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PREFACE 

The grow1ng concern over the rising cost of health 

care in the United States has prompted health care providers 

to explore ways to contain costs. The laboratory industry 

has been among those criticized and pressured by the federal 

government to reduce costs. 

This study centers around one approach which a 

hospital management corporation undertook to contain lab-

oratory costs. The research involved the establishment of a 

regional reference laboratory to service nine, corporation

owned hospitals in a large metropolitan area. The purpose of 

the study was to determine the financial feasibility of the 

project . Financial data were collected for one year, and 

income was extrapolated for a five-year period. These pro

jections were analyzed financially to answer the feasibility 

question. 

The writer acknowledges the support of the hospital 

ma nag e ment corporation toward the completion of the study. 

Acknowledgement is also extended to the hospitals who 

participated in the study and the employees of the regional 

r efe r e nce laboratory who helped with the project. 

lV 



TABLE OF CONTENTS 

PREFACE . . . . . . . . . . . . . . . . . 
LIS'r OF TABLES . . . . . 
Chapter 

I . 

I I., 

III . 

INTRODUCTION . 
STUDY DESIGN . . 
Statement of Problem 
Purposes . . 
Background . 
Methods 
Instruments. 
Assumptions .... 

- Delimitations. 
Definitions . . . 

. 

REVIEW OF LITERATURE . 

Introduction . . . 
Shared Services .. 
Mergers. . . . .. 
Antitrust Regulations. 
Cost . . . . . . 
Financial Management 
Summary . . . 

. . . . . . 

I V. FINDINGS 

v. 

Introduction . . . . . . . . . . 
Financial Information Collected 
Treatment of Information ..... 
Summary 

DISCUSSION . 

Introduction . . . . . . . . 
Financial Feasibility ... 
Problems to be Addressed . . . . . . 
Alterna tive Considerations . . .. 
Recomme ndations for further Research . 
Outlook . . . . . . . 
Summary . . . . . . . . . . . . . . 

v 

. 

. 

. 

iv 

. vii 

1 

4 

4 
4 
5 
7 
8 
9 
9 

10 

11 

11 
11 
18 
23 
26 
32 
39 

53 

53 
53 
66 
71 

76 

76 
76 
86 
87 
89 
91 
92 



APPENDI XES 

REFERENCES 

vi 

CITED ..................................... . 

VI TA . ................................................ 

93 

97 

100 



LIST OF TABLES 

l~ ·Hospital Size and Reference Laboratory 
Expenditures of Corporation-Owned Hospitals 
J uly-December, .1978 ............................... 54 

2 .. September Operating Statement ...................... 57 
3 . Oc tober Operating Statement ....•. ·· ................. 58 
4.. Nove mber Operating Statement ....................... 59 
5.. December Operating Statement ....................... 60 
6 0 January Operating Statement ........................ 62 
7. Febr uary Operating Statement ....................... 63 
8. Mar ch Operating Statement .......................... 64 
9. April Operating Statement .......................... 65 

lOo May Operating Statement .. . ......................... 67 
11 . Wor k Units, Cost, and Revenue, 

Reg ional Reference Laboratory, 
Sep t e mber, 1979-May, 1980 .......................... 68 

12. Bases in Man-hours and Work Units for, Cost 
Factors Refl e cting 10 Percent Annual Increase, 
Re gional Reference Laboratory, 1981-1985 ........... 70 

13 . Pr e tax, Preinterest Income Analysis, 1981-1985 
Reg ional Reference Laboratory 
($in Thousands) ................................... 72 

14 . Pro f itability Indexes Worksheet, 
Re g i onal Reference Laboratory ...................... 73 

vii 



CHAPTER I 

INTRODUCTION 

The role of the clinical laboratory ln assisting 

phys icians in the diagnosis and prevention of disease has 

become increasingly important over the last ten years. 

Advances in technology, instrumentation, and manpower train

ing have contributed to the expansion of this changing role. 

However, as with other areas of health care, advances along 

these lines have added to the escalating cost of health 

ca re. A concern among laboratorians, physicians, and admin

is trators about controlling these costs has raised many 

ques tions about approaches which should be taken to allevi

ate or contain some of the costs. 

·An increasing concern has evolved during the previous 

decade over the spiraling cost of health care in the United 

States . In 1965 the expenditure for health care was $39 

billion, 5.9 percent of the gross national product. By 1976 

the expenditure for health care was $139 billion, 8.6 percent 

of the gross national product (Jonas 1979:248). This 

increase carne in time association with the passage in 1965 

of Titles XVIII and XIX of the Social Security Act and the 

inauguration of Medicare in 1966. Medicare costs alone 

1 
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rose from $5.3 billion in 1968 to $26.1 billion 1n 1977 

(Iglehart 1977: 55). 

During the latter part of the time interval, 1969 

to 1 976 , the average cost per test of laboratory procedures 

rose f rom $1.34 to $1.54. More significantly, from 1969 to 

1976, the number of tests per day increased from 2.3 to 5.0, 

which r epresented an annual increase of ll.l percent. 

Therefo r e, although the numbers of tests per day had risen 

sharply over a seven-year period, the cost per test had 

risen more slowly (Phillips and Hai 1979:46)_. Many explan

atio ns of these es6alating costs have been expressed. 

Included are advances in research and technology, the prac

tice of defensive medicine, more complex care (said to 

shorte n hospital stays), and the "cost-plus" reimbursement 

sys t em by third party party payers :{Iglehart 1977: 55)". 

Regardless of the explanations which have been 

offe r e d concerning the high cost of health care, the public 

a nd the federal government are pressing health care providers 

for cost conta inment. Many state governments have appointed 

commi t tee s to study the existing situation and work with 

hospi t a ls for solutions. Congress has under consideration 

propos e d l aws to curtail health care costs, some of which 

wil l hav e an impact on the clinical laboratory in both the 

hospita l a nd t he comme rcial ·laboratory (Clinical Laboratory 

Improveme nt Act:l980). 
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Laboratories, because they are high revenue-produ-

c i n g departments in many hospitals, are being scrutinized 

c losely. Regulations have been proposed by the Department 

o f Health and Human Services, which would limit reimburse-

men t for admission tests. Other regulations are pending 

wh ich would limit reimbursement of laboratory tests to the 

l owe st fee charged in the area. Due to impending laws and 

regu la t ions, hospital management corporations, hospital 

gr oups, and independent -commercial laboratories are consid

er i ng regionalizing services to minimize costs. _ 

A six-year shared services program between the 

Ve te r ans Administration Hospital and the University of 

Mis s ouri indicated sharing or regionalizing services could 

be beneficial (~ownsend and ' Lucas 1979). Interviews with 

executives of a major national commercial reference 

laboratory also indicates a trend toward regionalizing to 

control costs (Aiken 1979). Thus, regionalizing clinical 

laboratory services appears to be feasible. 



CHAPTER II 

STUDY DESIGN 

Statement of Problem 

The problem addressed 1n this study concerns the 

f ina ncial feasibility-of a hospital management corpora-

tion 's establishing a regional laboratory. It is essential 

to t he viability of the laboratory that it significantly 

benefit the corporation's profit structure while containing 

costs for the participating hospitals. 

The investigative thrust of this problem is the m1cro-

economics of shared services. The analytical foundat~on of 

thi s feasibility determination was an income projection for 

fi ve years, based on financial data. Accordingly, ~he 

q uestions of this study concerning a regional reference 

laboratory are: (1) What are the bases in empirical data 

for computing pretax, preinterest income? (2) What are the 

annual pretax, preinterest income projections for 1981 to 

1985? and (3) What are the profitability indexes in terms 

of the percent of return on ·the original investment and the 

pretax, preinterest pay back period? 

Purposes 

The purposes of this paper were threefold. First, 

the researcher used the empirical data reported in the 

4 
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monthly operating statements from September, 1979 to May, 

1 980 to compute the income before tax and interest. These 

c omputations were averaged to provide the bases for the 

projections for the remainder of the financial analyses. 

Second, the investigator determined the pretax, preinterest 

income for 1981 to 1985. This determination was made by 

using the empirical data extracted from the monthly oper-

ating statements and projecting test volume, expenses, and 

reve nue generated. These extrapolations yielded the pretax, 

preinterest income estimates for the five-year period, 1981 

to 1985. Third, the writer determined the profitability of 

t he regional reference laboratory by computing certain 

profitability indexes: These measures were the percent 

ra te of return on the original investment and the pay back 
. 

period in years. These computations were based on the 

data from the five-year income analysis before tax and 

interest. 

Background 

The decisional foundation for this study rests in a 

1978 pro forma financial statement prepared by the hospital 

management corporation to determine the economic feasibility 

of a regional laboratory. This evaluation was based on a 

survey conducted in nine hospitals, which the corporation 

owns. The hospitals are located in a large metropolitan 

area, and range in size from fifty beds to two hundred and 



6 

fi fty beds. In the survey the hospitals were requested to 

repor t the numbers and types of laboratory tests referred to 

ou ts i de laboratories, the fees charged, and names of the 

refe rence laboratories being used. 

The findings of this 1978 study led the corporation 

to establish a pilot regional laboratory as a subsidiary 

corporation. The holding corporation bought an existing 

labora tory in the area, hired this writer as administrative 

director, and began operations. If the regional laboratory 

is feasible financially, the · long-range plans are to estab

lish regional laboratories in other areas where the corpor

ation owns several hospitals. 

Three major conditions were established as those 

necessary for the laboratory to be judged as successful, 

as follows. First, the service and quality of labora~ory 

performance must be at least that which the hospitals are 

presently receiving from commercial reference laboratories. 

Second, the total cost of the tests referred to the region

al laboratory must not exceed the costs which are being in

curred from commercial laboratories. Third, it must be 

feasible financially for the corporation to operate a region

al laboratory. It was further stipulated that the company

owned, reference laboratory preferably should be able to 

provide a better quality of service at less cost to each 

of the hospitals. 
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Methods 

The unit of analysis for this study is the regional 

re ferenc e laboratory. The researcher collected the finan

cial data generated 1n a nine-month period from September, 

1979 to May, 1980. The data included gross and net revenue, 

operating and nonoperating expenses, and pretax, preinterest 

1ncome. The data were taken from the monthly operating 

statements , which we-re calculated for each month of opera

tion. Test . volumes for each month were also collected, and 

_ the College of American Pathology workload (weighted) units 

(Workload Recording Committee 1980) were calculated. 

An average for test volume, revenue, and operating 

expenses were calculated as a basis for extrapolations for 

the years 1981 to 1985. The corporation's senior vice pres

ident of finance has requested that all subsidiaries ~se a 

factor of eight to ten percent for projection purposes 

unless otherwise justified. This is a conservative estimate 

but consistent with the 11.1 percent annual increase reported 

by Phillips and Hai (1979:46). A ten percent increase in 

test volume, expenses, and revenue was added to the calcula

tions for each year as a factor in this study to allow for 

probable increases. These calculations became the basis for 

the projected income before tax and interest. 

The final calculations were profitability indexes. 

These measures included the percent rate of return on the 
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original investment and the pay back period in years based 

on the p rojected income analysis. 

Instruments 

The instruments used for the collection of financial 

data were three forms designed and used by the hospital 

ma nagement corporation to conduct financial analyses, dis

c ussed as follows. The operating statement (Appendix 1) is 

used to determine the financial status of each entity on a 

month ly basis. The other two forms to be used were extract

ed from the capital expenditure request manual, which is a 

deta iled financial and narrative justification for any 

cap i t al expenditure to be considered by the corporation. 

One is the pretax, preinterest income analysis (Appendix 2) 

and the other is the profitability indexes worksheet 

(Appendix 3). 

The validity and reliability of these instruments 

have been established by the company. These instruments 

are valid for purposes of the company because they are 

accepted and used by the company to measure the variables 

named. The measures are reliable within the limits of 

unaudited financial reports and carry the consistency of 

the data generated for such management purposes as those 

of this report. 
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Assumptions 

The researcher assumed that the data collected would 

indicate a trend in revenue, expenses, and test volume upon 

wh ich projections would be established. Further, it was 

assumed that data for nine months of operation are suffi

cient to make projections -for the five-year forecast. It 

was a lso assumed that the financial analysis which the 

corporation requests would enable the writer to determine 

the financial feasibility of the regional reference labora

tory. 

Delimitations 

Although the hospital management corporation identi

fi ed several conditions for the reference laboratory to meet 

for it to be successful,· this study addressed only th~ ques-

tion of financial feasibility. The study was further 

r estricted to an examination of revenues generated from six 

of the nine corporation-owned hospitals in the area. (Hospi

tals not seived by the laboratory are two psychiatry hospi

tals with little laboratory work and an acute-care hospital 

that refers very few tests to outside laboratories.) 

Further, the study was also limited to determining finan

cial feasibility after the acquisition of an existing lab

oratory and equipment. 
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Definitions 

The following definitions apply for the purposes of 

this paper: 

1. Regional r~feren~e laboratory: An independent 

clinical laboratory which pr6vides analyses of a special 

nature to physicians and hospitals in a geographic area. 

2. Gross r~venue: The total revenue generated by 

the laboratory tests prior to any deductions. 

3. Net revenue: The gross revenue minus courtesy 

discoun ts and/or bad debts. 

4. Pretax, preinterest lncome: The net revenue 

minus operating and nonoperating expenses. 

5. Percent rate of return on original investment: 

The average pretax income divided by the original investment. 

6. Pretax, preinterest pay back period: The amount 

of time necessary to generate cash equal to the amount of 

the original investment. 



CHAPTER III 

REVIEW OF LITERATURE 

Introduction 

The foundation literature for this study centers 

around shared services. Mergers and antitrust laws are also 

discusse d as related to the economics of shared services. 

A fu rthe r review considers the causes of escalating labora

to ry c os t s as well as possible solutions for containing costs. 

Addi tionally, the financial management of organizational 

opera tions, including accounting principles for measuring 

and p r o jecting the economic success of an operation are 

explored. A discussion of each of these topics follows. 

Shared Service 

Shared service is one option being considered among 

hea lth care providers to enhance the quality of care while 

add ressing the microeconomics of cost containment. There 

a p p e ars to be a need for new organizational structures in 

t he health care industry, and there is to this end an interest 

a mong providers in pursuing shared services. The need to 

me et government regulations and hold down costs are major 

reasons cited for considering shared services. The literature 

de scribed actual and proposed advantages of shared services as 

wel l as disadvantages. 

ll 
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New Organizational Structures 

An underlying problem of organizational effectiveness 

in the health care industry appears to indicate a need for 

e xploring new organizational structures in order to close 

the gap between expectations and performance (Georgopoulos 

197 2:2-3). Furtner, there i -s a gradual redefinition of the 

insti tutional role of the hospital as a health care center. 

Evidence of such role changes are associated with programs 

which have been initiated, such as Medicare and Medicaid, 

regional medical programs, the emphasis on comprehensive 

health planning, the development of continuing education 

programs, and institution of health maintenance organizations. 

These changes are forcing · hospitals to alter many aspects of 

their traditional character - and organizational functioning 

(p. 4). 

The type and magnitude of restructuring and reorganiz

ing among health care institutions will depend heavily on the 

present organizational system of hospitals. Restructuring of 

the organization will relate to past experience and future 

trends. It will relate also to the objectives and problems of 

the present system, the composition and characteristics of 

organizational groups and subsystems, the type of work to be 

done, the professional relationships and behavior in the 

system, and the organization-member and organization-community 

relations of existing systems (Georgopoulos 1972:5). 
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The most important changes that occurred in health 

ca r e during the decade of the seventies were structural and 

organizational rather than medical and technological. The 

i nc rease in multi-institutional arrangements has been one of 

the major change~. Included under multi-institutional 

arr angements were multihospital systems, shared services, 

consortia, vertically linked organizations, and other collec-

t i v e ventures. Hard evidence was being sought in 1979 to 

document the perceived advantages of the multi-institutional 

t rends. There is evidence that only now are data being 

collected, and much of it has not begun to appear in the 

l iterature (Wegrniller 1980:147). That which has appeared is 

e xemplified by Lauback, Rand, and Lauback (1980:8). 

The literature indicated that shared service arrange-

ments among hospitals were increasing. For example, some of 

the data from the 1978 American Hospital Association survey 

revealed that shared service arrangements increased from 61 

percent in 1975 to 82 percent in 1978. There is also litera-

ture available on vertically linked organizations and multi-

hospital systems. This can be interpreted as a possible 

trend ln the 1980's toward the formation of larger organiza

tions of multihospital systems and the expansion of hospital 

management company efforts to include international ownership 

and management of health care facilities. Hospital manage

ment is beginning to feel more secure about interinstitutional 
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rela tionships and are more willing to trade autonomy for 

access to broader community health care delivery (Wegmiller 

19 80: 1 48-149) . 

There is a need for further research to determine 

the f ul l potential of shared services as an approach to 

reorgan ization (Astolfi and Matti 1972:61). A recent inter-

e st in t he varied applications of shared se~vices has been 

ind icated. Astolfi and Matti's {pp. 61-65) report was an 

analysi s of a national su~vey · conducted in 1971 which was 

de si g ned to gather ~ncompiled data to assist health care 

p rov ide r s with shared service programs. The survey revealed 

tha t , 

Of the 5,727 short-term community hospitals contacted, 
82.5 percent completed the survey questionnaire and of 
t hese, 66~6 percent reported that they shared from 1 
to 73 services with an . average of 6.2 services sh9red per 
hospital {p. 62). 

Two of the top five shared services were laboratory related. 

The authors indicated that the results of the survey clearly 

s ho wed present involvement and strong interest in the devel-

opment of future sharing programs {p. 65). 

Governmental Regulations 

Brown (1976:41) revealed that he expected a rapid 

growth in regional health care systems with branch hospitals, 

i ntensified shared se~vice organizations, and contract 

ma nageme nt of hospitals. The necessity for these changes ln 

h e alth c a re delivery, he attributed to federal regulations 
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a nd laws enacted over the past few years. He also cited 

expe nsive equipment, higher degrees of expertise, compara

tive cost control data, and other such factors as contribu

t ors to the change (p. 46) . 

It has been recommended that hospitals trying to 

comply with governmental pressures to increase services and 

con tain costs establish for-profit service organizations. 

The indication is that through the intricate mechanism of 

a for-profit corporation, hospitals would have the incentive 

to share services. A~eas which have been recommended for 

consideration were purchasing, food, personnel, and other 

simi lar service areas. Further, it was suggested that the 

profits be shared, based on the . volume generated by each 

participating hospital (Fritschen 1978:22-37). 

Advantages and Disadvantages 

A case study was reported in Ontario, Canada regarding 

shared services ·between two hospital laboratories, located 

three blocks apart. The increasing demands for laboratory 

services and requests from the government and the community 

for quality improvements and cost containment precipitated 

their sharing services. After overcoming such obstacles 

as tradition, religion, local politics, hospital autonomy, 

language, objections from nurses and physicians, and insecur

ity within both laboratory staffs, the philosophy which 

evolved was that it was better to consolidate voluntarily, 
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u nde r conditions that could be controlled, rather than by 

fiscal restraint or g6vernment directive (Frazer 1980:89). 

The consolidation of services was gradual and enabled the 

laboratories over a seven-year period to operate more effec

tively and efficiently. Both laboratories were directed by 

the same pathology group, which insured unified leadership. 

Services were divided between the two hospitals, a courier 

service was retained, necessary equipment was purchased, 

joint purchasing of supplies was established, and policies 

~nd procedures were standardized. In 1977 the total fiscal 

savings realized by sharing se~vices was $83,200 (pp. 90-104). 

A program of shared laboratory services at the 

Veterans Administration Hospital and the University of 

Missouri Medical Center in Columbia, Missouri (Townsend 

and Lucas 1979:107-112) began because the medical staff was 

the same for both hospitals. The medical staff had many 

subspecialties, and were making increased demands on the 

laboratories of both institutions. It was anticipated 

that by sharing services the following benefits could be 

expected: (l) minimized duplication of space, equipment, 

and personnel; (2) increased availability of procedures; 

(3) enhanced quality assessment; ('4) uniform standards; (5) 

increased effectiveness of the pathologist as a consultant; 

and {6) broadened availability of professional expertise 

(pp. 107-108). Having obseived the successful operation of 
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t he p ro ject for six years, Townsend and Lucas believe the 

few p r o blems they encountered have been overcome and the 

p r ogr am i s worthwhile. They recommend shared services as 

a method of providing a better quality of care at a savings 

i n cost (p.ll2) . 

Amador (1978:337-3S2) compiled a comprehensive review 

of s ha red clinical laboratory services. He proposed various 

s tr uctured figurations of shared services and detailed 

problems and advantages of shared services. Some of the 

potential problems he foresaw were unavailability of emer

ge ncy tests, slow service, underutilization of existing 

fa c i lities, loss of teaching facilities, unresponsiveness, 

and increased costs. However, he also outlined potential 

adv an t ages such as pr6viding new information to physicians, 

educating physicians and technologists, pooling of human 

resources and equipment, use of automation for large-volume 

testing, unification of procedures, quality control, and 

reagents, and a central administration (pp. 344-350). Con

tributing forces favoring regional laboratory services are 

r apid turnaround times, high volume workloads, physician 

and personnel convenience, and test accuracy and cos t. A 

shared system will also provide a stable base of operations 

for professional personnel with a wide range of skills to 

utilize their skills to maximum advantage (pp. 350-351). 



18 

Perna (1980) indicated that there has been a 14 

pe rcent average increase per year for the past five years 

in laboratory tests referred to the reference laboratory 

whi ch he directs. He attributed the growth to new technol

o gy and volume-sensitive economics. As he explained, many 

h o sp i tals do not have enough volume to justify the pur

chase of expensive instruments and the increase in manpower 

necessary to provide their patients access to new technol

ogical advances in laboratory medicine. However, a regional 

re ference laboratory can purchase the instrumentation and 

s ell the service to a large number of hospitals and physi

cians, thus, generating a large volume and rendering the 

n ew service cost effective. He indicated that with a 50 

p ercent increase in volume, the cost of performing a test 

will decrease 74 percent. 

Although Perna (1980) was not at liberty to elaborate 

on future plans for the laboratory he directs, he did agree 

with this researcher that the trend in laboratory medicine 

is toward regionalization of laboratory services. This 

trend is a result of hospitals desiring to provide cost 

e ffective, high quality health care. 

Mergers 

It has been suggested that future trends in health 

care are toward large multi-institutional systems. Health 

care costs are continuing to escalate, owing, in part, to 
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poor articulation among the organizational components of 

that which traditionally has been a cottage industry. These 

e volving systems will be a result of mergers or consolida-

tions between two or more existing institutions. The hold-

ing company has proved to be a viable vehicle 1n the busi-

nes s community for accomplishing this end. A discussion of 

the background, and trends of health care mergers, multi-

i ns titutional systems, and the mechanism to attain the con-

s olidat ion of organizations as they relate to the health 

c ar e industry will follow. 

Background and Trends 

The business community began a trend toward the fusion 

of org a nizations in the 1960's (Platou and Rice 1974:15-24). 

Although many have expressed interest, providers of health 

care have not actively pursued mergers. While an American 

Hospital Association-reported trend toward mergers was con-

fined to a small number of the total health care facilities, 

there has been no in depth research in the area of health 

facility mergers (Starkweather 1970:4-6). However, the cost 

of health care will continue to rise, and many independent 

institutions will be forced to become integrated into large, 

multihospital systems. 

The multihospital system of the future will be founded 
on a stronger financial base, a centralized decision
making process, greater financial and management exper
tise, and a profit-motive approach to health care deliv
ery (Olson 1979:141). 
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The decade of the seventies and the last quarter of 

the t we ntieth century will be the era of mergers in health 

care (Sieverts and Sigmond 1970:261). Sieverts and Sigmond 

discu ssed five reasons why mergers would become prevalent. 

The r easons given were: (1) "critical mass" or the volume 

neces sary for a service to be feasible economically, (2) 

the need for institutional renewal or new organizational 

struc t ure, (3) the scarcity of resources, (4) the trend 

towa rd f unding for coordinated development, and (5) geo

graph ic maldistribution {pp. 261-262). 

Sieverts and Sigmond (1970:262) stated that mergers 

would be forthcoming, but would not be a simple task to 

accomplish. They recommended time, patience, a sense of 

h umor, and a good legal counsel. They also indicated that 

a ma jor research effort, exploring the merger, be encouraged 

i n order to be prepared for the inevitable (p. 263). Follow

i ng this indication, Lauback et al. (1980:8) have researched 

a nd pr e pared a paper for the American College of Hospital 

Administrators which outlined mergers as one alternative 

organizational approach for cooperation in health care. 

Zuckerman (1979:4) cited the following reports and 

legisl a tion as relevant to the trend toward multi-institu-

tional systems. In 1965 the American Hospital Association 

in its State ment of Optimum Health Services indicated the 

nee d for "coordinated community and regional systems of 
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faci litie s and services. 11 The Barr Report, a 1969 Repo r t 

of the Secretary's Commission on Hospital Effectiveness, 

note d th e desirabil·i ty of 11 Combinations of hospitals as 

well as interhospital cooperation and coordination.'' The 

reg ional Medical Programs and the Comprehensive Health 

Planning Act of the mid-1960's clearly intended regionaliza

tion , c ooperation, and integration of facilities and re

sou rces. The Health Resources Planning and Development Act 

of 197 4 provides specific encouragement of interorganiza

tiona l arrangements, and specifically mentions shared 

serv ices . 

Multi-Institutional Systems 

According to Zuckerman (1979:3), for years hospitals 

have e xisted as autonomous institutions. Recent pressures 

for cost containment and sharing of services have initiated 

mul ti-institutional systems. The growth and development of 

t his type of arrangement represents an attempt, through 

o r g a nizational integration and consolidation, to restructure 

the hospital industry from within. Hospitals are recognizing 

t he need to work together by joining skills and resources in 

order to meet the challenges facing them. 

Further, various organizational typologies are cat e gor-

i zed as multi-institutional systems. Included are multiple 

o wnership and single ownership. Under multiple ownership 

a r e included shared services, consortia, management contracts, 
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and leases. Under single ownership are decentralized and 

centra lized ownership. Those hospitals owned and operated 

by Catholic orders are usually examples of decentralized 

mana gement under single ownership. Some examples of centra-

lized, single-ownership systems are found among satellites, 

holding companies, investor-owned chains, hospital authori

ties, and merged institutions (Zuckerman 1979:10-12). 

Benefits of multi-institutional organizations listed 

by Zuckerman (1979:12) included economic, manpower, and 

organizat ional advantages. He also discussed problems which 

multi-institutional systems must consider including antitrust 

laws, Federal tax laws, and existing reimbursement systems. 

Despite the barriers, there is evidence indicating that the 

hospi t al industry is evolving from independent facilities 

into multi-institutional organizations. The emerging organ

izations offer substantial promise to both the institutions 

and the communities they share (p. 40). 

Mechanism for Merger 

There is a belief that reorganization of the health 

care industry into coordinated systems is inevitable. An 

analogy has been made of the future of hospital holding 

companies to the holding companies which developed in the 

banking industry. New approaches to the provision of health 

care are urgent and unavoidable. Three trends which signify 

the necessity of multihospital holding companies are: (1) 
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single institutions beginning to g1ve way to larger, incor-

porated networks of facilities and services; (2) individual 

hospital departments or functions beginning to combine in

to community-wide, shared service ventures; and (3) sharply 

i ncreasing government guidelines, standards, and regulations 

(Platou and Rice 1974:15-24). 

The holding company is a vehicle for retaining the 

eth ical principles upon which health care facilities were 

founded and for providing strong sophisticated management, 

according to Platou and Rice (1974:17). These authors 

fu r ther believe a health care holding company could im-

prove the quality of patient care through its ability to 

provide a coordinated, comprehensive range of services, 

intramural reviews of performance and facilities utiliza

t ion , and ongoing interorganizational staff training and 

development {p. 19). Additionally, the holding company 

could stimulate medical, capital, and operational efficien

cies as well as ensure the delivery of health services in 

diverse institutions in various community and regional areas 

(p. 20). 

Antitrust Regulation 

A treatment of changes in the health care industry 

relating to shared services, costs, and mergers necessitates 

a review of antitrust considerations, because of the legal 
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ramif i cations involved in mergers. Section 7 of the Clay-

ton Act (Thompson 1979:70-73) and the Federal Trade Commis-

sion as they relate to mergers of health care institutions 

will be covered, as follows. 

The regulatory pressures to reduce costs could result 

in consolidation and affiliation among providers of heal t h 

c are. Existing chains and group affiliations are perceived 

to have advantages in competing for facilities, physicians, 

a nd administrative staff. Beyond the economic feasibility 

and improved quality of care is the ramification of possible 

anti tr ust law violations which must be considered in any 

merge r , consolidation, or affiliation (Thompson 1979:70-71). 

A key factor in antitrust law is the market impact 

of t he lease, management contract, or actual consolidation. 

The re are three classifications of consolidations. Horizon-

ta l consolidation is the merging of competitors in the same 

business. Vertical mergers ordinarily involve entities in 

a buyer-seller relationship. Conglomerates involve entities 

t hat technically are not horizontal or vertical, but may be 

i nvolved in complimentary services or products (Thompson 

1979:72). 

The federal law which applies to corporate consolida-

tions is Section 7 of the Clayton Act. This section pro-

hibits a corporation engaged in interstate commerce from 

a cquiring the stock or assets of another corporation where 
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the ma r ket impact will be a reduction in competition or the 

creation of a monopoly (Thompson 1979:73). 

The Clayton Act applies only to corporations and does 

not a pply to partnerships or unincorporated associations. 

Give n that an acquisition is a purchase of assets rather 

than s t oc k, the Federal Trade Commission excludes nonprofit 

corpora tions from its jurisdiction. If the nonprofit 

corpor a t ion acquires stock rather than assets, then the 

Clay t on Act is applicable. Section 7 also excludes the 

purchases of stock to be held for investment and not to be 

used in voting to restrict competition (Thompson 1979:73). 

A maj or financial management consideration in mergers and 

conso lidations is the greater probability that neither the 

Antitrust Division of the Department of Justice nor th~ 

Feder al Trade Commission would bring a suit to block a 

merger or consolidation. However, this circumstance should 

be e xplored carefully. The government must prove, under 

Sec tion 7 of the Clayton Act, that there would be a "sub

stantial lessening of competition'' if the merger or consoli

da tion occurred. Due to the excessive expense of an anti

trus t battle, managers should be reasonably certain that 

t hey will not be challenged before continuing with a com

bi n a tion of organizations (Horne 1971:592). 
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Cost 

The rising cost ·of health care in general and the 

escalating cost of laboratory testing specifically are 

influenced by many variables, with varying effects. 

Included in these variables are increased demands for a 

higher quality of medical care, advances in new technology, 

and feder al regulations governing reimbursement. These 

variables are discussed as follows as well as the effects 

of cost containment on the quality of health care. 

Increased Demands 

There are a number of reasons for the increased 

demand for medical care, all of which have had an impact on 

the sharply escalating costs. Among the factors included 

are increases in volume, increases in the number of order 

persons in the population, higher educational levels and 

greater health awareness, urbanization of the population, 

relative increases in the number of health care providers, 

and the ·growth of third party payments. However, the single 

most important contributing factor has been the tremendous 

advances in medical technology to which all individuals 

have a fundamental right (Sorkin 1975:10). 

Wertman, Sostrin, Pavolva, and Lundberg (1980:2080-

2082) studied the reasons why physicians order laboratory 

t ests . They noted that the number of clinical laboratory 

tests performed had increased markedly over the past few 
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y e a r s. This increase has been a maJor factor contributing 

t o escalati ng health care costs. The need for the 1ncrease 

i n t he number of tests has been questioned by both the public 

a nd the government as to cost effectiveness. The findings 

of the study revealed that the majority of laboratory tests 

we re ordered for diagnosis, screening, and monitoring. The 

study further indicated that the results of two-thirds of the 

laboratory tests ordered contributed to a change in diagnosis, 

therapy, or prognosis, while one-third of repeated labora

tory test results showed an important change from the pre-

vious result. Therefore, Wertman et al. (p. 2082) concluded 

that laboratory tests are ordered for realistic medical pur

poses, and a large percentage of laboratory results are used 

to provide improved patient care. 

New Technology 

The rapid technical advances in laboratory medicine 

and the increasing demands for laboratory tests have contri

buted greatly to the rising costs. Additionally, the trend 

in laboratory medicine has moved from tests performed pri

marily for diagnosis to tests performed for monitoring the 

progress of therapy. A recommendation to aid in diagnosis 

and monitoring was a computerized data base of shared infor

mation with input from not only the . clinical laboratories, 

but all the medical disciplines. A physician, via a compu-
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ter terminal, could then request results and diagnosis-

related data as necessary (Brecher 1978:615-616). It was 

fu rther indicated that advances in technology have increased 

th e number of tests ordered per patient day, thus adding to 

r i s ing laboratory costs. However, the advances in technology 

have s hortened hospital length of stay which have, ln tu r n, 

b een re s ponsible for a decrease in costs (Phillip and Ha i 

197 9 : 47). 

Given that new technology has received much of the 

b lame for the rising cost of health care, Gallwas (1980:86) 

a rgued that the opposite is true. He explained that new 

technology and its proper use lower health care costs and 

improve services. 

A prevailing sentiment is that new technologic pro

cedures and systems have been introduced into the health 

care system with little thought for their relative effective

ness, efficiency, or benefit. This attitude has become one 

of the major factors contributing to the cost containment 

movement. Since the 1978 annual cost of laboratory services 

exceeded $12 billion, the public and the federal government 

have become very skeptical of the development and introduc

tion of new technology (Gallwas 1980:86). 

It has been suggested that investment in new tech

nology offers one of the answers to decreasing costs through 

improvement of productivity. While about 70 percent of 
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hospi tal costs are attributed to labor, by contrast, only 

40 percent of the laboratory costs are so assigned. New 

technology, specifically automation and computerization, 

could be responsible for the difference. Therefore, to 

contai n cost, labor must be contained and productivity 

encouraged (Gallwas 1980:87). 

New technology should also be introduced only when 

its benefits to the patient outweigh its cost. Proper 

util ization is the key issue if continued capital invest

me nts are to be made for new technology to improve health 

care (Gallwas 1980:87-90). 

Reimbursement 

The cost problem can best be approached from the 

perspective of cost accounting. Pending Medicare regula-

tions which propose to base reimbursement on the lowest 

cost in the area will be detrimental to hospital laborator-

ies (Roth 1979.: 97) . Such an outcome can be attributed to 

the difference between higher hospital charges and lesser 

commercial laboratory charges. Hospitals must charge more 

per test because they provide services which commercial 

laboratories do not. Such differential services include 

personnel and supplies for specimen collection, specimen 

processing, "stat" services, direct patient billing, accept

ing of Medicare and Medicaid assignments, charting, availa

bility of low volume, unprofitable tests, availability of 
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pa t ho l ogists for consultation, audits, and continuing 

education. A solution is to lower cost per test in hospi

tal s and charge separately for the added services listed 

above (pp. 97-98). No mention was made of central labora

tor ies as a possible solution. 

Governmental moves to hold down laboratory costs have 

had the opposite effect on hospital laboratories. Two pend-

ing regulations propose to eliminate payments for routine 

admission profiles and to institute the "lowest available 

f e e " as the method of rate setting. In the past, the Health 

Care Financing Administration paid for laboratory tests 

for Medicare and Medicaid patients as the "usual and custo

mary fee." Under the proposed regulations, the administra

t i on will pay only the "lowest available fee" for any given 

t est. Since independent reference laboratories provide 

laboratory tests at approximately one-third the fee of most 

hospital laboratories, they are the most likely recipients 

of the work. The higher fees in hospital laboratories cover 

the added services which hospitals must provide, such as 

"stat" testing, specimen collection, special services, path

ological services, and hospital indirect costs (Johnson 

1980:55-59). 

The elimination of the payment for admission profiles 

is another proposal of the Health Care Financing Administra

tion. The argument is that the profiles are not cost effec-
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tive . As Johnson (l980:61) points out, the physician will 

most probably order the profile sometime during the patient's 

stay possibly at an irregular time or "stat;." This process 

wi ll create inefficient and expensive testing patterns and 

offset any savings under the policy. 

Effects of Cost Containment 

A survey was conducted to determine where the pres

sur e for cost containment in laboratories originated and 

what impact the pressures had upon the laboratories. The 

study ievealed that the most pressure carne from the respon

dents' own institutions with the remainder corning from 

local , state, and federal governments as well as third party 

payers (Kull 1980:36). 

_The impact of institutional and governmental pres

sures for cost containment was reported as both positive and 

negative from the respondents (Kull 1980:37). On the posi-

tive side, efforts toward more efficient operations, im

proved inventory control, and better staffing p a tterns were 

cited most often. On the negative side, postponement of 

capital expenditures for old and outdated equipment and 

failure to evaluate and set up new procedures has been 

reported to be most detrimental. About fifty percent re

sponded that quality of service had not been affected, while 

the remaining fifty percent believed that quality had 

suffered in varying degrees (pp. 38-39). 
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Another study reported an attempt by the New York 

City Department of Health to restructure fundamentally the 

city ' s clinical laboratory industry by centralizing testing 

in each of the city's five boroughs. The plan was to re-

quest. competitive bidding by laboratories for the Medicaid 

outpatients in the five areas of New York. The plan was 

plagued by a great deal of controversy from the state medi-

cal soc i ety, the state pathology society, independent labor-

atory owners, and the former U.S. Department of Health, 

Education, ~nd Welfare. The overall cost saving of the 

pr ogram appeared to be feasible, but there was too much 

organized opposition to the proposed plan to allow it to 

be come viable. However, the Federal Court requested the 

then u.s. Department of Health, Education, and Welfare to 

i mplement a pilot program in the Borough of Queens to demon-

s trate the operational feasibility of a centralized system 

and its impact on recipients and providers of laboratory 

services (Paris 1976:777-793) · 

Financial Management 

Sound financial management has become a major factor 

in the operation of all health care facilities. The finan

cial feasibility of an operation can be determined only by 

the analysis of financial data, current and projected. The 

microeconomics of shared services can also be addressed and 

analyzed through the application of accepted accounting 
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p rinciples and the achievement of sound financial operations. 

Financia l management as it relates to microeconomics will be 

discussed in terms of conditions to be met, financial tools 

a nd techniques which can be used, and the analysis of data 

collected. 

Conditions 

Christy and Roden (1976:182) referred to the "three 

A ~s 11 of financial management which they indicated that every 

financ ial manager must address. The "three A's" were (1) 

antic ipate financial need, (2) acquire financial resources, 

a nd (3) allocate funds in the business. Effective financial 

ma nagement is essential for the success of any business, .but 

it is not ·the only condition which must be met. Profits do 

no t occur. by accident, but instead must be planned in · 

advance. Profits are the result of hard work, foresight, 

amb ition, and determination (p. 183). 

A manager is in a position to anticipate financial 

needs by forecasting expected events and noting their finan-

cial implications. Documents which are prepared when a 

company is forecasting are: (1) a cash budget, (2) an 

income statement, (3) a balance sheet, (4) a statement of 

sources and uses of funds, (5) a capital expenditure budget, 

and (6) an operating budget (Christy and Roden 1976:185). 
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Acquiring resources necessitates the manager's know-

ing when , where, and how to procure funds for operation. It 

inc l ude s knowing providers of funds, timely requests for 

fun d s, and substantial facts and figures to justify the re

quest (Christy and Roden 1976:186). The manager must also 

be able to determine whether short-term or long-term finan

cing better covers the situation (p. 187). 

Allocating funds indicates utilizing them in an 

optima l equilization of assets. Assets are optimized by 

weigh i ng their profitability (earning power) against their 

liquidity (closeness to money) . This optimizing of assets 

is a delicate balance for the financial man a ger to maintain 

(Ch risty and Roden 1976:187). The measurement of a com-

pany's financial position is described in terms of profit

ability and liquidity. These terms identify how much a 

business is making for its owners and how able it is to pay 

its bills (p. 222). 

According to Berman and Weeks (1976:1), financial 

management traditionally has not been a part of operational 

ma nagement. However, the role is changing, and financial 

managers are becoming an integral component of operational 

management. The primary objective of management in a commer

cial enterprise is to maximize the owner's profits. Thus, man

agement's goal is to find the right combination of earnings 

and capitalization rate to increase the owner's wealth (p. 2). 
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Tools and Techniques 

Financial management tools and techniques assist 

management in providing the community with quality serv1ces 

a t the least cost by furnishing the data which are pertinent 

t o making good capital investment decisions. Additionally, 

financial management tools such as cost finding reports, 

expense and revenue budgets, and position and operating 

statements provide management -with data necessary to con

t rol internal operation. Cost finding reveals information 

o n actual operational performance which can be compared to 

budgeted expectations. These data in conjunction with 

position and operating statements provide management with 

the necessary information to evaluate and control capital 

structure. Cost finding can also be used to set equitable 

fee schedules in order to provide a proper revenue-expense 

ratio to ensure profitability (Berman and Weeks 1976:3-5). 

Financial planning is the process of establishing 

programs for the achievement of fiscal objectives. A know

ledge and understanding of historical and projected data are 

the basis upon which sound financial planning should be 

established. These adequate accounting records establish a 

foundation upon which management can make sound judgements 

about the future of a facility or project (Seawell 1975:16). 

Responsibility accounting, recommended for hospitals, 

can be applied to other health care organizations. Each 
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o r gan i zational unit in this system forms a responsibility 

cen te r, and is charged with all expenses for which it is re

spo ns i ble and is credited with all revenues which it gener

a te s . This system of accounting provides historical data 

t ha t s erve as a basis for effective budgeting and for making 

f ut u r e projections (Seawell 1975:138). 

Other appropriate data are also necessary for plan

ning (Seawell 1975:139). The availability of reliable non

monetary data relating to volume and scope of services in 

pr evious - periods are important to the budgeting process. 

Ex pected levels of activity are projected, based on previous 

h i story, and are used in the planning and control phases 

o f budgeting and long-range planning. 

Periodic accounting and statistical reports show 

how well an organization adheres to management's financial 

plans and objectives. Budgeting, internal control, cost 

finding, and financial analysis serve as a means of evalua

ting the performance of an organization. Additionally, 

these data serve as a basis for control decisions and the 

evaluation of the results of those decisions (Seawell 1975: 

16) . 

Financial control, according to Seawell (1975:16), 

is the process by which management assures conformity of the 

operating results of organizational units, with its plans 

and policies to achieve its objectives. The main objective 
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of fina ncial control is the determination of optimum opera-

t i ng r esults and financial position and the direction of 

ac tivities to achieve those goals. 

The purpose of a commercial business is to make a 

p r o fit. The business is owned by either a sole proprietor 

o r p a r tners or a group of corporate stockholders. Whatever 

the t ype of ownership, a satisfactory return on the original 

inves t ment in a reasonable period of time is a major consid

er a t ion . The standard of success ln business is measured 

usua lly by _the amount of net income in relation to the capi-

ta l invested in the business. In the health care industry, 

the standard of success is the extent to which an organiza

ti on can serve the needs of the community while maintaining 

quality care at a reasonable cost (Seawell 1975:17). 

When a business is acquired by another company, the 

purchase is treated as an investment by the buyer. The price 

paid in excess of the net worth is reflected as "goodwill." 

Goodwill is ordinarily debited against future income. The 

goodwill is amortized over a period of its estimated life 

as is any other asset. Goodwill is not deductible for tax 

purposes and therefore, reduces possible future earnings 

(Horne 1971:592). 

Analysis 

Financial statements provide vital information con

cerning the position of a business and the results of its 
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ope r ations. Analysis of the data revealed on a financial 

s tatement is necessary in reaching conclusions about the 

b usi ness and its activities. The nature of the analysis 

depends upon the questions which have been raised. Three 

majo r such analytical questions concern: (1) solvency, · 

(2) stability, and (3) profitability (Simons and Karrenbrock 

196 4 : 771). 

A corporation, to be solvent, must be in a position 

to meet its liabilities. Statements are analyzed to ascer

tain whether the business is solvent and whether it can 

re tain its solvency if it should have a period of adversity 

(Simons and Karrenbrock 1964:771). 

Stability, as discussed by Simons and Karrenbrock 

(196 4:772), is measured by the ability of a company to · meet 

interest and principle payment requirements against out

standing debts and its ability to pay dividends to its 

stockholders regularly. Stability is determined from data 

concerning the operations such as volume of activity and the 

financial position of the company. It is important that 

there be a regular demand for goods or services being sold, 

and the margin on sales must be sufficient to cover opera

ting expenses, interest, and dividends. 

Profit is defined as a dollar amount or the figure 

at the bottom of the income statement (Christy and Roden 

1976:225). Profitability is defined as the ratio of capital 
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ga in t o the amount of capital irivested (p. 225). Profita-

b i lity can be expressed in terms of profit before taxes and 

in terest or profit after taxes and interest. Either use is 

a cceptable as long as the individual using the ratio is 

a war e of which relationship is being expressed (p. 227). 

Prof itability is measured by the success of a business in 

maintaining and increasing the owner's equity (Simon and 

Karre nbrock 1964:772). The nature and the amount of re

venues as well as their regularity and trend are all signi

fic ant factors in determining profitability. 

Summary and Conclusions 

Shared services, mergers, antitrust regulations, 

costs, and financial management have been the topics re

viewed in this chapter. This restatement traces the chrono

logical development of the regional reference laboratory 

from its inception to its present status in relation to 

the topics reviewed. Microeconomics, the theoretical foun

dation for the study, also will be discussed, as well as 

the key concepts which enter into the analysis of the study. 

Literature support for the problem and other aspects of 

study design also are concluded. These considerations are 

presented as follows. 
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History 

The regional reference laboratory of present refer

e nce has been traced in its history from the early concerns 

of t he corporation to improve quality and reduce costs for 

its hospitals, through the mechanisms for establishing and 

ope rating the laboratory, to the deliberations on the finan

cia l f easibility of the project. A discussion of each step 

f ollows. 

The prelimina!y approach taken by the hospital man

agement corporation was the consideration of establishing 

a new organizational structure to address the issues of 

quality and cost. The restructuring of an organization is 

governed by past experiences, future trends, and objectives 

t o be met and alluded to by Georgopoulos (1972:2-5) . . The 

e xperience of the present corporation was that each of its 

hospitals was spending several thousand dollars per month 

on reference laboratory work. The increased demands for 

testing and the costs involved indicated a trend toward 

more dollars being spent in the future. The objectives, 

therefore, were to establish a regional reference laboratory 

to satisfy the needs of the hospitals in the area and to 

contain costs. 

The corporation determined that a regional refer

ence laboratory would enable its member hospitals to share 

reference services. There was evidence in the literature 
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that data were being collected to document perceived advan

tages of multi-institutional trends, but much of it has not 

ye t begun to appear in the literature (Wegmiller 1980:147). 

The literature indicated, however, that shared services 

among hospitals were increasing, and that more research was 

necessar y (pp. 147-149; Astolfi and Matti 1972:61-65). The 

present consideration for a shared reference laboratory, 

therefore, was in the mainstream of the state of health 

care management practice. 

The regional reference laboratory of present refer

ence was established in response to the pressures imposed 

on hospitals to improve services and reduce costs. It was 

organized as a for-profit corporation similar to that which 

was suggested by Fritschen (1978:22-37). The incentive for 

the hospitals to participate was to keep the thousands of 

dollars spent on reference laboratory work in the company 

rather than payment to others. The major advantages which 

have resulted are: (1) the hospitals all have equal access 

to needed reference services and (2) the cost to the corpora

tion to provide reference services is less because there is 

not duplication of equipment, supplies, and manpower in each 

hospital. Such gains are in keeping with the purposes, organ

izational scheme, and rationale of Fritschen. 

Two case histories support the study design and methods 

concerning the present regional reference laboratory in that 
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both experienced an improved quality of service at a re-

duced c ost (Frazer 1980:89-104; Townsend and Lucas 1979: 

107-112). Other empirical literature revealed that the 

same demands for improved service and cost containment had 

prompted -both projects to be undertaken. In each case there 

wer e problems encountered; however, after a reasonable period 

of ad justment, each concluded that their operation was more 

effective and efficient than before the shared services 

approach was undertaken. 

The regional reference laboratory ln this study h a s 

r evealed some of the same advantages and disadvantages a s 

t ho se cited in the empirical literature (Frazer 1980:89-104; 

Townsend and Lucas 1979:107-112). Group purchasing, mini-

mum duplication of space, equipment, and manpower, inc r eased 

a vailability of service, and broadened availability of 

p r ofessional expertise have been positive indications for 

continuence of the shared service concept. 

The regional reference laboratory of present study 

became operational initially with the purchas e of an e x ist-

ing laboratory by the hospital management corporation. The 

corporation is a large, multi-institutional system. Liter a-

ture from the seventies predicted the growth of multi-insti-

tutional systems to .pr6vide a better quality of care for a 

more reasonable cost (Starkweather 1970:4-6; Sieverts and 

Sigrnond 1970:261-262; Olson 1979:141; Zuckerman 1979:3-12; 
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Platou and Rice 1974:15-24). The merger of the present 

reference laboratory with the hospital management corpora

tion was a vertical merger (Thompson 1979:72) which pro

vided a new dimension to the corporation's health care pro

gram, and is in keeping with the predicted growth of multi

institutional systems. 

A corporate merger raises the question of possible 

violation of antitrust statutes (Thompson 1979:70-73). In 

this instance the merger of corporations did not 11 substan

cially lessen competition." The stock in the laboratory was 

bought by the hospital management corporation as an invest

ment, and was not purchased to be used to limit competition 

(cf. Horne 1971:592) .. In the area where the reference lab-

oratory is located, there are more than one hundred hospi

tals. The laboratory was established to serve the nine 

hospitals owned or managed by the corporation and therefore, 

did not have any real impact on the larger market of concern 

in antitrust stipulations. Thus, while trust prohibitions 

are an appropriate consideration for merger activity, it is 

reasoned that such regulations do not apply to the present 

merger. 

The role that costs have played in shared services 

was the major implication for exploring shared services.

The literature revealed that increased demands for improved

quality of care, advances in new technology, and regulations
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governing reimbursement (Sorkin 1975:10; Brecher 1978:615-

61 6; Phillips and Hai 1979:47; Wertman et al. 1980:2080-

20 82; Gallwas 1980:86-90; Roth 1979:97-98; Johnson 1980:55-

61 ) have dramatically increased the cost of health care. 

The corporation found this increase in costs to be true with 

re ference laboratory testing. Thus, the decision to inves

t igate shared services in the form of regional laboratories, 

is c o ns i stent with the state of health care administration 

as r egards this type of activity. 

The financial management of the present regional ref

e rence laboratory has been a maJor factor in determining the 

f inancial feasibility of the project. The corporation has 

policies and procedures for administrators of its subsidiaries 

t o follow as regards financial management. The conditions 

(cf. Christy and Roden 1976:182~186), the tools and tech-

niques (cf. Berman and Weeks 1976:3-5; Seawell 1975:16-17, 

138-139; Horne 1975:592), and the analysis {cf. Simons and 

Karrenbrock 1964:771-772) of £inancial management 1n the 

literature supported such policies and procedures of the 

corporation, and are the methods of this thesis. 

Microeconomics 

The microeconomics theoretical basis for this study 

of shared se~vices brought into focus certain issues. As 

discussed below, these issues affect in the present case 

test volume, new technology, and reimbursement of costs. 
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Perna (1980) indicated that there has been a steady 

increase in the amount of reference laboratory work genera

ted over the past few years, and that there has been indica

tion that the trend will continue. Volume-sensitive econo

rnlcs and advances in new technology, according to Perna 

(1980), were major contributors to the growth of the refer-

ence laboratory industry. Reference laboratories, because 

of high volumes, can provide laboratory tests at approxi

mately one-third the fee that a hospital must charge (John

son 1980:55-59). Advances in new technology have turned 

laboratory testing from procedures performed strictly for 

diagnosis to a broader testing base for the monitoring of 

therapy (Wertman et al. 1980:2080-2082). Gallwas (1980:87-

90) suggested that new technology could reduce health . care 

costs by increasing productivity. He also suggested that 

new technology should be introduced only when its benefits 

to the patient outweigh its cost. Thus, the regional ref

erence laboratory in this study provides its clients with 

needed services for less cost. 

The literature pointed to reimbursement regulations 

as another factor causing an increase in reference labora

tory testing. The two major regulations having the most 

influence are {1) reimbursement of cost for laboratory tests 

based on the lowest cost in the area and (2) elimination of 

payment for routine admission profiles (Johnson 1980:55-59). 
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No t al l writers, however, concluded that a regional refer-

e nce l aboratory was the answer to the problem of reimburse

me nt . Roth (1979:97-98) suggested lowering the cost per 

t e st f o r hospital tests and adding separate charges for 

per sonnel and supplies for procurement and processing of 

test s a s another alternative. For the purposes of this 

s tudy, however, the hospital management corporation chose 

to p r ovide service as inexpensively as was feasible. 

Cost-benefit versus cost effective analysis is another 

a spect of the microeconomics of shared service which was 

b rought out in the literature. The health care industry 

especially is concerned with this problem of cost contain

ment {Gallwas 1980:87-90; Perna 1980; Johnson 1980:61-65). 

In keeping with this sense of the literature, the pre s ent 

hospital management corporation mandated that the regional 

reference laboratory must attain and hold a cost effective 

status in order to be a viable entity. Therefore, this 

study was aligned with the primary economic views of the 

corporation on cost containment. 

The microeconomics of shared service has implications 

as regards the regionalization of reference laboratory work 

in that the volume is increasing as a result of changing 

economics and new technology (Perna 1980). There are ma ny 

points and concerns to be considered in order for the regional 

reference laboratory to satisfy the needs of the hospitals 
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and the corporation. Thus, the present study lS closely 

asso b iated with the microeconomics of shared services. 

Analytical Concepts 

The key considerations entering into the analysis of 

thi s study were: (1) that the computations from the monthly 

ope rating reports could be averaged to pr6vide a basis for 

fu r t her financial analysis, (2) that the pretax, preinterest 

income for 1981 to 1985 could be extrapolated from the empir

ical data collected, and (3) that the profitability of the 

r egional reference laboratory could be determined by com

puting the percent rate of return on the original invest

ment and the pay back p~riod. These concepts were substan

t iated in the literature as related to financial management 

and -are discussed a~ fo~lows. 

Anticipation of financial needs, acquisition of funds, 

and allocation of funds were the major conditions which were 

considered in determining the financial manageme nt of the 

organization (Christy and Roden 1976:182-183). Anticipa tion 

of financial needs involves the preparation of budgets, 

balance sheets, and income statements {p. 185). Therefore 
I 

in planning for the financial needs of the present regional 

laboratory, budgets including cash ·flow, operating, and 

capital expenditure were prepared in advance of the actual 

beginning operations of the laboratory. New budgets were 
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al s o prepared before the beginning of the 1980 fiscal year. 

Ba l ance sheets were prepared periodically, and the monthl y 

a nd quarterly operating statements were the income state

men ts which were prepared. Acquisition of operating funds 

came f rom the corporation in the form of intercompany loans 

and fr o m revenues generated from increases in business. 

Alloca t ion of funds was determined primarily by the 

abse nce of a profit through May, 1980. Thus, the pr e sent 

regional laboratory was established and operated according 

t o accepted procedures in financial management. 

The monthly operating statements were a majo r source 

of data used to evaluate and control the laboratory 

o peration. Financial management tools such as cost finding 

r epo r ts, expense and revenue budgets, and operating state

ments pr6vided management with the data necessary to 

control internal operations as suggested by Berman and Wee ks 

(1976:3-5). Further, operating information was compared to 

budgeted expectations to determine the financi a l progress of 

the laboratory. 

Financial planning for the laboratory of present ref

erence for 1981 to 1985 was based on historical data and pro

jections from the operating statements. This method was in 

keeping with Seawell {1975:16), who indicated that adequate 

accounting records establish a foundation upon which manage

ment can make sound judgements about the future of a project. 
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Se awell also indicated that the periodic accounting and 

s t at i stical reports show how well an organization adheres 

·to mana gement's financial plans and objectives. Given the 

a ccumulation of historical data from the operating state

ments , projections were made about the fi~ancial future of 

t he present reference laboratory. 

A satisfactory return on the original investment in 

a reasonable time period was one condition the laboratory 

h ad to address in order to continue operations. As Se awell 

(1975:17) expressed, the standard of success of · a bu s iness 

is usually measured by the amount of net income in relation 

t o the capital invested. For the present hospital manage

ment corporation to consider the reference laboratory finan

cially feasible, the percent rate of return on ~he original 

investment had to be a minimum of 12.5 percent, and the pay 

back period could not exceed 4.5 years. Further, t h e pr esent 

laboratory as projected should meet these criteria. 

Analysis of financial statements provide vital infor-

mation concerning the position and operations of a business 

(Simons and Karrenbrock 1964:771-772). Any final decisions 

regarding the ·future of managerial operation should consider 

solvency, stability, and profitability (p. 772). These are 

significant considerations in judging the financial feasibil

ity of any project. The present reference laboratory would 

be determined financially feasible if it proved to be solvent, 
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stable, and profitable according to accepted financial 

management procedures. 

Conclusion 

The major issues relating to this body of literature 

were the regionalization of laboratory services and the 

microeconomics involved. The present problem, which is 

the financial feasibility of the regional reference labora

tory, is in the mainstream of managerial research as it 

relates to the analysis of data for financial management 

purposes. 

The state of the art in research design for regional 

laboratory service is that of the case study. Two such 

studies were begun in an effort to improve service and con

tain cost, much as the present study was initiated. The 

outcome of the studies were achievement of these primary 

objectives (cf. Frazer 1980:89-104; Townsend and Lucas 1979: 

107-112) and suggested similar results could be anticipated 

in the present case. 

Methods appropriate to the findings and analysis of 

the financial feasibility of the regional reference labora

tory were supposed by the literature as it related to the 

tools and techniques used to measure financial success (cf. 

Berman and Weeks 1976:3-5; Seawell 1975:16-17, 138-139; 

Horne 1971:592; Simons and Karrenbrock 1964:771-772). The 
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i nstruments used for the collection of data in this study 

(operatinq statements; pretax, preinterest income pro

j ections; and profitability indexes worksheet) were all 

i n accord with accepted financial management practices 

as was evidenced in the literature. These instruments were, 

therefore, satisfiable and hold validity in the hospital 

management corporation. 

The assumption that the data collected for nlne 

months would indicate a trend upon which projections could 

be established, and that the analysis requested by the 

corporation would enable the writer to determine financial 

feasibility were supported by the literature. These 

assumptions were evidenced by the following: (1) finan-

cial planning was established on a knowledge of historical 

and projected financial data (cf. Seawell 1975:138), and 

(2) the analysis of financial data was computed to reach 

conclusions about a business and its activities (cf. Simons 

and Karrenbrock 1964:771). Thus, the assumptions in keep

ing with literature standards were made in regard to the 

present study. 

The literature reviewed supported and substantiated 

the use of those key concepts which entered into the analy

sis of the present study as was evidenced in the preceding 

narrative. The investigator believes that the study prob

lem, design, and methods have been justified sufficiently 

by the literature findings and are those of the case study 
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me thod, the state of the art for such business considera

tio ns . Given that laboratory shared service through 

r egionalization is a viable alternative to a more costly 

means of providing laboratory reference service, regiona

l i zation involves careful planning and implementation to 

achieve the objectives of quality service and cost con

ta inment, the thoughtful analysis of which sets the tone 

f or the present study. 



CHAPTER IV 

FINDINGS 

Introduction 

The hospital management corporation of present ref

e rence established a regional reference laboratory to pro

vide reference laboratory services at reduced costs to its 

corporation-owned hospitals. Certain data were collected 

and analyzed to determine the financial feasibility of 

regionalizing such a laboratory as a particular case for 

objectives unto itself, but in consideration of such ventures 

elsewhere. A discussion of the financial information col

lected and the treatment of it for these purposes follows. 

Financial Information Collected 

The financial information collected before and after 

this researcher became involved in the study is displayed 

in tables 1 through 10. Each table will be discussed in 

relation to the information which it contains, as follows. 

A questionnaire was sent to nine, corporation-owned 

hospitals in late 1978 in the study region. It retrieved 

information which was important in determining the size of 

an existing laboratory to purchase, and the procedures 

which needed to be provided initially. Table 1 reflects 

the financial information gathered from questionnaire re-

53 
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TABLE 1 

HOSPITAL SIZE AND REFERENCE LABORATORY EXPENDITURES 
OF CORPORATION-OWNED HOSPITALS, 

JULY-DECEMBER, l978 

Hospitals Bed Size of Average Annual Reference 
Surveyed Hospital Laboratory Expenditures 

A 115 $ 6,000 

B 232 55,200 

c 104 60,000 

D 129 84,000 

E 165 67,000 

F 87 18,000 

G 150 6,000 

H 215 88,000 

I 48 6,000 

Totals 1,245 $391,200 
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spons~s. This table reflects expenditures that could be 

captured as revenue, the number of accounts, the range in 

dollar volume, and total dollar volume expended for refer

ence laboratory work. These data reiterated to the corpor

ation the dollar volume per year being spent on reference 

laboratory work. 

Revenue and expense information on the reference 

laboratory was collected each month from September, 1979 

through May, 1980, and operating statements were prepared. 

This investigator chose to review nine months of operations 

extending from September, 1979 through May, 1980 for two 

reasons: (1) September was the first full month of opera-

tion after the laboratory was purchased and (2) May, 1980 

had to be the cut-off date in order to have sufficient 

time to analyze the data collected. July, 1980 had been 

set by the corporation as the deadline for making a deci-

sion about the financial feasibility of the project. These 

operational statements compared actual revenues and expen

ses with budget estimates prepared before operations began. 

Additional revenues were being generated from clients other 

than the corporation-owned hospitals during this period, and 

were also included in the budget. It was expected that 

following nine months of operation, the present reference 

laboratory would generate an average pretax, preinterest 

profit of $11,000 per month. 
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The September financial data are listed in table 2. 

These data reflect participation in the regional reference 

laboratory from only three of the six hospitals. The data 

reflected that a pretax, preinterest profit was not attained, 

and that an .$8,000 loss was incurred. 

The data collected in October included reference 

laboratory work from four hospitals. Table 3 details the 

financial picture for the month of October. The operating 

statement showed a $13,000 increase in revenue with a 

$3,000 pretax prof�t. 

November financial data reflected a $9,000 loss (see 

table 4). Even though another hospital was added as a lab

oratory client, the total volume of work from the hospitals 

dropped, and the revenue was down $9,000 from the month be

fore (see table 3), and operating expenses increased by 

$3,000. The drop in volume was attributed to a decrease in 

patient census among the hospital clients. 

The addition of the sixth hospital in December in

creased the revenue from the hospitals by $7,000 over the 

November revenue. The noncorporation client revenues were 

down $5,000, however, and the operating expenses increased 

by $5,000. The result was a loss for December of $13,000. 

Table 5 displays the December financial information. 

January, 1980 began a new fiscal year for the labora

tory. A new budget had been prepared, based on all six 
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TABLE 2 

SEPTEMBER OPERATING STATEMENT 

COMPARISON TO FIXED BUDGET 

H 0 s pi 1 a 1 ___ R_E_G_I_O:.._N_' _A_L_R....:E:..:F....:E=.R:..:.=E.:....N:..::C:..::E:.......::L:..:A.:.:.O::.O=-:.:RA::..:...:T_.::O::..:R:..:...:..Y __ 

Code_--'-X-'--Y_Z ___ ~~;~~ Sept. 
30 ~~~:_1 

__ 1_9_7_9 __ 
I~ IN THOUSANDS ! 

~ONTH YEAR 10 DAlE 

ACTUAl 1!1 UD (;[T VA"IANC£• ACTUAL auDC£1 VAat.ANCf 

I P~t irnl ~rvrnur · j 
18 38 (20) lnpatirnl 18 38 ( 20) 

12 17 ( s) Outpa lrrnl 
-:rz 17 ( 5) 

)0 55 { 2::>) lot.tl Pat irnt Rrvrnur 
JU jj ( 25 ) 

DI'Cluctrom from Rev~nur 

Coni,.Ciua l A:lr YE Sr tl l . 

I Med ic.trr 

I Medrca1d 

I Otner I I 

I p, vvr'•nn tn r Dbt ll . Acct. 

l I l I - Coullr~y o . ~ counl • 1 I i 
l I 1 I - l o ul OP"OuCI •o n' lrom Rl"'V enu~ 1 1 I 

29 I 54 (2 5) f<l'l P.i1•f'n1 Rtvf"nur 29 5 4 ( ")t:; \ 

- - - Ot hrr R e ... enut - I - I 
29 I 54 ( 25) N PI A~v~ nL•r 2 9 I 54 ( ?C. ' 

10 I 14 
Ooer.ttino Ea p rnsr 

( 4) Sll.ti;U & Brnrlill 10 14 ( d' 
9 I --g- - Oepartmrnl Suppl•r• 9 9 I 
j I l ( l ) MrCl•c•l Soeci•l••' Frr• 

~ 2 11' 

9 12 3 ConltJIC1 Serv•cei 9 12 l 

2 I l {l} Other 
2 1 11 ' 

33 I 38 5 lot•l OPPI.ll . no Ea pe rnr• 33 3 8 c, 

( 4) I 16 (20) ConH • bul •On Marg,n 
( 4) 16 ( / 0 ' 

0 I 29.6% ,_Contribution ~aroln 0 29.6% 

2 
Non O p r • .tt i no Ea ot>n )e I l 3 C...O•~CI I l i o n l A/rol\ i U:: oCY' 

1 3 2 
I n1 e 'r s \ I 

j -' R en I 3 3 I 
l••rl A L• c en,t:l 

0! hrr 

4 b 2 10111 Non Op~•a1 •n ~ E...,.o f'n!IE" 
4 I 6 ? 

( 8) I 11 ( 19) Ptr:-lnter Corn~ry 'nc C' m • 
( 8) 11 11 q' 

PILa · S\ aft ~rYic el Sold 

I l.e~l · $1.Jff 5.-f'tYICti P.\,.nCtv)ts0 

I Coot ot Cap ital 

c 8) I 11 (19) Ptt -Ta a Prolll ~ 
11 11 Q \ 

~ 20.31 ~ P1 • -la • P rol it 20.H 

Favora u lc (Unfavorable) 
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TABLE 3 

OCTOBER OPERATING STATEMENT 

COMPARISON TO FIXED BUDGET 

H 0 spit a I __ ---'R-'-E=G..;:;l...;;;O:_N...cA....:.-=L~R.:..;:E=cF:....=:.E;;...;Rc.=:E:..:..N:...:C:..:E:::__L:::.:..:A~B:..::O::...:RA~.:..T.:::O::..R:..:Y~--

Month Oct. 31 Fiscal 1979 
Code --'-'X...,.Y .... 7 ___ Ended Year -~----

IS IN 1 HOUSA NDSJ 

YEAR TO 0'- 1 [ 
loiONlH 

AClUAl I auoca:l l v•"' ' ANC[. 
AC1 UAL tt u DG£T I " .. ", .. "c r · 

I I P.at itnl ~r ... tnur · I 
28 38 ( 10) . lnpatornt 46 7F. (]01 

15 I 19 I ( 4) Oulpa lornl 2 7 36 j ( 9) 

43 I 57 I (14) Tol.ll Palirnl Rtvrnue 7 3 I 11 2 I ( 39 ) 

I I De ouci•Dtn f1om Re vrnur I (" onlr.>C:Iu al AJ:l1 YE Still. 

I I MedJC~It 

I I Mechc. J td 1 
I 011>1'1 I 

I Plt..t vr'•nn fr)r CY.J1 11. Acct . I 

] I ' 
C o urtr s, D,s,c o unU 

L 1 -

1 I 1 - l o~> l QtQI.ICI•on• l•om R..,.r~ 2 2 -

42 I 56 (1 ~ l N~l PJ le~nl Rtvr n ur- 71 110 ( 391 

I - Or r.rr ~~ ... tnu~ -

I 
- I -

I ~6 (14} Net Rr..,.rn,•r 71 110 I ( J9 ) 

-::-1 Oprr.al inp [a.prnar I 
15 - s~J.al i rs J. Btntl i ll 25 29 4 

4 9 5 OepJrlmtnl Suppliri 13 18 5 

2 2 - Mrd ic:;al Sprci•l•sl Frrs 4 4 -
10 12 2 Contt.ac1 Srrvr C tS 1 9 2 4 5 

5 I 1 (4) Othrr 
7 2 ( 5 ) 

35 39 4 101 .Jf QpP •~l•ng E .Jptrn)~\ 68 I 77 9 

7 17 (1 01 Con1rr bu i• On Marorn 
3 33 ( JO l 

16i 30\ (14%) '). Conlrlbullon U. • r gin 4% I 30\ ( 26 t) 

Non 0 p~ 1 "''' n 0 E • p t n > t I 
1 3 2 C.....0•K i a i10n 1 A:rolli l .&l•D" 2 6 4 

I nt r: • c ~ 1 

j 3 At n I 
6 I 6 -

I 
i•a.~lo l l~c.c n aelo. I 
Orhr.r 

4 6 2 lotat N o n Q p r- • •tt nc U o rn)lf' ~ 
1 2 ~ 

3 I 11 (3) P1r - tn1et C orn~ry lnccm• 23 ( 28) 

Plus · Sutf S-c-'""'~c•t Sold 

t..r;,.,. : 51 .all 5<--- "" ;ccs Pv•C.h.r )ed I 
Coal or C.oo•'"' l 

3 I 11 (8 l p,, -T •, Prolll ! Sl 

I 
2 3 I f? R I 

~ 19.6t ~ Pr• -ia .. Prof it 20. 9, I 
I l 

Fvvor~ble (Unfavorable) 
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TABLE 4 

NOVEMBER OPERATING STATEMENT 

COMPARISON TO FIXED BUDGET 

H 0 spit a l __ _.::...:H.=E~G-=l-=O=-:.N.:..:A.:.:L=--.:..:R.=E:.:.f'_:E:.:R.:.:E::.N:..:..::.C.::E__::L:..:_A:..:I3::..:0:::..:R~A..:_T~O~R~Y--..,. 

Month Nov. 30 Fisc a I 1979 Code _ _.!X~Y~Z __ Ended - Year _____ _ 
II IN lHOUSANDS l 

t.ll 0 N 1 H YEAR 10 OAlf 

AC~ UAL IIUDGif~ YAIItiANC[" AC'T UA l euOG[T _I VA ...... "" C l . 

P11 i~nl Rrvrnue· 

19 38 ( 19) lnpalitnl 65 114 (49) 
16 19 (3) Culpa I otnl 43 ~ ~ ( 1 2 J 

35 57 ( 22) lol ~I PJI i~nl Rtvtnur ~ 16 9 ( 61) 

I Otducl ioM from Revrnur 

C'onlr..clual Ad, YE Still. 

I Meoicire 

I MtO•ca '" 
Dlhrr 

I p,(...vt .. •nn ht DCIII ACC:I. 

2 Coutlf'~y Dt)COuniJ 4 2 ( 2) 

? lo1<al OKJuCioon~ loom fi.-.. e~ 4 2 ( 2) 

33 I 57 ( 24) Nel P.J ltf'n1 ~e-vt-nur 
104 167 ( 63) 

I Olntr ~e""enue 

J) I 57 ( 24) Ntl Rr ""~' n,•e 
104 167 ( () J) 

I Opera ling E•ptnlt 
43 44 18 15 -(3) Soa lu;es I Benet i ll 1 

6 9 3 Oepoallment Supplies 19 27 8 

2 I 2 I - Medicoal Spec.oalost Ftes 6 6 -

13 I l3 - Contract Srrv•CI'I 32 37 5 

( l l l 1 01 htl 6 ] (3) 

38 4U 2 lota I OPt 111 • ng E • pen> r • 
TU"O .l..l./ 11 

( 5) 17 ( 22) Conlribulion Margon 
( 2) 50 (52) 

I 29. 81 - '). Conlrlbullon M• rgin 30% 

!<on Operll ono E &Pl"O)f 

l 3 2 ~t e' C:I • l tOn ',t....rrcJr11IJ]10'"\ 
3 9 6 

- 1 nl r res I 

j I 3 R r n I 
--g- 9 -

- I T••r'' l•t.enae' -
--~ 01 he.r -

4 I 6 2 Tolll Non Oo"••l•n~ E.>ot n >- · 1? l R h 

( 9) I ll 120) Pr~-ln1tr Com~ry l"cc-mt (14) 32 ( 4 6) 

Plus · Sull Sot-•~;,., Sold 
....,,. · sur!~,.,,., Puochoe!l 

Co'l ol Capilli 

(9} I 11 1?0\ Prt -T•• Prof II 114) 32 ( 4 6} 

I 19.3 ~ Pr • -l•• Prof il 1 g /i 

I 
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TABLE 5 

DECEMBER OPERATING STATEMENT 

COMPARISON TO FIXED BUDGET 

H o s p i 1 a I __ ...:;P:...;~'"~G...u..l l-0~.-:'luA~IL....._.!lR...:E..rf:..JE;..Rtu:..E.nNLl..C....t:f--llu.., AIUlR~Ou:RU:ALTuD.lllR..rY _ _ _ 

Code xyz 
r~~~~ Dec. 31 -~ ~s~;l 1979 

1$ IN lHOUSANOS J 

MONTH 
Y E AR TO DAl E 

ACTUAL IOUO~[l "VA A I.ANC[• 
A Cl U A L IIIUDG£1 I v .... u ... H ( ( " 

P~1oenl Revenue · 

26 38 1121 lnpalienl 9 5 1 'i 7 ( 'i 7 l 

11 19 ( 81 Oulpaloenl 50 74 12 41 

37 57 ( 2 0 ) lol~l Paloenl Re ... t>nue 1 4 5 226 -( 8 1 \ 

O..ouCI ions from Re venur 

C"onl,.c lua l M 1 YE Sr 111 . 

M eO i c ~rr 

Mt>doCiod 

I Oltler 

PIC, ... v t .. inn tor Oor f r Acct. 

1 1 - CourJe~y Do>C OunU 5 3 ( 21 

1 1 - lo 1~1 0 .-o UCi oOn l loo m Rh e nut 5 3 ( 2 ) 

36 56 ( 20) Nel P11 ornl R"vrnue 
14 0 22 3 ( 8 3 ) 

- I - Ot hrr R~vt:nul' 
- - -

36 I 56 (20) Nel Rt vr n~o · ~ 
14 0 2 23 ( 8 3 ) 

Opera ling Eaprnsr 

18 15 ( 3) 5•1• r i es & Be nef ils 61 59 2 

5 9 -3 Oeportmenl .Suoploel 
I5 3 6 ll 

7 2 Med ic1l Sprc i1losl Feel 
1f 8 

16 lJ c:n Con1rocl Srr,. ocrs 
4lf 5 0 2 

l. I 01 her 
I 4 (]) 

TI 4-0 ( 3) 101 ~I O o eral on(;l E a p en.es 
1 49 15 7 lr 

(7) 16 ( 2 3 ) Conl ribu l oo n Ma ogon 
( 9 ) 6 . 6 ( 7 5 ) 

- 28% - '). Conlrlbul ion Mao gin 29 . 6% 

r-; on O p e r ~1ono Ea o e n >r 

2 3 1 ~·ec• a lton L A.rrO rt • ~ ,Of' 
5 12 7 

- - -
I nl r rr 11 

j j Re n I 12 1 2 -

1 
.,. ... e, & L • c.~nsr~ l 0 11\ 

Olhrr -

6 6 - lotal N on Oo~·•t • nc Uor- n K' 1 8 24 f., 

Cl 31 10 1 ? 1\ Pre-lnlrr Comp..o r y lnc C'ma 127 1 4 ? ( ,;q l 

Plus : S l •fl $.erv• c •5 Sold 

Lt~s. : Sulf 5-e-tv •Cel P...J •Cht !t d 

~ 
Co•• at C•o ilal 

(] 31 10 r?l1 Pro-T•• Profit 
1 f_~ \ 

17. sv 'l. Pt•-1•• Prof il 

---
F~ vur .:; l.Jle ( UnL.Jvor able) 
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hospitals participating with the pilot regional laboratory. 

Al so budgeted was a 50 percent increase in noncorporation 

client revenues. Table 6 reveals that the hospital revenues 

were $5,000 over budget, but the noncorporation client 

revenues were $20,000 under budget . . The increase in volume 

with resultant increase in revenue also necessitated an 

increase in operating expenses. The profit lost in January 

wa s $6,000. 

Table 7 reflects that February's financial in f orma

ti on was very similar to January's. The major dif f erence 

occ urred in the operating expenses, which decreased from 

January, but remained $2,000 over budget. The loss of pro

fit in February was $3,000. 

The operating statement for March reflected a loss 

of $6,000 in profits. Noncorporation client revenue was 

$21,000 under budget and operating expenses incr e as e d by 

$10,000 (see table 8). 

The operating statement for April revealed ' a loss in 

profit of $3,000, as shown in table 9. The major contri

buting factors to this loss were the low noncorporation 

client revenue and operating e x penses which wer e increased 

$9,000 over that which was budgeted. 

The financial data generated for May wer e similar to 

those for the previous months in that the noncorporation 

client revenue was low and the total operating e x penses were 
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TABLE 6 

JANUARY OPERATING STATEMENT 

COMPARISON TO FIXED BUDGET 

H 0 s p i I a I __ _:_R:..::E:.::G:....:l:...:O::..:N..:..:A:..:.:=.L_:_:Rc!:E:.:.f...::E:..:.R.:.!E::..:N..:..:C:::..E~~L:.!:A~B~O::_RA~~T~Oc_:R::_:Y~--

Mo n 1 h Jan • 3 1 F is c a I 1 9 8 o 
Code __ X:..:.....:._Y-=2 __ Ended Yea r ___ -~-

~~IN l'HOUSANOS J 

1-AONTH YEAR TO DAlE 

ACTUAL I!UDGEl lfA.AIANC(• AClUAL I "" 0 G[ T VA MIA NC( 

P11 l~nl A~ venue · j 40 35 5 lnpolo~nl 40 35 5 
15 35 (20) Oulpllornl T5 3 5 ( 20 ) 
55 70 ( 15) 1'0111 Pllo~nl Revenue 55 70 ( 15) 

Oeouc1ooro from Re\o'tnur 

(orol r.oc lua l A01 YE 5~111 . 

MrOocarr 

Med•c~id 

Otl'ler I 
Pu. .. v"•nn tor Ob111 Acct. 

1 5 4 Courlt'~ y DI)C Ounts T 5 4 

1 5 I 4 lo111 Of'OuC ioon~ I rom R.-.e~ 1 5 4 

54 65 ( 11) Nel P~t•enl Revrnur 54 6 5 ( 11) 

- Oll'lt'r Rr ... enueo - I - -

54 65 rlll Nr I Rrvrn,•t 54 6 5 PJ! 

Operoling E•prnor 

) 8 19 ) Solo,;,., A Benrf ill 18 19 ) 

13 11 121 O&pulmrnl Supploel 13 ll ( 2) 

2 2 - Medocll S peC»Iosl Fer& 2 2 -
22 14 ( 8) Con!riCI Srrvoc~s 22 14 ( 8) 

l 1 - Olhrr l 1 -
56 47 (91 lOll I Qperllono E.~.pensrs 56 47 ( 9} 

( 2l 18 120_1 Conrr,but.on M•'~'" ( 2) I 1 8 (20) 

- 27. 6'i '). Conlrlbullon M••gin 27 .H 

Non O p rt>lono E•orn>c 

2 2 - ~lt:"C11110n 1 A.l'r0fill,J:1Cf"l 2 2 -
-- ' I nl r 'r 11 

2 2 R r n I 2 
I 

2 -

- ,, .. ,.,I. L•trnstl -
- I 01 h~r - I I 4 4 I - lo11J N o n O p t••t•ng E...aprn)l(' 

~ 
~ -

( 6) ] 4 ( 20) p,,_ Jnler Com~ry lncC'ml 14 ( 20) 

Plus : S ial! S,..ovicu SolO . 

I ~1s: 51)11 Sf- • v JC.t5 P\.J1 Crv}e0 

~ 
Coli ot Cap ital 
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TABLE 7 

FEBRUARY OPERATING STATEMENT 

COMPARISON TO FIXED BUDGET 
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TABLE 8 

MARCH OPERATING STATEMENT 

COMPARISON TO F IXED B UDGET 
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TABLE 9 

APRIL OPERATING STATEMENT 
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h igh. Table 10 shows the operating statement for May. The 

l oss of profit was $8,000. 

The total loss for 1979 was $27,000, which represented 

only four months of operation (September through December). 

The 1980 year-to-date loss of profit at May was $26,000. 

There fore, after operating for nine months, the regional 

laboratory had experienced a loss of profit totaling 

$43, 000. 

Treatment of Information 

The financial information presented in the section above 

provided the basis in empirical data for data extrapola

tions and projections of pretax, preinterest income for 1981 

through 1985. Test volumes in College of American Pathology 

workload units (Workload Recording Committee 1980) were 

also computed and extrapolated for use in the 1981-1985 

analysis. The analysis was then used to calculate the pro

fitability indexes of the regional reference laboratory in 

order to determine its financial feasibility. The indexes 

calculated were the percent rate of return on the original 

investment and the pay back period. The treatment of this 

information is considered as follows. 

The information shown on table 11 depicts the monthly 

workload units, the cost per unit, and the revenue per unit 

for September, 1979 to May, 1980. The workload unit re

presents the weighted volume or activity of work performed 
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TABLE 10 

MAY OPERATING STATEMENT 

COMPARISON TO FIXED BUDGET 

Hosp i tal RF G J ON AI Pl"F~'"Pr"'cr I l>,"ROQZ>TOR V 

Month May 31 Fisc a I 
Code xyz En ded - Year ___ 

1
_
9
_
8_o __ 

IJ IN 1 HOU S A NOS: 

Y EAR 1 0 OAl( i 
MONlH 

ACTUAl 1 e uor:.£1 I vA,. ... ...,cr· A C1 UAL l BU DG£1 ' YA"1A.NCI'"' • 
I P~1irnt Rr .. e,ur · 

37 35 2 lnpa 1 i r"' 
200 175 25 

14 35 ( 21) Oulpa 1 i r"l 
71 175 ( 10~) 

ST 70 ( 19) 1oUI P•lirnl R r vrnur 
211 JSO ( 79) 

0<-0ucl .ens I rom H e"' c:n ur I ( onzr.~ : lu • l A.jJ YE Sri 11. 

Mrd•c~rr - -
Mrd•C.~ i d - I - - 01hrt - - I 

- - Pll. .. vl''"n h• DDIII . A C: CI. - I - I 

1 c, 4 Co urzc 1y Q, ) CO untl 6 I 22 l 9 

1 s 4 loul Ot'QvCioon > lrom f; c-venuc 6 25 19 

50 65 ( 15) Nrl P JI• t>n1 Rr.,rnur 
265 325 (60) 

- -
- - Otnrr Rtvf"nur - - -- - ---- ---

-~ 65 ( 15) Nr 1 Rc "r nt•r 
265 325 ( 60) 

Op .. r•lrnp E•ornor 

18 19 1 S•l~r t e:, l B rnrlil> 
92 95 J 

14 11 . UJ Oroatlmcn1 Svppl i es ~l 55 IF,l 

2 ? - Med ic al S pt>C >alos1 Fer• 1 0 1 n -

20 . ___.)3_ __J_El_ C o ni! ac1 5l' lvtcrs l QS 7 0 _iJ:il__ 

-1 1 01 ncz 
__ 6 c, __LJJ_ 

55 __AL- ____jj3)_ lot•l O o.-r at ong [ .a purt)~' __213 ?1C, 1~;_-

( 5) 1 8 ! 231 C o nlrr bu l io n ll. a•grn 
( 9) 90 ( 991 

27.6 - .,. Con1tl bu 11 on a..a • 'gin - 27 fi 

Non Op<· •al• nll [a.p~n sr 

l 2 1 CA::>•cc.• • '•:)n l Jt....fTO/l t LEI•D"' 7 10 3 

- - - I n1 t rt "1 
- - -

10 10 -
'L 2 - Rc n1 

- - - 1• • ~' A l•c.tn~ ts - - -

0 1 hef 

~ 4 1 lclal tJon Qpt• •1 •np U o cnM-
1 7 ~ J 

(8) 14 ( 23) p,t-lntrr C om~'Y lt'\CC' m• ~ 70 l_illl_j_ 

p,..,, . sull !>.- • ~ic es Sold 

-- -=- - - l t:)l : Sa.all s.., .• ..,,tcl P..,.c..tv)e d 

- - Co l i ot Ca p ol a I ~---j~--== --==----
(8) H r 22l p,. -l•• P ' oll1 ~ nn" 

- 21. 5\ - ~ P1• - 1a • p 1 ol il 
t -

favorable (U nfa vorable) 



Periods 

68 

TABLE 11 

WORK UNITS, COST, AND REVENUE, 
REGIONAL REFERENCE LABORATORY, 

SEPTEMBER, 1979-MAY, 1980 

Work Units Cost/Unit 

September, 1979 63,600 $ .51 

October, · 1979 85,877 .41 

November, 1979 74,231 . 51 

December, 1979 76,359 . 56 

January, 1980 104,619 . 53 

February, 1980 112,311 .45 

March, 1980 118,820 .48 

April, . 1980 119,888 .47 

May, 1980 117,354 .47 

Averages 111,917 .49 

Revenue/Unit 

$ .47 

. 50 

.47 

.48 

.52 

.45 

.47 

.48 

.43 

.48 

-
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in the laboratory. The cost per unit represents the total 

operating cost for each unit of work. Similarly, the re

v enue per unit is representative of the gross revenue gen

erated by each unit of work. Budget projections can be 

extrapolated from these three known factors. 

Extrapolation and expansion of the data shown in 

table 11 establishes a basis in empirical data for projec

tions of activity, expenses, and revenue for future opera

tions. The total cost per unit is subdivided into a cost 

per unit for each operating expense, such as salaries a nd 

benefits, supplies, contract services, and "other" for 

purposes of budgeting and projecting future income. Each 

line item of operating expenses was calculated in relation 

to cost per unit, based on historical data which were extra

polated from the monthly operating statements. Table 12 

displays the cost factors with a 10 percent increase per 

year. Additionally, table 12 reflects the projected acti

vity per year with a 10 percent annual increase and the 

man-hours necessary to meet those activity levels. Man-hours 

per unit, shown in table 12, are a constant based on pre

vious history. This constant was used in calculating total 

man-hours per year. Man-hour calculations were used for 

determining the number of full-time-equivalent employees 

needed, thus affecting the salaries and benefits. 
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TABLE 12 

BASES IN MAN-HOURS AND WORK UNITS FOR, AND COST FACTORS 
REFLECTING 10 PERCENT ANNUAL ' INCREASE, 

REGIONAL REFERENCE LABORATORY 
1981-1985 

~ 1981 1982 1983 1984 1985 

5 

Activity 
in work 
units 1,483,542 1,631,896 1,795,085 1,974,593 2,172,052 

Man-hours 
per 
unit .:J219 . 0 219 .0219 . 0219 , .0219 

Total 

<3, 2..1 paid 
man-hours 32,489 35,738 39,312 47,568 

Salaries/ 
benefits 
per unit s .170 s .187 s . 206 s . 277 s . 250 

Supplies 
per 
unit .100 .110 .120 .130 .140 

Contract 
services 
per unit .180 .200 • 220 . 240 .260 

Other 
per 
unit .016 .018 .020 .022 .024 

Gross 
revenue 
per unit .530 . 580 . 640 .950 .770 
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The pretax, preinterest income was calculated for 

1981 to 1985 by extrapolating the data from table 12. The 

deductions from gross revenue to yield net revenue were 

based on the past nine month's history of the laboratory. 

The same was true for the nonoperating expenses. Additional 

physical space and capital expenditures for equipment were 

also added to the nonoperating calculations. This pretax, 

preinterest income analysis is shown in table 13. 

The profitability indexes were computed after cal

culating the pretax, preinterest income for 1981 to 1985. 

The calculations are shown in table 14. The percent rate 

of return on the original investment was 29.9 percent with 

a pretax pay back period of 4.3 years. 

Summary 

Data were collected and analyzed from the study for 

the purpose of determining the financial feasibility of a 

regional reference laboratory. A summary of the financial 

information collected and analyzed follows. 

The data gathered by the questionnaire from the nine 

corporation-owned hospitals i~dicated that $391,200 were 

expended in 1978 for reference laboratory services. The 

corporation believed these expenditures could become gross 

revenue for the regional reference laboratory. 

The operating statements for September, 1979 to May, 

1980 reflected a total loss of $43,000. As the gross re-
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TABLE 13 

PRETAX, PREINTEREST INCOME ANALYSIS, 1981-1985 
REGIONAL REFERENCE LABORATORY 

( $ IN THOUSANDS) 

=== 1981 1982 1983 1984 1985 

GROSS REVENUE s 786.3 s 946.4 $1149.4 $1382.2 $1672.5 

DEDUCTIONS 
Contract Adjustments 0.0 0.0 0.0 0.0 0.0 
Bad Debts 3.0 5.0 7.0 9.0 11.0 
Other 12.0 14. 0 16.0 18. 0 20 .0 

Total 15.0 19.0 23 .0 27.0 31.0 

NET REVENUE 771 .3 927.5 1126 . 4 1355.2 ~~ 

OPERATING EXPENSES 
Salaries-Benefits 252.2 305.2 369.8 448.2 543.0 
Supplies 14 8. 4 179.5 215.4 256.7 305 .1 
Medical Specialist Fee* 24.0 24.0 24. 0 24.0 24 .0 
Contract Services 267.0 326.4 394.9 473.9 564.7 
Other 24.0 29.4 35.9 4 3.4 52.1 

Total 715.6 864 . 5 1040. 0 1246.2 1487 . 9 

CONTRIBUTION MARGIN 55.7 63.0 86.4 109 .0 1 53. 6' 

NONOPERATING EXPENSES 
Depreciation 12.0 12.0 12.0 24.0 24.0 

(Straight line) 
Other 36.0 36.0 36.0 48.0 48.0 

Total 48 . 0 48.0 48.0 7 2. 0 7 2. 0 

PRETAX I PRE INTEREST 
INCOME 7.7 15.0 38 .4 37.0 81. 6 

SOURCE: Cf. XYZ Hospital Management Corporation. 
Controller's Manual. USA: XYZ Hospital Management Corpora-
tion, 1978. 

NOTE: The information contained herewith was compiled 
from the study. 

* Medical Specialist Fee was preset by contract. 
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TABLE 14 

PROFITABILITY INDEXES WORKSHEE~ 
REGIONAL REFERENCE LABORATORY 

Average Pretax, Preinterent Return on Original Investment 

Pretax, Preinterest Income 

1981 7.7 

1982 15.0 Average Original Percent 
Pretax Investment Return 

1983 38.4 
35.9 120.0 29.9 

1984 37.0 

1985 81.6 

Total 179.7 

Average 35.9 

Pretax, Preinterest Pay Back Period 

Original Investment Annual Cu mu lative 

(120.0) (120.0) 

Pretax, Pre interest 
Income ••.•••.•. 1981 7.7 ( 112.3) 

1982 15.0 97.3) 

1983 38. 4 58.9) 

1984 37.0 21.9) 

1985 81.6 59.7 

Pretax Pay Back 4. 3 years 

SOURCE: cf. XYZ Hospital Management Corporation. 
Controller's Manual. USA: XYZ Hospital Management Corpora-
tion, 1978. 

NOTE: The information contained herewith was compiled 
from the study. 
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venue increased, the operating expenses also increased, 

l eaving a deficit balance. Other data were extrapolated 

and expanded from the operating statements such as opera

ting cost and gross revenue. Along with costs and revenues, 

the total units of activity were collected and used in 

the calculations of cost per unit and revenue per unit. 

These factors were used in calculations of the pretax, 

preinterest income for 1981 to 1985. Further, the pre-

tax, preinterest income analysis was used to compute the 

percent rate of return on the original investment and 

the pay back period, which were 29.9 percent and 4.3 years, 

respectively. 

The financial information collected and the treat-

ment of that information were used to determine the finan

cial feasibility of the present regional reference labora

tory. The bases in empirical data for computing pretax, 

preinterest income were the data extracted from the monthly 

operating statements shown in tables 2 to 10 and the units 

of activity which were calculated from daily operations. 

The annual pretax, preinterest income projections for 1981 

to 1985 (see table 13) indicated a trend toward an increas-

ing profitability for the laboratory. The profitability 

indexes calculated from the income projections were a 

percent rate of return on the original investment of 29.9 

percent and a pay back period of 4.3 years. Therefore, 
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the information collected in this study and analyzed by 

the methods approved by the corporation and supported by 

the literature indicate to this investigator that the 

present regional reference laboratory is financially 

feasible. 



CHAPTER V 

DISCUSSION 

Introduction 

The findings of the pilot laboratory study and the 

d e t ermination of the financial fe~sibility of the project 

wi l l be discussed in relation to the literature. Alterna-

tiv e considerations for the continuance of the regional 

laboratory will be addresse9 as well as recommendations for 

further research. The writer will relate some conclusions 

concerning the future of regional reference l a boratories 

and summarize the present study. These considerations 

follow. 

Financial Feasibility 

The primary problem of this study was the determina-

tion of the financial feasibility of a particular regional 

reference laboratory. A judgement concerning this problem 

was based on sufficient nonmonetary and financial data, 

which were collected and analyzed. A discussion of these 

findings as they relate to the literature follows. 

Shared Service 

Shared Service, as it relates to the financial feasi-

bility of the present reference laboratory, can be discussed 

in terms of improved service at less cost. 
76 

By sharing ser-
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v ices through the regional laboratory, duplication of equip-

ment, supplies, and personnel were avoided and government 

pressures were satisfied in this study (cf. Brown 1976:41; 

Fritschen 1978:22-37; Frazer 1980:89-104; Townsend and Lucas 

1 979;107-112; - Amador 1978:337-352). 

An indication of the need for shared service was the 

$3 91,200 spent in 1978 on laboratory reference work by the 

hospital management corporation's hospitals. This figure 

was extracted from the questionnaire s e nt to the corpora-

tion's hospitals in . late 1978. The trend toward incr e ased 

demands for service as indicated by Perna (1980) further 

prompted the corporation to consider shared service as a 

viable alternative to duplication of all services in each 

hospital. The capture and use of such amounts was the 

indication . in part for the revenue trend in which the pre

sent laboratory finds itself. 

Mergers 

The merger of the present laboratory and the hospi

tal management corporation constituted a foundation for 

studying shared service. It also enabled the corporation to 

study the financial feasibility of establishing regional 

reference laboratories in other areas. This management 

corporation is a multi-institutional organization similar to 

those discussed in certain literature (cf. Starkweather 1970: 

4:38; sieverts and Sigmond 1970:261-263; Lauback et al. 1980: 
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8; Zuckerman 1979:3-12; Platou and Rice 1974:15-20). The 

merger was a logical step toward improving service for the 

corporation-owned hospitals while containing costs (cf. 

Zuckerman 1979:10-12). 

Antitrust Regulations 

The merger of the present laboratory and th e hospi

tal management corporation was accomplished through a pur

chase of assets, and was, therefore, under the jurisdic

tion of the Federal Trade Commission (cf. Thomp s on 1971: 

70-73). Since the present regional reference l aboratory 

was established for the primary purpose of serving the ne e ds 

of the hospital management corporation's hospitals, it did 

not reduce the competition or create a monopoly in the area 

in which its operations were located (cf. Horne 1971:592). 

There were more than one hundred hospitals located in the 

area and only nine of these were owned by the corporation. 

The regional reference laboratory, under the circumstances 

defined, did not appear to break any antitrust regulation. 

Cost 

The continuous rising cost of la boratory service 

has increased the need for shared service, thus effecting 

the financial feasibility of a regional reference laboratory. 

The literature related that in 1978 an excess of $12 billion 

was spent on laboratory services (Gallwas 1980:86). This 
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amount can only increase, for the trend is toward tests 

being ordered not only for diagnosis, but also for monitor

ing therapy (cf. Bretcher 1978:615-616; Wertman et al. 1980: 

2080-2082). Therefore, rising costs and new trends in test

ing have increased the utilization by the corporation-owned 

hospitals of the present reference laboratory. This utili

zation enhancement has increased the probability of the 

present laboratory financial feasible operation in the 1981 

fiscal year. 

The operating cost of the regional reference labor-

atory increased as volume and revenue increased, as was 

evidenced on the monthly operating statements (table 2 to 

10). Gallwas (1980:87) suggested that new technology in the 

laboratory should increase productivity, thus cutting labor 

costs. Productivity in the present laboratory was 80 per

cent, which the corporation considered to be average. Sala

ries and benefits averaged 33 percent of total expenses 

represented. Perna (1980) indicated that a 50 percent 

increase in any test volume would reduce the cost of that 

test 74 percent. As of May, 1980 this laboratory had not 

experienced a 50 percent increase in any test volume; there

fore, the cost per test had not decreased so significantly 

for any procedure. Thus, while productivity was good, test 

volume had not increased to the point where it had become 

profitable to operate the laboratory. 
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The Medicare reimbursement regulations which pro

pose to base reimbursement on the lowest cost in the area 

(cf. Roth 1979:47); Johnson 1980:55-59) and to eliminate 

payment for admission profiles (cf. Johnson 1980:61) have 

had little or no effect on the present regional reference 

laboratory. ~he regulations have proved to be ineffectual 

in reference laboratories, because clients (hospitals and 

physicians) are billed at one-third the fee charged hospi-

tal patients. Given that this type of fee structure was 

the accepted standard in the area, the corporation's 

reference laboratory charged the "lowest available fee" 

(pp. 55-59) which is the amount Medicare allows for reim-

bursement. As regards the Medicare regulation concerning 

the elimination of payment for admission profiles, the pre

sent laboratory had not been affected. One explanation 

was that physicians appear to be ordering profiles on their 

patients when admitting them to the hospital. Medicare 

reimburses for the cost of profiles specifically ordered by 

a physician when written in addition to routine admission 

orders (cf. p. 61). Therefore, the reference laboratory 

experienced no loss of revenue due to either of these 

regulations. 

Financial Management 

sound financial management was a maJor factor in de

termining the financial feasibility of the present regional 
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reference laboratory. Early in the planning stages of the 

project, a pro forma financial statement was prepared in 

which the financial needs of the laboratory were anticipa

ted. Financial resources were acquired and funds were 

allocated, based on the pro forma financial statement. 

These initial steps constituted good financial planning, 

according to Christy and Roden (1976:182). 

The following documents were prepared in the initial 

planning stages: (l) a cash budget, (2) an income state

ment, (3) a balance sheet, (4) a statement of sources and 

funds, {5) a capital expenditure budget, and (6) an opera

ting budget (cf. Christy and Roden 1976:185). These docu

ments were updated annually with the exception of the bal

ance sheet and income statement, which were updated quar

terly by the hospital management corporation. 

The present regional reference laboratory's finan

cial position can be measured by profitability and liquidity 

(cf. Chr.isty and Roden 1976:187). The hospital manageme~t 

corporation related profitability to pretax, preinterest 

profit. The laboratory as of May, 1980 had not been pro

fitable due to an insufficient volume. A high volume of 

tests is necessary to make a . profit in the reference labora

tory business due to markedly lower fee structures (Johnson 

1980:55-59; Perna 1980). The present regional laboratory 

has the capability of becoming liquid due to its purchased 
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assets and the prospective level of business to be genera

ted. However, the present laboratory is neither profita

ble nor liquid after nine months of operation. 

Financial management tools are used extensively in 

the institutions owned by the hospital management corpora

tion of present reference. Cost finding reports, expense 

and revenue budgets, and position and operating statements 

{cf. Berman and Weeks 1976:3-5) were documents used in the 

planning and measurement of the achievement of the fiscal 

objectives of the company. Additionally, historical and 

projected accounting data were the basis upon which sound 

financial planning was established. All of these methods 

were used in measuring and -projecting the financial feasi

bility of the present regional reference laboratory (cf. 

Seawell 1975:16). 

Responsibility accounting is the accounting method 

used by the hospital management corporation of present 

reference in its health care facilities. As Seawell stated 

(1975:138), the responsibility accounting system provides 

historical data that promote effective budgeting and future 

projections. This method of accounting was used by the 

present laboratory and has been beneficial in preparing 

budgets and making future projections. 
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Nonmonetary data, such as volume and scope of 

services, were used also in projecting the 1981 to 1985 

income analysis of the regional laboratory (cf. Seawell 

1975:139). Projected levels of activity and man-hours were 

used in planning and budgeting for the future of the region

al laboratory. Activity was projected in College of American 

Pathology workload units (Workload Recording Committee 1980), 

and man-hours were projected as full-time-equivalent employees. 

Thus, both types of nonmonetary data were used in calcula-

ting the pretax, preinterest income for 1981 to 1985. 

The literature revealed that periodic accounting and 

statistical reports display how well an organization adheres 

to management's financial plans and objectives (Seawell 

1975:16). At the end of each month the corporation required 

a written operating statement and an oral review of the 

financial performance of the present reference laboratory. 

Therefore, these monthly operating statements enabled the 

hospital management corporation of present reference to 

evaluate the operations of the laboratory, and to conclude 

that the present laboratory was continuing to operate at 

a loss. 

Tables 2 through 10 displayed the financial data 

which were collected each month from September, 1979 to May, 

1980. Once all six hospitals were participating with the 
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regio nal laboratory, the operating statements remained 

bas ically the same. The revenue and expenses stabalized 

and the resulting loss of profit ranged between $3,000 and 

$8,000 per month. The main explanation for the loss was 

the deficiency in -volume, especially from noncorporation 

clients. The varience from budget in the revenue from 

the se clients was between $13,000 and $19,000 per month. 

I t was evident to the researcher from these deficit r 2 v e nues 

t hat additional noncorporation clients we re n eeded, which 

could best be attracted by expanding s e rvice s a nd the l a b

oratory's capabilities. 

There are two reasons why large volumes of tests are 

necessary for reference laboratories. First, if a refer-

ence laboratory offers a test as a service, the procedu r e 

must be performed regardless of the number of tests availa 

ble. Every procedure has a certain number of tests which 

must be performed in order to break even. Any number of 

tests performed below the break even point constitute s a 

loss. The second reason why large volumes of tests are 

necessary is because the reference laboratory charges 

approximately one-third the fee charged by hospitals, be

cause a reference laboratory does not include the cost of 

personnel and supplies for procurement of specimens, pro

cessing of specimens, direct patient billing, accepting of 

Medicare and Medicaid assignments, and audits absorbed by a 
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hospital laboratory (Roth 1979:97-98; Johnson 1980:55-59). 

However, operating costs remain much the same as hospital 

costs for supplies, personnel, space, and equipment. 

Solvency, stability, and profitability a r e cr i t eria 

for measuring the position of a business and the result s of 

its operations, (Simon and Karrenbrock 1964:771) and a r e com

ponents in the financial analysis of data. The regional 

reference laboratory after nine months of operation did 

not meet any of these criteria. However, th e re a re sev e r a l 

e xplanations for these circums t a nc es . The r eg i o n a l refer -

e nce laboratory could be solvent in time, given the pur

chased assets and the increasing level of activity be ing 

generated. The variable which would be addressed before 

activity levels can be increased is the e xpansion of ser

vices through additional equipment, physical space, p e r

sonnel, and a marketing program. The regional laboratory 

has operated for the past five months at an 80 p e rcent pro

ductivity rate and is, therefore, operating at close to 

capacity. Stability is dependent upon a high volume of 

sales which relates to the above mentioned solutions to sol

vency. Therefore, margin on sales must be sufficient to 

cover operating expenses, interest and dividends to reach 

stability (Simons and Karrenbrock 1964:772). Given the 

attainment of solvency and stability, profitability will 

result. As indicated in the five-year income analysis, 
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profitability could be a reality in 1981 providing that the 

e x pansion of services can be realized. The laboratory has 

been operating for less than a year and has not had suffi

cient time to expand into a profitable business. There

f ore, additional time, capital, and planning are n e eded in 

o r der for the present laboratory to be come profitable. 

Problems to Be Addressed 

The findings of the study and treatme nt of the infor

mation have indicated to -the res e archer , th a t th e r eg iona l 

reference laboratory is financially f e asible give n that 

certain problems are addressed . A discu s sion of the prob

lems indicated by the study follows. 

One problem to be addressed is the resistance td the 

present regional reference laboratory by individuals in 

some of the participating hospitals. The re has b e en evl

dence of a certain degree of resentment from hos p ital 

administrators, medical directors, and laborator y depart

ment directors over the loss of autonomy . Seemingly, 

these individuals did not understand or did not wish to 

accept the primary objectives of the regional reference 

laboratory, which were to improve service and reduce costs. 

Neither did they grasp the broad scope of long-range planning 

by the hospital management corporation to establish regional 

reference laboratories nation-wide. 
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Another problem which the study revealed concerns 

special procedures being duplicated in some of the hospitals 

with reagent-rental systems. These procedures should be 

sent to the regional laboratory in order to reduce dupli

cation of equipment and personnel as well as supplies. 

For example, there are three other large radioimmunoassay 

instruments being used by the hospitals identical to the 

one in the reference laboratory. This duplication repre

sents an unnecessary expense to the corporation. 

Based on the activity through May, 1980, it has been 

projected that more than $600,000 will be spent by the end 

of the 1980 fiscal year by the company's hospitals on ref-

erence laboratory work in ·this geographic region. In the 

absence of the present regional laboratory, this expen

diture would have been spent outside the hospital manage

ment corporation. Although the laboratory lost money 

in the early stages of its operation, this study concluded 

in standard fiscal rationale that the regional reference 

laboratory could be a viable facility given that certain 

conditions are met. These conditions are discussed in the 

following narrative concerning alternative considerations. 

Alternatives Considered 

Several alternatives concerning the future of the 

present regional reference laboratory have been presented 
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to the hospital management corporation by the researcher. 

The alternatives to be considered which have been recom

mended were: (1) invest the money necessary to expand 

the laboratory to a full-service reference laboratory and 

compete with other reference laboratories for business; 

(2) sell the laboratory to a large reference laboratory 

chain; (3) close the laboratory, disperse the equipment 

among the hospitals, and set up shared services among the 

hospitals; or (4) continue operating at the same l eve l of 

service and endeavor to reach a break even. point. The 

choice of one of these alternatives by the hospital man

agement corporation•s decision makers would be d epe ndent 

upon the philosophy, financial position, and long-range 

plans of the company. These alternatives are discussed, 

as follows. 

A capital investment of approximately $500,000 would 

be necessary to expand the laboratory to a full-service 

laboratory. In addition to capital investmen t s , a dedi cated 

marketing effort also would need to be launched in ord e r to 

compete with other reference laboratories and increase the 

volume of activity. 

The sale df the laboratory would require the loca-

tion of a suitable buyer. It would seem advisable, in the 

writer•s opinion, to sell to a reputable reference labora

tory chain, which could continue to provide services to the 
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corporation's hospitals at a reduced rate, based on the 

large volume of work generated by the hospitals. 

A program of shared services could be established 

which would benefit all of the hospitals by closing the 

laboratory and dispersing the existing equipment to the 

various hospitals. The implementation of such a program 

would take a great deal of planning and cooperation among 

the hospitals. 

The regional laboratory could continue as it is if 

the philosophy of the company were merely to provide needed 

services and a profit were not expected. The laboratory 

could reach a break even point with an increase in dollar 

volume of $8,000 per month. 

Given the information which this study has generated, 

this researcher believes that there is a need for a regional 

reference laboratory, and that it is financially feasible. 

However, additional planning ~nd capital are vital to the 

success of such a venture. 

Recommendations for further Research 

The study generated several questions which are re

commended for · further research. The recommendations are 

discussed as follows. 

One question which this study generated concerned 

marketing. It appears that marketing research in the area 

of regional reference laboratory services would be interest-
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i ng and beneficial to shared service programs. Aiken 

(1980) , whose job involves marketing reference laboratory 

services, indicated that limited information is available. 

However, there was nothing in the literature reviewed by 

this investigator on the subject. It would seem that since 

shared laboratory services are being considered in health 

care to improve the quality of service at a reduced cost, 

that marketing of these services to health care facilities 

is important. 

Further research which could be pursued is 1n the 

area of trends in laboratory medicine as regards the types 

of tests requested, manpower needs, equipment needs, and 

new technology. These trends will impact the future of 

the laboratory by increasing the cost of providing labora

tory services. The literature has begun to reflect interest 

from some researchers in these topics (cf. Wertman et al. 

1980:2080-2082; Phillip and Hai 1979:47; Brecher 1978:615 

616; Gallwas 1980:86-90). 

An interesting area of research would also be a 

study of government regulations concerning laboratories 

and the economic impact of the regulations on the future 

of laboratory medicine - (cf. Brown 1976:41; Fritschen 

1978:22-37). Along the sa~e, ·economic lines could be a 

study of third party reimbursement regulations which relate 

to the laboratory (cf. Roth 1979:97; Johnson 1980:55-59). 
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Studies could also be performed on cost effectiveness ver-

su s cost benefits of specific laboratory tests, such as 

the various profiles and radioimmunoassay procedures (cf. 

We rtman et al. 1980:2080-2082). 

Outlook 

The laboratory is an ever changing part of the 

health care industry. This researcher continues to find 

it to be an exciting and challenging place in which to 

work. There are always new ideas to be r e searched and 

new avenues of learning to be pursued. The writer be lieves 

that the future of the laboratory industry will be in shar e d 

services, offering new organizational patterns, market ing 

and economics. The regional laboratory will be the center 

of service for many hospitals and physicians and will offer 

extensive services to fulfill the needs of all its clients. 

This investigator foresees the regional laboratory app roach 

as one of the few means of improving the quality of l a bora

tory medicine and controlling costs. 

The days of total autonomy in health care institu-

tions are becoming obsolete very rapidly. Ma nagement must 

begin to look carefully at all the alternative s for provid-

ing improved, quality services at reduced costs. Shared 

services through regional facilities appears to be a finan

cially feasible alternative to other methods of providing 
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quality health care which the public has ~very right to 

expect. 

Summary 

The findings of this study indicated that the pilot 

regional reference laboratory can be financially feasible. 

The study design, the instruments, and the techniques used 

to collect data were supported by and consistent with the 

literature. Alternatives to the regional reference labora

tory were discussed, and the outlook for regionalizing 

laboratory services appears to be good. This investigator 

believes that, based on this study, the corporation should 

consider establishing a subsidiary division of regional 

reference laboratories to provide regional laboratory ser

vices in other areas of the nation. The literature and the 

findings of this study strongly indicated that the need for 

shared laboratory services at reduced costs is a reality 

which should be considered seriously. 
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APPENDIX 1 

OPERATING STATEMENT 

COMPARISON TO FIXED BUDGET 

Hospital _______ ________________ ______ _ __ 

Month Fiscal 
Code _____ Ended Year------'/'------

11 IN lHOU SA NOSI 

1.1 0 N l H YEAR 10 O .o.l £ 

AC l UA.l I !IUDGfl YAR I ANC[ . AC,UAL J IIU OG [l WANJ&h([• 

I P.at 1rn1 ~evrnur · 

lnpat•en! 

Oulpat,~nt 

I lol ~~ P•l•rnt Hrvrnut 

()ejuc ltom fr om hti owr nur I l C>'llf > :h.JJ I A.:J 1 Yf Se lll . 

I M e o •c J rr I 
I I M e o. c a •d I I 

I I Oi hPf I I 
I Pn .. v• • •nn In• Do1 11 Ace! I I 
I C ou riP'y O, s c o unts I I 
I l oul o~uC I JOn~ 1ro m RC"VC'nvor I l 

I I N~l p~ II tnl Rttftnut I I 
0 1 hpr Rfwenut I 

I N e I Rrvrnl•t I 
Oo•• • lrng [ • ppn • • I s. I,, I~' ' 6e ne l rll 

Ob o ulmenl Suoolrel I 
Mrd •c .a l 5otc, .al•s1 f res I 

I C o nl r•ct Sr r v •crs I 
01 her I 

lo r a l 0Df'tll • np E ... pe n trl I I 

Contr ,bu ltO n Ma ro tn I 
I "'o. Co nlrl butlon ._. • r g i n 

I I 
Non Oper J I •no ( .~ prn sr 

Dt:::> • r ci J IJ On ' Arro r \ tl,.a: •CI" 

I nl t , r a 1 

I R en I I 

I I la a r 1o 1 L •C. ~ n tf' 1 I 
I 01 h~r I 
I l o t a l t" on O p rral tn ' E...... o t n ~ 

I I· Pr r ~ lnt rr Com~ r y tncc-m o 

I P iv s. · S ll ff s.e.rv•cet So l d 

I U'>l S 11t1 ~t v i c~' Pu, cJv,ed 

I C o ol ol C.a;> l1 •1 I 

I P re- Ta J Proltt 

I ':. Pt • -la • Prolrt I I I 

~ Fav c ~ " ble (Unfavorab l e) 

SOURCE: 
Controller's 
Corporation, 

Cf. XYZ 
Manual-
1978. 

Hospital Management Corporation. 
USA: XYZ Hospital Management 
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APPENDIX 3 

PRUrJTABILITY INDICES WORKSHEET 

Aver2ce Pre-lax Pre-inter est Return on Oricin~J Inv estment 

Pre-Tax Pre-lntere~l lncom~ (line 17 from Pre-lax Prt-inlerest 
Income Analysis) 

Year 

Year 2 

Year ) 

Year 4 

Year' 5 

Total 

:- 5 =Average 

Average 
Pre-tax 

Pre-t2~ Pre-intere s t Pavback Perio d 

Or.igi:12l Investment 

Pre-tax Preinterest Year 
Income 

Year 2 

Year ) 

Year I< 

Year 5 

Pre-tax Poyuack Years 

Original 
Investment Return 

Cumulative 

SOURCE: Cf. XYZ Hospital Management Corporation. 
USA: XYZ Hospital Management Controller's Manual. 

Corporation, 1978. 
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