARKING FOR ASCs

The OOSS Benchmarking Survey measures the
business and clinical performance of ophthalmic
ASCs. Visit the OOSS website (www.ooss.org),
and click on "ASC Quality & Efficiency” for more
information about the survey. Your membership
in the Academy, AAOE or OOSS qualifies you to
participate in the OOSS Benchmarking Survey.

WWW.O0O0SS.org

ORGANIZATION RESOURCES

AAOE: The practice management arm of the
American Academy of Ophthalmology, providing

resources across a broad range of topics. www.aao.
org/aace

OOSS: A membership organization devoted to
improving the performance of ophthalmic ASCs.

WWW.O00SS.org

Appendix Guide

Visit www.aao.org/ascfinancial for the following

appendixes, which contain customizable templates
for three common ASC financial reports.
+ Appendix A: Typical ASC Balance Sheet
+ Appendix B: Typical ASC Income Statement
« Appendix C: Typical ASC Statement of
Changes in Cash

Also see the appendix that follows for summaries
of the financial ratios, benchmarks, and reports
explained in this module.
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Appendix

RATIO OR
OTHER MEASURE

CURRENT RATIO

DEBT SERVICE
COVERAGE
RATIO

LABOR RATIOS

LABOR COST
RATIO

LABOR HOURS
EXPENDED PER
INCISIONAL
SURGERY RATIO

COLLECTIONS
PER FTE
EMPLOYEE

INCISIONAL
CASES PER FTE
EMPLOYEE

SURGICAL
PPLIE
EXPENSE RATIO

COLLECTIBLE
ACCOUNTS
RECEIVABLE
BALANCE

DAYS
COLLECTIONS
IN ACCOUNTS

RECEIVABLE

ACCOUNTS
RECEIVABLE
AGING
DISTRIBUTION

COMPUTATION

COMPLIANCE-RELATED RATIOS

Current assets/Current liabilities

Varies from financial institution to finan-
cial institution; is precisely defined in the
loan documents supporting the loan

Fully burdened staff labor costs/Net
collections

Total hours paid during period/
Incisional surgical cases performed

Net collections/Number of FTE
employees (requires conversion of
staff, hourly and part-time workers to
FTE employees)

Number of cases/Number of FTE
employees (requires conversion of
staff, hourly and part-time workers to
FTE employees)

SURGICAL SUPPLIES RATIO

Total cost of surgical supplies (including
drugs and anesthetics)/Net collections

ACCOUNTS RECEIVABLE

Gross receivables reduced by antici-
pated contractual discounts and bad
debt write-offs

Collectible accounts receivable/
Average daily collections

Places gross accounts receivable into
30-day “buckets” based on length of
time since date of service

Figure A-1: Important Financial Ratios and External Benchmarks

USE

Measures the enterprise’s ability to
meet its short-term cash needs to
satisfy its creditors

Measures whether the cash flow from
facility operations is sufficient to cover
the principal and interest payments
required by its debt instruments and to
provide a suitable safety margin after
all other operating cash needs have
been met

Measures efficiency of staff and
staffing plan

Measures efficiency of staff and
staffing plan

Measures efficiency of staff and
staffing plan

Measures efficiency of staff and
staffing plan

Measures whether supply expenditures
are in line with revenues

Supports the enterprise’s working-
capital line of credit; may be a compli-
ance item required by lender

Identifies whether the collections
department is operating efficiently; can
highlight an inappropriate pattern of
charge-offs or a payment problem with

a major payer

Helps identify specific collection prob-
lems such as individual unpaid claims,
problem payers or breakdowns in the
collections staff's performance

BENCHMARK
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1.00-1.50

20-30 percent

5.5-9.0

$250,000-$400,000

275-350 cases

20-30 percent

Facility specific

35-45 days

Current (<30 days
old): 50-70
percent of total

31-60 days old:
10-20 percent

61-90 days old:
5-10 percent

=91 days:
10-20 percent
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Figure A-2: Suggested Financial Figure A-3: Report Content by
Reports and Frequency of Distribution Stakeholder Group
MONTHLY ANNUALLY RECIPIENT INFORMATION TO INCLUDE
Key Financial Indicators Charges by Payer OWNERS Operational overview statistics:
(one page) number of surgical days, total
Balance Sheet Collections by Payer number of procedures performed,
; etc.
Income Statement Surgical Case Costs by
Physician Surgical procedures analysis: cases
Statement of Changes Operating Expenses, performed by type, e.g. ca't aracts,
; cornea transplants, posterior seg-
in Cash Income and Non-cash

ment procedures, oculoplastics,

Charges as a Percentage _
g g ophthalmic lasers, etc.

of Collections

Patient encounter information:
number of patients treated,
average collections and operating
expenses per patient, other items
of interest to managers

Operating revenue detail
Operating expenses detail
Accounts receivable analytics
Accounts payable summary
Payroll and personnel statistics
Key budgeted items and compari-
sons to actual

STAFF  Surgical supplies expenses

Labor costs and utilization

Variable operating expenses

REGULATORS ~ Tax returns
(FEDERAL, STATE
ANDLOCAL) ' perindic reports required by state

regulations

Conditions pertaining to certificate
of need in states where applicable

LENDERS  Any reports specified in the loan
documents, such as basic
financial statements, federal and
state tax returns and compliance
computations, e.g., debt service
coverage ratio

26



