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Outline
Capital costs make up a small percentage of total organization costs.  They are in the range of six to ten percent for most hospitals.  Under cost-based reimbursement from 1966 to 1983, capital costs for new equipment and plants exploded.  It was not until the OBRA (Omnibus Budget Reconciliation Act) of 1990 moved capital costs to prospective payment over a ten-year implementation period.  This along with the Tax Reform Act of 1986 that lowered the tax deductibility for charitable gifts and restricted the cost of acquiring capital through tax-exempt bond markets has made hospitals a much more risky area.  The Tax Reform Act of 1986 lead to a dramatic decline in philanthropy dollars to not-for-profit hospitals.
Capital Expenditures – Purchases of land, buildings, and equipment for operations; are not for resale; and have a useful life of more than one year, a cost of $500 or more, and are subject to depreciation.  
Capital Expenditures fall into one of six categories:

1. Land (purchasing and other costs associated with preparing it for use)
2. Land improvements (sidewalks, parking lots)
3. Buildings (construction and buying)
4. Fixed equipment (permanently attached to the building.  Example: plumbing system, furnace, air conditioners)
5. Major movable equipment

6. Major repairs that benefit future periods (extend the useful life of a building or piece of equipment)
Capital Expenditure Budgets – typically fall into two categories Replacement and New.

· Budgets for replacement capital expenditures include requests to replace existing buildings and equipment that are made for a number of reasons: 

i. For scheduled replacement at the end of the useful life or when fully depreciated

ii. For improved productivity

iii. For improved quality or because it is required by regulation

· Budgets for new capital expenditures include requests to add buildings and equipment for a number of reasons:

iv. Expanded services

v. Improved safety conditions

vi. Reduced operating expenses

vii. Improved patient care

The Capital Budgeting process is done in five steps:

1. Identify and Prioritize Requests

a. The budget committee has to identify and prioritize all capital requests from department managers.
2. Project Cash Flows

a. The department managers must project and the budget committee must confirm cash flows for each request.

b. This is easy for replacement equipment because the numbers already exist.  

c. For new equipment, the department manager must obtain figures from either outsourcing volumes, projection volumes from medical record reviews or from neighboring facilities.  

3. Perform Financial Analysis

a. This was rarely done when Medicare was reimbursing at cost but now is very important.  

b. The typical analyses are payback period analysis, net present value (NPV), and internal rate of return (IRR).

i. Payback Period Analysis

1. Easy to calculate but is the least sophisticated because it does not take into account the effects of time on money.  

2. Payback Period = Year before recovery period + unrecovered cost at beginning of year                                          .                                                                                    cash flow during year
3. Discounting allows the calculation of the effect of time on money

a. Present Value = Future Value / ( 1 + i )n
i. i = discount rate 

ii. n = number of years the money is discounted.

ii. Net Present Value

1. Incorporates the effect of time on money.  Gives an answer in dollars instead of years.

2. If NPV is positive then the expenditure is generating discounted cash flows in excess of the amount necessary to repay the original investment.  

3. NPV = cf0 + cf1    +  cf2    + …..  cfn                                                                                             .               (1+k)1   (1+k)2        (1+k)n  
a. k = the capital expenditures discount rate
b. cf = cash flow

c. n = the number of years the money is discounted

iii. Internal Rate of Return

1. The discount rate of a capital expenditure where the discounted cash flows equal the expenditure’s original investment, or the discount rate where the NPV is zero.

2. Gives an answer in a percentage.  Difficult to do without a calculator.

3. = cf0  +   cf1     +     cf2      +  …..  cfn                                                                                             .         (1+IRR)1   (1+IRR)2        (1+IRR)n  

4. Identify Nonfinancial Benefits
a. The department manager requesting the capital expenditure identifies nonfinancial benefits for the request.  (ex. Community need or medical staff politics).

5. Evaluate Benefits and Make Decisions

a. The budget committee must take in all the information and make decisions on which options to pursue.

Financing Capital Expenditures
· Can be done in a number of ways including using cash generated from philanthropy, funded depreciation, operating surpluses and debt.

· Generally, an organization should use funded depreciation to finance replacement equipment while using philanthropy, operating surpluses, or debt to finance new equipment. 

· Hospitals finance about 80 to 90 percent of their capital needs with debt.

· With recent restrictions on philanthropy and many healthcare organizations at debt capacity, future capital expenditures must be financed through operating surpluses.

Lease vs. Purchase Decisions
· The decision to lease or purchase is made after the decision is made to acquire the equipment.
· There are two types of leases, operating leases and capital leases.

· Operating leases are for periods less that the equipment’s useful life and are common for copy machines, computers and cars.  

· Capital leases are for he equipment’s approximate useful life and usually include provisions of the lessee to purchase the equipment at the end of the lease period.

· Lease decisions have several advantages over purchase decisions including more flexibility, more financing options, and more protection however, they do cost more.

Evaluating Capital Budgeting Performance
· Several ratios are used to evaluate capital budgeting performance.
1.  Debt-to-Capitalization Ratio
·            Long-term debt          .  
(Long-term debt + net assets)

· Higher values imply a greater reliance on debt financing as a percentage and may imply a reduced ability to carry additional debt.  

· Ingenix hospitals average was 27.4 while “A” hospitals were 33.8.

2. Capital Expense Ratio

· (interest expense + depreciation expense)
                    total expense x 100

· Provides an indicator of operating leverage.
· High values imply a greater sensitivity to changes in volume.

· Ingenix hospitals average was 6.6 while “A” hospitals were 7.6.

3. Average Age of Plant

· Accumulated depreciation
                                                 Depreciation expense

· Provides an indicator in years of the healthcare organization’s fixed assets.

· Higher values reflect an older plant and equipment.

· Ingenix hospitals average was 9.77 while “A” hospitals were 9.08.
Terms & Definitions

Capital Expenditures – purchases of land, buildings and equipment for operations of more that $500 that last for more than a year and are subject to depreciation.

OBRA – Omnibus Budget Reconciliation Act – moved capital costs to prospective payment over a ten year implementation period.

Tax Reform Act of 1986 – lowered the tax-deductibility for charitable gifts and restricted or increased the cost of acquiring capital through tax-exempt markets.
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