N287E Advanced Financial Management

Spring 2006

Problem Set 1

Due Wednesday, 4/26/2006

Answer each of the following questions.  Conciseness is a virtue!

BASIC ECONOMIC PRINCIPLES

1. Does each of the following describe a movement along the supply/demand curves for nurses or shifts of the supply and/or demand curve?  Please illustrate with a chart and explain your chart.  Explain your reasoning – there may be more than one “correct” way to interpret some of these.  Note that some of these changes could affect both supply and demand, and some of these changes could result in no change in either!

a. The local nursing school doubles the number of new graduates

b. A new technology dramatically reduces the average length of hospital stays

c. A hospital launches a public relations campaign to attract nurses

d. Two hospitals increase the wages they pay to nurses to fill open vacancies

e. Minimum nurse-to-patient ratios are implemented

2. What is the elasticity of supply?  Why is it important?

RATIO ANALYSIS

3. Calculate each of the following for Summit Medical Center for the current year and the prior year.  .  The balance sheets will be emailed to you so you can do this in Excel, but you may do it by hand if you prefer.  Show your work.  The table should look like this:

	Ratio
	Benchmark
	This Year
	Last Year
	Good relative to benchmark?
	Trend good or bad?

	Current ratio
	1.90 2
	
	
	
	

	Days in patient accounts receivable* 
	51.5 1

59.31 2
	
	
	
	

	Average payment period
	57.0 3
	
	
	
	

	Days’ cash on hand
	157.8 1

41.74 2
	
	
	
	

	Equity financing ratio
	62.99 2
	
	
	
	

	Long-term debt to equity ratio
	20.65 2
	
	
	
	

	Cash flow to debt ratio
	0.21 1
	
	
	
	

	Total asset turnover ratio
	1.01 3
	
	
	
	

	Fixed asset turnover ratio
	2.20 3
	
	
	
	

	Current asset turnover ratio
	3.57 3
	
	
	
	

	Other asset turnover ratio
	5.11 3
	
	
	
	

	Total margin
	2.33% 2
	
	
	
	

	Operating margin
	2.1% 1
	
	
	
	

	Nonoperating gain
	1.0% 3
	
	
	
	

	Return on equity 
	5.72% 2
	
	
	
	

	Growth rate in equity** 
	N/A
	
	
	
	


* For Days in patient accounts receivable, use all accounts & notes receivable as a proxy for gross patient accts receivable.

** Growth rate in equity can be calculated only one year

1 Fitch Ratings, 2004

2 Critical Access Hospital medians, 2005, www.flexmonitoring.org/documents/ BriefingPaper7_FinancialIndicators.pdf
3 Cleverly, Essentials of Health Care Finance, 4th Ed., CHIPS National Medians, 1999

4. Summit Medical Center was an independent hospital in the prior year, and is affiliated with Sutter in the current year.  Based on your ratio analysis, was affiliating with Sutter a good financial decision?  Consider both whether Summit’s financial situation was bad enough to require serious action and whether there has been improvement.

PURCHASING OF SUPPLIES AND SERVICES (Source: Davidson Bidwell’s lecture)
5. Using the Summit Medical Center balance sheets, compute the following:

a. Return on capital employed 

b. Return on investment

6. In the “current year”, Summit Medical Center had a negative net income (i.e., they lost money).  Discuss strategies they could use to reach a profit margin of 1%.  Use mathematical examples to demonstrate how some strategies might be more or less feasible. 

CAPITAL INVESTMENT DECISIONS (Source: Clifton Louie’s lecture)

7. Hospitals-R-Us is considering purchasing new capital equipment.  They are looking at two radiation therapy machines for treating brain tumors.  The key characteristics of the two devices are:

	
	Machine A
	Machine B

	Price of machine
	$900,000
	$1,350,000

	Delivery and training cost
	$30,000
	$55,000

	Depreciation period
	5 years
	5 years

	Cash flow per year (estimate)
	$160,000
	$235,000


a. What is the initial cost of each machine?

b. Calculate the Net Present Value for each machine at a 10% discount rate, over a ten-year period.  Use the present value figures in Table 14-2 (Cleverly) for your calculations.

c. Calculate the Net Present Value for a 12% discount rate.

d. What is the profitability index for this investment at a 10% discount rate?

e. Imagine you purchase Machine A.  Assume a 5-year straight-line depreciation.  Assume after 3 years you decide to replace Machine A with a new version of Machine B.  Assume you sell Machine A for $400,000, and the capital gains tax rate is 34 percent.  What are the incremental cash flows associated with the purchase of the new Machine?

