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Understand Your Costs and Profitability
Agenda:

· Welcome 
· Types of Costs

· Costs and Cost Drivers

· Control Costs

· Costs and Profitability

· Cost Management Audit

· Summary and Evaluation
· Close
Learning Objectives:  During this workshop, you will: 
1. Describe the different types of costs;

2. Analyze costs and cost drivers;

3. Discuss how to control costs;

4. Define profit;

5. Assess how cost adjustments can affect profitability;

6. Conduct a cost management audit;
7. Discuss the next steps; and

8. State your key takeaway from the module.

Introductions
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	Instructions:   Please introduce yourself to the group:


1.
Your name

2.
Your job title

3.
Your business

4.
How long you have had your business

Direct and Indirect Costs

There are two types of costs: direct and indirect. Direct costs relate to the costs directly involved in providing goods and services so they vary according to volume; they are sometimes called “variable costs.” Indirect costs are costs that are needed to run the practice but cannot be directly attributed to providing a specific product or service; indirect costs are sometimes called “fixed costs”, because they remain the same regardless of the volume of business.
	[image: image2.wmf]
	Instructions:   Working either independently or with your table group, please check off each cost that is clearly a direct or an indirect cost- and put a "?" where you have doubts:


	Costs
	Direct Cost
	Indirect Cost

	medications
	
	

	clinicians' salaries
	
	

	electricity
	
	

	rent
	
	

	sterile gloves
	
	

	brochures
	
	

	lab re-agents
	
	

	transportation
	
	

	cleaning supplies
	
	

	telephone
	
	

	office supplies
	
	

	uniforms
	
	

	computer
	
	

	condoms
	
	

	oral contraceptives
	
	

	bookkeeper salary
	
	


Using a Cost Analysis to Identify Cost Drivers
Cost drivers are the factors that can cause a change in the cost of an activity. An activity may have more than one cost driver attached to it.
We can identify the cost drivers by conducting a cost analysis. Our cost analysis approach will use a cause-and-effect diagram, which looks somewhat like a fishbone. 

On the following page, you will see a cost analysis of the factors that impact the medication costs of a hypothetical practice. The arrow points to “medication costs” and there are three major cost drivers (or bones) that contribute to these costs that are identified: medications, medication expiration and suppliers. 

Each of these cost drivers has sub-factors that impact the cost: for medications, these include the nature of the medications, generics and preferred drug makers.

These sub factors are further broken down. Under the nature of medications, you will see: short shelf life, special storage requirements (which include refrigeration). Under preferred drug makers, there are clinicians’ choices and patients’ choices.

Once we know the cost drivers that contribute to the change in medication costs, we identify the major cost drivers over which we have some control. For example, looking at medication expiration, there are sub factors we can control. If we started to monitor our existing supply and note down the expiration dates, we would know which medications should be dispensed first. That would help to limit the medications that expire and need to be thrown away. We would save on the cost of replacing expired medications and minimize waste.
	[image: image3.wmf]
	Question:   What other cost drivers could the practice control regarding cost of medications?


Example of a Cost Analysis
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Conducting a Cost Analysis
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	Instructions:   Identify the cost drivers that contribute to a major cost of a practice:
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Cost Analysis Questions
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	Instructions:   Please volunteer your answers as the large group reviews the cost analysis on the previous page.


1.
Which cost drivers have the greatest impact on the final cost?

2.
Which cost drivers could the practice control- and how?

3.
How would these cost controls affect the final costs and the ultimate profitability of the practice?

4.
What, if any, cost drivers could be eliminated? Please explain your answer. 

How to Control Costs

1. Identify your major costs, such as staff, materials and other supplies, premises, utilities, and transportation.
2. Analyze which costs are essential and which are not essential and can be reduced or eliminated.
3. Understand the degree of your control over certain costs, and focus on those costs that are under your control.
4. Involve employees by explaining what you are doing and encouraging cost-saving suggestions; consider offering incentives.
5. Establish cost budgets and monitor actual costs against budget as part of a systematic cost-control process.
6. Review how activities and costs contribute to achieving your business objectives, quality standards and profitability.
7. Consolidate purchasing with a small number of suppliers and negotiate improved terms and discounts; check invoices for overcharging.

8. Eliminate unnecessary activities, duplication of effort and waste; reduce obvious overcapacity.
9. Control excessive costs - for example, avoid last minute shipments.
10. Identify opportunities to improve efficiency; use technology where appropriate and consider outsourcing non-core activities.
11.   Improve financial control; refinance expensive overdrafts with loans. 
12.
Before making any changes, assess the potential damage, such as lowering morale, reducing quality or creating long-term vulnerability for your health practice. Do not: skimp on costs that are necessary, leave yourself without any flexibility, or fail to invest for the future.
Cost Control Assessment
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	Instructions:   Working with your table group, please review the case below and answer the questions that follow it.


Case:  Purchasing Medical Supplies

Medical supplies and pharmaceuticals are purchased monthly in the same quantities, although in some months the use of these items varies. It is fairly easy for the staff to re-order the supplies and drugs, and the supplier is satisfied because he can predict how much he will be selling each month. However, it is not entirely clear what the current level of inventory of supplies in the clinic is and at what rate they are used. 

Questions:

1.
How essential are these costs for the business?

2.
What degree of control does the practice owner have over these costs? 

3.
What cost-saving strategy could be developed and implemented?

How to Increase Profitability

Profit = [Revenue (Sales) – Costs (Expenses)]
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	Instructions:   Take a minute to review the questions below. Then volunteer your answers during our group discussion.


Question #1:  Can we increase profit without lowering costs?

If so, how could we do that?

Question #2:  Can we increase profit without increasing revenue?

If so, how could we do that?

Question #3:  Can we increase profit by increasing revenue and increasing costs?

If so, how could we do that?

Increasing Profitability

	[image: image8.wmf]
	Instructions:   Review the case below for a discussion with the large group.


Case:  Improved Patient Flow

A health clinic was very profitable, but realized that the clinicians would be able to see even more patients if it changed how patients moved through the facility. Their research indicated that if they had three exam rooms, that would decrease the time that patients had to sit in the waiting room. It would also increase the efficiency of the clinicians, who would not have to wait for a patient to be brought into an examining room. The clinicians would be able to go directly from one exam room to the other.

The clinic incurred a significant expense when they expanded the facility by adding two exam rooms. However, thanks to the new patient flow arrangement, the clinic can now serve approximately 20% more clients per day. The waiting time has decreased by 40% and customer satisfaction has increased. The clinic is now perceived as more efficient, patient-centered and better organized.

Questions:

1.
Did the clinic raise or lower its costs?

2.
What impact did this cost adjustment have on revenue?

3.
What impact did this cost adjustment have on the clinic’s profitability?

4.
What conclusion can you draw about profitability and this type of cost adjustment?

Assessing Strategies to Increase Profitability
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	Instructions:   Working with your table group, please review the case studies on this and the following pages and answer the questions that follow each case.


Case #1:  Hospital with Outpatient Unit
A small but fast-growing hospital wanted to increase profits by maximizing its capacity. Since the facility was currently limited by the number of beds, management first planned to expand the hospital building to triple the number of beds. However, upon further reflection, management decided instead to expand the number of beds only by 50% and to add an outpatient unit. 
The outpatient unit provides a wide range of health care services, including: emergency rooms, a same-day surgery center, and a diagnostic and imaging center. The hospital shares some of these facilities. The outpatient clinic is open 24 hours a day, which is an innovation in the area. The prices for the same services that used to be provided by the hospital are about 25-35% lower at the outpatient clinic. In addition, the cost of operating the outpatient clinic is 35% less than the cost of operating the hospital.
Questions:

1.
Was building an outpatient clinic a good strategy to increase profit? Please explain your answer.
2. 
Were there any risks in making the decision to build an outpatient clinic instead of increasing the number of beds in the hospital? Please explain your answer.
Case #2:  Joint Purchasing of Family Planning Products

A number of clinics in the area recently participated in a USAID organized training on family planning (FP) and they decided to start offering FP services. They soon realized that each of them would have to order a number of products, and that each would have to go through the same process. 
One of the clinics that was trained in FP also owned a pharmacy. It proposed to offer a service to all the other clinics by pooling the orders from the other clinics and serving as a focal point for ordering. The clinics agreed to pay 5% of the value of the orders as payment for the services. However, because of larger shipments, the pharmacy was able to negotiate a price discount of 3% on the orders. At the same time, the pharmacy enjoyed the wholesaler’s credit on typical terms in the industry, which it extended to the participating clinics. 
To make tracking the inventory levels easier, each Friday the clinics email or text the level of their inventory to the pharmacy. These orders are combined and analyzed to make a re-ordering decision to avoid stock-outs.  

Questions:

1.
Was implementing a joint purchasing agreement a good strategy to increase profit? Please explain your answer.
2. 
Were there any risks in making the decision to join together to purchase family planning products? Please explain your answer.

Case #3:  Fraud and Mismanagement

A small but well established medical practice experienced a significant decrease in profitability due to fraud and employee financial mismanagement. It was almost impossible for the owner to identify what had happened with the money and why there was less cash than it was expected. As a result, the owner hired an expensive accounting expert with forensic accounting skills. The expert determined that the funds had been embezzled. The sum of money lost was equal to the practice’s six months’ profit. 

The accounting expert offered a few recommendations, which the clinic owner implemented fully:

· He worked with the insurance provider and law enforcement to recoup all funds.

· He introduced financial and operational internal controls to protect his financial and physical assets.

· He reassigned a key financial function from several employees to one employee and a designated backup. In both cases, new people were hired, more skilled and at higher salaries. 

· He also introduced comparative financial management reports, including key benchmarks so he would know what should be expected in each month.

· An external consultant conducted staff training and prepared procedural documentation that would capture all aspects of revenue.

· While doing this analysis, the owner eliminated or reduced expenses in several different categories.

As a result, the practice was fully repaid for its losses. The internal controls provided substantial protections against future employee financial mismanagement. Staff reassignments increased efficiency, accuracy, timeliness and accountability. 
The expense reductions decreased overhead by 4.6% in the first year and an average of 5.5 % in each of the following five years, resulting in increased profit. The financial reports improved the owner’s ability to identify improprieties, control costs and maintain profitability.

Questions:

1.
Was implementing the accounting expert’s recommendations a good strategy to increase profit? Please explain your answer. 

2. 
Were there any risks in implementing the accounting expert’s recommendations? Please explain your answer.

Preparing to Conduct a Cost Management Audit
A cost management audit is a way to monitor and control costs. It is most useful and efficient to focus the audit on specific costs that: (1) have a significant impact on profitability and (2) are within your control. 

If actual expenses exceed what you have budgeted, or if actual income is less than you projected, you will want to know what caused the changes and how significant they are. In other words, is a change a special circumstance that will not recur or is it a more permanent or continuing change that will need to be factored into your budget?

If costs fluctuate, you will want to know what the changes are, when they occur, and why they occur. This information can help you to budget in anticipation of these cost changes.

There are four steps in conducting a cost management audit:

Step 1:  Determine the costs you want to monitor for your facility.

These costs might be:

1.   the cost drivers that have the greatest impact on the final cost (for example:  


wages); 
2.   unpredictable costs (for example: facility repairs after flooding); and/or 

3.   highly variable costs (for example: medications, which may fluctuate     

      seasonally).


                   What costs do you want to monitor?

Step 2:  Schedule a specific time to conduct your cost management audit.

Review the actual results for the key costs you have chosen to monitor.

The frequency of your review is up to you. At the very least, you should plan to review actual expenses and income against your projected budget on a monthly basis.

Step 3:  Analyze the changes in the key costs.

You will want to assess:

1.
What caused the changes?


If there are a number of contributing factors:

a.  Conduct a cost analysis, and



b.  Focus on cost drivers you can control.

2.
When the changes occurred:


a.  How often do they occur?


b.  Is there a pattern?

3.
How significant are the changes?


a.  Are they a one-time occurrence?


b.  Are they likely to continue?

Step 4:  Identify and implement actions to control these costs.
1. Can you minimize or eliminate any costs or cost drivers?

2. Do you need to make adjustments to next month’s operational budget?

NOTE:  You can do the same type of audit for revenues. Isolate which components of revenue are less than projected and ask the same questions in order to take actions that can improve profitability from the revenue side.

Cost Management Audit Job Aid-Example

	Key Cost
	Change? +/-
	What Caused It?
	When?
	Significant?
	Able to Control?
	Recommended Action

	Overtime
	+ xxx
	Poor scheduling
	Malaria season


	Yes
	Yes
	Plan and schedule for times of increased patients.

	Medications
	+ xxxx
	Not dispensed according to expiration dates
	On going
	Yes
	Yes
	Note expiration dates upon receipt and store so older medications dispensed before newly received medications; improve inventory control

	Equipment 
	+ xxxx
	Old equipment needed to be replaced
	One time
	Yes
	Yes
	Budget for equipment replacement and ensure financing is available.

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	


NOTE:  There is a blank form on page 27.

Conducting a Cost Management Audit
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	Instructions:   Working with your small group, please complete a cost management audit, including your recommended courses of action, for Funyula Clinic below. Use the Cost Management Audit Job Aid on page 23. Then answer the question immediately following the case.


Case: Funyula Clinic

Calid, a trained clinician, operates a small clinic in rented premises in Funyula town, Busia County. His practice, Funyula Clinic, is a general purpose facility that attends to all those who cannot afford the exorbitant fees charged by a nearby mission hospital. 

Calid has been operating this clinic since 1999 and has relied heavily on one medical supplier who has been supplying medicines and related accessories to his practice. The supplier, based in Kisumu, specializes in selling generic drugs and other cheaply sourced but quality medical supplies. 

In the past, Calid has placed orders for the drugs and other medical supplies over the phone once every week, since the practice does not have enough storage capacity. The order quantity has always been constant until two years ago, when he started realizing stock-outs. This was caused by a marked increase in the number of patients attending his clinic. 

When this problem started, Calid simply saw the patients, charged his consultation fee and wrote prescriptions for them so that they could buy drugs from their preferred pharmacy shop. However, many of his patients found the pharmacy shops quite expensive and resorted to seeking medical services elsewhere. 

Over this period, Calid noted a significant decrease in his revenues and decided to increase the frequency of ordering drugs and other accessories to three times in a week. Ordinarily, he placed an order in the morning via phone; the supplier prepared the order and when ready informed Calid by phone to send somebody to collect it. Calid then dispatched his driver to Kisumu, which is about 100KMs from Funyula town, to collect the order. The driver operated a taxi, which he used for this purpose. 
There is something else. The government of Kenya recently transitioned from a central government to county governments. Many services that were previously centrally planned at the central government have been devolved to the counties. This has put considerable pressure on available facilities and businesses. Demand for housing in Funyula town has increased, but supply has remained constrained. As a result, Calid’s land lady increased rents by 50% to take advantage of the shortage in housing. Because the practice is located on the main road and is very accessible, Calid has decided not to shift his practice elsewhere. 

With the introduction of counties, Funyula town has been upgraded to become a sub county. This upgrade has resulted in an influx of people from other places to establish businesses in Funyula town. Goods and services have become very expensive. 
For instance, Calid had been using the services of a bookkeeper who came only once a week and charged him Ksh. 500 per visit. Because of the increase in the cost of living within the town, the bookkeeper now demands Ksh. 700 per visit. The cleaner, who was previously paid Ksh. 3,000 per month, now demands Ksh. 4,000 in monthly salary. Fuel costs average Ksh. 120 per litre, up from Ksh. 110. The story goes on!

Calid now pays his practice license fee to the central government and the county government. Introduction of VAT on most supplies by the central government means that medical supplies have now become very expensive. Even though the supply of electricity in Funyula town is very unreliable, the Kenya Power and Lighting Company has increased the electricity tariff by over 50%,citing reduced water levels in the dams.
All these have worked to ensure that Calid’s practice barely breaks even!

Cost Management Audit Job Aid

	Key Cost
	Change? +/-
	What Caused It?
	When?
	Significant?
	Able to Control?
	Recommended Action

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	


	Key Cost
	Change? +/-
	What Caused It?
	When?
	Significant?
	Able to Control?
	Recommended Action
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	Calid is contemplating increasing the consultation fees charged to patients in order to operate at a reasonable margin of safety. In your opinion, what factors should he consider before implementing this increase?


The Next Step
	[image: image12.wmf]
	Instructions:   We have spent this session looking at costs: what drives them, how to manipulate them, and how they relate to profitability. You have to be mindful of costs, because if you don’t know them and pay attention to them, they can get out of control.


In the interest of increasing your practice’s profitability, you should:

1.
Conduct a cost management audit using the information from pages 18 and 

19 and the Cost Management Audit Job Aid on page 25; and
2.
Identify one or two key costs over which you have some control and take specific actions to control those costs and increase your practice’s profitability.
Cost Management Audit Job Aid

	Key Cost
	Change? +/-
	What Caused It?
	When?
	Significant?
	Able to Control?
	Recommended Action

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	


My Key Takeaway
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	Instructions:   Please stand up when you have completed this sentence: 
My key takeaway from this session is:


Evaluation Sheet
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	Instructions:  Please answer the questions below as completely and constructively as possible. Thank you! 





Strongly
   Neither
Strongly




  Agree
Agree nor 
Disagree

This training:



   Disagree
covered the content as advertised
5        
4        
3         
 2       
1

was logical and effective  
5        
4        
3         
 2       
1

provided information I can apply in my work
5        
4        
3         
 2       
1 included useful handouts for future reference
5        
4        
3         
 2       
1

The facilitator:

was knowledgeable
5        
4        
3         
 2       
1

was effective
5        
4        
3         
 2       
1

stayed on topic and on time
5        
4        
3         
 2       
1

As a result of this workshop, I am better able to:

explain the difference between costs and expenses;
5
4        
3         
 2       
1
describe the two types of costs;
5
4        
3         
 2       
1
analyze costs and cost drivers;
5        
4        
3         
 2       
1
discuss how to control costs; 
5
4        
3         
 2       
1
define profit;
5        
4        
3         
 2       
1
assess how cost adjustments can affect profitability;
5
4        
3         
 2       
1

explain how to conduct a cost management audit.

5
4        
3         
 2          
1





Excellent
Average

Poor

Overall, I would rate this training:
5        
4        
3         
 2       
1

I would recommend this training to a colleague:
___
Yes          ___  No

Personal Significance of Workshop:

Of the ideas or techniques covered, I think that these will be of most use to me:


Recommendations for Improving the Training:

Additional Comments:

DISCLAIMER

The author’s views expressed in this publication do not necessarily reflect the views of the United States Agency for International Development or the United States government.
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