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Pricing Strength—Realizing the Value of
Your Pricing Structure

Richard N. Goins, MHA Candidate, The Ohio State University
Andrew E. Cameron, Ph.D

“While it is rarely possible to find the perfect or optimal price, a
manager who understands the forces that determine success in pricing
can make more profitable decisons than one who does not.” (1)

Because of the complexity and uncertainty surrounding pricing structures,
many hospitalsdelay in performing pricing analyses. However, to ensure
optima profitability and financial strength, itisimperativethat hospitals
review their pricing structure. Hospitals canill afford to avoid thisimportant
analysisbecause community hospital profit marginsarevery low, hovering
around 1.2% as opposed to an optimal 4%. An understanding of key
concepts can help hospital Chief Financia Officers (CFOs) discern how
effective their current pricing structure is and how to ensure effective
pricingin thefuture. Thistype of analysis should be done at least annually to
ensureoptima pricinglevels.

The purpose of thisarticleisto express theimportance of the pricing
structure and to describe how it can be molded into afunctional tool for
improving financial performance. A key tool in undertaking thisassessment is
the Pricing Strength Index (PSI), which will be, described in detail. The PS|
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Pricing Strength (cont’d)

A

isameasurement tool that will help hospital CFO’sunderstand the
outcomes of their current pricing strategy. It will give them an idea of how
they are performing today and can be used in the process of planning for
thefuture. Proper CDM analysis and formulation of policy areaso
discussed, asthey arethe essential keysto ensuring astrong pricing

structure in the future.

Functionality of the Current Pricing Structure:

Pricing Strength Index

Recent studiesof hospital profitability suggest that pricing differences,
rather than cost differences, are the distinguishing characteristic between
high-performing and low-performing hospitals. Although pricingisonly one

element of ahospital’soverdl strategic
plan, pricing clearly isone of thekey
elementsof ahospita’ sfinancia well-
being. With community hospitd
margins hovering at about 1.2%in
recent years, well below adesirable
level of 4%, hospitals cannot afford to
price below optima levels. One of the
reasons hospital executivesand
managers do not always price
optimally isdueto the sheer volume of
data. Just as executives use financial
ratios, such asreturn on equity and
profit margin, to help focustheir
attention on crucial financial data,
combining key pricing dataintoa
composite measure, the PSI, could help
to reducethe complexitiesnormally
associated withanadyzing afirm’'s
pricing. The PSI provides a measure
from which to determine whether a
hospital has concernswith regard to

pricing.

Pricinginthehospital industry is
undeniably complex. Basic economic
theory suggeststhat pricing should bea
function of demand elagticity and
margina cost. Empirica dataare
unconvincing that thosefactorsexplain
much of hospita pricing. Clearly,
hospitd pricinginvolvesmyriad other
factors, including, but not limited to, the
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President’s Message
Craig Bjerke

| hopeeveryoneishavingagood
Springandislookingforwardto
the Spring Golf OutingonMay
27" a HighLandsGolf Club.
Sinceour last newd etter severd
thingshavegoneoninour chapter.

Centrd Ohio chapter officers
recently traveledto Chicagofor the
annua HFMA Leadership Training
Conference. Additiondly, we
recently held aneducationd sesson
a theMcConnell Heart Hedlth
Center. Ward Hill of Sionehaven
Strategic Solutionspresented
FINANCIAL,REVENUE and
CHANGE MANAGEMENT:
PRACTICALITY, THEORY
and MISSION SUCCESS. The
programwaswell atended and
focused on management
fundamentdsindudingdiscussons
oncompeitiveadvantage,
management pillars

communicationsand mativationa
techniquesand god theory.

Specid thanksgoto Erngt & Young
for their sponsorship of the
programandto LukeBrownand
KarinCanforther effortsin

organizingtheprogram.

I nthe upcoming months, our
chapter will havethe Spring Golf
Outing, chapter officerswill be
atendingtheannua HFMAAnnud
Nationd Inditute& ldeaExchange
in Bdtimorein Juneand the chapter
will haveitsannud mini-LTC
planning sessonfor chapter officers
and committeechairs. | wouldlike
topersondly thank dl of the
chapter officersand committee
chairsfor ther helpthispast year
and | hopetoseedl of youat High
Lands.

CragBjerke
Chapter President
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Pricing Strength (cont’d)

A

hospital’smarket share, management’sability to satisfies these criteriacould be invaluable to managers, board
negotiate contracts, the degree of managed care members, and others as they seek to understand the firm’s
penetration, and the quality of the hospital’s services. pricing position. The Pricing Strength Index providesthis

structure
Theideal measure of overall strategic pricing would be

intuitive, easy to calculatefrom readily-available data, The concept of strategic pricing goes beyond reporting merely
easy to use or apply, and should bereliableand valid historical pricing-related ratios. The Pricing Strength Index (PSI)
over time and across firms. A summary measure that includesthesix componentsof pricing that appear consistently in
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the literature as either reflecting the
current pricing strength or identifying
those factors that give the greatest
potential for future pricing flexibility (see
Table 1.).

Table 1. PSI Dimensions and Measures

Dimensions of

Pricing Styrength Measured by
Existing Pricing Srength
Prices above cost Markup ratio

Successful negotiation  Deduction percent
Payer mix management  Private payer

percent
Srengthof Pricing
Potential
Contract negoitation Market share
leverage
Payer advantagein Managed care
negotiations penetration
Product differentiation/  JCAHO overall
quality ealuation score




Each of the six measuresis*“normalized” around a
predefined average for the measure. The averages
reflect national datafor well-performing hospitals.
Using normalized data permits usto add the six
mesasures to create a composite indicator of total
strategic pricing level for the hospital. Thus, theformula
for calculating the PSl isasfollows:

Markup Ratio-1.75 , 38-Deduction% , PrivatePayer%-35 ,
1.75 38 35

PSI=
Market Share-55% , 25%-Managed , Quality JCAHO-90
Care Penetration

55% 25% 90
The PSl iseasily comprehended. Hospitals that are
pricing strategically and that will beableto continue
doing sointhefuture:
- Price above costs

Avoid over-discounting

Arrange an attractive payer mix

Garner acompetitive market share

Arein amarket where managed care has not

penetrated to a high degree and

Deliver high-quality services

A poor showing along one or two of these measures
doesnot precludethe hospital from pricing appropriately
in the future. Low performancein several categories,
however, suggests that the firm is headed toward a
position of not being able to price above costs. It must
reverse the trend in the low categories or risk its future
vighility.

Due to the completeness of the PSI in capturing
multipledimensionsof an organization'spricing
strength—market conditions, quality and contract
negotiations—the PSI avoidsthelimitations of one-
dimensiona measures of pricing, such asmarkup aone.
If management were to improve one dimension of the
firm’s finances at the expense of another area, the PSI
will properly reveal and account for the tradeoff. For
example, if afirm attempted to increase market share
by offering overly generousdiscounts, theimprovement
in market share percentage will be offset by the higher
deduction percentage.

What condtitutes agood PS| vaue? Table 2 provides a
general indication of how to interpret agiven hospita’s
PSl.

Table 2. PS| Vaues and Interpretation

PS Pricing Stregnth
>3 Excdllent

Oto3 Good

-2to0 Far
<-2 Poor

Undoubtedly, some of the components areinterrel ated.
For example, one of the key advantages of having a
high market share is greater pricing leverage. Increased
market share should allow hospitals to recover a greater
percentage of their costs from payers through better
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Pricing Strength (cont’d)

contract terms. One cannot presume, however, that
hospitals have negotiated better terms asaresult of a
high market share. By having both componentsin the
PSl, awesknessin either market share or in using
market share to negotiate better priceswill providea
more accurate overal assessment.

Flexibility of the Pricing Sructure:

Price Elagticity and Market Analysis

Factorsfor consideration when updating your CDM
include price e agticity and themarket environmentin
which the hospital competes. It isimportant to analyze
the elasticity of demand for the service being priced. A
price elasticity of demand is the percentage changein
the quantity demanded that is associated with aone
percent change in the price of the service. [ e=(%
change in quantity) / (% changein price)]
Understanding aproduct’spriceelasticity alows
managers to make strategic decisons quickly. They are
also useful for making salesforecasts and pricing
decisions. (the effect that your prices have on your
demand) when considering the price of a service or
procedure. For example, when analyzing the price for
an angioplasty, the current market must be addressed in
order to make projections on the demand for this
service. When budgeting for thisserviceit isimportant
to realizethiselasticity and make adjustment to the price
accordingly.

Table 3.
Fixed costs $300,000
Variablecosts $350
Price Volume
_ (P (Q) Revenues Expenses Profit
0 3304 $ - $1,456,400 $(1,456,400)
100 2,952 $295,200 $1,33,200 $(1,038,000)
200 2,600 $520,000 $1,210,000 $(690,000)
300 2,249 $674,700 $1,087,150 $(412,450)
400 1,897 $758,800 $963,950 $(205,150)
500 1,546 $773,000 $841,100 $(68,100)
600 1,194 $716,400 $717,900 $(1,500)
700 843 $590,100 $595,050 $(4,950)
800 491 $392,800 $471,850 $(79,050)
900 140 $126,000 $349,000 $(223,000)
Optimal Price: $600
Expected Volume at the optimal price: 1,194

Asshownin Table 3, themost likely patient volumeis
1,194. The patient volume numbers are derived from
historical trend analysisand market analysis of demand.
Sinceitisdifficult to predict theexact level of patient
volume, the best chance of meeting budget goalswill be
at $600.

Itisobviousthat conducting price elagticity anaysison
all of the pricesin your charge description master
(CDM) would be too time consuming. New services,
large volume and high revenue producing services
should, however, be analyzed on aperiodic basis (either
annually or biannually). Theremaining priceswill be
collectively evaluated based on the proper analysis of
the CDM.

Charge Description Master Analysis
Animperative step in proper strategic pricing andysisis
a careful and accurate review of the Charge
Description Magter (CDM). Many hospitals neglect the
CDM for years, without considering itsimpact on
profitability and financia viability. Itisimportant to
review and update the hospital CDM at |east biannually,
especially when contracts are renewed.

Understanding the Effects of Contracting
Contracting can play asignificant rolein your pricing
structure and should be considered when updating the
hospital’s CDM. For example, if acontract is hegotiated
as paying apercent of charges, then an old CDM will
lower your reimbursement rates. But if careful
negotiations are made for contracts using an updated
CDM, then there will be room to increase your prices,
to an agreed-upon level, during the contract period. This
will help define the boundariesfor price reassignment
while increasing awareness of CDM accuracy.

Limiting Payer Denials

Another key step to the analysis of the hospital CDM is
the assessment of payer denias. When reviewing billing
and collection practices, management must pay
attention to commonalitiesin denied claims. If acodeis
commonly denied, then there may need to be
adjustments made to the charge assigned. For instance,




many organizationsthat have not reviewed their CDM lately
may find that they are billing codes that are obsolete or that

do not accurately reflect the service provided. The CDM
should be updated routinely to reflect the Centersfor

Medicare & Medicaid Services (CMS) changes published
in the Federal Register and in program transmittals. These

updateswill help to lower claim denial rates.

Integrating Analysis into Practice
To ensure that efficient analysis of the CDM is performed

regularly, policies and procedures need to be developed and

implemented. Palicies and procedures addressing the

following issueswill provide structure and accountability for

the performance of the CDM and ultimately your prices.

Thedesignation of someonewith ultimateresponsibility

for overseeing CDM and its performance.
Theinclusion of periodic claimsreview.
Theformulation of guidelinesthat will detail whenitis
appropriate to add new charges, delete unused or
obsolete charges and update existing charges.
Provide a process of review that will prompt the
reviewer to:

— Look for invaid or inadequate CPT/HCPCS codes
— ldentify invaid or inadequate revenue center codes

—  ldentify mismatched CPT/HCPCS and revenue
center codes

— ldentify inadequately defined procedures or tests

— Confirmthevalidity of aservice

—  Verify the appropriateness of bundled CPT/
HCPCS codes

— ldentify charges set below Medicare fee schedule

amounts

Conclusions

1. Companiesshould be engaged in strategic pricing
exercisesannually.

2. Without thisreview they areat risk for financia ruin
because of the tight margin and the dynamic nature of
the system.

3. ThePSl provides an easy and comprehensive tool by
whichto begin undertaking such astrategic pricing
anaysis.

4. Inadditionto PSI, other toolscomeinto play. These
include the CDM, key contracts and price elagticity
anaysis.

Asreviews and updates of the CDM are made it will be

eader to identify the strengths and weaknesses of the
pricing structure. The pricing strength index will remain
aconstant measure of overdl pricing performance, but
identifying key improvement areasisessential to
increasing the bottom line. CFOs and their staff need to
stay focused on the six components of pricing and
remain aware of their interrelations. Remember that this
isonly the beginning of ahealthy pricing structure; it
takes constant reviewing and updating to remain current
intoday’s dynamic healthcare environment.
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Top Ten Things NOT to do After April 15th:

A According to HIPAA Privacy

Encourage physician didacticsto occur in public eevators, with open

Drivedown I-71 with stacks of completed billing formsin the back of

Donate apatient billing file-cabinet to the Goodwill including al of the

100 South Third Street
Columbus, Ohio
43215-4291

(614) 227-4848

FAX: (614) 227-2390

By Karin Cain and Scott Houk
1. Allow your children to use patient records as coloring paper.
2. Put your patient records up for auction on E-bay, for “research
purposes’.
3.
discussions about patient names and conditions.
4,
apick-up truck
5. Take patient records home, and as alate night joke, start “prank
caling” patientson therecords.
6.
“scrap paper” inside
7. Decidethat the person who is aready
the head of I'T, Compliance and Patient
Accounts can handle the “ privacy
officer” responsibilities. He has plenty of
time.
8. Fall totdl your patientsthat you are
paying for your new hospital wing by
sdlling their recordsto the highest bidding
pharmaceutical company.
9. Refuseto give patientstheir own medica
records, telling them that you planon
wallpapering the officewith them.
10. Name one password for the entire
hospita, so that no oneforgetsit.

info@gmcg.com

WW\V.qllng.CDlTJ

THE QUALITY MANAGEMENT
CONSULTING GROUP, LTD.

tay current with payer
regulations and maintain
billing efficiency with our
audit/compliance staff.

We provide assistance in:
® Coding/DRG audits

® Charge description master
reviews

® Compliance educational
programs

... and its affiliate

BRICKER & ECKLER LLP
Attorneys at Law
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Mark Your Calendar
A

Fall Golf Outing

October 6, 2003
Zanesville Country Club

Annual National Institute

June22-26, 2003
Baltimore Convention Center
Baltimore, MD

June27-July 1, 2004
Opryland Hotel Convention Center
Nashville, TN

Newsletter Editors
Frank Phillips

(614) 293-2285
phillips-13@medctr.osu.edu

Johanna Matheny
(614) 233-5617
johanna.matheny @ey.com

Newsletter Design and
L ayout

Laura Dutton

(614) 229-5279
laura.dutton@ey.com

Ernst & Young LLP
1100 Huntington Center
41 South High Strees
Columbus, Ohio 43215

The statements and opinions appearing
in articlesarethose of the authorsand
not necessarily those of the Central
Ohio Chapter HFMA. Thestaff believes
that the contentsof TheBuckeye
Connection areinteresting and thought
provoking, but the staff hasno authority
to speak for the Officers or Board of
Directorsof the Central Ohio Chapter
HFMA. Readersareinvited tocomment
on theopinionstheauthorsexpress.
Letterstotheeditorsareinvited but
subject to condensation and editing. All
rightsreserved.
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