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Everything Has Its Price

How Incremental Economics Lures You Into
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By Dexter Bralfl

L'RE PREPARING A BID for a large managed
care confract. Competition is ferce, and you
suspect thar pricing is hkely o be the deciding

factor. You figare that your core business pays for the
company's hasic operstions. I you can just cover your
direct product costs, any price abowve that will drop
rght down 1o the bottom line—alter all, rthis conmract
represents “meremental” business: You conclude thar

Thinking You Can Get Something for Nothing

vou can afford to offer a substantial discount. You fur
ther reason that the increased volume of business you
will gain will more than justify the reduction of margin
vou will experience.

The theory seems measonable, but in facr, ir is se-
verely flawed.

The concept belund incremenial economics is thar
once the fixed costs of a business have heen covered

and as long as price ex-
For most HME ceeds the variable, or di-
. rect, cost of any other
SIS, products and  services,
the zale will generate in-
cremental profits, For ex-
a ample, once Microsofr
.{Hﬂﬂfﬂ'ﬁ MX—  covers its fixed product-
development costs, for
each additional sale, any-
focus. thing charged above: the
dirert varable cost of a
disk and packaging drops right down to the bot-
tom line,

To apply these concepts correctly, it is critical
thit the fixed and varable cost structures of the
company are wentfed. This s where home
medical equipment (HME) providers frequently
go wrong: A substantal portion of the industry’s
costs are misidentificd as fixed costs when they
are, in fact, a special type ol variable cost.

Consider the Hguid oxygen business. Liguid
oxygen is required for each patent served. iquid
oxyeEen 15-a pure and easily identifiable variahble
gost. But what about the therapist required w
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HME companies should explore
ways to reduce variable costs

through investment in fixed costs.
The most exciting opportunities
revolve around information

technology.

monitor and support the patent? Most managers con-
sider therapists a fixed cost. Alter all, you don't need
to hire additional therapisis for each patdent served
The problem is thar as your patient base grows, you
evenmally need to hire additional therapists. And it
doesn't ke many new patents w make new hires
NECESSATY,

Costs that vary with activity level. albeit at greater
intervals of activiry, are known as step-variable costs,
Such coses, which include costomer service, delivery,
hilling and collections, and elinical personne] expenses,
are a major component of the tmditonal HME compa-
ny's cost structure. By misidennfying siepvariable costs
as foeed costs, managers
underesimate: the var-
able cost of the services
thiy provide. In applying
incremental analysis 1o
prcing these produces
and <ervices, managers
ofren under-price con-
tracts, mistakenly believ-
ing they are still making
a profit.

Consider agan our hquid oxygen example. If a
manager using an incremental approach to pricing a
managed care contract considers the liguid conrents
and the depreciation expense of the sysiem as the only
variable costs, he or she might conclude that a sub-
stantial discount can be offered, with the company
still making money. In ot before increased activity
levels migger additional step-variable costs, the com-
party might make money. Flushed with the initial suc-
ciess, the company might even be seduced into aggres-

e

sively seeking more managed care business ar similar
discouns. Fvenmually, however, the firm will need 1o
add another therapist ... and another customer service
represenianive ... and another biller .. and another
driver. This will quickly and mercilessly drve the man-
aped care business into the red.

HME providers can employ several strategies w
address these problems. For startess. step-variable
costs must be considered in developing appropnate
pricing strtegies. Hiswonically, conmacts have been
avarded o the lowest bidder, who frequently under-
cstimares costs. With several high-profile contracts
proving unprofitable and unsustainable, however,
managed care providers are beginning to take a sec-
ond look at more reasonable proposals. HME compa-
nies should also strive to mainwin as much full-
margin business as possible. For most, managed
care—with its bowom-line menimline—should be onky
part of the mix—not the entire focus

Finally, providers should continue to explore ways
to reduce variable costs through investment in fixed
costs. The most exciting opportuniries revolbve anund
information technology, The use of telemedicine,
handheld compurer devices used by nurses and chini-
cians, and concentrators that can he monitored via
modem are all designed o reduce the often redundant
work [low of stepvariable laden costs such as cus-
tomer service and delivery, Wirth a reduced varable-
cost structure, companies will be better able 1o lever-
age their invesmment in fxed costs 10 wring incremen-
tal profits from their managed care business. HC
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