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Pharmacy Financials
Importance of financial analysis  for pharmacists (Pharmacy managers)
Pharmacy managers know that understanding the external operating environment is critical to a business’s success.
 - A staff community pharmacist deciding whether or not to meet a competitor’s price. This pharmacist has quite different financial information needs from a pharmacy owner developing an overall pricing strategy for his or her business.
· A hospital pharmacy director who is analyzing inventory and budget levels to ensure adequate inventory compared with a staff pharmacist in this setting who continually faces inventory shorts or outages caused by overly restricted purchasing.
· A chain pharmacist who sees a “red flag” on his or her computer screen stating that third party prescription reimbursement is below cost and who needs to make a decision about whether or not to dispense a particular product, compared with a home office administrator who negotiates third party prescription contracts or purchasing from pharmaceutical manufacturers.
· A medication therapy management specialist determining the best hourly rate to charge for their services in order to maximize their personal profit as well as being beneficial to the employer/contractor.
· A stockholder who is interested in the financial success of a pharmacy business (regardless of practice setting) and looking for information on how labor costs are being controlled versus the pharmacy manager who must satisfy customer service needs with adequate staff. These various scenarios demonstrate that while we are concentrating on increasing our clinical place at the healthcare table, we must also not forget the impact financial analysis and management has on the long-term viability of our profession

· An Income Statement is a monthly, quarterly, or annual summary of the business’ revenues and expenses to review the cash flow and profitability of the business. The flow of an income statement (which is often referred to as “Profit & Loss” or “P&L”) should follow a consistent format to allow a business owner the ability to review and monitor the financial performance of the pharmacy.

The format should be as follows:
            Revenues – Cost of Goods Sold= Gross Profit – Expenses = Net Profit 
A successful pharmacy owner is an aware business owner. While you may prefer to leave the number-crunching to your accountant, understanding your pharmacy’s financials enables you to make better business decisions. When you’re cognizant of the amount of money coming in – and going out – of your business, you have a better idea of your pharmacy’s overall financial health. With that, you’re ahead of the curve, no accounting degree needed.

1 – Revenue
Revenues, also known as sales or sales revenue, are presented as the first line of the income statement. The amount shown is actually net sales, which reflects any returns or discounts associated with the sales for the period, instead of these expenses being shown as a separate line item. The net sales resulting from the company’s primary economic activity are listed first, with any secondary activities listed next.

Revenue – Cost of Goods Sold = Gross Profit – Operating Expenses = Net Profit
Revenue is the income, or sales, that your pharmacy brings in, during a period of time. Not to be confused with profit (more on that later in the series). Revenue is adjusted for discounts and deductions (for example, wholesaler rebates, returned merchandise, etc.). It’s the “top line” item of the Income Statement from which expenses are subtracted.

To determine Revenue, calculate the number of an item sold by the unit price. If you sold 20 bottles of multi-vitamins at $10 per bottle, then your revenue is $200. (For ease, let’s say that none of the bottles/units were returned, so that no adjustments are necessary.)

Without Revenue there can be no Net Profit, or bottom line. A business has to bring in money to continue to make money.

In pharmacy, Revenue (Sales) can be made up of prescriptions (traditional, compounded, long-term care, specialty, etc.), over-the-counter, durable medical equipment, and other niche market products such as immunizations.

In most pharmacies, third-party insurance (non-cash) prescriptions make up the majority of sales; therefore, it is important to monitor and manage the reimbursements from third-party payers to ensure proper revenues. It is important to remember, “Reimbursement = Revenue!”

Therefore, the focus should be on increasing Revenue (Sales) and decreasing Cost of Goods Sold (see the Cost of Goods Sold segment of the series). This nets a higher Gross Profit which, in turn, covers your Operating Expenses (see the Operating Expenses segment of our series). The latter includes salaries, rent, office supplies, and the like.

Increases in Revenue can mean increases in profit. While sales may not jump over night, there’s a range of smart tactics to give them a lift. Here are some strategies to consider:

· Diversify – offer a variety of products and essentials for purchase, in addition to prescriptions.

· Offer other services – providing immunizations or flu shots can bring more customers through your doors.

· Use it or lose it – the technology included with dispensing software and Point-of-Sale (POS) can help you ensure proper product pricing.

· Monitor reimbursements – ensure that you’re properly compensated for dispensed scripts.

· Suggest add-ons – your pharmacy staff can advise customers of supplements and the like that alleviate side-effects caused by some medications.

2-Expenses

For most companies, the first expense account classification shown is the cost of goods sold, abbreviated as COGS. As the name implies, COGS represents the cost of the items sold during the period. In all pharmacies, since the delivery of medications to customers/patients represents the major economic activity, COGS is usually the largest expense amount on the income statement and is shown first. As an independent pharmacy owner you may tend to focus more on the health and services side of your business than on its numbers. While you may leave the heavy lifting of the business’ books to your accountant – after all, that’s why you hired one – it pays to have an understanding of your pharmacy’s financials.

When you’re familiar with the numbers side of your business you’re aware of your pharmacy’s fiscal health, which is one of the keys to its success.
In a retail business, such as your independent pharmacy, Cost of Goods Sold is simply the cost of the merchandise (or inventory) that you buy from a supplier, which you then resell to your customers. COGS does not include operational expenses, such as labor, utilities, rent, salaries, and other overhead.

Delving a little deeper, Cost of Goods Sold is treated as an expense, which is deducted from Revenue (or Sales) to determine Gross Profit 
When you properly manage your Cost of Goods Sold, you maintain greater control of your pricing strategy as it relates to prescription revenues (i.e. proper reimbursements and cash pricing), as well as, non-prescription products such as OTC, DME, etc. Remember:

Revenue – COGS = Gross Profit.

Therefore, by properly pricing the items that your pharmacy sells, you can generate more revenue.

Typically, the two largest inventory items purchased by a pharmacy will be brand and generic pharmaceuticals. Depending upon the pharmacy’s product mix, it may need to purchase items with a higher cost (brand or specialty items) or items with a lower cost such as generics. In either case, it is important to understand how these items are priced to ensure you make the proper revenues on these items.

Additionally, increasing or decreasing your COGS will impact your Gross Profit. With your inventory costs (or COGS) decreased, your Gross Profit will likely increase; conversely, when your inventory costs increase, you will decrease Gross 
Profit
Proper inventory management is a key component to maintaining a realistic COGS.

Since your inventory is likely the largest expense in the pharmacy, it’s wise to explore ways to lower its cost to you. To that end, accurate inventory management is crucial – as is knowing when and how to buy product. Opportunities exist to lower your COGS. Here are some strategies to consider:

· Understand and discuss pricing regularly with your primary and secondary suppliers to ensure your pricing is competitive.

· Maintain proper inventory accounting principles – use just-in-time (JIT) inventory to your advantage and prevent dollars from sitting on your pharmacy shelf. Monitor your inventory turns with regards to your fast and slow moving items.

· Ensure inventory control – put proper procedures in place to reduce product shrinkage/loss.

· Purchase wisely – take advantage of additional incentives offered by your suppliers (examples may include: payment terms, trade shows, bulk order discounts, etc).

Operating Expenses
Having a solid understanding of your independent pharmacy’s financials can spell the difference between your business’ success and failure. While you may have an accountant whom you trust to prepare your financials, having a grasp of your pharmacy’s financials can aid in better business decisions, day-in and day-out.

Remember the formula:

Revenue – Cost of Goods Sold = Gross Profit – Operating Expenses = Net Profit
Since the goal for any business is to boost its bottom line (or Net Profit), keeping your controlled expenses in check is key. Those expenses impact your business’ cash flow, so monitoring them is imperative. Essentially, Operating Expenses are the expenditures that your business incurs while conducting its business operations. This includes rent, employee salaries and benefits, utilities, computers and other workplace equipment, marketing, office supplies, bank fees, and more.

However, inventory is not an Operating Expense. Inventory, or the merchandise that you purchase for resale, is a Cost of Goods Sold. For example, the cost of the prescriptions that you buy from a supplier (to then resell to your customers) is a Cost of Goods Sold (COGS). Therefore, the general rule is this: if an expense is not related to COGS, it’s considered an Operating Expense.

It is crucial to optimize expenses to be as lean as possible without the potential of impacting the customer experience. It’s safe to say that you want to increase the cash flow of your independent pharmacy. One way to achieve this is by monitoring, and ultimately reducing, your pharmacy’s Operating Expenses. However, this can be a Catch-22. Lower some areas of Operating Expenses too much and you run the risk of affecting your business’ ability to compete in the marketplace.

To that end, you want to keep Operating Expenses as low as possible but not to the detriment of your business. For example, let’s say that your pharmacy is known for providing exceptional customer service. This may be what sets you apart from the big box-type pharmacies – providing your edge over the local competition. Now assume you consider reducing the number of technicians as a means of cutting expenses. While this option may be feasible on a slower weekday, it may not be a wise strategy to employ on a busier day, such as Monday or the first of the month. This may lead to your Pharmacist having to perform more functions usually handled by that technician. As a result, it may cause longer check-out times for customers who count on fast and friendly service in your store – causing them to take their business elsewhere.

Again, strive to reduce Operating Expenses, but not at the risk of watering down your business. It may take some time to determine the right balance, but the investment will be worth the it.

It is possible to strike and maintain the proper balance in your Operating Expenses. Various strategies exist to lower your Operating Expenses, which in turn increases your Net Profit. Here are some options to consider:

· Prepare a budget to measure and monitor all of your operational expenses. You’ll establish a benchmark and easily identify areas of cost-cutting opportunities.

· Ensure you are staffed properly. Labor costs are usually the largest expense in the pharmacy. Understanding how much labor is necessary can save significant labor costs.

· Cut the cost of supplies where possible; they are necessary costs to the business but generally do not affect the customer.

· Go Green – energy-efficient technology reduces energy costs.

· Always monitor lease/rental agreements and other contracts to ensure they are within market ranges. Review and discuss contracts at least annually and discuss money saving options.

· Reduce your utility bills. Small changes like turning off computers after hours, installing timers on lights, and replacing your old thermostat with a programmable one, can lighten the load on your electric bill.

Net Income
As an independent pharmacy owner, you may be in business for multiple reasons – perhaps the most significant one is to generate income. Net Income (also called Net Profit) is your pharmacy’s earnings. The “bottom line” on your Income Statement is the profit (Net Income) or loss (Net Loss) made after Revenue is adjusted for all of the expenses incurred while doing business. 

Gross Profit, on the other hand, is the amount of money that remains after Revenue (or Sales) is adjusted for Cost of Goods Sold (COGS). Then, from Gross Profit, Operating Expenses are subtracted, resulting in our Net Income.

Revenue – COGS = Gross Profit – Operating Expenses = Net Income
The goal of your pharmacy is to drive a higher Net Income. This can be done by increasing Revenue, decreasing Cost of Goods Sold, and reducing Operating Expenses. Additionally, Net Profit is a key indicator of your business’ fiscal health. When you seek business financing, lenders will analyze your financial records, including your Income Statement. As a gauge of how profitable your pharmacy is, Net Income will factor into a lender’s decision of whether or not to grant you that loan.

Since generating Net Profit begins with Revenue/Sales, your goal is to produce more revenue. You can do this by increasing sales volume and by increasing sales quality. The latter entails finding niche areas where you may be able to sell products with higher profit margins. It may seem daunting but if you invest the time to discover new markets and/or areas with greater profitability you’ll be rewarded.

As mentioned earlier, you can increase Net Profit by increasing sales and decreasing COGS and Operating Expenses. Here are some strategies to consider:

· Increase sales volume – strive to fill more scripts.

· Maintain proper pricing – ensure you maximize reimbursements.

· Quality vs. quantity – sell products with a higher Profit Margin. Understand the difference in brands vs. generics prescriptions. Focus on non-prescription sales.

· Manage all of your inventory, especially prescription drugs – ensure you don’t sit on inventory and have the products you need, when you need them.

· Purchase properly from your suppliers.

· Promotions – offer weekly sales or other discounts to get more customers through your doors.

· Expand your product lines – variety can increase your customer base.

· Reduce overhead – ensure you are staffed properly and lower your costs of operational items such as supplies, utilities, et al.

Cost of Goods Sold

In a retail business Cost of Goods Sold is simply the cost of the merchandise (or inventory) that you buy from a supplier, which you then resell to your customers. COGS does not include operational expenses, such as labor, utilities, rent, salaries, and other overhead.

Delving a little deeper, Cost of Goods Sold is treated as an expense, which is deducted from your Revenue (or Sales) to determine Gross Profit (more on the latter can be found in Part 3 of this series.)

When you properly manage your Cost of Goods Sold, you maintain greater control of your pricing strategy as it relates to prescription revenues (i.e. proper reimbursements and cash pricing), as well as, non-prescription products such as OTC, DME, etc. Remember:

Revenue – COGS = Gross Profit.

Therefore, by properly pricing the items that your pharmacy sells, you can generate more revenue.Typically, the two largest inventory items purchased by a pharmacy will be brand and generic pharmaceuticals. Depending upon the pharmacy’s product mix, it may need to purchase items with a higher cost (brand or specialty items) or items with a lower cost such as generics. In either case, it is important to understand how these items are priced to ensure you make the proper revenues on these items. Additionally, increasing or decreasing your COGS will impact your Gross Profit. With your inventory costs (or COGS) decreased, your Gross Profit will likely increase; conversely, when your inventory costs increase, you will decrease Gross Profit.

Proper inventory management is a key component to maintaining a realistic COGS.Since your inventory is likely the largest expense in the pharmacy, it’s wise to explore ways to lower its cost to you. To that end, accurate inventory management is crucial – as is knowing when and how to buy product. Opportunities exist to lower your COGS. Here are some strategies to consider:

· Understand and discuss pricing regularly with your primary and secondary suppliers to ensure your pricing is competitive.

· Maintain proper inventory accounting principles – use just-in-time (JIT) inventory to your advantage and prevent dollars from sitting on your pharmacy shelf. Monitor your inventory turns with regards to your fast and slow moving items.

· Ensure inventory control – put proper procedures in place to reduce product shrinkage/loss.

· Purchase wisely – take advantage of additional incentives offered by your suppliers (examples may include: payment terms, trade shows, bulk order discounts, etc).
Gross Profit
Gross Profit = Revenue (or Sales) – Cost of Goods Sold

Gross profit is the monetary amount that remains after selling a product and deducting the costs associated with that product. It stands to reason that by regularly monitoring your Revenue and Cost of Goods Sold, you can increase your Gross Profit. It’s important to note that Operating Expenses do NOT impact Gross Profit. Therefore, expenses such as employee salaries, rent/lease, utilities, advertising, etc. do not affect Gross Profit (more on the concept of Operating Expenses later in the series). Rather, Gross Profit is the starting point of how much cash you have to cover those Operational Expenses.

Cash flow is an essential component to your business. When you’re aware of your pharmacy’s Gross Profit, you’re aware of your accessible resources (i.e. cash) available to operate your business. Your Gross Profit funds your operations and business growth. Understanding Gross Profit allows you to manage expenses and allocate capital appropriately within the business. Gross Profit is a good indicator of the health of your business and how effectively it’s run. While Gross Profit dollars are the most important, you should also review it as a percentage of Revenues, known as Gross Margin. Gross Margin is calculated by dividing Gross Profit into the Revenues.

Here’s an example: A customer of your pharmacy buys a bottle of fish oil capsules for $15. Your Cost of Goods Sold is $10 per bottle. Therefore the $15 sale minus the $10 Cost of Goods Sold equals $5 Gross Profit, or ~33% Gross Margin. If you’re not monitoring your basic pharmacy financials, you may not properly price the products that you sell to maximize your Gross Profit. To that end, if you sold that same bottle of fish oil for $12 revenue, minus $10 Cost of Goods Sold, that leaves you $2 in Gross Profit or ~16.5% Gross Margin. That’s $5 in the first scenario versus $2 in the second scenario that you’d have to cover your staff’s pay, equipment costs, taxes, and the like. Again, the higher your Gross Profit, the more funds you have available to grow your business.

There’s a variety of ways to increase your Gross Profit, including managing inventory and increasing sales. After all, there are more items for customers to buy in your independent pharmacy than just prescriptions. Here are some strategies to consider:

· Manage prescription cash pricing and third party reimbursements to ensure the pharmacy is reimbursed the proper amounts.

· Properly manage all of your inventory, especially your prescription drugs, through inventory controls such as perpetual inventory management, just-in-time inventory, and/or electronic interfaces.

· Ensure you maximize your buy plan(s) through your suppliers to attain the best cost of your inventory.

· Entertain pharmacy-specific niche markets such as compounding, home-healthcare equipment (DME), immunizations, etc.

· Promote the non-Rx departments, such as over-the-counter (OTC) items, to increase traffic resulting in increased sales.
Operating Expenses
Revenue – Cost of Goods Sold = Gross Profit – Operating Expenses = Net Profit
Since the goal for any business is to boost its bottom line (or Net Profit), keeping your controlled expenses in check is key. Those expenses impact your business’ cash flow, so monitoring them is imperative. Here, we continue our Income Statement series by exploring Operating Expenses. Essentially, Operating Expenses are the expenditures that your business incurs while conducting its business operations. This includes rent, employee salaries and benefits, utilities, computers and other workplace equipment, marketing, office supplies, bank fees, and more. However, inventory is not an Operating Expense. Inventory, or the merchandise that you purchase for resale, is a Cost of Goods Sold. For example, the cost of the prescriptions that you buy from a supplier (to then resell to your customers) is a Cost of Goods Sold (COGS). Therefore, the general rule is this: if an expense is not related to COGS, it’s considered an Operating Expense. It is crucial to optimize expenses to be as lean as possible without the potential of impacting the customer experience. To that end, you want to keep Operating Expenses as low as possible but not to the detriment of your business. For example, let’s say that your pharmacy is known for providing exceptional customer service. This may be what sets you apart from the big box-type pharmacies – providing your edge over the local competition. Now assume you consider reducing the number of technicians as a means of cutting expenses. While this option may be feasible on a slower weekday, it may not be a wise strategy to employ on a busier day, such as Monday or the first of the month. This may lead to your Pharmacist having to perform more functions usually handled by that technician. As a result, it may cause longer check-out times for customers who count on fast and friendly service in your store – causing them to take their business elsewhere. Again, strive to reduce Operating Expenses, but not at the risk of watering down your business. It may take some time to determine the right balance, but the investment will be worth the it. It is possible to strike and maintain the proper balance in your Operating Expenses. Various strategies exist to lower your Operating Expenses, which in turn increases your Net Profit. Here are some options to consider:

· Prepare a budget to measure and monitor all of your operational expenses. You’ll establish a benchmark and easily identify areas of cost-cutting opportunities.

· Ensure you are staffed properly. Labor costs are usually the largest expense in the pharmacy. Understanding how much labor is necessary can save significant labor costs.

· Cut the cost of supplies where possible; they are necessary costs to the business but generally do not affect the customer.

· Go Green – energy-efficient technology reduces energy costs.

· Always monitor lease/rental agreements and other contracts to ensure they are within market ranges. Review and discuss contracts at least annually and discuss money saving options.

· Reduce your utility bills. Small changes like turning off computers after hours, installing timers on lights, and replacing your old thermostat with a programmable one, can lighten the load on your electric bill.

Source: 
Understanding Pharmacy Financials (liveoakbank.com)
Financial Analysis in Pharmacy Practice by Keith N. Herist, Brent L. Rollins, Matthew Perri//Pharmaceutical Press; 1st edition

